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summary

As consumers increasingly transition away from gas for heating, cooking, and water heating,
thereisa growing risk that existing gas pipelines—investments that are typically amortized over
40 to 50 years—could effectively cease to be useful before their full costs are recovered. Under
current standard practices, pipes laid today will not be fully depreciated until at least 2065, well
beyond the time frame for Canada to achieve net zero emissions.

When an infrastructure asset becomes significantly underutilized, it becomes uneconomic to
recover the outstanding fixed costs from a declining base of remaining customers, resulting in
stranded costs. In this paper, stranded costs refers to the remaining unrecovered costs of phys-
ical assets on a corporate balance sheet that are not fully paid for before they reach this point.

At the moment utilities continue to build out new gas infrastructure, adding to the bill. This
raises a critical question: who will bear the financial burden of the stranded costs if gas assets
are underutilized? The options include utility ratepayers, utility shareholders, governments, or
some combination thereof.

This paper explores regulatory decisions concerning gas utility stranded costs in Alberta, Ontario,
and British Columbia, provinces with the highest growth rates in their gas networks (Harland et al.
2024) but also those engaging in the most discussion on who pays for stranded costs in Canada.
This paper examines both the potential exposure to stranded costs and ways to mitigate it.

Assignment of stranded cost risk for gas assets has not been settled in Canada. This work finds
varying interpretations across provinces and persistent uncertainty about whether ratepayers
or shareholders would bear these costs. Provincial regulators apply different principles or stan-



dards to determine how these financial responsibilities are allocated. Based on past precedent (although
regulators may change their approach), Ontario largely assigns liability to ratepayers (in whole or part)
for unforeseen risk and Alberta largely assigns such liability to shareholders. In British Columbia, the
discussion on stranded costs is nascent and open to case-by-case interpretation, while in many other
provinces, the discussion has yet to materialize.

Independent of these precedents and decisions, practically speaking, provincial governments may ulti-
mately bear some of the costs of stranded assets. Governments may need to step in to protect ratepay-
ers due to escalating rates in a declining system and/or a lack of clear and legislated policies may give
utility shareholders a legal case for compensation for billions of dollars in stranded costs.

For regulated energy utilities, financial incentives reward utilities for building capital assets like pipe-
lines—incentives that remain even as some customers switch away from gas, leaving fewer customers
to pay for the largely fixed costs of the gas network. This situation is only worsened given the uncer-
tainty on who pays when ratepayers cannot. Regardless of the specific expected distribution of risks
and costsin a given jurisdiction, it is crucial that regulatory frameworks guard against the risk of moral
hazard—utilities adding liabilities and increasing their risk exposure because they do not expect to
bear the full costs of that risk.

Clearer guidance and regulation from provincial governments is necessary both to help reduce the
future level of stranded costs and to more clearly establish who would be liable for them, thereby
supporting better risk management. Clarifying who would ultimately bear the costs—whether taxpay-
ers, ratepayers, or shareholders—helps address the moral hazard. Not only does provincial govern-
ment policy action help reduce future financial risk to governments, but it can also empower prudent
risk management and oversight by regulators and encourage utilities and their shareholders to more
actively manage potential liabilities and minimize future losses.
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As the energy transition progresses, the use of gas infrastructure will evolve and is likely
to decrease. Who decides who pays for infrastructure that is underused? How do existing
regulatory frameworks and incentives shape these outcomes? This section unpacks these
pressing questions and highlights the challenges ahead.

Stranded gas assets represent a financial liability that someone must pay for

The energy transition in Canada is well underway, driven by the country's commitment to achieve
net-zero emissions by 2050 but also by cost and performance improvements in low-emission
technologies. Homes, businesses, and communities across Canada are starting to switch to
electric heat pumps (Kanduth 2023) or explore alternatives to fossil fuels such as thermal energy
networks (Cajudhur 2024), though at differing rates depending on local conditions.

