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A. Natural Gas – Economics, Policy and the Environment 1 

A.1 Benefits of Access to Natural Gas 2 
 3 

1. Expansion of natural gas networks has important economic benefits; it lowers 4 

energy costs for households, farms, and commercial and industrial 5 

establishments; access to low cost energy can also spur growth in the expansion 6 

area; and, there are potentially environmental benefits as natural gas has the 7 

lowest carbon footprint in the hydrocarbon family.  8 

 9 

2. Expansion can also lead to higher capacity utilization rates of existing 10 

transmission, distribution and storage infrastructure which may lead to broader 11 

sharing of costs. Security of supply may also be enhanced if infrastructure is 12 

strengthened. 13 

 14 

3. In addition to these benefits, the Province has recognized the increasing 15 

divergence of energy costs between areas that enjoy natural gas service and 16 

those that do not, the latter usually being in rural areas where incomes are often 17 

lower. For these reasons, the Government is promoting natural gas expansion, 18 

and supporting it with new loan and grant programs. 19 

 20 
4. Most of the capital expenditures to supply a new franchise area would likely 21 

occur in the first few years.  Conversion by customers to natural gas should 22 

therefore take place as quickly as possible.  Both the regulator and the Province 23 

may want to take this into consideration when determining rate design, patterns 24 

of cost recovery and support levels.  25 

 26 

A.2 Natural Gas Markets 27 
 28 

5. The shale revolution has led to profound changes in North American natural gas 29 
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markets.1  Prices are likely to remain low for the foreseeable future. Flows of 1 

natural gas across North American pipeline networks have been fundamentally 2 

altered as well, with significant consequences for pipeline owners and users. At 3 

the same time, electricity prices have increased dramatically in Ontario, as well 4 

as in other jurisdictions, further propelling the migration to natural gas.2  5 

 6 

 7 

Figure 13 8 

 9 

 10 

                                                            
1 Natural gas markets are continental because of the cost of shipping overseas.  During the financial crisis 
beginning in 2008, gas prices dropped dramatically in many parts of the world.  However, in the ensuing years 
North American prices remained low while prices elsewhere recovered. This divergence signaled the fundamental 
shift stemming from the shale revolution.   See e.g., BP Statistical Review of World Energy June 2015, page 27, 
http://www.bp.com/content/dam/bp/pdf/energy-economics/statistical-review-2015/bp-statistical-review-of-
world-energy-2015-full-report.pdf. 
  
2 The shale revolution also underlies the tectonic shift in oil markets, the magnitude of which we have not seen 
since OPEC first exercised its market power in 1973.  Extraction of unconventional oil has upturned oil markets not 
just because it provides a new source of supply, but more importantly because it is scaleable.  The cost of a shale 
well is a few million dollars (in comparison to billions for undersea fields). Saudi Arabia, the leading member of 
OPEC has changed its strategy from supporting market price, to maintaining market share. See, e.g., A. Yatchew 
(2016), “Discerning Trends in Commodity Prices”, forthcoming Macroeconomic Dynamics. 
 
3 Source: Ontario Natural Gas Background Report, Prepared for Ontario Energy Board by HSB Solomon Associates 
Canada Ltd. March 2014.  
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6. Most of the areas receiving gas service in Ontario are near the TransCanada 1 

Mainline System (see Figure 1). Presently there are two major natural gas 2 

distribution companies in Ontario, Union and Enbridge, and a few local 3 

distributors. Union serves northern, western and some southern parts of the 4 

Province, Enbridge service areas are primarily in the south and east.  The two 5 

rarely compete against each other for new franchise areas.  6 

 7 

A.3 Government Policy Favours Expansion 8 
 9 

7. The Ministry of Energy’s 2013 Long-term Energy Plan (LTEP) signaled the 10 

Ontario Government’s intentions to ensure that additional communities would 11 

gain access to natural gas in order to benefit from the changing North American 12 

market and low prices. The LTEP stated that “[T]he government will work with 13 

gas distributors and municipalities to pursue options to expand natural gas 14 

infrastructure to service more communities in rural and northern Ontario.”4 15 

 16 

8. In February 2015, the Minister of Energy wrote to the Chair of the Ontario Energy 17 

Board (“Board”) stating that “In addition to our LTEP commitment, the 18 

government is working to develop a Natural Gas Access Loan and a Natural Gas 19 

Economic Development Grant.” The Minister encouraged “the Board to continue 20 

to move forward on a timely basis on its plans to examine opportunities to 21 

facilitate access to natural gas services to more communities”.5  22 

 23 

9. In response to the Minister’s letter, the Board issued a letter to prospective 24 

applicants for expansion of natural gas distribution. The letter invited parties to 25 

identify options for expanding natural gas services in communities for which the 26 

                                                            
4 Ontario Ministry of Energy “Achieving Balance, Ontario’s Long Term Energy Plan”, page 7, 
http://www.energy.gov.on.ca/en/ltep/achieving-balance-ontarios-long-term-energy-plan/.  
 
5 Letter from the Minister of Energy, Bob Chiarelli, to Ontario Energy Board Chair, Rosemarie Leclair, February 17 
2015, http://www.ontarioenergyboard.ca/oeb/_Documents/EB-2014-
0227/Letter_Minister_to_OEB_OESP_20150217.pdf.  
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economics of the proposed projects may not be strictly accommodated within the 1 

current regulatory construct.6  The Board indicated that applicants should seek to 2 

minimize impacts on existing natural gas ratepayers. 3 

 4 

10. In April 2015, the Ministry of Economic Development, Employment and 5 

Infrastructure officially introduced the $200 million Natural Gas Access Loan and 6 

$30 million Natural Gas Economic Development Grant program stating that the 7 

program “will attract new industry, make commercial transportation and 8 

agriculture more affordable, help to create jobs, provide more energy choices 9 

and will lower electricity prices for businesses and consumers across Ontario.” 7 10 

