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Successful
restructuring in

the electricity

system requires the
pursuit of economic
efficiency, but equal
attention must also
be paid to the politics,
the starting points,
and our neighbours.

OCC Energy Advisory Council



EXECUTIVE SUMMARY

The price of electricity in Ontario is set to rise

over the next two decades. In the time since the
Government of Ontario released its 2013 Long Term
Energy Plan (LTEP), industrial electricity rates have
increased by 16 percent, and will increase a further
13 percent over the next five years.

This report comes at a pivotal moment. Our
combined membership of 60,000 businesses

are telling us that the high price of electricity is
undermining their capacity to grow and hire new
workers. In the near future, the Government of
Ontario will be making several decisions that will
have long-term impacts on electricity pricing in the
province.

At the same time, the cost of doing business in
Ontario continues to rise. The government is moving
ahead with a number of initiatives that will directly
affect business, including increases to the minimum
wage and Workplace Safety and Insurance Board
(WSIB) premiums, a review of the Labour Relations
Act, an Ontario Retirement Pension Plan (ORPP),
and a cap-and-trade system. The introduction of any
of these initiatives on its own would not necessarily
be problematic, but when combined they will have

a profound net negative impact on the province’s
business climate.

In order to keep businesses in Ontario, the
government must reduce the cumulative regulatory
burden. As part of this effort, it must ensure that
electricity prices are competitive. This is not a simple
task. A number of organizations and groups are
championing solutions that they claim will address
rising electricity prices and create system-wide

cost savings. Some are grounded in evidence and
principles. Others are wishful thinking.
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The goal of this report is to inject research and
principle into the discourse on Ontario’s electricity
future, and to identify the initial steps that the
Government of Ontario can feasibly take to
constrain rising electricity costs. It is our intention
that the report will be used as a tool to create a
broader discussion on the future of the electricity
system in the province.

Through consultation with our membership, sector
experts, businesses, government ministries and
agencies, and consumer groups, we examined ten
commonly cited solutions to rising electricity rates.
The highest ranking options comprise our five final
recommendations:

1. Increase transparency of electricity pricing and
system cost drivers

2. Keep the Debt Retirement Charge on residential
bills until it has been retired

3. Incentivize voluntary consolidation of local
distribution companies through multiple
channels

4. Move away from a central procurement model
to a more competitive capacity market structure

5. Unlock the power of smart meter data by
capitalizing on meter data analytics at a
province-wide level

This report recognizes that there are multiple factors
driving energy costs in the province, some of which
are beyond government’s control. However, there
are viable options to ensure that our electricity

costs are competitive and that the price of electricity
enhances, not detracts from, our ability to compete
globally and attract investment. When combined, the
OCC's five recommendations will be a step in the
right direction.



INTRODUCTION

The price of electricity directly influences the
province’s ability to attract and retain businesses
and foster economic growth. In the past, the
strength and reliability of the system and the low
price of electricity contributed to the province’s
competitive advantage. However, Ontario is no
longer a low-cost electricity jurisdiction.

Rising electricity costs will continue to have an
impact on employment and economic growth in
the province. OCC survey results show that one

in twenty businesses in the province expect to
close their doors in the next five years due to rising
electricity prices. In addition, 38 percent will see
their bottom line shrink, with the cost of electricity
delaying or canceling investment in the years to
come.’

The cost of doing business in Ontario is already
high. The government has recently committed

to moving forward with a cap-and-trade system
and will join Quebec and California in the system
under the Western Climate Initiative. The OCC is
concerned that the combination of this cap-and-
trade system, along with rising electricity prices
and a number of other regulatory burdens on
business, will further impede overall economic
growth in the province.

As such, it is incumbent on the provincial
government to ensure that Ontario remains among
the most attractive places in the world to do
business. This includes maintaining competitive
electricity rates when compared to our provincial
and American neighbours.

T 0CC Pre-budget survey, January/February 2014, n=987
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In order to do so, the government and its energy
agencies must address the reasons for rising
electricity rates—growing system costs and the
Global Adjustment (GA). Recommendations
included in this report aim to address both of these
cost drivers.

This report is divided into two sections. The first
section provides some context around the nature of
rising electricity rates in the province and its impact
on business. Ontario’s advertised electricity rate—
the price before rebate and incentive programs are
factored in—is one of the highest in North America.
However, there is litle common understanding

of why our electricity rates have risen. In order

to make meaningful changes to the system, it is
critical that Ontarians have a better understanding
of the cost-drivers behind electricity rate increases.

The second section of the report evaluates a short-
list of commonly cited solutions to high electricity
rates based on a comprehensive set of guiding
principles. The intent of this report is to ground

the heated discourse on the future of Ontario’s
electricity system in research and evidence, by
taking certain proposals off the table and putting
others into the spotlight.



WHAT WE DID

The year long research and consultative process for this report is unprecedented. Since June 2014, the
OCC has consulted over 100 businesses and stakeholders through focus groups, one-on-one interviews,
and surveys. Throughout, our research was guided by the expertise of the OCC Energy Advisory Council.
This Council is comprised of key actors from all regions and sectors, including energy, engineering, the
broader public sector, academia, and small business.

The recommendations included in this report also reflect input from the OCC’s network of 160 local
chambers of commerce and boards of trade. The Chamber Network consistently reports that the price of
electricity is undermining their members’ capacity to grow and hire new workers. Due to these concerns,
the OCC set out to answer a single, key question: What steps can the Government of Ontario take to
mitigate rising electricity costs facing business?

Based on policy resolutions put forth by local chambers/boards, the OCC and the Energy Advisory

Council have identified a number of options that attempt to answer this question. Each option was
assessed in accordance with a set of guiding principles. Our findings are summarized in Figure 1.

Figure 1: Options considered to mitigate rising electricity costs

m High Potential E Medium Potential D Low Potential

1. Increase transparency of electricity 6. Remove the provincial portion 8. Cancel Feed-in Tariff contracts
pricing and system cost drivers of the Harmonized Sales Tax from
industrial electricity bills 9. Negotiate a long-term supply

2. Keep the Debt Retirement Charge contract with Hydro Québec to
on residential bills until it has been 7. Increase the peak-to-off-peak ratio replace nuclear generation
retired under time-of-use pricing

10. Mandate the consolidation
3. Incentivize voluntary consolidation of Ontario’s local distribution
of local distribution companies companies

through multiple channels

4. Move away from a central
procurement model to a more
competitive capacity market
structure

5. Unlock the power of smart meter

data by capitalizing on data analytics
at a province-wide level
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SECTION 1: THE CONTEXT

The Problem

Ontario’s advertised electricity rate—the price
before rebate and incentive programs are factored
in—is one of the highest in North America
(Windeyer 2015). Electricity bills are only expected
to rise in the future, with industrial customers’ bills
forecast to increase by 13 percent over the next
five years. The rates for households and small
businesses are predicted to climb by 25 percent
over the same period (IESO 2014b). Due to these
rising prices, in addition to other costs, there is
there is a growing risk that investment will bypass
Ontario for other jurisdictions.

Figure 2 provides a clear comparison of electricity
prices by province and state. This figure illustrates
that Ontario has the highest industrial rates in
North America.

