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Introduction

1. On March 28, 2003, the Ontario Energy Board ("OEB" or "Board") issued Procedural Order No. 1 dealing with nine applications for service area amendments brought before it by the above-named licensed distributors.  The OEB’s Procedural Order #1 established a framework for a combined proceeding due to the similar policy questions that would arise in each of these applications.  Toronto Hydro-Electric System Limited ("TH Electric System") is not taking a position on the specific technical features or merits of these applications.  TH Electric System's evidence will instead address the principles that should be applied generally by the OEB in considering applications for service area amendments, and the issues set out in the OEB's Issues List.

2. At the April 30th Issues Conference, an issue arose with respect to the jurisdiction of the Ontario Energy Board to make an order which would have the effect of transferring a Distributor's existing customers to another distributor which has sought an amendment to expand its service territory (the "jurisdictional issue").  The matter was heard on May 20th, and on June 23rd the OEB ruled, in part, that "none of the legislation nor any arguments made removes all jurisdiction in the Board to consider and grant service area amendment applications involving existing customers".

3. TH Electric System acknowledges the Board’s finding that it has the jurisdiction to consider service area amendments involving existing customers.

4. However, in considering any applications for distribution service area amendments, TH Electric System urges the Board to focus its attention on those avenues currently available to it for determining service area amendments.  TH Electric System respectfully submits that those avenues are in part embodied in the MAADs process contemplated in sections 85 and 86 of the Ontario Energy Board Act, 1998 (the "OEB Act").

5. TH Electric System recognizes that the Board is also guided by the objects of the OEB Act.  However, in addition to applying these principles, TH Electric System believes that the Board should establish a clear set of guidelines the sole purpose of which would be to guide service area amendment decisions.  TH Electric System believes that a clear, consistent approach would ease regulatory burden and establish some regulatory certainty for all parties.

Guiding Principles

6. In light of the foregoing, TH Electric System recommends that the Board adopt the following Guiding Principles for the consideration of service area amendment decisions.  TH Electric System may elaborate on these proposed principles, and on its comments on the issues set out in the Issues List, should the Board convene an oral hearing in this proceeding:

(a) Distribution is a natural monopoly and does not support competition;

(b) A service area amendment should not create or contribute to inefficiencies in electricity distribution or contribute to the duplication of distribution infrastructure;

(c) A service area amendment must, if it is to be permitted, be in the overall public interest and represent a just and reasonable balance of the best interests of all customers, both existing and new, and of both the incumbent and the applicant distributors, over the long term;

(d) The process for applying for and assessing a proposed service area amendment should be based on the OEB's Filing Requirements for Acquisitions, Divestitures and Amalgamations (formerly known as the "MAADs" Guidelines) applications, which represent agreement among involved distributors; and

(e) Any service area amendment, if it is to be permitted, must not conflict with the provincial government's stated interest in geographic rationalization in the distribution sector.

Distribution is a natural monopoly and does not support competition.

7.  The Provincial Government's White Paper of November, 1997, - "Direction for Change: Charting a Course for Competitive Electricity and Jobs in Ontario" – and the May, 1996 report titled "A Framework for Competition: The Report of the Advisory Committee on Competition in Ontario's Electricity System to the Ontario Minister of Environment and Energy" (referred to in this summary of evidence as the "Macdonald Committee Report") that preceded the White Paper, did not contemplate competition in the distribution sector.  At p.16 of the White Paper, the Government advised that "On the competition start date, Ontario Hydro's transmission grid and the wires of all the province's electricity distribution systems would become common carriers with posted prices, in much the same way that telephone lines and gas pipelines became common carriers when those industries were opened up to competition.…All generators, including those outside Ontario, would be able to participate in the market by offering supply.…In the reformed electricity system, all customers would have access to competitive suppliers.  The Government is proposing an early, unphased move to full retail access….Retail access would mean the end of the current electricity supply monopoly enjoyed by all local distribution utilities in the province, including Ontario Hydro Retail."  