 11 

A.4 Environmental Context 12 
 13 

11. The Government is instituting a carbon pricing approach in the form of cap-and-14 

trade to deal with the environmental externalities of hydrocarbon use.  This 15 

represents an important shift from previous efforts to decarbonize the Ontario 16 

economy. Unlike programs such as feed-in-tariffs, which require the Government 17 

to select technologies and determine prices, cap-and-trade addresses the 18 

adverse externality directly, and permits individuals, firms and markets to 19 

determine the most cost effective ways to reduce their dependence on fossil 20 

fuels.8 This in turn promotes equalization of carbon abatement costs across the 21 

various uses and users of hydrocarbons in the economy.    22 

 23 

                                                            
6 “E.B.O. 188. IN THE MATTER OF the Ontario Energy Board Act, R.S.O. 1990, c. O.13; AND IN THE MATTER OF a 
hearing to inquire into, hear and determine certain matters relating to natural gas system expansion for The 
Consumers' Gas Company Ltd., Union Gas Limited and Centra Gas Ontario Inc.”, Final Report of the Board, January 
30, 1998.   Henceforth “EBO 188”. 
 
7 Government of Ontario, News Release, April 24 2015,  https://news.ontario.ca/medt/en/2015/04/ontario-
expanding-natural-gas-service-to-more-communities.html 
 
8 For a theoretical analysis of tools for decarbonization see R. Green and A. Yatchew (2012) “Support Schemes for 
Renewable Energy: An Economic Analysis”, Economics of Energy & Environmental Policy, 1, 83-98. For a recent 
evaluation of renewable electricity programs in Ontario, see B. Rivard and A. Yatchew (2016), “Integration of 
Renewables into the Ontario Electricity System”, forthcoming, The Energy Journal.  
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12. From an environmental perspective, natural gas (methane) has both advantages 1 

and disadvantages.  It is a hydrocarbon, so its combustion produces greenhouse 2 

gases.  On the other hand, methane has the lowest combustion carbon footprint 3 

in the hydrocarbon family -- about half that of coal, two thirds that of oil and about 4 

80% that of propane.9 Furthermore, piped natural gas produces less CO2 than 5 

propane (or oil) delivered by truck because of lower transportation related 6 

emissions. Households that switch from oil or even propane heating are therefore 7 

expected to be reducing their greenhouse gas emissions. 8 

 9 

13. Electric heating is expensive, and propane and oil heating costs were not much 10 

lower prior to the shift in oil markets.  The precipitous drop in oil prices is likely to 11 

lead to sustained lower oil and propane heating costs, slowing a price induced 12 

switch from these heating fuels. However, at the same time that price 13 

attractiveness of natural gas can lead to fuel switching and an increase in 14 

demand, decarbonization measures may dampen demand growth and even 15 

reduce it. 16 

 17 

14. For purposes of the present discussion, the important point is that Government 18 

policies which price carbon provide an effective mechanism for capping total 19 

carbon generation in the Province and ensuring that hydrocarbons, mainly oil and 20 

natural gas, are dedicated to their best and most needed uses.  Carbon pricing 21 

does not preclude, and indeed may promote increased use of natural gas in 22 

some sectors at the same time that hydrocarbon use in other sectors declines.  23 

 24 

15. To summarize, expansion of gas services has important economic benefits, it 25 

puts rural customers (residential, farm, commercial and industrial) on an energy 26 

footing that is closer to that enjoyed by customers in served areas, and it has the 27 

                                                            
9 See U.S. Energy Information Administration, “How much carbon dioxide is produced when different fuels are 
burned?” https://www.eia.gov/tools/faqs/faq.cfm?id=73&t=11.  Some have argued that natural gas is the ‘bridge 
fuel’ that will help bring us out of the hydrocarbon age as humans strive to decarbonize their energy production.  
See e.g., MIT Energy Initiative, “The Future of Natural Gas”, http://mitei.mit.edu/publications/reports-
studies/future-natural-gas. 
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clear support of the Government. There are also potential environmental 1 

benefits. 2 

 3 

B. Franchise Competitiveness 4 
 5 

B.1 Benefits of Competitiveness 6 
 7 

16. In many industries, the presence of multiple suppliers is sufficient to ensure that 8 

there is workable or even vigorous competition in the market; customers have 9 

alternatives, and failure to provide goods or services at reasonable prices leads 10 

to losses in sales and profits. In industries with natural monopoly characteristics, 11 

such as electricity and gas distribution, competition in the market is not possible, 12 

but there is substantial potential for promoting the public interest through 13 

competition for the market.  Franchise bidding is a mechanism that can achieve 14 

this objective.10  15 

 16 

17. Competitiveness for franchise areas brings significant benefits.   17 

 18 

a. Competitive forces are more likely to ensure that new customers are 19 

served at lowest cost. They strengthen a potential distributor’s incentives 20 

to find ways to reduce the capital costs of expansion where possible, with 21 

the benefits of these savings being realized by customers through lower 22 

rates. 23 

 24 

                                                            
10 The idea that even in natural monopoly industries, competition in the form of franchise bidding, i.e., for the right 
to serve as a regulated monopoly supplier, can bring significant consumer benefits was noted by Harold Demsetz, 
“Why Regulate Utilities?” Journal of Law and Economics, 11(1): 55–65, 1968.  For a more recent review of the 
literature, see, e.g., Mark Armstrong and David Sappington, “Regulation, Competition, and Liberalization,” Journal 
of Economic Literature Vol. XLIV (June 2006), pp. 325–366. 
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b. Expansion time-frames will likely be accelerated, particularly if agreements 1 

incorporate exit clauses in the event the proponent fails to build facilities in 2 

a timely fashion.11 3 

 4 

c. With multiple firms vying for customers, there are likely to be innovative 5 

offerings to secure a deal, such as conversion financing options and 6 

alternative approaches to risk sharing.12 7 

 8 

d. New entrants may bring alternative business models which take 9 

advantage of, for example, economies of scope, by providing multiple 10 

services. These can bring savings to customers through the sharing of 11 

billing service costs and common overheads.13 There is considerable 12 

statistical evidence that multi-utilities can produce significant cost 13 

savings.14 The provision of multiple services by a single entity can also 14 

lead to added convenience for customers. 15 

 16 

e. One of the most important benefits of competition is that it promotes 17 

dynamic efficiency. Open competition will drive innovation and more 18 

efficient ways of producing energy services, for example through 19 

combined heat and power facilities. 15 20 

                                                            
11 In Alaska, a new entrant offered a much more aggressive expansion plan than the incumbent, projecting to 
connect more than six times the number of customers. See discussion below. 
 