Figure 2: 2013 Comparison of Industrial
Electricity Rates by Province and U.S.
State

cents/kWh*"

10.93 Ontario, Class B
9.02 Ontario, Class A*
8.94 Alberta
8.10 New York
7.83 New England
6.53 New Brunswick

5.18 Pennsylvania*

5.00 British Columbia
4.64 Quebec
4.19 Texas

3.80 Manitoba
3.77 Midwest

Source: Association of Major Power Consumers of Ontario (AMPCO)
Benchmarking Analysis. March 2013.

*transmission-connected, does not include distribution delivery charges
+ Pennsylvania-New Jersey-Maryland
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Behind these rising electricity rates are

growing operating costs and a rising GA. From
2004 to 2015, revenue requirements for the
electricity system rose by over 50 percent, from
approximately $90 to $140 per megawatt hours
(MWHh). With wholesale prices falling from $60
to about $25 per MWh, the GA has had to cover
these losses (McKitrick and Adams 2014).

In 2013, electricity service cost the province
$17.6 billion. The Independent Electricity
System Operator (IESO) estimates the cost of
electricity service will rise to approximately
$20.2 billion by 2018 (2014a).

Figure 3: Commodity cost of electricity

Hourly ON Energy Price

Based on offers made by generators to sell
electricity to the Ontario grid.

-+

Global Adjustment

Regulatory mechanism makes up the difference
between contracted costs and wholesale
revenues.

Commodity Cost

Based on the principle of full cost recovery.

Source: Ontario Ministry of Energy



What exactly is the Global Adjustment?

Electricity customers in Ontario are charged for the
total commodity cost, which includes the Hourly
Ontario Energy Price (HOEP) and the GA (see
Figure 3), as well as for distribution, transmission, a
tax called the Debt Retirement Charge (DRC), and
wholesale market services (McKitrick and Adams
2014). However, rising system costs, for the most
part, are passed onto customers through the GA
portion of their electricity bill.

The GA accounts for the difference between the
market price and the regulated contract price
paid to generators, renewable power sources
(through FIT), and to some Ontario Power
Generation (OPG) facilities (Spears 2014). It also
covers spending on conservation and demand
management programs.

In 2013, 61 percent of the total cost of electricity

in Ontario was associated with the commodity
portion (HOEP and GA), and this portion has

been increasing ever since. When the GA was

first introduced in 2005, it was a net credit to
consumers. Since then, the GA charge has
increased significantly as the market price dropped
and additional costs were added to the system.

In fact, the GA now exceeds the hourly market
price. The GA has risen from approximately $10
per MWh in 2005 to about $60 per MWh today, or 6
cents per kilowatt hour (kWh). The entire industrial
electricity rate in Ontario is approximately equal to
the current cost of the GA component of electricity
bills (McKitrick and Adams 2014). For example, in
April 2015 the average hourly price for electricity
was 1.65 cents per kWh, while the GA was 9.56
cents per kWh (IESO 2015c).

The GA is problematic for businesses. As a flat
rate applied to consumption that fluctuates month-
to-month, this mechanism limits the ability of
many businesses to forecast monthly electricity
costs and therefore budget for their consumption
appropriately (see Figure 4 for an example of GA
monthly variations). This also distorts the efficacy
of conservation programs, since it does not send
clear price signals to customers.
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Figure 4: Global Adjustment Variations
2013-2014, Sample Class B customer*
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*distribution connected commercial customer located in Eastern Ontario

In order to keep businesses in Ontario, the
government and its energy agencies must take
steps to curb this rising component of electricity
bills and reduce system costs. But in order to do
s0, we must first understand how we got here and
where we are going.



MEDIUM-SIZED BUSINESSES ARE
BEARING THE BRUNT OF COSTS

In Ontario, medium-sized businesses have been stuck with paying the bulk of electricity
system costs. These businesses often have energy demand below the three megawatt (MW)
threshold of the Industrial Conservation Initiative (ICI) program and are also not included
under the Regulated Price Plan and time-of-use pricing. As a result, they are left in the dark
when it comes to their ability to reap significant cost savings from shifting their usage during
peak periods.

While there are other programs offered by IESO and the Ministry of Energy that help
businesses save money on electricity such as the retrofit and new construction programs,
many medium-sized businesses lack the resources and energy management capacity to
capitalize on these offerings.

Under the ICI program, there are two classes of electricity customers, Class A and Class B.
Class A customers are industrial and commercial users with an average hourly peak demand
of three MW or higher (recently lowered from five MW). Class A customers are required to
pay a portion of the GA charged to all users depending on the proportion of electricity they
consumed during Ontario’s five demand peak hours in the previous year. Class A customers
can reap significant cost savings by shifting their demand to off-peak periods, thereby
lowering and possibly eliminating their GA (Freitag, Vellone, and Bell 2013).

Class B customers, or those businesses or organizations with a peak demand of over 50
kilowatt (KW) but less than three MW, pay the bulk of the remaining GA costs as they are
unable to lower their GA by shifting their energy demand. The more that Class A shift their
usage, the higher the proportion of GA costs go to Class B customers. According to an
AMPCO estimate, costs for Class B customers have risen substantially, moving from 9.19
cents per kWh in 2011 to 10.93 per kWh in 2013 (Association of Major Power Consumers of
Ontario 2013).2

2Class B customers pay distribution delivery rates on top of these costs.
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How Did We Get Here?

Ontario’s electricity system is a lightning rod

for political debate, and the performance of the
electricity sector is directly connected to the
province’s overall fiscal situation (Commission
on the Reform of Ontario’s Public Services
2012). The government is both shareholder and
decision maker. As a result, decision-making in
the electricity sector has historically been shaped
by an effort to balance political objectives with
reducing long-term electricity prices and building
the health of the system.

Rising system costs and a growing GA have

been driven by five factors. First, the provincial
government announced in 2003 that it would phase
out coal-fired generation by 2007 —a target that
was later extended to 2014. With the closure of the
Thunder Bay Generating Station, Ontario became
the first jurisdiction in North America to eliminate
this form of generation. Coal is among the least
expensive sources of electricity generation, but it is
a significant contributor to climate change.

Second, the decision to phase out coal
necessitated investment in new and alternative
sources of electricity generation. This included the
decision to refurbish aging nuclear units and the
addition of renewable energy sources, including
wind, solar, and biomass. The province also placed
additional focus on conservation and demand
management programs, paid for exclusively by
ratepayers, in order to decrease the need for new
electricity capacity in the future.

Wind provided less than 4 percent of Ontario’s
power in 2013 but accounted for 20 percent

of the cost of electricity paid by Ontarians
(McKitrick and Adams 2014).

Third, the addition of renewable energy resources
under the Feed-in Tariff (FIT) program has
contributed to overall system costs and driven the
GA upward by guaranteeing long-term and above-
market payouts to generators.

Fourth, massive and necessary investments were
made in electricity distribution, transmission, and
generation in the 2000s to make up for a lack of
investment over the preceding decades (Dewees
2012). Additional investments were also made

by local distribution companies (LDCs) on the
installation of smart meters as a result of directives
from the Government of Ontario. In 2013, the

total costs incurred by the distribution sector to
install these smart meters across the province had
reached $2 billion (Office of the Auditor General of
Ontario 2013).