8. Certain participants in this proceeding have suggested that the first of the Board's objectives with respect to electricity, set out in Section 1 of each of the Electricity Act, 1998 (the "EA") and the OEB Act, specifically "to facilitate competition in the generation and sale of electricity and to facilitate a smooth transition to competition", includes competition in the delivery of electricity.  This is simply not borne out in the White Paper that led to the Energy Competition Act, 1998, of which the EA and the OEB Act are Schedules.  On the contrary, the Government, at p.18 of the White Paper, specifically observes that, "However, transmission and local distribution remain natural monopolies, and are not amenable to direct competition….Local distribution utilities would be required to separate their wires businesses from any competitive businesses they may have or develop in future.  They would be required to establish separate subsidiaries for their competitive businesses." (Emphasis added)  Clearly, the Government did not foresee "wires" activities as a competitive business, and this separation of monopoly and competitive businesses was enshrined in legislation through provisions such as Section 71 of the OEB Act.

9. Similarly, at the OEB level, the Board has recognized that electricity distribution is not a competitive activity.  For example, at paragraph 2.1.14 of the Board’s Performance Based Regulation Decision of January 18, 2000 (RP-1999-0034), the Board held:

“2.1.14 
By way of commentary, the Board observes that PBR is not just light-handed cost of service regulation. For the electricity distribution utilities in Ontario, PBR represents a fundamental shift from the historical cost of service regulation. It provides the utilities with incentive for behaviour which more closely resembles that of competitive, cost-minimizing, profit-maximizing companies. Customers and shareholders alike can gain from efficiency enhancing and cost-minimizing strategies that will ultimately yield lower rates with appropriate safeguards for service quality. Under PBR, the regulated utility will be responsible for making its investments based on business conditions and the objectives of its shareholder within the constraints of the price cap, and subject to service quality standards set by the Board.”
At section 2.3.1 of the Board’s Electricity Distribution Rate 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.”

TH Electric System submits that PBR is a proxy for competition and the mechanism to drive distributors’ economic efficiency and customer service.  The PBR regime is in place in order to allow distribution utilities to replicate competitive behaviours, because distribution activities are not competitive in themselves.

10. This being said, there is one area in which a degree of competition is permitted with respect to service provided by a distributor, but it is not in the delivery of electricity.  Rather, it is in the construction of those portions of a connection to or expansion of a distributor’s system that the distributor has determined may be the subject of alternative bids, in accordance with section 3.3 of the Board’s Distribution System Code (the “DSC”).  Under the circumstances set out in section 3.3.1 of the DSC, where a connection or expansion requires a capital contribution from the customer and the construction work would not involve work with existing circuits, the customer may seek an alternative bid from qualified contractors.  However, the fact that the Board has provided for alternative bids for construction of electricity infrastructure cannot, it is submitted, be read as an endorsement by the Board of competition in the delivery of electricity. 

A service area amendment should not create or contribute to inefficiencies in electricity distribution or contribute to the duplication of distribution infrastructure.

11. The promotion of economic efficiency in the generation, transmission and distribution of electricity is both a purpose of the EA (at paragraph 1(f) of the EA) and an objective of the Board under the OEB Act (at paragraph 4 of section 1 of the OEB Act).  There may well be circumstances in which a neighbouring distributor is better able than the incumbent distributor to serve a new customer, particularly where the neighbouring distributor has distribution assets and capacity in the immediate vicinity of the new customer, and the incumbent distributor does not.  However, where an incumbent distributor has planned and expanded its distribution system to accommodate customers such as the one(s) moving into the incumbent distributor's service area, then TH Electric System submits that there is no merit in permitting the transfer of customers to the neighbouring distributor.