12 As the Maine Public Utilities Commission noted in its approval of Summit Natural Gas’s rate plan “SNG will offer 
a lower cost alternative compared to other fuels, … and will provide up-front financial incentives to customers to 
help defray the cost to convert to natural gas.” See discussion below. 
 
13 The cities of Kingston and Kitchener offer multiple utility services within single corporate entities, as does EPCOR 
in Edmonton and other locations. 
 
14EPCOR is a good example. The company provides both water and electricity services in a number of markets.  
Operating gas distribution services in those markets may bring additional economies that could further increase 
the benefits.  In Ontario, earlier work found significant saving at electricity distribution companies that provided 
water/sewage services. See A. Yatchew 2000, Scale Economies in Electricity Distribution, Journal of Applied 
Econometrics, Vol. 15, 187-210. 
 
15 The California Public Service Commission has recently authorized the Distributed Energy Resource Service tariff. 
The utility is permitted to own and operate a combined heat and power (CHP) facility on or near the customer's 
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B.2 Experience in Other Jurisdictions 1 
 2 

18. There is strong evidence that competition for franchise areas is feasible when 3 

encouraged and not impeded by regulatory or other artificial barriers. The KPMG 4 

report that was prepared for the Board in EB-2015-0156, highlights examples of 5 

competition for franchises in Alaska and in Maine.16 The recently signed 6 

franchise agreements between two municipalities and a township in Bruce 7 

County, and EPCOR provides a clear indication of the feasibility of competition in 8 

Ontario. 9 

 10 

19. In 2013, following the Alaska government’s introduction of the Interior Energy 11 

Plan, two gas distribution companies applied to the Regulatory Commission of 12 

Alaska for authorization to supply natural gas service in a newly created service 13 

territory in Fairbanks. Fairbanks Natural Gas (“FNG”) was the incumbent 14 

distributor in the area and Interior Alaska Natural Gas Utility (“IGU”) was a newly 15 

created public corporation, wholly owned by the local municipality.  The 16 

Regulatory Commission ultimately denied FNG’s application and granted IGU the 17 

new franchise as IGU “committed to a more aggressive expansion program” 17 18 

The Interior Energy Plan offered financial assistance for local distribution 19 

expansion and other investments to reduce the cost of natural gas supply in 20 

Alaska. 21 

 22 

20. The Maine Public Utilities Commission (“MPUC”) has a “longstanding policy in 23 

favor of gas utility competition.” 18  It does not grant exclusive gas franchise 24 

                                                            
premises and to provide the output to the customer at a regulated rate. In the northern parts of Ontario where 
distribution of natural gas is a challenge because of population sparsity, the ability of a gas utility to provide CHP 
services to municipal institutions such as hospitals and community centers as well as large farms could provide an 
important revenue stream to the utility and significant cost savings to customers. 
 
16 “Jurisdictional Review of Natural Gas Distribution System Expansion,” KPMG Report prepared for the Ontario 
Energy Board, March 31, 2015. 
 
17 KPMG Report, page 3.  
 
18 KPMG Report, page 12. 



 

9 
 

territories and is even willing to authorize a second utility to serve an area 1 

already serviced by a local distribution company.  The MPUC has also shown 2 

flexibility in the types of rates or pricing models that it is willing to approve. For 3 

example, it has approved higher rates in some areas noting that in new 4 

expansion areas “the utility is seeking customers who are in no sense ‘captives’ 5 

of the utility – since virtually all can satisfy their energy needs using other fuels 6 

but will reduce their energy costs by adding natural gas as a resource – it makes 7 

little sense to apply all the traditional metrics for establishing that rates are ‘just 8 

and reasonable’.” 19   9 

 10 

21. The MPUC has been willing to authorize new entrants to supply natural gas to 11 

unserved areas if they can demonstrate (i) a public need for the service, (ii) the 12 

technical ability to provide the service; (iii) adequate financial resources to 13 

complete the proposed project; and (iv) the ability to provide the service at just 14 

and reasonable rates.20 The initial threshold requirement is a finding that “the 15 

entity proposing to become a public utility has a reasonable chance of bringing its 16 

project to fruition, but not that it is certain to do so.”21   17 

 18 

22. This regulatory approach has attracted new distributors to Maine. The MPUC 19 

recently approved the entry and eventual expansion of Summit Natural Gas of 20 

Maine (“SNG”) into previously unserved areas. SNG’s business strategy has 21 

been to seek opportunities to serve new areas.  It has offered innovative 22 

approaches to pricing including accepting a rate of return that is below industry 23 

standards for the initial years of the tariff plan, offering pricing structures that 24 

include up-front financial incentives to help defray the costs of converting to 25 

natural gas and offering ‘on-bill’ loans to help bridge the gap between upfront 26 

                                                            
 
19 KPMG Report , page 14. 
 
20 KPMG Report, page 14. 
 
21 KPMG Report, page 14. 
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costs of conversion and eventual savings from switching to a cheaper fuel 1 

source. SNG also won a competitive bidding process held by local communities, 2 

outbidding two of Maine’s incumbent utilities. 3 

 4 

23. In early 2015, the Municipalities of Kincardine and Arran-Elderslie and the 5 

township of Huron-Kinlos officially commenced a competitive Request for 6 

Information (“RFI”) process to attract a natural gas distributor.  The RFI identified 7 

multiple potential developers to construct, own and operate a new natural gas 8 

distribution utility in the area.  In February 2016, the franchises were awarded to 9 

EPCOR, subject to the approval to the Board.   10 

 11 

 12 

B.3 The Board’s Support for Competitiveness 13 
 14 

24. The Board has previously demonstrated a preference for processes that 15 

incorporate competitiveness to select a provider for a natural monopoly service.  16 