Fifth, the gap between power supply and

demand has led to excess and costly electricity
capacity. From 2003 to 2014, Ontario’s energy
demand dropped by 8 percent (IESO 2014a).
This decrease reflects the decline in energy
intensive manufacturing activities and the growing
prevalence of residential and commercial energy
conservation.

As demand dropped, Ontario’s electricity
generation capacity increased by 14 percent.® The
inability of long-term supply contracts and system
planning to respond to market fluctuations, lower
demand, and poor forecasting has left Ontario
with a large surplus of excess electricity supply,
which it exports below-cost. Ontario’s electricity
consumption and peak demand will continue to fall
until at least 2021. The cost of excess contracting
and oversupply must be recovered by increases to
customers’ rates (Dewees 2012).*

Combined, these five factors have added
significant costs to the system.

® Based on Independent Electricity System Operator (IESO), 18-Month Outlook, (September 24, 2003) and IESO, 18-Month Outlook Update, (June 22, 2015)

“ A certain level of surplus generating capacity is necessary to meet periods of peak demand. In Ontario, this occurs in the summer.
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Where Are We Going?

There are a number of additional factors that will
continue to put upward pressure on electricity costs
in the province. Some decisions have already been
made that will be factored into system costs in the
next few years, such as the addition of renewables
under the FIT program and an emphasis on
conservation. However, in the near future, the
Government of Ontario and its energy agencies will
need to make several decisions that will have long-
term impacts on electricity pricing.

Over the next five to ten years, renewable energy
production will add additional costs to the system.
Demand growth for electricity is expected to remain
modest and renewable power is often generated
during off-peak hours. As a result, ratepayers

will have to pay generators under FIT contracts
between $150 and $225 million per year not to
generate electricity (Office of the Auditor General
of Ontario 2011).

In addition, the Pickering Nuclear Generating Station
will be retired and 10 units at the Darlington and
Bruce Nuclear Generating Plants will be refurbished.
This will happen instead of moving forward with
costly new nuclear builds. The Darlington and Bruce
Power refurbishment projects are estimated to cost
$20 billion.

At the same time, LDCs will spend billions of
dollars to upgrade their assets. Ontario’s electricity
distribution companies will need to invest $16.6
billion over the next twenty years to maintain

their current networks, and make an additional
investment of close to $4 billion to grow and serve
new customers and meet system requirements
(Ontario Distribution Sector Review Panel 2012).

According to projections by the IESO,
refurbishments will contribute to annual supply
shortfalls starting in 2018 as reactors go offline,
with a peak shortfall of 4,000 MW in 2022 (Rivard
2014). It will be important to maintain system
reliability throughout the refurbishment period. At
the same time, existing contracts with generators
representing about 7,000 MW of supply are also
set to expire (Rivard 2014).
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Decisions will need to be made with respect to
the renewal of these contracts and the best way
to address annual supply gaps. With demand for
electricity expected to remain flat, these costs will
be socialized over a narrower base of customers.

The competitiveness of Ontario’s electricity market
will receive some help from external sources.
Energy infrastructure in the United States is rapidly
aging. U.S. utilities will be investing hundreds

of billions to replace and upgrade aging energy
infrastructure over the next ten years. As these
investments are made, U.S. electricity prices

will most likely rise (Walton 2015). The U.S.
government has also signaled the end of the use
of coal-fired generation nationwide, which has the
potential to increase rates significantly. Affordable
gas prices in the U.S. and Canada also provide an
opportunity for energy-intensive industries to thrive.
Ontario can capitalize on this momentum and
exploit the opportunities associated with increased
natural gas consumption.

There are additional opportunities to mitigate

price increases. Continued investment in nuclear
generation assets will result in the best outcome
for Ontario’s economy, with up to 20 percent lower
electricity prices, 100,000 more jobs, $60 billion

in economic benefit and fewer greenhouse gas
(GHG) emissions (Brouillette 2013). The provincial
government has committed to working with
nuclear operators to ensure that the scheduled
refurbishment of nuclear units is optimized, and
done with cost predictability. Ontario has the ability
to lower costs during the refurbishment schedule
by reducing overlap and ensuring decisions

are made quickly, and by creating an efficient
procurement strategy for nuclear components.

Critical decisions are on the horizon and it is
imperative that government takes action to mitigate
the impact of cost drivers in the electricity system.



SECTION 2: THE OPTIONS

The OCC assessed the following ten options based on their potential —high, medium, or low —to impact
businesses’ electricity bills and create system-wide cost-savings. The medium and low potential options
received little to no support throughout our consultative process. The high potential options reflect support
within the OCC’s membership and comprise our five recommendations to government.

The Guiding Principles

Throughout our consultation process, businesses and organizations identified and debated the pros and
cons of each option based on a set of guiding principles. These were:

1.

Lower costs: Reducing electricity costs for industry and small businesses is a top priority. Cost-
savings can be realized either directly, through financial incentives or rebates, or indirectly, by
lowering system-wide costs. The most desirable options will lead to an overall decrease in rates and
mitigate cross-subsidization between rate classes.

Reliability: Businesses want to ensure that Ontario’s electricity grid provides a reliable supply of
power at all times, particularly during on-peak periods when load is highest.

Promote Ontario’s competitiveness: Electricity market policy has considerable downstream
effects on the province’s economy. As such, decisions must encourage investment, job creation, and
economic growth in the province.

Sustainability: A sustainable power system requires balance between environmental improvements,
economic impacts, and societal costs and benefits. It is important that options not put undue stress
on one area of the system in the name of rate mitigation. For example, while it is a lower-cost option,
returning to coal-fired generation is not a viable solution, given its environmental impacts.

Fiscal responsibility: Decisions to mitigate rates should not unduly burden the government’s

ability to meet its deficit elimination target of 2017-18. It is projected that in the 2015-16 fiscal year,
the Government of Ontario will spend $8.5 billion more than it collects in revenue, increasing the
province’s net debt to $298.9 billion. Eliminating the deficit and reducing the debt are top priorities for
the OCC.

Flexibility: There is an overarching concern about the future flexibility of the electricity system. Long-
term planning requires assumptions about future demand, supply, and resource costs. Ontario must
balance electricity demand with supply by ensuring the system has enough flexibility to respond to
changing market conditions.

Transparency: Ontario’s electricity system lacks cohesion and transparency, a product of political
objectives interfering with what makes economic sense. Despite the government’s best efforts,
customers are still confused as to why their electricity bills are so high, why certain decisions are
being made, and what exactly goes into the GA.
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0 How it would work

The IESO does not release average electricity
prices nor does it conduct publicly available
jurisdictional comparisons similar to those of
Hydro-Québec.® As well, many elements of the
electricity system, particularly the GA and the
timelines surrounding the retirement of the Debt
Retirement Charge (DRC) are not disclosed to
the public. This includes payments to generators
to not generate, rates paid to historic non-utility
generators, and costs for new hydro-electric
developments (McKitrick and Adams 2014). There
are concerns that similar issues will be prevalent
throughout the sale of a portion of Hydro One.

This lack of transparency has resulted in reduced
customer engagement and reduced confidence

in the electricity market and its actors. It has also
made it more difficult to pinpoint the exact drivers
of cost increases and the decisions that have led to
Ontario having some of the highest electricity rates
in North America.