As part of this shift, energy utility regulators play a critical role in determining what gas utility invest-
ments can continue to be included in customer rates as usage on the network changes. This deci-
sion depends on whether assets are “used” (actively providing service) and “useful” (contributing
to efficient and reliable utility operations). Assets that no longer meet these criteria risk becoming
stranded. Stranded costs can occur when rates required to recover the full costs of utility assets
become too high to—in the view of the regulators that approve those rates—recover the full costs
of the assets. This can result from decreased gas infrastructure utilization as a consequence of
reduced gas demand in the energy transition, shifts in technology, or changes in policy.

The energy transition represents a permanent change on a broad scale with substantial stranded
cost risk for gas utilities. The shift to cleaner options such as electric heat and the corresponding
declinein demand for gas in buildings may lead to the early retirement of gas-transmission and
-distribution assets before they are fully depreciated, posing long-term financial risks. (Harland
et al. 2024, Carter 2023; E3 2024, Sorge 2024, Gridworks 2019; NERA Economic Consulting 2021).

Our recent report, Heat Exchange (Harland et al. 2024), found on a cost-optimal path to net zero,
total gas consumption in buildings falls in every province. Alternatives to natural gas, such as hydro-
gen and biomethane, could potentially repurpose some existing gas infrastructure. However, we
find that under any cost-effective path, these alternatives are likely to account for only a small
proportion of the energy demand, with pure hydrogen also requiring significant modifications
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to both the network and appliances in homes and businesses. Decarbonizing the gas network is
therefore expected to lead to a reduction in use of gas infrastructure in many regions, rather than
its widespread repurposing. As gas use diminishes, fewer customers remain to bear the fixed costs
of maintaining the system, resulting in higher bills for those customers and driving more defec-
tions, raising questions about how to recover the costs of underutilized infrastructure.

Even as the energy transition's implications for gas networks are becoming increasingly clear,
gas utilities continue to expand their networks, adding to future potential liabilities. Because gas
utilities realize returns on the regulator-approved infrastructure they build, rather than the fuel
they sell, they have a direct economic incentive to pursue continued growth of gas infrastruc-
ture and new customers—even if the long-term usage case is uncertain. This is true as long as
utilities can reasonably expect regulators to approve such infrastructure in the rate base and
recover the costs plus a rate of return as usual. Legal obligations to serve and connect custom-
ers to gas further exacerbate the issue.

Regulators have tools at their disposal to reduce the total risk of stranded costs (Harland et al.
2024) but may be constrained in their ability to use them. Interpreting the long-term implica-
tions of the energy transition in their decision-making is difficult, particularly where the path
forward is unclear as a result of government climate policies that are not sufficiently connected
to their long-term climate goals or that have ambiguous implications for regulated energy
systems. Fluctuating and inconsistent government programming around consumer incentives
also creates uncertainty, affecting the pace of change and complicating the timing and nature
of the appropriate regulatory response. Regulators may also tend to approve gas upgrades if
there is doubt about future use, even if this has rate implications, because service reliability is
also a core objective of the regulator.

Regulators must balance the needs of both ratepayers and utilities: ensuring just, reasonable
rates while providing safe, reliable service for ratepayers, and maintaining the financial health of
regulated gas utilities to support the delivery of such service. As the energy transition progresses,
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this balance will become increasingly hard to strike for gas systems without improved policy and
guidance from provincial governments.

Continuing with the status quo is exacerbating the risk of a large potential financial liability that
someone must pay for, be that ratepayers, utility shareholders, governments, or a combination
of the above. Under current standard practices (which allow the costs of new pipelines to be
paid off over 40 years or more), pipes laid today will not be fully depreciated until at least 2065,
well beyond the commitment for Canada to achieve net zero.