In 2010, the Board published its Framework for Transmission Project 17 

Development Plans which set out its policy for new transmission investment in 18 

Ontario.22  In developing this policy, the Board was guided by the objectives of 19 

protecting the interests of consumers with respect to price, quality and reliability 20 

of electricity supply and facilitating economic efficiency. The Board stated that 21 

“The Board believes that economic efficiency will be best pursued by introducing 22 

competition in transmission service to the extent possible” and that introducing 23 

competition will “lead to better outcomes for the consumer.” 23 24 

 25 

25. The Minister of Energy concurred with the Board’s approach when he wrote to 26 

the Board Chair in March 2011, requesting that the Board undertake a process to 27 

                                                            
22 EB-2010-0059 Board Policy: Framework for Transmission Development Plans, April 26, 2010. 
 
23 EB-2010-0059 Board Policy: Framework for Transmission Development Plans, April 26, 2010. 
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seek the most qualified and cost-effective transmission company to develop the 1 

East-West Tie.  The Minister’s letter stated: 2 

 3 

“The Board’s Policy Framework for Transmission Project Development 4 

Plans is well suited to apply to the East-West Tie project. Such an 5 

approach would allow transmitters to move ahead on development work in 6 

a timely manner, encourage new entrants to transmission in Ontario and 7 

bring additional resources for project development. It will also support 8 

competition in transmission in Ontario to drive economic efficiency for the 9 

benefit of ratepayers.”24 10 

 11 

26. The benefits of competitiveness in a regulatory process became evident in the 12 

Ontario Energy Board decision of August 7, 2013 regarding the East West 13 

Transmission Tie Line project. The line involved a 445 km double circuit 230 kV 14 

transmission line in Northern Ontario. In response to the competitive bid process 15 

the Board received six applications for designation. In the end the Board selected 16 

the Nextbridge partnership, an innovative combination of two major utilities, 17 

NextEra Energy (a major Florida utility) and Enbridge. The third partner was 18 

Borealis Infrastructure, an investment arm of the OMERS pension plan.25 26 19 

27. Importantly, the Board process demonstrated the unique range of capital that can 20 

be attracted through such a process. 21 

 22 

28. Competitive processes are widely recognized as good public policy as they 23 

generate alternatives and inject market discipline. In settings such as this one, 24 

                                                            
24 See http://www.rds.ontarioenergyboard.ca/webdrawer/webdrawer.dll/webdrawer/rec/322660/view/. 
 
25 NextEra operates Florida Light and Power, one of the largest rate regulated utilities in the United States with 
close to five million customers. OMERS is one of Canada’s largest pension funds with net assets exceeding $70 
billion. 
 
26 Competitive processes for transmission projects have also been adopted in Alberta and for renewable electricity 
generation in Ontario. 
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where competition ‘in the market’ is not possible, competition ‘for the market’ 1 

provides a meaningful alternative. 2 

 3 

C. Framework for Implementation 4 
 5 

C.1 Expansion Reserve 6 
 7 

29. To achieve the significant benefits of expansion and following the policy direction 8 

from the Government, the Board should establish and administer an Expansion 9 

Reserve which would be funded by a small volumetric levy on Province-wide 10 

sales of natural gas to current customers. System expansion brings direct and 11 

indirect benefits throughout the Province.  12 

 13 

30. The maximum potential support from the Expansion Reserve could be based on 14 

expected annual sales, averaged over a suitable period.  For example, if Project 15 

A is expected to generate 10 times the sales volume of Project B, then its 16 

maximum support in aid of construction would be 10 times the maximum 17 

potentially available for Project B.  18 

 19 

31. This ‘per-unit’ ceiling would be established in advance by the Board and publicly 20 

available. A volumetric based transfer has the appeal that a customer seeking 21 

service would be eligible for the same level of support, per unit volume, wherever 22 

she or he is located. Unspent or excess funds in the reserve could be returned to 23 

customers, based on their contributions, or retained for use in future years. 24 

 25 

32. At the time of approval of the franchise agreement, the Board, which would be 26 

ultimately responsible for the distribution of funds, should determine whether the 27 

applicant would be eligible for support from the Expansion Reserve. An indication 28 

from the Province of the likely magnitude of its financial support would further 29 

expedite the development process.  30 

 31 
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33. To determine the level of support, the proponent would need to put forth a 1 

business plan which includes projections of capital and operating costs, 2 

estimates of conversion rates, expected sales volumes, and possible sources of 3 

funds. 4 

 5 
34. Existing guidelines and principles (in particular EBO 188) assert that current 6 

customers should not be subsidizing new customers. The Expansion Reserve 7 

would seemingly contravene these rules.  8 

 9 

35. However, it should be noted that even current arrangements implicitly contain 10 

cross-subsidies of one form or another.  For example, under the portfolio 11 

approach, customers in areas where the profitability index is above one are 12 

presumably cross-subsidizing those with a value less than one.  13 

 14 

36. Furthermore, cost allocations in networks (and more generally whenever there 15 

are common costs) do not have unique and unequivocal solutions based purely 16 

on principles of cost causality. Some would argue that alternative allocations of 17 

costs would be reasonable or even fairer.  Indeed, existing customers have likely 18 

received a benefit from payments by past customers for infrastructure, for 19 

example, in instances where excess capacity was constructed to allow for future 20 

growth. 21 

 22 

37. In addition, even existing customers may arguably gain in the longer term from 23 

the increase in system customers, capacity usage and sales volumes if this in 24 

turn reduces their unit transmission, distribution, storage or commodity costs. 25 

 26 
38. To summarize, a modest surcharge on current customers, even in the absence 27 

of Governmental policy direction, would be within the bounds of equity.  28 

 29 
 30 
 31 
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C.2 Viability of a Project 1 
 2 