The IESO should increase transparency of
electricity pricing by publishing annual average
rates, in addition to that provided in the 2013 LTEP.
By increasing transparency across the system
through disclosing rates and the costs of important
investments in the electricity system, governments
can be held accountable for past and future
decision making (Electricity Authority, Te Mana
Hiko 2015).

9 Potential cost savings

By providing better information about the drivers
of price increases, and the costs behind the rising
GA, government and its energy agencies can
improve customer engagement and foster greater
public accountability. This will drive agencies and
distribution companies to more effectively deliver
what customers and businesses want.

@ How it stacks up

PROS

Transparency: The move to increased
transparency is in line with the current mandate

of the Government of Ontario. Government is
committed to making information easier to find,
understand, and use, so that services and policies
can be designed to better meet the needs of
Ontarians.

Currently, a number of negotiations are taking
place among actors in the electricity system.
The outcomes of these decisions will directly
impact prices. However, these processes are
neither transparent nor made public. Increasing
the transparency of such negotiations will help
incentivize government and energy agencies to
make principled and evidence-based decisions
when entering into agreements with generators
and other provinces.

Costs: Increasing transparency would not add
significant costs to the system.

® Hydro-Québec carries out an annual comparative analysis of electricity prices in 21 major North American cities.
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CONS

Costs: Increased transparency does not directly
reduce costs. Most industrial consumers pay
different rates and energy consumption varies
within rate classes. Posted or advertised rates
often do not include important aspects of a
customer’s bill. Therefore, it may be difficult for the
IESO to aggregate the rates of certain segments of
the ratepayer population and share it publicly.

Q The verdict

Providing transparency to ratepayers on what is
driving the cost of electricity in Ontario will allow
for a better understanding of the true price of
electricity in the province. This will, in turn, facilitate
smart public policy choices moving forward.
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Beyond Transparency: Making information
digestible for business

Currently, the Government of Ontario and IESO
offer a number of price mitigation and conservation
programs to large industrial and small-to medium-
sized businesses to help them save money on
their electricity bills. These include the Industrial
Conservation Initiative (ICl), the Industrial
Electricity Incentive (IEl) program, the Industrial
Accelerator Program, saveONenergy for business
program, and the Enbridge and Union Gas
Conservation business programs.

However, many businesses are unaware of these
programs.

It is important that the Government of Ontario

do a better job in helping business access these
programs. This includes reducing the transaction
costs for businesses when it comes to making
energy-related investment decisions through
greater promotion of roaming energy managers
and regional information sessions in partnership
with LDCs and chambers of commerce and
boards of trade. Moving forward, the provincial
government and its agencies should work closely
with the OCC to increase the communication

of these programs in order to help businesses
succeed.



0 How it would work

The DRC has appeared on electricity bills since
May 1, 2002 to help pay down the debt and
liabilities of Ontario Hydro after it was broken up
into separate companies. As of March 2014, the
residential stranded debt is estimated to stand at
$7.8 billion. The rate is established at 0.7 cents
per kWh for electricity consumed for most Ontario
communities (Ontario Ministry of Finance 2015).

On April 23, 2014, the Government of Ontario
announced that it would remove the DRC from
residential customers’ electricity bills after
December 31, 2015. This would save a typical
residential ratepayer about $70 per year (Ontario
Ministry of Finance 2015). The DRC is to remain
on all other electricity users’ bills, including large
industrial users, until the residual stranded debt is
retired. However, the forecasted end date of the
DRC is not transparent and varies from the end
of 2017 to 2018 (see recommendation one). The
actual end will largely depend on, “the size of the
dedicated revenue streams from OPG, Hydro One,
and LDCs (payments in lieu of taxes)”, and could
take longer (Aegent Energy Advisors Inc. 2014).
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In order to keep debt payment on target to end in
2017-18 and to spread the burden of costs, the
DRC should remain on residential bills.

Since the DRC is calculated based on electricity
consumption, the impact of this additional charge
on business is considerable. Many argue that

the province would be better off financially and
economically if it removed the DRC from industrial
electricity bills rather than residential. Although
government has stated there will be no cross-
subsidization by industry to pay for the elimination
of the DRC on residential bills, it is unlikely that
industry will not incur higher, or more drawn out,
costs as a result of this policy change.

9 Potential cost savings

By keeping the DRC on residential bills, business
will not be forced to bear the full brunt of the costs,
and a cost reduction on bills will still take place

for all customers. This is particularly important as
the regulatory burden on business grows with the
introduction of the ORPP and the cap-and-trade
system.

Since it is estimated that the DRC will be retired by
2017-18 without residential contributions, it is likely
that it could be paid off more quickly, and in a more
equitable fashion, if spread across all customers.



@ How it stacks up

PROS

Costs: Remaining commercial customers could
possibly see a reduction in the DRC charge on
their electricity bills.

Fairness: Sharing the burden of the DRC
between residential and non-residential electricity
consumers will reduce cross-subsidization and
potentially eliminate the charge more quickly.

Competitiveness: This move would send a
positive signal to the business community, whose
growth and productivity is currently hindered by
the regulatory and high-cost climate that provincial
governments have created in the province.

CONS

Costs: Residential customers would no longer
see the entirety of the DRC removed from their
electricity bills in 2016.

@ The verdict

Sharing the burden across residential, small
business, and industrial electricity bills makes good
sense: the debt could be paid off more quickly if
spread across a larger customer base, with less
financial impact on all ratepayers’ bills.
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0 How it would work

The proposed merger of Hydro One Brampton
with Enersource Corporation, Horizon Utilities,
and Powerstream Inc. represents a major step
forward in catalyzing LDC consolidation in Ontario
(Premier’s Advisory Council on Government
Assets 2015). However, it is only the first step.
Government should capitalize on the momentum of
that transaction to provide for further consolidation
in the sector for an expanded window of time,
while removing additional barriers to private sector
investment in the distribution sector.

There is a need for faster consolidation among
LDCs in Ontario’s electricity system and an
increased level of private sector capital. Ontario’s
LDC sector has 73 rate-regulated companies,
almost twice as many as all of the other provinces
combined (Elston, Laughren, and McFadden
2012). This has led to extensive and expensive
asset duplication, and in practice, “more facilities
and distribution equipment in Ontario than are
needed to efficiently serve electricity customers”
(Horizon Utilities 2014; Ontario Distribution Review
Panel 2012, 15).

Despite rising costs, Ontario’s electricity
distribution sector has been slow to embrace
private investment. This is partly due to current
regulations that restrict LDC access to capital. For
example, until recently, the tax regime impeded
private sector investment and private mergers and
acquisitions in three different ways.

First, since most LDCs are municipally owned,
they are exempt from payment of income tax under
the federal Income Tax Act. Any private sector
equity investment in a municipally-owned LDC that
exceeds 10 percent share ownership will
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cause that LDC to lose its tax exemption status
(Electricity Distributors Association 2012).

Second, under the provincial Electricity Act, the
Ontario Government requires municipally-owned
LDCs to make payments in lieu of corporate

taxes for the purposes of paying down stranded
debt associated with Ontario Hydro (Clark and
Vitrorovich 2006). Under this regime, LDCs face a
“departure” tax as well as a proxy tax if it is exempt
from tax under both the federal Income Tax Act
and the Ontario Corporations Tax Act for a taxation
year.