While Heat Exchange addressed ways governments could reduce overall financial liabilities
from an underutilized gas system, this paper examines who might bear the financial risk of
the remaining stranded gas assets—ratepayers, shareholders, or governments. In Section 2, we
consider how the answer may vary across Canadian jurisdictions and unpack implications for
liability, moral hazard, and government policy. Throughout, we consider what additional ques-
tions may emerge as the energy transition progresses.

Lack of clarity over who will bear stranded costs could delay action to
mitigate them

When thereis a lack of clear, proactive guidance on who bears the financial burden of stranded
costs, it can be unclear who carries this risk, reducing incentives for any one player to mitigate it
( ). For utilities and their shareholders, this uncertainty introduces a moral hazard
risk—they may continue to add liabilities and increase their risk exposure because they do not
expect to be fully responsible for the associated costs.

Specifically, this ambiguity limits proactive action from utilities. Unless utilities identify they are
substantively risk exposed, they are limited in their ability to adjust their behaviour to proactively
manage stranded asset liabilities. The majority' of gas utilities in Canada are investor-owned and duty
bound to actin the interests of delivering a return to their shareholders. Gas utilities, both public and
private, are also required to serve all customers requesting service within their service area under
an “obligation to serve” as a regulated monopoly in a given area. Absent other considerations, they
must continue to connect new customers? and invest in replacement gas infrastructure.

Providing clarity on stranded asset responsibilities would reduce market uncertainty and could
encourage utilities to make informed, proactive decisions. For example, PCG&E—a dual fuel utility
in California—cites reducing stranded gas asset risk as a motivator in its targeted electrification
efforts, which prioritize highest risk sections, such as long pipelines with few customers needing
replacement. This program offers support to households to fuel switch and saves remaining gas
customers money ( : )

ration
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‘Public discussion is starting in
Canada, but lags action in some U.S.
states and European countries

Canadian regulators and utilities are starting to acknowledge stranded
asset risks from the energy transition

Public discussion is starting in Canada, but lags action in some U.S. states and European countries
(Alter et al. 2024; Spees and O'Loughlin 2021, Sorge and Rocha 2024; Hiel 2023). In December 2023,
the Ontario Energy Board, the regulator in that province, directly addressed the risk of stranded costs
(OEB2023). Inthe same month, its West Coast counterpart, the B.C. Utilities Commission, questioned
the publicinterest in expanding the gas system further in the Okanagan (BCUC 2023a). But, actions
and decisions are already having complex interactions with provincial government policy that can
make it difficult for regulators to effectively use their tools (Mondrow 2024, (see also section 2).

Meanwhile, financial markets and credit rating agencies are “widely recognizing the poten-
tial long-term reduction in natural gas use” (L.EI 2023). This may translate into higher debt and
equity costs for gas utilities. Gas utilities in turn have asked regulators for higher rates of return
and/or greater equity thickness (i.e., lower financial leverage) to compensate for these potential
rising costs (e.g., OEB 2023).

Despite these developments, the debate lacks the urgency required. Decisions made today
regarding long-lived utility infrastructure will have significant impacts for decades. Lack of
prompt and decisive action increases the scale of potential liabilities, or makes climate goals
more difficult to achieve—or both.

Regulators decide who pays between utility shareholders and ratepayers,
within boundaries defined by courts and provincial legislation

Utilities are a highly regulated sector and decisions on who pays for utility investments are made
by provincial regulators. Under the “regulatory compact” regulators seek to balance the inter-
ests of consumers, aiming to ensure they do not pay more than is required, with the needs of
utilities, which are seeking a fair return on capital investment in return for supplying reliable
service. The regulator must manage tradeoffs to maintain this balance.