39. The profitability index27 of individual projects should continue to provide a useful 3 

benchmark as it reflects the costs of an expansion, relative to a measure of 4 

revenues.  However, a simple specific threshold value, below which projects 5 

would not be approved, may not be the best approach, at least not without 6 

modification.  7 

  8 

40. There may be communities with industrial or commercial customers who are 9 

willing to contribute to expansion costs in order to secure gas supply. In some 10 

communities, residential or agricultural customers may be prepared to pay more 11 

on the expectation of longer term benefits. 12 

  13 

41. The objective should be for proponents and communities to bring forth a plan 14 

which they believe is viable and which incorporates the various sources of 15 

funding (including moneys that might be available from the proponent, the 16 

Expansion Reserve, the Province, the Municipality, up-front contributions by 17 

future customers, and time-limited surcharges within the new franchise). 18 

 19 
42. The Board would need to determine whether the plan incorporates reasonable 20 

assumptions, is potentially viable, and the mechanism by which any shortfalls 21 

would be covered (i.e., how risk is shared).  22 

 23 

43. Such an approach may very well lead to varying rates across new and existing 24 

franchise areas. (I note that there is considerable variation in electricity 25 

distribution costs and rates across the Province.) 26 

 27 

 28 

 29 

                                                            
27 Under the existing framework, a portfolio of projects may be considered, so long as the overall profitability index 
meets a specified threshold.  As one moves to a competitive environment, the Board may need to consider 
proposals on an individual project basis. 
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C.3 Sharing the Costs of Expansion and Regulatory Treatment 1 
 2 

44. It is reasonable that all interested parties make contributions to ensure viability of 3 

a project as each will gain from the enterprise: 4 

 5 

a. Provincial funds could be earmarked to support conversions; such 6 

programs should have broad appeal throughout the Province. In rural or 7 

suburban communities, lower customer density increases ‘conversion 8 

costs’ as service lines traverse longer distances. For some projects, 9 

distance from the source of supply comprises the major share of 10 

expansion costs.28 Connecting these communities may be seen by the 11 

Province as an infrastructure project, not dissimilar to road development, 12 

which promotes economic development.29 To the extent that customers 13 

convert from oil or propane heating, there may be beneficial environmental 14 

impacts. 15 

 16 

b. Municipalities could contribute to capital costs associated with connecting 17 

the community to existing transmission facilities and building out a 18 

distribution network. Municipalities stand to benefit from availability of 19 

natural gas in government buildings, schools and hospitals. There is also 20 

the potential for favourable economic development impacts as lower 21 

energy costs may attract industrial and commercial enterprises. The taxes 22 

that Ontario gas utilities are required to pay to municipalities can be 23 

substantial; they can include both property and pipeline taxes. To attract 24 

service it will often be necessary for municipalities to waive those taxes for 25 

a period of time. 26 

 27 

                                                            
28 For example, the Kincardine, Tiverton, Paisley, Chesley communities are 87 kilometers from existing facilities. 
Union Application, Updated Evidence, Filed: 2015-12-14, EB-2015-0179, Exhibit A, Tab 1, Appendix D, page 1.  
  
29 In the electricity system, costs of incremental transmission facilities are distributed over a wide population of 
users, not just those that might be directly served by the project. 
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c. Given the high and divergent costs of available energy sources in 1 

comparison to natural gas prices, customers in new franchise areas stand 2 

to benefit. They could contribute via time-limited surcharges but these may 3 

create a free-rider problem as some may delay conversion until 4 

surcharges expire. Regulated rates that differ from those elsewhere, and 5 

are higher on a sustained basis because of the greater delivery costs, are 6 

an alternative option. The latter approach allows one to distribute costs 7 

over a longer period of time, and thereby reduce the shorter term hurdles 8 

to conversion.  9 

 10 

d. The distributor serving the new franchise area would incur the dominant 11 

portion of capital costs, and would likely be allocated the main portion of 12 

risk in the event of revenue shortfalls, or cost overruns. At the same time, 13 

the company would benefit through the acquisition of new subscribers and 14 

energy sales in a regulated environment. 15 

 16 
45. Given the ‘lumpiness’ of capital expenditures to supply the franchise, rapid 17 

conversion is a highly desirable objective.  This in turn may inform rate design 18 

(as well as Board and Provincial decisions regarding the levels of support). For 19 

example, the Board might consider rates that are lower in earlier years to allow 20 

new customers to absorb the costs of conversion.30 21 

 22 

46. Contributions from the Expansion Reserve towards capital costs should not enter 23 

into rate base, but instead be treated as a Contribution in Aid of Construction. 24 

 25 

47. For new entrants, the regulatory cycle would commence once assets are in place 26 

and are being used.  The regime would likely be some form of incentive 27 

regulation. For existing distributors that are in the midst of an IR cycle, expansion 28 

costs and revenues would need to be treated separately from ongoing operations 29 

                                                            
30 In other industries, companies seeking to attract customers may offer ‘introductory’ rates which encourage 
switching. 
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until the completion of the cycle, at which time they could be merged for the 1 

subsequent period. This approach will ensure that new entrants and incumbents 2 

receive comparable regulatory treatment, and that the latter are not 3 

inappropriately burdened with additional unplanned expenses in mid-cycle. 4 

 5 
 6 

C.4 Facilitating Competitiveness 7 
 8 

48. In order to minimize barriers to entry, potential entrants should be given 9 

unimpeded opportunity to compete for franchise areas against incumbent 10 

distributors.   11 

 12 

49. An opaque environment, where information is difficult to obtain and its reliability 13 

uncertain, creates an additional barrier to entry.  Keeping in mind that many 14 

expansion opportunities are small in size, external candidates are less likely to 15 

explore business ventures unless information is readily available. The Board 16 

should therefore consider instituting a series of changes to facilitate a competitive 17 

process. 18 

 19 

50. A registry of interested proponents and a comprehensive database of franchise 20 

agreements should be made available. (The Board can determine the information 21 

that must be provided publicly while ensuring protection of commercially sensitive 22 

data.) Board approvals should be conditional on the municipality or other 23 

governing authority having conducted a process of due diligence. This may be, 24 

but does not necessarily need to be a comprehensive ‘RFP’ process. Rather, it 25 

could be within a range of processes such as a request for information, request 26 

for expressions of interest, request for qualifications, and so forth.31  27 

 28 
51. The franchise approval stage also provides an opportunity for applicants to seek 29 

authorization for innovative new services that may be necessary to make service 30 