Third, when electricity distribution assets or
shares are sold, such a transfer is subject to a
“transfer tax” equal to 33 percent of the fair market
value of such assets or shares, resulting in a
substantial barrier to such transactions (Clark and
Ramkrishnan 2013).

More recently, changes have been made to reduce
these barriers to consolidation and investment. On
the advice of the Premier’s Advisory Council on
Government Assets, the Minister of Finance put
aggressive tax incentives in the 2015 budget to
incent local utility consolidation:

« Reduction in the transfer tax for three
years—down to 22 percent from 33
percent for three years (until 2019), with
full transfer tax exemption for local utilities
with less than 30,000 customers; and

*  Removal of the capital gains portion of the
Departure Tax for three years (until 2019).



By freezing the transfer tax, government
recognizes the importance of encouraging
voluntary mergers among LDCs to create
economies of scale.

However, government should go further. This can
be done by eliminating the 33 percent transfer
tax for a period of five years and working with

the federal government to allow municipally-held
electrical utilities to remain tax exempt with as
much as 49 percent private ownership (Electricity
Distributors Association 2012).

9 Potential cost savings

Increasing levels of private sector investment in
the distribution sector will help LDCs provide new
customer services without putting the brunt of the
costs onto consumers.

To mitigate the impact on provincial revenues,

the Government of Ontario and the Government

of Canada should create a cooperative tax
arrangement that returns to the province any
federal corporate taxes paid by newly privatized
utilities. There is precedent for such co-operation
as illustrated by the previous federal Public Utilities
Income Tax Transfer Act (Commission on the
Reform of Ontario’s Public Services 2012).

@ How it stacks up

PROS

Reliability: Changing the tax regime could
increase the level of reliable investment in the
aging distribution sector. This could include
investment from Ontario pension fund groups.
Over the years, there has been the possibility of
pension fund investment in the LDC component of
the distribution sector. However, while a pension
fund is a tax-exempt entity, its potential investment
in a local distributor would face the same transfer
tax and departure tax restrictions the private sector
faces (Fyfe, Garner, and Vegh 2013).
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As a result, pension plans generally have been
deterred from making any significant investments
or purchasing shares of LDCs (Fyfe, Garner, and
Vegh 2013).

Fiscal Responsibility: Smaller LDCs generally
have less access to capital than large LDCs

and are typically charged higher interest rates

and financing charges; costs they pass on to
customers. By allowing smaller LDCs to turn to
private finance, the Government of Ontario can
reduce, rather than add to, the province’s debt load
through Infrastructure Ontario’s concessionary-rate
loans (Kishewitsch and Brooks 2013).

CONS

There is little downside to this option if the province
and the federal government can negotiate a
cooperative tax arrangement.

Q The verdict

Removing barriers to consolidation, such as the
departure and transfer tax, for a longer period

of time will increase economies of scale in the
distribution sector and access to capital. If LDCs
are provided more options to raise capital, this will
also increase the levels of capital infusion into the
industry as a whole. This could also, in turn, later
translate into greater consolidation.



0 How it would work

Ontario’s ‘hybrid’ electricity market has relied
heavily on financing electricity generation
investment rather than market-oriented solutions,
which provide price signals to generators. Ontario
does not have an explicit mechanism to meet
future capacity requirements, instead relying on a
mixture of existing resources, government policies
(Long-Term Energy Plan), and central and long-
term procurement through the IESO (formerly
OPA).

The IESO is currently examining the introduction
of a new capacity market structure that will include
capacity auctions. Capacity auctions already exist
in the U.S. in New York, New England, and the
Midwest, as well as PJM, the regional transmission
organization which serves all or part of 13 states
between lllinois and New Jersey.

A capacity market is used to ensure that the
availability of electricity generation increases in
correlation with demand. The success of a capacity
market is dependent on the capacity auction
process, the competitive procurement mechanism
whereby resources—such as generation facilities,
imported resources, electricity storage, and
demand-side resources—are compensated for
capacity that they provide at some point in the
future. Under this market structure, the IESO will
hold capacity auctions based on future capacity
targets, and choose resources to fulfill these
obligations based on lowest operating costs
(Goulding 2013).

16 | Ontario Chamber of Commerce

As a result, different resources (e.g., generation
by fuel types, demand-response, emerging
technologies, clean imports, etc.) will ostensibly
be treated the same within a single procurement
process (Rivard 2014). The first capacity auction is
scheduled for 2018.

9 Potential cost savings

Capacity auctions will result in procuring the least
cost resources to meet future electricity needs.
Shorter-term contracting will also reduce the risk of
oversupply and could lead to lower GA charges.

Figure 5: Potential Cost Savings from
Introducing Capacity Market in Ontario
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@ How it stacks up

PROS

Flexibility: Capacity auctions could give the
province additional planning flexibility, allowing

it to adjust to unforeseen changes in demand

and supply conditions, while also encouraging
innovation and respecting current contracts (Rivard
2014).

Costs: This flexibility can be translated into lower
costs:

+ By directing investment a few years ahead
of when electricity is to be delivered,
suppliers will be provided with long-term
price signals, possibly decreasing the
number of new builds (Goulding 2013).

«  Capacity auctions have the potential
to tap into unused capacity at existing
generators, benefitting consumers through
the more efficient use of existing resources
(Wyman 2014).

+  Procuring for a shorter time frame
could reduce the possibility of incorrect
projections leading to power surplus or
deficits. The longer the timeframe for
planning, the greater the possibility for
incorrect assumptions (Goulding 2013).

CONS

Transparency: A successful capacity market will
require balancing the priorities of government

with the objectives of creating a more competitive,
open market. Criticism of the current procurement
process as it has operated in Ontario is that

there has been regular and direct government
intervention in system planning that has led to less
than ideal decision-making.
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Fairness: Since cost is the defining criterion

for selecting resources, more expensive, clean
sources of generation will be uncompetitive. The
question is how the IESO will meet government
objectives on climate change without forfeiting the
competitiveness and transparency of the capacity
market structure.

Ontario’s Competitiveness: Other components
of the current system could hinder the success of
capacity auctions:

+  Shorter-term contracts could pose
difficulties for new resources and suppliers
who wish to secure financing.

«  Lower costs in jurisdictions in the
Northeast United States have been
accrued from new, low cost resources
replacing conventional (Goulding 2013).
However, the IESO has communicated that
only those generators under contract will
be able to participate in Ontario’s capacity
auctions. Therefore, new, innovative
resource will not be able to compete on
a level playing field (Ministry of Energy
2015).

@ The verdict

The implementation of a capacity market has the
potential to create significant cost-savings for
Ontario’s electricity system by procuring supply on
a shorter-term, more cost efficient basis. However,
the devil will be in the details. Ontario’s electricity
market system differs substantially from other
jurisdictions that have implemented a capacity
market approach.



0 How it would work

Ontario’s investment in smart grid technology

is world leading. Over the last five years, smart
meters have been implemented in almost every
small business and home across the province,
providing millions of data points to utilities daily
(Briones 2012). However, this investment has also
been costly for customers.

There is an opportunity for the province and LDCs
to enhance the way they currently store, analyze,
and access the data generated from the smart
grid, and improve the way in which investments are
currently being made in the system. Ontario can
become leaders in data management infrastructure
by adopting a province-wide central data access
platform.