3 The Regulatory Compact holds that utilities are obliged to provide safe, adequate, and reliable service at reasonable rates to all customers
in their service territory, and in return, they are entitled to a reasonable opportunity to recover their prudently incurred costs and expens-
es, and to earn a fair return on behalf of their investors. This “compact” was first articulated almost 100 years ago in 1929 Supreme Court of
Canada case Northwestern Utilities Ltd v City of Edrmonton [1929] SCR 186 and reaffirmed continually in case law since, including in 2015
Supreme Court of Canada case Ontario (Energy Board) v Ontario Power Generation Inc, 2015 SCC 44 at para 15.
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Several court decisions have confirmed that regulators can decide what tests to apply to appor-
tion costs between ratepayers and shareholders as long as this is within their governing stat-
ute, as it isin Ontario, Alberta, and British Columbia.* Regulators are experts in their field, with
processes in place to gather and test information, and support informed discussion and deci-
sion making.

“The setting of rates is clearly within the discretion of the Commission, including the
determination of what expenses can be included as recoverable costs and expenses,
how to deal with depreciation, and how to deal with stranded or unpredictably
destroyed assets.”

~Alberta Court of Appeal (ABCA 2023)

Regulators must fulfil their mandate and stay within their legal boundaries. Decisions are subject
to appeal,and could be challenged in the courts if the regulator steps beyond their mandate or
fails to fulfill it.> A utility can appeal a decision if, for example, they:

» step into role of policymaker, moving beyond the scope of their delegated authority in
the proceeding; or

» ignorecommon-law precedent, such as the long-established “fair return standard,” such
that the utility no longer has the opportunity to realize a fair return on its assets in aggre-
gate (referred to as “rate base”").®

Regulators (and indeed applicants) prefer certainty—they do not want to face court appeals
due to the resources involved and the resulting lack of predictability of requlatory proceedings
and outcomes. This also tends to feed the status quo bias, even under changing fundamental
circumstances.

While court decisions can set precedents that affect regulator mandates, governments set the

regulator's mandate and they can change this to include new considerations, such as climate
change or affordability. They can also engage in other ways, for example, providing evidence to
the regulator and participating as an intervenor in the regulatory process.

Who pays for stranded costs in underutilized gas distribution systems? 7
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What can past regulatory decisions tell us about whether ratepayers or shareholders bear stranded
costs? Across Canada, regulators have addressed similar issues under various circumstances, from
market disruptions to losses from natural disasters. But the energy transition introduces new
complexities. This section examines precedents, explores how these frameworks may apply, and
highlights lingering uncertainties in determining who ultimately pays the bill.

Prior decisions suggest provincial regulators may come to different
conclusions on who pays for stranded costs

Stranded costs arise when investments initially deemed prudent are later affected by circum-
stances not accounted for at the time of the investment. When prudent action results in uneco-
nomic outcomes, the question is who bears the cost (Hempling 2015). Regulatory systems vary in:

» how they consider the “used and useful” and prudent investment principles, especially
when these principles conflict; and

» how they handle post-investment, or unforeseen, circumstances.”

Even within a given province, the outcome of individual regulatory proceedings can be difficult
to predict. Regulators most often make case-by-case decisions in response to specific situa-
tions and circumstances. While regulators consider previous regulatory decisions, they are not
bound by them, unlike courts.

Assignment of stranded cost risk for gas assets has not been settled in Canada. The existing
precedents, however, may have lessons for application of regulatory policy and law to stranded
cost risk. The following section discusses Alberta, Ontario, and British Columbia; in many other
provinces, this discussion is even more nascent.
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ONTARIO

Ontario’s regulator has focused on prudence, based on the information available to the util-
ity at time of decision-making. In decisions discussed below, unforeseen costs are therefore
typically borne by the ratepayer.

The Ontario Energy Board generally applies the “prudence test” to determine if utilities can
recover costs from customers. If a utility can show that the investment was prudent at the time
it was made, given the information then available, utilities can recover costs of assets taken out
of service early in their customer rates (OEB 2016). Ontario also approves standalone funding
requests from utilities related to unforeseen events such as extreme weather. These “Z-Factor”
applications allow the utility to recover material, unforeseen costs from ratepayers.