                                                            
31 In some instances, it could be that the due diligence process leads to the conclusion that an extensive 
competitive process is not feasible, for example due to the size of the proposed expansion. 
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in the expansion territory viable. During this early stage, it would be appropriate 1 

for the Board to determine whether the proponent is eligible for support from the 2 

Expansion Reserve. Provincial expressions of the magnitude of its contributions 3 

would also be most desirable as such support may be necessary to assure the 4 

viability of the project. 5 

 6 
52. Subject to negotiation, milestones should be included in the Franchise 7 

Agreement, but not specifically prescribed by the Board. Flexibility is an essential 8 

feature of commercial transactions, particularly as circumstances and 9 

opportunities can differ materially from one location to another. Information on 10 

the approaching termination of existing agreements should be publicly available. 11 

 12 

53. In the event that a new provider is successful in its application, clear rules should 13 

be put in place to ensure that connections and modifications to existing 14 

infrastructure are completed in a timely fashion. New entrants will be dependent 15 

on the two main incumbents for the foreseeable future for gas supply; they 16 

should not be subject to unreasonable costs (such as advance reinforcement 17 

costs) or the exercise of market power.  The Board may want to consider an 18 

expedited process to resolve disputes.32  19 

 20 
 21 

D. The Union Proposal 22 

 23 

D.1 Features of the Union Proposal 24 
 25 

54. In July 2015, Union presented the Board with its Community Expansion proposal.  26 

The proposal was a response to the Board’s initiative to address the 27 

Government’s desire to expand natural gas distribution systems to currently 28 

                                                            
32  In some industries, e.g. telecom, new entrants have at times been given preference by the regulator to promote 
competition and expansion of services. In the electricity sector, solar and wind have been given priority connection 
and dispatch for environmental reasons. 
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unserved communities.  1 

 2 

55. Union has indicated that its proposal is guided by a set of principles intended to 3 

balance the impacts on all affected parties: 33 4 

 5 

• Those that directly benefit from a project should contribute to the financial 6 

viability of the project; 7 

• Expansion customer contributions to project feasibility should be 8 

commensurate with the savings achieved by switching to natural gas; 9 

• Moderate cross subsidization from existing customers is acceptable, provided 10 

they are reasonable over the long-term; 11 

• Natural gas distributors should not be exposed to financial risk related to the 12 

incremental new community capital investments.34 13 

 14 

56. We are in broad agreement with the first three principles: our proposal 15 

contemplates that potential new customers, municipalities and existing 16 

customers contribute to system expansion costs. Competition for the franchise 17 

would reveal the willingness of all parties to contribute to the viability of the 18 

enterprise.  19 

 20 

57. However, for reasons indicated above, we believe that the proponent should also 21 

be willing to contribute to project costs. Furthermore, in our view, natural gas 22 

distributors should not be shielded from all financial risks associated with the 23 

projects. The distribution of risk should be an outcome of the negotiation process 24 

and embedded in the franchise agreement.  25 

 26 

58. Union has indicated that its proposal is designed to maximize the number of 27 

communities to receive natural gas services without the use of provincial funding 28 

                                                            
33 Union Application, Updated Evidence, Filed: 2015-12-14, EB-2015-0179, page 6. 
 
34 Union Application, page 6. 
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support.35  It is unclear why support should not be used if available, given the 1 

desirability of expanding to currently unserved areas and the likelihood of wider 2 

benefits. In our view Provincial support should be accepted. 3 

 4 

59. As per the Board request, the Union proposal puts forth options that would 5 

require relaxing certain restrictions of EB0 188, in particular the limitation on 6 

cross-subsidization. The impacts are to be limited to a maximum of $2 per 7 

month. These ‘cross-subsidization’ amounts are to be collected and administered 8 

by Union.  9 

 10 
60. Our model contemplates a Province-wide Expansion Reserve that is 11 

administered by the Board or its designate, not by one or another distributor. 12 

Reserve funds would be available to incumbents and to entrants seeking to 13 

expand service to new areas, and would therefore help to level the playing field.   14 

 15 
61. The purpose of the Reserve that we have proposed is to defray capital costs. As 16 

such the amounts are treated in much the same way as Capital in Aid of 17 

Construction, thus reducing the capital amounts that enter into rate base. Nor 18 

should the funds be used as insurance to ensure that the utility earns its rate of 19 

return.  20 

 21 

D.2 The Union Proposal Would Impede Franchise Competition 22 
 23 
62. Approval of the approach put forth in the Union proposal would likely establish 24 

the regulatory approach for the future, and would have the effect of erecting a 25 

barrier to new gas distributors in their efforts to offer competing alternatives to 26 

those being proposed by incumbents. The Union proposal contemplates that 27 

higher rates paid by its customers be used only to support Union expansions.  As 28 

discussed above, competition amongst gas distributors to serve new 29 

communities can bring considerable societal benefits and should be encouraged. 30 

                                                            
35 Union Application, page 3. 
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63. A regulatory model that allows incumbent providers to recover part of their capital 1 

expansion costs through higher rates charged to their existing customers, without 2 

having these funds available to competing entities, would seriously disadvantage 3 

potential entrants. This underscores the essentiality of creating a segregated 4 

fund, administered by the Board or its designate.  5 

 6 
   7 

E. Concluding Comments 8 
 9 

64. It is in the public interest to create a vigorously competitive environment for 10 

system expansion, one that fosters alternative business models, promotes 11 

dynamic efficiency and allows communities and municipalities to have broader 12 

options for energy supply. Divergence in energy prices has exacerbated energy 13 

cost differentials between areas supplied by natural gas, and those presently 14 

unserved.  15 

 16 

65. In Ontario, electricity prices are rising, which creates additional pressure for lower 17 

cost energy alternatives, particularly in rural areas.  In these markets, expansion 18 

of natural gas systems can assist and promote the competitiveness of industry 19 

and agriculture. 20 

 21 

66. The allocation of costs in networks does not generally admit unique assignments 22 

based on cost causality. A range of outcomes can satisfy principles of equity.  23 