12. TH Electric System is aware that certain participants have proposed that the incumbent utility would be entitled to compensation for the stranding of its assets.  These proposals have been accompanied by an excessively narrow characterization of what would constitute stranded assets.  Were the Board to create a competitive regime for distribution, compensation would clearly be required, and TH Electric System submits that the compensation must address all distribution assets that have been stranded by the connection of the new customer to the new distributor.  As discussed below, a mechanism already exists for compensation for distribution assets, and that is set out in the Board's Filing Guidelines for Acquisitions, Divestitures and Amalgamations (formerly the "MAADs" guidelines), which contemplate agreements among the parties as to the value of those assets.

13. TH Electric System submits that the only way in which it would be economically efficient to allow a neighbouring distributor to serve a new customer is in circumstances where the cost of connecting the customer to the neighbouring distributor's system, which would include the compensation to the incumbent utility for all stranded distribution assets, or portions thereof, including items that would not be the subject of compensation according to some parties to this proceeding, is less than the cost of connecting the customer to the incumbent distribution system.  

A service area amendment must, if it is to be permitted, be in the overall public interest and represent a just and reasonable balance of the best interests of all customers, both existing and new, and of both the incumbent and the applicant distributors, over the long term.

14. In this regard, TH Electric System submits that there are several aspects to the public interest:

· there is the interest of the individual customer that may wish to be served by a distributor other than its incumbent distributor.  The "customer" itself may fall into one of two categories – a developer requesting a connection of a subdivision or other form of development; or the end-use customer that will occupy the premises being developed.  This interest may include factors such as distribution rate and capital contribution levels, availability of customer service and critical in-service dates.  The SW Utilities have suggested, by way of their proposed "schema", that those wishes should be, by far, the predominant factor in the determination of whether the non-incumbent distributor ought to be permitted to serve the customer;

· there are the interests of the remaining customers of the incumbent utility, and of the incumbent utility itself, that may be affected in a number of ways, including the following:

· through rate adjustments based on cost allocation studies (which are intended to follow the current transitional period of first-generation PBR), remaining customers may be forced to bear the costs associated with stranded distribution assets, particularly if the Board adopts a narrow approach to those assets that may be subject to stranding, as proposed by some participants;

· similarly, the remaining customers may be subject to rate adjustments that would reflect the higher proportionate costs of operating and maintaining a lower density distribution system.  In addition, allowing a new utility (whether neighbouring or entirely new) to "cherry-pick" the low-cost customers may leave a pool of customers with high operation and maintenance costs, and these must ultimately be recovered through adjusted distribution rates.

· the incumbent utility may bear costs associated with those stranded assets until they can be recovered in rates, which will in turn reduce returns available to the shareholder(s) of the incumbent utility.  Additionally, there is no guarantee that the incumbent utility will be able to recover, through rates, all of the costs associated with these stranded assets;

· the incumbent utility may experience higher borrowing costs as a result of its inability to satisfy bond rating agencies that its growth projections are supportable when there is an ongoing risk of desirable, high value customers being taken by other distributors; and 

· the incumbent utility may experience difficulties, and higher costs, associated with its obligation to "continue to plan and build the distribution system for reasonable forecast load growth", as set out in section 3.4.1 of the Board's Distribution System Code, because the distributor will no longer have an incentive to plan comprehensively for future load growth – rather, the incentive will be to expand incrementally, at higher overall cost.

These factors may also have direct impacts on the rates of the remaining customers of the incumbent distributor.  TH Electric System submits that these would be unacceptable outcomes of the creation of a competitive regime in distribution.  It is particularly worrisome where there is no statutory or provincial policy support for competition in distribution, but rather, as discussed above, where the legislative and regulatory framework for distribution supports the maintenance of regulated monopolies in the distribution sector.

15. TH Electric System submits that the interests of the individual customer must not outweigh the other aspects of the public interest when the Board is considering a service area amendment.  Moreover, the interest of the developer as a customer cannot outweigh the interest of the end-use consumer, who will ultimately be responsible for the rates resulting from the developer's preferences.  For example, while a developer may have an interest in selecting a distributor that requires a lower capital contribution for an expansion of its system, this will likely result in higher ongoing distribution rates for the end-use consumer.  