In Ontario's system, once investments pass regulatory approval, the risk exposure for sharehold-
ersislow. Decisions deemed prudent at the time they were made are rarely revisited by the OEB
down the line. But according to the regulator, the utility still has an obligation to monitor and
manage risk prudently over time (OEB 2023).

Perhaps because of this structure, the OEB so far asks the most direct questions across the
country around the prudence of new pipeline investments and reassessing who pays for new
connections in order to avoid future stranded costs.

“An essential component of prudent investment is the identification, management,
and mitigation of risk. This includes the risk arising from the energy transition, the
very risk that Enbridge Gas relies upon to justify an increase in its deemed equity
thickness, which, if approved, would increase Enbridge Gas’s return on its invest-
ment.... Enbridge Gas has taken the position that there is no stranded asset risk for
the purposes of setting rates for 2024. This is not logical... It is the 40-year horizon
against which the stranded asset risk must be examined, not the five-year horizon
of the requested rate term that Enbridge Gas urges the OEB to use. When looked at
through the 40-year lens, what Enbridge Gas proposes looks very much like business
as usual and it is not sustainable.”

~Ontario Energy Board, December 2023

The words “prudent” or “prudently incurred” occur in governing legislation in both Ontario and
Alberta. Assessing the use of such terms, the Supreme Court of Canada interpreted prudence
initscommon, everyday sense rather than as requiring a specific test with a rigid methodology
(Yahya 2015).

The energy transition brings questions of prudence to the fore, particularly given the scale and
pace of change. Questions then arise about when and how a utility should actively manage
these risks as they become reasonably foreseeable.

Who pays for stranded costs in underutilized gas distribution systems?
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ALBERTA

Alberta’s regulator has placed greater emphasis on whether assets are used and useful for
the ratepayer. In decisions discussed below, unforeseen costs are borne by the shareholder.

In recent capital asset case proceedings in Alberta, the Alberta Utilities Commission (AUC) has
employed the “used and useful” standard to determine who pays for stranded asset costs.®8 When
assets stop being usable and/or useful before the end of their natural life, even if unforeseeable
at time of investment, shareholders bear the cost, not ratepayers ( )

Instances when shareholders have not been compensated for assets that unforeseeably stop
being “used and useful” include:

» achange in metering technology that made old meters in-service obsolete before the
end of their useful life;? and

» circumstanceswhere natural disasters such as wildfires have inflicted a degree of damage
on infrastructure that was not contemplated by utilities in their normal course planning.’®

Overall, shareholders paying for unforeseen risk appears uncommon in the North American
context ( )" with many jurisdictions assigning these costs to the ratepayer.

Alberta’'s approach to the assignment of risk between customers and shareholders is built upon
a specific legal history. A utility sought successfully to claim the full benefit of the appreciation
in value from property that was no longer needed for utility purposes, rather than share profit
with customers ( ),commonly
referred to as ‘Stores Block'. A follow-on four-year AUC proceeding (Utility Asset Disposition
Decision 2013-417, 26 November 2013) sought to address how utilities should handle gains or
losses from asset disposition, especially concerning stranded costs. The AUC concluded that
utilities, having full claim to proceeds from non-useful assets, also bear the full risk for losses due
to stranded costs in extraordinary circumstances ( X ).

The UAD decision emphasized the importance of foresight. Retirement levels across a group of
assets that are foreseeable at the time of the utility's depreciation study (e.g., reasonably antic-
ipated based on past events) are considered “ordinary.” These costs are typically addressed in
rate-setting and reclaimed from customers.

Subsequent rulings applied these principles to assets stranded during the Fort McMurray and
Wood Buffalo extraordinary wildfire events ( ). These decisions, allocating losses to
shareholders, are not without controversy and have been subject to appeal. The original Stores
Block decision did not account for physical destruction from natural forces but rather for gains
or losses on asset disposition. A2023 appeal ( ) determined that the regulator was not
bound by its earlier position.

es; in the case of pensions, for example, the regulator used a prudence test

ts choice (Yahya 2015)
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&

In the context of the energy transition, questions of foresight become critical for utilities and
regulators. What constitutes an “ordinary” or foreseeable circumstance in terms of gas demand
and stranded costs? What is “extraordinary”? At what point does the “extraordinary” become
the new normal? These considerations, if guided by precedents, may affect who bears the cost
of stranded gas assets in Alberta.