Furthermore, current Board-approved principles implicitly recognize a degree of 24 

cross-subsidization between customers.   25 

 26 
67. The Union proposal supports a moderate degree of cross-subsidization by 27 

existing customers to support expansion.  We agree.  However, to promote 28 

competitiveness, such funds should be available to any company seeking to 29 

provide distribution to unserved areas.  The Board should therefore establish and 30 
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administer an Expansion Reserve funded by a small volumetric levy on Province-1 

wide sales of natural gas.   2 

 3 
68. Expansion to new areas can be expensive and all parties – the Province, the 4 

municipality or other local governing body, customers and the proponent – have 5 

a role in contributing to project viability and should be given flexibility, for 6 

example, in their responses to competitive processes for the awarding of 7 

franchises and the commercial arrangements they ultimately negotiate. 8 

 9 

69.  Finally, accelerated rates of conversion should be a key objective as once 10 

supply infrastructure is put in place, underutilization would represent an 11 

economic loss.  12 

 13 

  14 
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Appendix A: Responses to Board “Draft Issues List”36 1 
 2 

1. What is considered a community in the context of this proceeding? 3 

For purposes of this proceeding a narrow definition of “community”, 4 

based for example on a numerical threshold, may be not be helpful. It 5 

would also appear that the Province has not provided a specific 6 

definition of a community, though the term is used in its letters and 7 

documents. If competitive forces are to be promoted, entrants and 8 

incumbents should be in a position to compete for the opportunity to 9 

provide service to new customers. In most cases, this will require 10 

franchise agreements with local governing authorities that represent 11 

the interests of the target community.  [See Section A.3 Government 12 

Policy Favours Expansion.]     13 

 14 

2. Does the OEB have the legal authority to establish a framework whereby the 15 

customers of one utility subsidize the expansion undertaken by another 16 

distributor into communities that do not have natural gas service?  17 

EPCOR will respond to this in its legal argument. 18 

 19 

3. Based on a premise that the OEB has the legal authority described in Issue 20 

#1, what are the merits of this approach? How should these contributions be 21 

treated for ratemaking purposes?  22 

 23 

Following the policy direction from the Government, and in order to 24 

support expansion, the Board should establish and administer an 25 

Expansion Reserve which would be funded by a small volumetric levy 26 

on Province-wide sales of natural gas to current customers. The 27 

                                                            
36 Ontario Energy Board, Decision and Procedural Order No. 2, EB-2016-004, Generic Proceeding on Natural Gas 
Expansion in Communities That Are Not Served, March 9, 2016. 
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requirement that current customers make a small contribution to 1 

system expansion is within the bounds of equity. Many current 2 

customers may have benefitted from contributions made by previous 3 

customers. Cost allocations in networks (and more generally whenever 4 

there are common costs) do not have unique and unequivocal solutions 5 

based purely on principles of cost causality. [See Section C.1 Expansion 6 

Reserve.] 7 

 8 

Furthermore, higher utilization rates of common transmission, 9 

distribution and storage infrastructure would lead to broader sharing of 10 

costs. There are also economic benefits if access to low cost energy 11 

spurs growth in the expansion area; and, there are potentially 12 

environmental benefits. [See Sections A.1 Benefits of Access to Natural 13 

Gas, A.2 Natural Gas Markets, A.3 Government Policy Favours Expansion 14 

and A.4 Environmental Context.]  15 

 16 

Contributions from the Expansion Reserve should not enter into the 17 

rate base, but instead be treated as a Contribution in Aid of 18 

Construction. [See Section C.3 Sharing the Costs of Expansion and 19 

Regulatory Treatment.] 20 

 21 

 22 

4. Should the OEB consider exemptions or changes to the EBO 188 guidelines 23 

for rural, remote and First Nation community expansion projects? 24 

 25 
a) Should the OEB consider projects that have a portfolio profitability 26 

index (PI) less than 1.0 and individual projects within a portfolio that 27 

have a PI lower than 0.8? 28 

 29 
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b) What costs should be included in the economic assessment for 1 

providing natural gas service to communities and how are they to be 2 

determined and calculated. 3 

 4 

c) What, if any, amendments to the EBO 188 and EBO 134 guidelines 5 

would be required as a result of the inclusion of any costs identified 6 

above? 7 

 8 

d) What would be the criteria for the projects/communities that would 9 

be eligible for such exemptions? What, if any, other public interest 10 

factors should be included as part of this criteria? How are they to be 11 

determined? 12 

 13 

e) Should there be exemptions to certain costs being included in the 14 

economic assessment for providing natural gas service to communities 15 

that are not served? If so, what are those exemptions and how should 16 

the OEB consider them in assessing to approve specific community 17 

expansion projects? 18 

 19 

f) Should the economic, environmental and public interest components 20 

in not expanding natural gas service to a specific community be 21 

considered? If so how? 22 

 23 

In an increasingly competitive environment, it makes sense to move 24 

away from a portfolio approach, and from predetermined profitability 25 

index thresholds.  Instead, parties should assemble a proposal which 26 

combines Provincial support, potential transfers from the Expansion 27 

Reserve, as well as contributions from the proponent, municipalities 28 

and customers as they see fit in the circumstances. The costs of 29 

expansion into unserved areas are influenced to a large degree by the 30 

distance from existing sources of supply, capacity at the source, and 31 
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the density of the customer base. These locational and density factors 1 