The process for applying for and assessing a proposed service area amendment should be based on the OEB's Filing Requirements for Acquisitions, Divestitures and Amalgamations (formerly known as the "MAADs" Guidelines) applications, which represent agreement among involved distributors.

16. As with service area amendments, the Board has approval authority over dispositions of distribution assets, among other types of transactions involving distributors.  The MAADs process is initiated where two willing parties have reached an agreement on the value of the assets being transferred, and any application must address several key issues, among them:

· Section 2.3.1 of the Board's Guidelines requires the parties to "Provide details of the costs and benefits of the proposed transaction to the consumers of the parties to the proposed transaction."  The broad range of costs and benefits of a proposed service area amendment to the customers of both distributors (see comments above on the public interest) must also be considered to be a key element of any service area amendment application.

· Section 2.4.1 requires the parties to "identify and quantify any costs, efficiencies and/or economies of scale that may result from the proposed transaction."

· "Financial viability" is also a key area in the Guidelines, and while the specific questions posed in the Guidelines may not correspond directly to the questions that may be raised in a service area amendment application, the issue of whether the proposed amendment would have a negative impact on the financial viability of either of the parties should be considered critical to the Board's determination of an application.

In short, the MAADs process provides for a series of checks that allows the Board to ensure that the arrangements reached between two willing parties are consistent with the broader public interest, and that the transaction will not adversely affect the financial viability of either party.  TH Electric System submits that these considerations are just as important in the service area amendment process, and that the MAADs Guidelines provide a useful framework for approaching service area amendments.  As should also be evident from these comments, any transfer of assets arising out of a proposed service area amendment should be agreed to by both distributors and should recognize financial impacts on the customers of both distributors.

Any service area amendment, if it is to be permitted, must not conflict with the provincial government's stated interest in geographic rationalization in the distribution sector.

17. The Macdonald Committee Report (at p.76) recommends that the distribution sector be restructured based on three principles.  Among them is the principle "that there be fewer distribution utilities."  In its cover letter to the Minister of Environment and Energy, the Committee recommends,

"that the present entities that make up the existing distribution system should rationalize themselves not only to be fewer in number, but also to expand their territories to ensure that service is provided to all Ontarians, including those retail customers of Ontario Hydro. In addition, distributors should be directed to keep separate their competitive and non-competitive activities — to ensure the best service and products for consumers in the non-competitive businesses."

The latter sentence of this extract from the cover letter reinforces TH Electric System's submission that there is no policy basis for the Board's creation of competition in the monopoly "wires" sector.  The former portion of the extract supports the submission that there should be fewer electricity distributors in the province.

18. At p.20 of the White Paper, the Government states:

The Government agrees with the Advisory Committee on the need for efficiency improvements and consolidation in electricity distribution. It has concluded that geographic rationalization in the distribution sector should proceed on a commercial and voluntary basis.

The municipal utilities, as a group, recognize the need to consolidate organizations and achieve economies in their operations. The Government is encouraged that several restructuring studies have already been initiated at the local level across the province. The Government’s proposal to introduce full retail competition starting in 2000 is a strong signal to the local utilities to proceed rapidly with a voluntary restructuring of their operations.

The Government’s expectation is that municipal electrical utilities will achieve significant geographical consolidations over the next five years. The Government will work with the Ontario Municipal Electric Association, Ontario Hydro and its successor companies, the Ontario Energy Board, and others to develop benchmarks and guidelines for efficiency, reliability and accountability to facilitate locally-driven reforms.

19. The Province has now entered a second two-year transfer tax "window" (the first having ended in November 2000), which will be in effect for transactions between March, 2003 and March 2005 (see subsection 3(18) of O. Reg. 124/99, as amended by O. Reg. 292/03), whereby further consolidations in the distribution sector will not be subject to the transfer tax provided for in subsection 94(1) of the EA.

