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change and clean energy objectives noted earlier. However, the use of the

natural gas public utility resources to promote natural gas-based TES solutions

does not serve those public interests since it frustrates the achievement of GHG

reduction targets. Further, to the extent the resources of natural gas ratepayers

are used to support FEI's effort to develop its new TES business, the

Commission must decide whether that cross-subsidy is in the ratepayer interest

and the public interest.

The regulation of TES should ensure that the TES market is not biased towards

the adoption of natural gas technologies, or the interests of natural gas

ratepayers. It is not difficult to imagine circumstances where the interests of a

TES system might be independent of, or in opposition to natural gas ratepayers.

Q. How does the Commission foster fair regulation of TES?

A. Under the Utilities Commission Act (UCA), the definition of "public utility" will

capture some TES service providers who establish a thermal distribution system

to serve the public for compensation. Even though the initial choice of TES

provider is not under regulation (ex ante competition), the public utility may be

established once the choice is made. However, the manner of regulation is

within the discretion of the Commission and can assist in the development of the

regulated portion of the TES market.

The Commission should regulate TES utilities in a manner that appropriately

balances the regulatory burden with the intended benefits of regulation of these

smaller scale utilities. Commission regulation should recognize that there will be

a wide diversity in the nature and costs of the services that these systems

provide. This is because these systems are not contiguous and are generally

designed to reflect the specific requirements, values and intended outcomes of

the communities or customers they serve. To the extent that, for example,

consolidation takes place within the sector, regulation can adapt over time to take

into account evolving market circumstances.
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In brief, the Commission should follow an adaptive management approach. In

the first instance, the Commission should:

~ set rules so the actions of the existing public utility do not unfairly distort or

bias the competition in the ex ante TES market; and

~ establish flexible regulation that is responsive to the circumstances in the

ex post TES public utility regulated market.

Then, with sufficient development and maturation of the TES market, the

Commission may re-assess and adjust its regulatory approach to suit the

conditions as they evolve.

Q. What sort ofstrategy for the regulation ofsmall monopolies do you

suggest?

A. I am not suggesting a specific strategy in this regard. Rather, I am suggesting

that the Commission should cons der the circumstances of the TES utilities and

decide when the conditions are right to forbear from regulation - i.e., the

customers are positioned to protect themselves from any abuse of monopoly

utility power so that the public interest in regulation is low. These situations may

call for light-handed or no public utility regulation.

Under Section 88(3) of the UCA, with advance approval of the Lieutenant

Governor in Council, the Commission may limit the application of the UCA in

situations where it deems such action advisable. The exemption may apply to a

particular case, a class of cases or a person. The UCA does not specify the

criteria for granting a Section 88(3) exemption, so the discretion is left with the

Commission. The Commission could, for example, set a minimum number of

customers as a threshold for active regulation of certain classes of small
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monopolies. The guiding thought is to match the regulation to balance the public

interests in TES market development with protection of ratepayer interests.

5.3 Integration of FEI's TES Business within FEI

Q. What are your views on the recent action by FEI to provide TES as a

separate business within the same corporate entity that provides the

natural gas distribution business?

A. I understand that FEI has begun to operate the TES business and the natural

gas business as separate classes of customer service. FEI now presents itself

as an integrated "energy solutions" company.

I also understand that FEI believes that there should be no restrictions on the

exchange of information and resources between the two business divisions.

From a high level perspective, I would comment that this development represents

a return to the circumstances that existed during the RMDM review in 1997. At

that time, the Commission decided that these sorts of new initiatives were best

undertaken outside of the natural gas utility - i.e., via a separate company. The

RMDM Guidelines were then established to create a transparent and

accountable separation between the new enterprise downstream of the utility

meter and the traditional gas utility.

The move to re-integrate the new TES line of business into the gas utility calls for

clear principles and rules to ensure the utility ratepayer interest in fair rates, and

the public interest in fair competition in the TES markets, are both met. The fact

that both the natural gas business and the TES business are regulated under the

same corporate entity complicates the task of separating the business activities

and costs, but it also allows the Commission direct authority over both lines of

business. The Commission should take steps to regulate the risks and costs that

FEI may transfer from the TES business to the natural gas ratepayers and the
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information, resources and market power that FEI may transfer to the TES

business.

6. RECOMMENDATIONS

Q. Are there previous Commission precedents that may be helpful to consider

in relation to the regulation of TES offered by an existing public utility?

A. The RMDM Guidelines could and should be adapted to this situation. Although

the Guidelines deal with the interaction between a public utility and its non­

regulated businesses, the issues are similar for a public utility that integrates a

new TES business (a regulated, but competitive business) into its existing natural

gas business (a regulated natural monopoly).

Absent such rules, the business platform and resources built up by the natural

gas business gives FEI considerable market power that could be used to the

detriment of the natural gas ratepayers and the TES market.