may rationally lead to higher service rates.  The viability of a project 2 

would depend in part on the willingness of customers to pay potentially 3 

higher rates, the willingness of applicants to serve and absorb some of 4 

the costs, and the willingness of the Province and municipality or other 5 

local government to contribute. In determining its level of financial 6 

support, the Province may choose to consider other factors, such as 7 

the potential for economic development and other public interest 8 

considerations. From the perspective of the Board, it would appear that 9 

the Province has communicated its desire for expansion.  The Board 10 

will need to develop mechanisms that promote vigorous competition 11 

and determine appropriate contribution levels from existing customers. 12 

[See Sections A.3 Government Policy Favours Expansion, C.2 Viability of a 13 

Project and C.3 Sharing the Costs of Expansion and Regulatory Treatment.] 14 

 15 

5. Should the OEB allow existing natural gas distributors to establish 16 

surcharges from customers of new communities to improve the feasibility of 17 

potential community expansion projects? If so, what approaches are 18 

appropriate and over what period of time?  19 

 20 

Time limited surcharges constitute one option, but they may create a 21 

free-rider problem as some potential customers might delay conversion 22 

until surcharges expire. Regulated rates that differ from those 23 

elsewhere, and are higher on a sustained basis because of the greater 24 

delivery costs, are an alternative option. The latter approach would 25 

allow one to distribute costs over a longer period of time, and thereby 26 

reduce the hurdles to conversion. [See Section C.3 Sharing the Costs of 27 

Expansion and Regulatory Treatment.] 28 

 29 

6. Are there other ratemaking or rate recovery approaches that the OEB should 30 

consider? 31 
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Given the ‘lumpiness’ of capital expenditures to supply the franchise, 1 

rapid conversion is a highly desirable objective.  This in turn may 2 

inform rate design (as well as Board and Provincial decisions regarding 3 

the levels of support). For example, the Board might consider rates that 4 

are lower in earlier years, by allowing a capital cost deferral account, to 5 

allow new customers to absorb the costs of conversion. [See Section 6 

C.3 Sharing the Costs of Expansion and Regulatory Treatment.] 7 

 8 
7. Should the OEB allow for the recovery of the revenue requirement 9 

associated with community expansion costs in rates that are outside the OEB 10 

approved incentive ratemaking framework prior to the end of any incentive 11 

regulation plan term once the assets are used and useful? 12 

 13 

For new entrants, the regulatory cycle would commence once assets 14 

are in place and are being used.  The regime would likely be some form 15 

of incentive regulation. For existing distributors that are in the midst of 16 

an IR cycle, expansion costs and revenues would need to be treated 17 

separately from ongoing cost recovery until the completion of the 18 

cycle, at which time they could be merged for the subsequent period. 19 

This approach will ensure that new entrants and incumbents receive 20 

comparable regulatory treatment, and that the latter are not 21 

inappropriately burdened with additional unplanned expenses in mid-22 

cycle. [See Section C.3 Sharing the Costs of Expansion and Regulatory 23 

Treatment.] 24 

 25 

8. Should the OEB consider imposing conditions or making other changes to 26 

Municipal Franchise Agreements and Certificates of Public Convenience and 27 

Necessity to reduce barriers to natural gas expansion? 28 

 29 

Subject to negotiation, milestones should be included in the Franchise 30 

Agreement, but not specifically prescribed by the Board. Flexibility is 31 
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an essential feature of commercial transactions, particularly as 1 

circumstances and opportunities can differ materially from one location 2 

to another. Information on the approaching termination of existing 3 

agreements should be publicly available. [See Section C.4 Facilitating 4 

Competitiveness.] 5 

 6 

9. What types of processes could be implemented to facilitate the introduction 7 

of new entrants to provide service to communities that do not have access to 8 

natural gas. What are the merits of these processes and what are the 9 

existing barriers to implementation? (e.g. Issuance of Request for Proposals 10 

to enter into franchise agreements) 11 

 12 

The Board should maintain a registry of interested proponents and a 13 

comprehensive database of franchise agreements should be made 14 

available. (The Board can determine the information that must be 15 

publicly available while ensuring protection of commercially sensitive 16 

data.) Board approvals should be conditional on the municipality or 17 

other governing authority having conducted a process of due diligence. 18 

This may be, but does not necessarily need to be an ‘RFP’ process. The 19 

franchise approval process could also be used by applicants to seek 20 

approval for innovative new services that may be necessary to make 21 

service in the expansion territory viable. During this early stage, it 22 

would be appropriate for the Board to determine whether the proponent 23 

is eligible for support from the Expansion Reserve. [See Section C.4 24 

Facilitating Competitiveness.] 25 

 26 

10. How will the Ontario Government’s proposed cap and trade program impact 27 

an alternative framework that the OEB may establish to facilitate the 28 

provision of natural gas services in communities that do not currently have 29 

access?  30 

 31 
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A clear distinction should be maintained between cap and trade, and 1 

efficient use of energy resources. Government policies which price 2 

carbon provide an effective mechanism for capping total carbon 3 

generation in the Province and ensuring that hydrocarbons, mainly oil 4 

and natural gas, are dedicated to their best and most needed uses.  5 

Carbon pricing does not preclude, and indeed may promote increased 6 

use of natural gas in some sectors at the same time that hydrocarbon 7 

use in other sectors declines. [See Section A.4 Environmental Context.] 8 

 9 

11. What is the impact of the Ontario Government’s proposed cap and trade 10 

program on the estimated savings to switch from other alternative fuels to 11 

natural gas and the resulting impact on conversion rates?  12 

 13 
The impact on estimated savings and impacts on conversion rates will 14 

depend on the relative price changes of competing fuels.  While a price 15 

on carbon can be expected to increase the commodity price of 16 

hydrocarbons, natural gas has the lowest carbon footprint and should 17 

therefore merit a lower carbon price on a BTU basis relative to other 18 

carbon fuels. The differential between natural gas prices and electricity 19 

prices, is likely to remain large.  Furthermore, the production price of 20 

natural gas is expected to remain at low levels for the foreseeable 21 

future. [See Sections A.2 Natural Gas Markets, and A.4 Environmental 22 

Context.] 23 

 24 

12. How should the OEB incorporate the Ontario Government's recently 25 

announced loan and grant programs into the economic feasibility analysis? 26 

It will be up to the Government to determine the timing, criteria and 27 

levels of support.  Ideally, the Government should provide a clear 28 

indication in a timely fashion so that competing entities would be in a 29 

position to incorporate specific numbers into their submissions to the 30 
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Board for its evaluation and approval. [See Section C.1 Expansion 1 

Reserve and C.4 Facilitating Competitiveness.] 2 

  3 
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