20. In March of this year, the Provincial Government released the report titled "Review of Electricity Bills", prepared by Salvatore Badali, FCA (the "Badali Report").  The Executive Summary, at p.1 of the report, Mr. Badali summarizes the report's key comments and recommendations.  Among them is the following:

· Given the large numbers of LDCs across the Province, there are opportunities for increased efficiencies at the local utility level through the continuation of Performance Based Regulation overseen by the Ontario Energy Board (OEB), increased use of shared services, consolidation, regionalization, or a combination of these measures.
At p.40, the Badali Report notes:

· A benefit of further consolidation is the reduction in the spread of regulatory oversight needed to support the current environment of almost 100 LDCs.  With fewer distribution companies, the OEB could be freed from dealing with the same issue essentially 100 times.  Additional focus could be brought to significant issues such as rate levels, cost of service and allocation studies, etc. that would benefit consumers.

Finally, at p.44, the Badali Report notes:

· With the large number of LDCs in Ontario, consideration should be given to encourage the further use of shared services, provide incentives for further consolidation, or strategic alliances such as regionalization where costs for operations, customer care, and capital investments could be spread across a larger customer base.  Implementation of such strategies could take a number of years.

21. TH Electric System submits that Provincial policy clearly continues to favour consolidation in the distribution sector, and the economies and reduced regulatory burdens to which consolidation can contribute, and that the Board should not, in the context of service area amendments or other regulatory processes, take steps that would undermine the consolidation process. 

Issues List Matters

22. TH Electric System does not propose to provide detailed submissions in respect of each of the items on the Board's Issues List.  TH Electric System submits that the principles set out above should guide the Board in its consideration of any service area amendment application.  However, TH Electric System is providing the following additional brief comments in respect of a number of the enumerated issues, and may elaborate on these points in an oral hearing in this proceeding.

1.
Customer Preference

· As discussed above, TH Electric System submits that the interests of the individual customer, whether the developer or the end-use consumer, must not outweigh the other aspects of the public interest when the Board is considering a service area amendment.

· TH Electric System submits that open LDC competition is ultimately unsustainable for the OEB, the LDC and its customers.  It contributes to the duplication and stranding of assets; and the "cherry-picking" of low-maintenance, high return customers, leaving the incumbent utility with higher-cost infrastructure without the balancing effect of the newer infrastructure, leading to higher rates for those customers that remain.

· As discussed above, TH Electric System does agree that there are limited circumstances under which a service area amendment would be advisable, but they will typically relate to situations on the boundaries of existing service areas.

· The Macdonald Committee Report, the White Paper and the Badali Report did not envisage distributor competition; and both the absence of any reference to competition in the distribution of electricity in the EA and the OEB Act, and the establishment of a new transfer tax holiday as recently as this year, suggest that distributor competition is not supported by applicable policy or legislation.  Similarly, PBR is a proxy for competition, and allows for distributors to pursue efficiencies and increased returns without the negative consequences of competition, such as duplication and stranding of assets, and inefficient system planning and expansion, in this capital-intensive sector.  Distributor competition and the overlapping of service areas fly in the face of the geographic consolidation discussed in the Committee Report and the White Paper.

· TH Electric System submits that while service area amendments for new customers may be supportable in certain limited circumstances, the transfer of existing customers is not, in the absence of agreement between the distributors on the terms of the transfer.  As discussed above, the process for Board approval of such a transfer should be similar to that set out in the MAADs Guidelines, should consider the broad public interest, and should recognize the financial impacts on both distributors and their customers.

· Current rates should have no consideration in service area amendment decisions.  As submitted by Hydro One in its evidence responding to several of the individual service area amendment applications in this proceeding, current distribution rates are transitional, and do not necessarily reflect the actual costs of providing distribution service.  These costs will only become better understood and more directly comparable through the cost allocation study process which will be undertaken in preparation for second generation PBR. Distributor rates are set by the Board using PBR which is the appropriate mechanism to drive economic efficiency

2.
Impact on Customers in the Amendment Area

· TH Electric System submits that, where possible, distributor service areas should be contiguous across a naturally occurring area.  This enables a distributor to efficiently plan for system growth, and spread operation and maintenance costs across a mix of new and older infrastructure and lower and higher cost customers.  The "cherry picking" of high-value customers at the borders of, or within the incumbent distributor's service area, will have adverse impacts on system planning and the rates of customers remaining in the incumbent distributor's service area. 