Currently, energy consumption data from the smart
grid is stored and processed by Ontario’s central
Meter Data Management and Repository (MDM/R),
which helps utilities deal with high data volumes
and computes how much electricity is used during
TOU periods. However, a province-wide MDM/R
system that offers accessible and standardized
meter data to utilities, customers, policy makers,
and third party analytics providers is still in
development (IESO 2015c).
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9 Potential cost savings

The benefits of a province-wide data platform
can be realized through improved customer
segmentation, asset and grid maintenance, and
more evidence-based demand forecasting and
policy-making. These benefits can be realized

by integrating current meter data with additional
data sets, including data on weather and location.
This data can then be used in areas such as job
creation, economic growth, trade, and innovation
(Briones 2012).

Improving access to data will enable greater
analysis—particularly from third party vendors—

as well as better customer products. Smart grid
data analytics “promises a solution for utilities to
improve their meter data system performance while
maximizing the business value of consumption
data by analyzing the data emitted by smart
meters” (Briones 2012, 12). This can be done while
respecting the ownership of that data.

By combining analytics with utilities’ energy
delivery models, local distributors can also predict
how assets are affected during peak periods of
demand and perform preventative maintenance.
This could lead to less unplanned outages and
where assets are consistently under-utilized,
expensive maintenance can be delayed and costs
can be avoided.



@ How it stacks up

PROS

Ontario’s Competitiveness: The disclosure of
smart meter data will become an important policy
lever for better decision-making at the provincial
level in regards to economic and energy policy.

Leveraging the MDM market will enable utilities
to come up with solutions for growing demand
through better analytics, while also opening up
a larger market for third party analytics solution
providers.

As well, Ontario businesses can benefit from
insight into the specific technological needs

of utilities and be made aware of business
opportunities (Briones 2012). This could lead

to further innovation and adoption of new
technologies, as well as the formation of Analytics
Centres of Excellence.

Costs: Implementing a province-wide approach
to data analytics would require little additional
investment in hardware. Analytics solutions can
reside unobtrusively above current data sources
and assets, allowing existing architecture to suffer
minimal re-working. The outputs can be fed back
into the existing system to further refine results.

Flexibility: From past work, similar practices
were also able to improve demand forecast
accuracy for customers and the system at-large.
The automation of data solutions surrounding
forecasting can also reduce the chances of human
error and could result in greater accuracy in
forecasting.
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CONS

Current energy forecasters and utilities may need
to be trained on how to utilize this new information
to reap the most benefits for customers.

Q The verdict

As of 2013, the Government of Ontario has
invested $2 billion in smart grid technology (Office
of the Auditor General of Ontario 2013). However,
it is not being used to its full potential. By creating
one province-wide data platform that collects,
stores, and analyzes data points from across
regions and distribution networks, the province
can better address system needs while using an
underutilized resource.



0 How it would work

It has been argued that in order to improve
Ontario’s competitiveness, and directly lower
electricity rates for businesses, the provincial
portion of the Harmonized Sales Tax (HST)
(8 percent) should be removed from industrial
electricity bills.

Proponents argue that this can be done without

a large impact on government revenue by
introducing the measure in phases. The first year
would see the removal of half of the provincial
portion of the HST. In the second year, the
remaining half would be removed, and in the third,
the DRC would be removed, strongly impacting the
price of electricity.

9 Potential cost savings

Removing the provincial portion of the HST from
industrial electricity bills, businesses would see a
direct reduction in industrial rates.

@ How it stacks up

PROS

Costs: The removal of the HST from industrial bills
would have a direct impact on industrial customers’
electricity bills. This reduction would help restore
industrial competitiveness and spur employment
growth.
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CONS

Fiscal Responsibility: The costs in foregone
revenue for the province would have a large impact
on the Government of Ontario’s ability to eliminate
the deficit by 2017-2018. The government would
forego $250 million in the first year, $500 million

in the second, and $1.6 billion in the third year of
implementation.

Currently, Ontario has the highest net debt of any
province in Canada and the second-highest debt
per person. In 2014-15, the government will run
a deficit of $12.5 billion and the debt will grow to
$289.3 billion (Ontario Ministry of Finance 2015).

Fairness: This option only considers removing the
HST from industrial bills. This means that the same
cost reductions would not benefit small-to medium-
sized businesses.

Q The verdict

While the removal of the provincial portion of the
HST would have a direct impact on customers’
electricity bills, the foregone government revenue
would outweigh any positives. Reducing the debt
and eliminating the deficit should be government’s
top priority.

As well, removing the HST does deter the
forecasted increase in electricity rates. Electricity
prices would still continue to rise for all customers.
In order to tackle rising rates, it would be better to
focus on options that result in system-wide cost
reductions over the longer-term and do not focus
on a band-aid solution.



0 How it would work

Ontario is the first jurisdiction in North America to
require time-of-use (TOU) pricing for all residential
and small business electricity customers. Under
TOU pricing, customers pay higher prices for
electricity when it is more expensive to produce —
during times of peak-demand—and lower prices
when it is less expensive to produce (IESO 2015d).

TOU pricing gives customers the opportunity

to lower their electricity costs by shifting usage
from those more expensive parts of the day. This
pricing structure can also create savings for all of
Ontario’s electricity customers if the drop in peak-
demand, as a result of shifting consumption, allows
electricity operators to avoid the building of new
generation or transmission lines.

Ontario’s current TOU price ratio fluctuates

around 1.9:1. However, according to a study
commissioned by the Ontario Energy Board (OEB),
this ratio only provides modest incentives for load
shedding and small bill savings opportunities for
some customers. In order to see greater cost-
savings, Ontario should follow its international
peers and increase its peak-to-off-peak differential
to 4:1 (Faruqui et al. 2010).
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9 Potential cost savings

Alarger TOU price ratio would provide customers
with a greater financial incentive to shift usage from
the peak pricing period, improve the system load
factor, increase resource utilization, and provide
overall reduction in system costs. For customers,
this presents greater savings opportunities than
exist within the current regulated price plan.

@ How it stacks up

PROS

Costs: Studies conclude that, despite the small
difference between current on-peak and off-peak
prices, there has been a small but definite impact
on residential electricity customers’ consumption
behaviour. In fact, the OEB estimates a reduction
in residential consumption of 3.3 percent in
summer on-peak hours, and an Ontario-wide drop
of 179 MW (Faruqui et al. 2013).

Conservation initiatives like TOU pricing replace
the need for costly gas-fired plants to meet our
needs during peak-demand. By increasing the ratio
even further, customer and system-wide benefits
could be delivered.



CONS

Fairness: Cost-savings associated with TOU
pricing are heavily dependent on customer
behaviour. While it is easier for households to
shift electricity consumption during times of peak-
demand, it is during these periods that most small
businesses are operating at full capacity. In fact, a
larger TOU differential could lead to higher costs
for small businesses, which are unable to shift
consumption. Since TOU pricing is only applicable
to residential and commercial customers, this
proposal would have no direct impact on industrial
electricity bills.