Q. What steps would you recommend to the Commission?

A. Based on the RMDM Guidelines, I have proposed objectives and principles that

the Commission should adopt in the attached Appendix A to this evidence.

Appendix A also contains a proposed transfer pricing policy and a code of

conduct.

This approach is also similar to efforts in other jurisdictions, such as Alberta. For

example, the Alberta utilities Commission ("AUC") is currently reviewing the

inter-affiliate codes of conduct that it has previously approved, with a view to

establishing a general AUC Rule regarding inter-affiliate relationships. In Bulletin

2010-30 establishing the review, the AUC describes the purpose of such codes

of conduct as follows:
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The overall purpose of the code is to address the possibility that

interactions between regulated and unregulated affiliated companies could

be conducted in a manner that results in rates for a regulated utility being

too high or the unregulated affiliate having an unfair competitive

advantage in the market in which it operates.

I think this succinct statement of purpose is apt for the Commission's AES

Inquiry. Although the AUC review is examining the interactions between a

regulated and unregulated affiliate, the same concerns arise with a single

regulated public utility providing two distinct utility businesses. Because of the

lack of corporate separation, the concerns for abuse of monopoly position are

perhaps even greater and harder to detect.
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Appendix A

Rules of Conduct Between Different Classes of Service Within a Utility

1. Objectives

(i) There must be no cross-subsidization of one class of service by the ratepayers of
another class of service.

(ii) The risks associated with one utility class of service must be borne entirely by that class
of service and not transferred to the ratepayers of another class of service.

(iii) Where competitive markets can exist for utility service, regulation of public utilities
should strive to ensure that customers receive the benefits of competition including
choice of service provider.

(iv) Existing utility service providers who compete to provide service in an emerging market
should not be permitted to use their existing monopoly utility resources to compete
unfairly against new service providers.

2. Principles

(i) If a utility provides two distinct energy utility services, then it must implement a cost
allocation and transfer pricing policy that ensures that resources shared between the two
energy services are allocated and priced fairly to each service class.

(ii) When a good or service is provided by one class of service to another class of service
within the same corporate entity, the transfer must take place at fair market value,
including goodwill, associated with the good or the service.

(iii) Common costs of the utility must be allocated fairly among all classes of utility services
in a manner that reflects the cost burden that each class causes.

(iv) The onus will always be on the utility to prove that its transfer pricing policy mechanism
will provide sufficient protection to ratepayers of each class of service.

(v) Utilities will be required to provide periodic proof that maintaining multiple classes of
service within the same corporate structure benefits ratepayers, and that ratepayers are
sufficiently protected.
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3. Transfer Pricing Policy

(i) All costs associated with a class of service will be allocated to that class in proportion to
the cost burden created by that class.

(ii) The costs of developi g new business ventures will be allocated to the new class of
business or the shareholder.

(iii) The costs associated with a good or service that is shared between class of service will
be accounted for in a transparent and comprehensive manner and recovered from the
class of service using that good or service.

(iv) If the service provided from one class of service to another could also be obtained from
an independent supplier, the price paid by the receiving class of service will be no less
than the competitive market price and will never be below the incremental cost.

(v) The financial costs of each class of service will be borne by the class of service. In the
exceptional case where a class of service is supported by the financial strength of other
aspects of the utility, appropriate financial compensation must be provided.

(vi) Utilities will file periodic reports that demonstrate they are adhering to the transfer pricing
policy. The form and timing of the report will be determined by the Commission.

(vii) The utility may not use customer or other confidential information (information that is not
available publicly) related to one service class to promote the development of another
service class. If the public utility customers agree to a release of customer information
between classes of service, that information must also be provided to other market
participants under the same terms and conditions and for the same price.

4. Code of Conduct

(i) Utility representatives may not state or imply that the utility will offer customers favored
treatment to attract new customers or retain existing ones.

(ii) Utility representatives may not direct potential customers seeking competitively offered
services to only the services offered by the utility or suggest that the customer will
receive preferred treatment if the utility services are chosen. The utility representatives
must inform the potential customer that competitive choices are available without
promoting a specific service supplier in preference to any other.

(iii) The utility will formally advise all employees of expected conduct related to these
principles and it will perform periodic audits of the relationships to ensure compliance
with these principles. These audits will be performed no less than once a calendar year
and filed with the Commission.
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(iv) Complaints by non-affiliated parties about the application of these principles, or any
alleged breach thereof, will be brought to the immediate attention of the senior
management of the utility and subsequently a report of the complaints, and action taken,
will be filed with the Commission. The report will be filed with the Commission within one
month of the complaint being made.

(v) The financing of each class of service will be accounted for entirely separately with the
financing costs re'l1ecting the unique risk profile of each. No cross-guarantees or any
form of financial assistance whatsoever should be provided directly or indirectly by one
class of service to another without approval of the Commission.
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