· Existing and new customers in the service area subject to the amendment request are affected economically by service area amendment decisions by virtue of possible duplication or stranding of assets.  A process similar to the Board's MAADs process, as discussed above, presents the best opportunity to ensure that these concerns are addressed, if possible, in any proposed amendment.

· The service quality standards of an applicant distributor should not necessarily be a factor in a service area amendment application where the incumbent distributor meets the Board's prescribed service quality standards and can satisfy the Board that they can be still be met in the area that is the subject of the amendment application.

3.
Impact on Distributors and their Customers

· (see discussions in #2 and #4)

4.
Overlapping Service Areas

· The OEB found, in its June 23, 2003 Decision on the Jurisdictional issue, that the stated provisions of the OEB Act unequivocally establish the Board’s jurisdiction to specify and expand or reduce service areas by way of licence amendment even where such amendments will result in overlapping service areas, provided that the Board finds that it is in the public interest to do so.

· TH Electric System submits that overlapping service areas are not in the public interest, and should not be permitted by the Board; such arrangements would only serve to encourage the duplication and stranding of distribution assets, create confusion with respect to distributors' obligations to connect and to make offers to connect, and create confusion with respect to customer service.

· TH Electric System submits that in the White Paper, the government placed a priority on regulatory symmetry with the gas industry.  This can be found at p.13 of the White Paper, where the Government states that 

"Finally, it is desirable to pursue regulatory symmetry across industries that have a large number of features in common.  In this regard, the Government has heard many comments to the effect that the Ontario electricity industry should be restructured using the natural gas industry as a model.  The Government agrees on the need for a fair and effective regulatory regime that supports a level playing field between electricity and natural gas."

Currently, gas utility distribution service areas are clearly defined, as are those of electricity distributors.  While it may be appropriate to adjust electricity distribution service area boundaries under certain circumstances, TH Electric System submits that there is no apparent justification for diverging from this symmetry that currently does exist between the gas and electricity sectors. 

· TH Electric System submits that it is desirable that service areas should be aligned where possible with municipal boundaries as electricity infrastructure provides a vital service to a local community.  Alignment with municipal boundary respects that relationship.

· This being said, TH Electric System recognizes that municipal boundaries have not always corresponded to service area boundaries, and that municipal boundaries continue to change over time.  Realignments that do not take into account the value of all incumbent wires assets associated with the area to be realigned should not be permitted, and boundary realignments should not be forced simply to bring the service area boundaries into line with municipal boundaries.  TH Electric System once again recommends a MAADs-type process, in which distributors could come to a negotiated agreement on the transfer of assets, including customers, in these circumstances.

· TH Electric System submits that the introduction of an additional distribution company into an existing service area presents operational complexities especially in the areas of outage management and underground plant locates.  For example, unfamiliarity with the incumbent or new distributor's distribution system has the potential to cause confusion and present difficulties for utility emergency crews thereby jeopardizing the safety of consumers.

5.
Filing and Process Requirements

· TH Electric System refers the Board to its comments above in respect of the Board's existing Guidelines for Acquisitions, Divestitures and Amalgamations (formerly known as the "MAADs" Guidelines), and its recommendation that service area amendments be subject to a similar process.  TH Electric System recognizes that there may be circumstances in which distributors cannot reach an agreement on the transfer (if necessary) of assets.  In such cases, the Board may be asked to adjudicate the dispute, but in the event that the Board determines that there is an economic case favouring the amendment, the compensation awarded to the incumbent distributor must address all distribution assets that have been stranded by the connection of the customer to the new distributor, and all other costs to the incumbent distributor reasonably arising from the amendment.
All of which is respectfully submitted this 7th day of August, 2003.
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