Transparency: It is unknown whether the TOU
price ratio in Ontario can be increased significantly
while still basing rates on system costs, as efficient
pricing requires that the marginal price of electricity
equal the marginal cost of generation. Options that
have been proposed include:

+ Reallocating the cost of renewable energy
sources to peak periods rather than
distributing uniformly across all pricing
periods

+ Allocating capacity costs over a smaller
number of hours and on a volumetric basis
(e.g. 4 hours of peak-demand)

+  Making TOU rates only apply to summer
months, when Ontario has peak-demand
(Faruqui et al. 2010).
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@ The verdict

The cost-savings relationship between TOU pricing
and small business owners is unclear. Current
TOU pricing ratios seem to have had little impact
on the electricity consumption patterns for these
customers.



0 How it would work

The Feed-in Tariff (FIT) program was launched

in 2009 to encourage the development of new
clean energy jobs and industries, boost economic
activity, and develop renewable energy technology.
The program was introduced as part of the
government’s Green Energy Act (GEA) to help
meet the larger goal of improving air quality and
reducing the province’s reliance on coal-fired
generation (Ontario Ministry of Energy 2015).

Under the FIT program, government or utilities

pay entities (be it homeowners, farmers, or
corporations) for the electricity they generate from
renewable energy sources, such as wind turbine
farms, solar panel installations, bio-energy plants,
and small hydroelectric generators. This generation
is then fed back into the grid (Ontario Ministry of
Energy 2015).

Since its creation, the FIT program has faced
significant criticism:

+  The prices paid to generators were based
on cost recovery for participating entities and
not based on value to the system. As such,
generators received significantly above-
market prices in long-term (twenty year)
contracts (McKitrick and Adams 2014).

+ Job creation has not been as high as
projected and has been heavily subsidized
by ratepayers (Office of the Auditor
General of Ontario 2011).

* Renewable generation has led to a
simultaneous surplus of power and
an energy deficit. Both wind and solar
generation produce energy when needed
the least and fall off when it is needed the
most. Because of this, renewable power
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contracts have not been able to yield
sufficient power to replace coal-fired
plants, and at significantly higher prices.

+ LDCs have had to make considerable
investments in infrastructure in order to
accommodate the two-way distribution of
electricity (Office of the Auditor General of
Ontario 2011).

9 Potential cost savings

Cancelling FIT contracts would prevent any future
contracts and rate increases above what currently
already exists. It would also mean not paying

for generation that we are not currently using or
cannot be used during certain periods, decreasing
system operating costs and lowering the GA.

@ How it stacks up

PROS

Costs: Putting an end to FIT could delay some of
the costs placed on the system from expensive
renewable contracts. The Ontario Energy Board
(OEB) forecasted that in 2014, solar and wind
would produce 7 percent of total supply and the
direct costs would account for about the same
fraction of the average cost (McKitrick and Adams
2014). However, the Fraser Institute estimates that
solar and wind systems procured under FIT provide
just under 4 percent of Ontario’s power but account
for about 20 percent of the cost of electricity in the
same year (McKitrick and Adams 2014).

Conservation initiatives like TOU pricing replace
the need for costly gas-fired plants to meet our
needs during peak-demand. By increasing the ratio
even further, consumer and system-wide benefits
could be delivered.



CONS

Costs: It is unclear whether cancelling FIT would
have an impact on system costs and rising
electricity rates. The majority of FIT contracts
signed under the first wave of the program are
unable to be renegotiated or cancelled—or even if
viable, would have large legal repercussions for the
province. This means that the price impact would
have to come from cancelling any projects that
have yet to commence construction or have not
received a Renewable Energy Approval.

This price impact would most likely be minimal
given the fact that the majority of FIT contracts
have already been put in place, investments in
distribution have already been made, and the
added costs to the system are already starting to
be realized.

In 2012, the government released the FIT two-year
review report and announced a number of changes
to the FIT program. This includes cancelling large
FIT projects (for those greater than 500 kW in
size), and introducing Feed-in Tariffs with a bidding
system. However, microFIT contracts (under 500
kW) will continue to be offered for up to 900 MW

of additional capacity through 2018, equaling little
more than 1 percent of supply in the next five years
(Ontario Ministry of Energy 2015).

Ontario’s Competitiveness: Despite negative
feedback from both international and domestic
critics, the GEA and FIT program have positioned
Ontario as a leader in green energy technology.
Some job growth has been realized as a result and
many small organizations have made investments
in generation and will continue to do so.
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Q The verdict

The bulk of the cost of FIT contracts has already
been factored into the costs of operating the
electricity system, and will continue to be added
to the system over the next 15 years. For better
or worse, there is little that can be done to
change this without negative legal and political
consequences.

The inherent problem with FIT is not the program
itself, but rather the above-market rates paid to
generators. Given that reforms have been made
to the program that help to curb these costs,

the impacts of ending the FIT program on rising
electricity rates would most likely be minimal.



0 How it would work

Significant capacity transactions between the
provinces of Ontario and Québec already take
place: Ontario exports capacity to Québec during
the winter when they are in peak demand and
vice-versa in the summer months. A longer-term
contract could be a positive next step in the
relationship.

By securing a long-term supply contract with Hydro
Québec, Ontario could replace future base load
nuclear generation with clean imports, cancelling
the need for scheduled nuclear refurbishments and
creating system-wide cost savings (Ontario Clean
Air Alliance 2014). An investment of $500 million in
new transmission infrastructure would give Ontario
access to Québec waterpower at lower costs than
would be available from re-furbished Darlington
nuclear units.

9 Potential cost savings

It is argued that an investment of $500 million in
new transmission infrastructure would give Ontario
access to Québec waterpower at lower costs than
would be available from re-furbished Darlington
nuclear units.

Currently, Ontario nuclear generation provides
Ontario with 37 percent or 12, 947 MW of

the province’s installed generation capacity.®

By cancelling the Darlington nuclear unit
refurbishments and replacing that capacity with
clean imports from Québec, Ontario would save at
least $1.2 billion annually between 2020 and 2050.
These cost savings are based on the estimate that
Québec would export to Ontario at a price of 6

¢ As of June 22, 2015, IESO 18-Month Outlook
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cents per kWh (Ontario Clean Air Alliance 2014).

It is estimated that the Darlington refurbishment
project will result in power at a cost of 8.3 cents per
kWh.

@ How it stacks up

PROS

Reliability: Significant capacity transactions
between the provinces of Ontario and Québec
already take place: Ontario exports capacity to
Québec during the winter when they are in peak
demand and vice-versa in the summer months. A
longer-term contract could be a positive next step
in the relationship.

CONS

Costs: It is more likely this option would have
a negative impact on rate savings rather than
positive. The estimated cost savings fail to take
many considerations into account:

+  The prediction that Hydro Québec would
sell to Ontario at the low price of 5.7 cents
per kWh is misleading. Ontario is not
the only jurisdiction looking to purchase
Québec power. This competition could
drive the price higher.

+ In order to supply Ontario with the capacity
it needs, Québec would have to increase
generation, which in turn, would mean
building new hydroelectric facilities. This
competition could leader to a final sale
price. The price of new builds would be an
additional cost included in the final sale
price (IESO 2014d).

+  Existing infrastructure could not support



the level of imports proposed. A new
interconnection with Québec would

be required, in addition to upgrading
current transmission lines in order to
accommodate this level of imports. The
IESO estimates that this could cost as
high as $2.2 billion for the province, with
regulatory and environmental approvals
taking seven to ten years to complete
(IESO 20144).

Reliability: Hydro Québec could not meet
Ontario’s electricity needs year-round. In order

to replace nuclear base load generation, Québec
would need to supply over 12,947 MW of flexible
capacity. In the past, real-time transactions with
Québec have only ever reached maximums of
1,800 MW (under ideal conditions) (IESO 2014d).

As well, Québec currently experiences a capacity
shortfall in the winter and would therefore be
unable to supply Ontario with year-round firm
capacity.

Flexibility: Long-term contracts do not offer
Ontario flexibility in future capacity decisions. This
option could lock Ontario into purchasing a number
of megawatt-hours over a specific time frame
(IESO 2014d). This could place Ontario in the
same position as we are now; shouldering the risk
that the price paid over the life of an arrangement
could be higher than the price that would have
been secured hourly through the market (which
would be further imbedded in the price of the
Global Adjustment).

Ontario’s Competitiveness: Replacing nuclear
base load generation and cancelling the nuclear
refurbishment schedule would have cost and
economic reverberations for the province. It is
unclear whether the $1.2 billion savings estimate
takes into account the ‘stranded assets’ (i.e.
decommissioning costs and pensions) that would
be covered by both taxpayers and ratepayers if
nuclear generation facilities were to be shut down.
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The thousands of jobs in Ontario’s nuclear industry
would also be lost.

For now and into the foreseeable future, most of
the increased need for base load energy can be
delivered by increasing the more efficient use of
domestic resources. These sources provide job
creation and economic development opportunities
for Ontario in addition to their electricity system
contributions (IESO 2014d, 18).

Q The verdict

A long-term supply contract between Ontario and
Québec should not be pursued since the costs of
upgrading transmission infrastructure, retiring and
decommissioning nuclear plants, and the impacts
on economic development outweigh any potential
savings.

However, the reciprocal electricity exchange
relationship between the two provinces should

be strengthened. There are other opportunities
for capacity-based partnerships between the two
provinces that could be further explored (see
Option 4 on page 16 to learn more about capacity
markets).



0 How it would work

In April 2012, the Minister of Energy established
the Ontario Distribution Sector Review Panel to
provide advice on how to improve efficiencies in
the province’s distribution sector. In its final report,
the Panel argued that consolidating rate-regulated
LDCs into a smaller number of large utilities would
curb costs substantially. In order to realize these
cost-savings, the Panel argued that the 73 LDCs
be consolidated into 8 or 12 regional distributors
“that are large enough to deliver improved
efficiency and enhanced customer focus, while at
the same time maintaining a strong connection
with their local communities” (Ontario Distribution
Review Panel 2012, 43). This would include the
establishment of six to ten regional distributors with
a 400,000-customer minimum in the south, and the
separation of the northern distributors into two that
serve the northwest and northeast.

The Panel agreed that this could be achieved in
two years, with a six to nine month window for
voluntary consolidation. If no action occurred within
that timeframe, the Panel argued that consolidation
should be compelled by legislation.

9 Potential cost savings

The Panel estimated that their recommendations
on consolidation would achieve $1.7 billion in
operational expenditure savings and $1.3 billion in
avoided capital expenditure in the first ten years.
This would be equivalent to a savings of “$70 per
year for every electricity customer by the end of
the tenth year” (Ontario Distribution Review Panel
2012, 31).
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@ How it stacks up

PROS

Costs: There is some efficiency that can be gained
through consolidation in the distribution sector. The
Panel argued that larger distribution utilities have
the resources and capacity to deal with impending
technological changes in electricity generation

and consumption, including distributed generation,
energy storage, and electric vehicles.

It can also be argued that larger regional entities
might allow for economies of scope as well as
scale, allowing greater participation in planning,
design of conservation programs and expanding
responsibilities (Commission on the Reform of
Ontario’s Public Services 2012).

CONS

Transparency: Mandatory consolidations do

not offer LDCs and the Ontario Energy Board
(OEB) adequate opportunity to determine if there
is a sound business case for mergers. Instead,
voluntary mergers deliver the greatest benefit to
customers and communities (Kishewitsch and
Brooks 2013).

Costs: The Panel’s argument that bigger is better
does not always add up:

+  Evidence from both the U.S. and Ontario
suggests that a structure dominated by
larger utilities does not necessarily provide
lower costs or a higher quality of service
(Fyfe, Garner, and Vegh 2013).

+  There is concrete evidence that some
of Ontario’s smaller LDCs have low
operating costs and show a great deal
of efficiency and innovation, particularly
when compared to larger utilities (Horizon
Utilities 2014).



+  The larger the utility, the more likely it
will result in diseconomies of scale, with
increased average costs of production
in the long run. For example, the
province’s largest distribution company,
Hydro One, has long been criticized for
its unmanageable cost structure. Most
recently, the Premier’s Advisory Council
on Government Assets concluded that
due to higher operations and labour costs,
rates paid by those customers served by
Hydro One are higher than rates charged
by other publicly owned distribution
companies.

+  Further, many of the promised efficiencies
from the last wave of consolidations,
on which the Panel rests its arguments,
have failed to materialize to cost savings
on customers’ bills (Association of
Municipalities of Ontario 2012).

Ontario’s Competitiveness: The Panel’s
recommendations as a one-size-fits-all approach.
Northern and rural Ontario is concerend about
what the potential consolidation of LDCs could
mean in terms of job growth and local service
standards in their regions.
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Q The verdict

The distribution network is usually the first and only
contact point that many customers have with the
electricity system. It is unclear whether mandatory
consolidation of LDCs would achieve greater
economies of scale and decrease costs without
undue negative consequences on the distribution
sector and Ontario’s regional competitiveness.

A centralized approach to consolidation ignores
the local importance of LDCs and could lead to
mergers that do not make commercial sense.
There are alternative ways to incentivize voluntary
mergers among LDCs while also injecting much
needed capital into the distribution sector (See
Option 3 on page 14).



CONCLUSION

The price of electricity is a major factor in the overall cost of doing business for many companies. As
such, it is also a critical component of a jurisdiction’s competitiveness in the global economy. Jurisdictions
with high electricity prices are at a disadvantage when it comes to creating jobs and attracting investment.

Ontario no longer offers low-cost electricity for the business community. In fact, costs are rising. That

is why the OCC set out to evaluate what initial steps the Government of Ontario can feasibly take to
constrain these rising electricity costs. The resulting recommendations are not a panacea. However, when
combined, they are a long-term and incremental step in the right direction.

The business climate in Ontario is in flux, largely because of the cumulative regulatory burden that has
arisen as a result of new initiatives from the provincial government. Over the past year, the Government of
Ontario has implemented or announced several initiatives that have a direct impact on business, including
increases to minimum wage, a review of the Labour Relations Act, the ORPP, and a cap-and-trade
system.

The combined outcomes of these initiatives will alter Ontario’s business case vis-a-vis the world. It is
incumbent upon government to do what it can to ensure that Ontario remains among the most attractive
places in the world to live and do business. And that includes bending the projected cost curve in
electricity.
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Ontario businesses are
feeling the pinch when
It comes to electricity
prices. Constraining
costs will go a long way
In keeping Ontario’s
economy competitive.
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