BRITISH COLUMBIA

Discussions in B.C. are more nascent.

The British Columbia Utilities Commission (BCUC), the regulator in that province, has also signaled
that questions surrounding stranded costs from the energy transition remain unsettled. While the
BCUC has taken steps towards considering the risk of stranded costs with respect to new invest-
ments (BCUC 2023a, BCUC 2023b) the question of who pays for stranded costs remains.

The BCUC highlighted that the energy transition introduces a new category of risk for Fortis
Energy Inc.'sshareholders—highlighting the risk that shareholders will not be able to earn their
full return due to stranded costs (BCUC 2023c).

“The Panel notes costs associated with certain risk categories such as commodity
prices and Indigenous engagement activities will largely be borne by ratepayers since
increases in operating costs and capital projects are generally recoverable through
rates. In contrast, some elements of Energy Transition risk pose an existential risk to
FEl's shareholders and impact the risk of stranded assets which increases the risk
that shareholders will not be able to earn their full return.”

~(BCUC 2023c)

These comments echo a BCUC 2019 position on electric vehicle charging infrastructure, that
the costs of underutilized assets must be borne by either the shareholder or the ratepayer, and
that under the existing regulatory framework, regulated utility shareholders potentially incur
this risk, referencing an Alberta case” as precedent.

12 ATCO Gas and Pipelines Ltd. V Alberta Energy and Utilities Board, 2006 SCC
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BCUC has called into question the gas utility's demand forecasts for not considering the potential
for aflattening or even a decline in the demand curve in response to policies that are already in
place, including building codes and municipal bylaws. Instead, the gas utility projects a contin-
ued increase in peak demand over the next 20 years (BCUC 2023%a). BCUC's question and its
previous interpretations suggest continuing with such an approach is insufficient in the pres-
ent risk environment.

The national regulator shows us that costs can also be split across multiple parties

Interprovincial transmission gas pipelines are under federal rather than provincial jurisdiction
and are regulated by the Canada Energy Regulator (formerly the National Energy Board, or NEB).

The NEB was one of the first regulators to address the potential decline of a natural gas pipeline
system in the case of the TransCanada Mainline, a gas transmission pipeline running across Canada.
When proximate cheap shale gas from the United States became available, gas utility customers
in Eastern Canada switched away from sources in Western Canada and no longer wanted to pay
the tollsto cover the operation and remaining capital costs for transporting gas along the Mainline.

This put the Mainline at risk of spiralling tolls that would only worsen the problem, causing more
customers to switch sources. But in this case, owners of the Mainline (TCPL) forecast that demand
would rebound. The NEB, taking this at face value, only needed to find a solution to bridge the
gap to limit the spiral (NEB 2013).

Under the NEB solution, Eastern customers agreed to pay higher tolls for six years, allowing
accelerated depreciation of assets. After this period, the Mainline would be split, and Eastern
customers would no longer pay for sections they no longer needed. The NEB did say that if load
demand did not return, then TCPL would face potential cost disallowances, and therefore a risk
that stranded costs would be passed onto shareholders. But in this case, this solution was suffi-
cient to manage the risk.

In this TransCanada Mainline decision, the NEB argued that the principle of prudence alone is not
sufficient to determine cost recovery in the context of NEB-regulated pipelines. This approach
risks undermining the creation of efficient energy infrastructure and markets, and discourages
pipeline companies from finding better or higher uses for their assets. The NEB reasoned that
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setting tolls regardless of whether assets are used and useful erodes management's responsibility
for making sound investment decisions and for keeping depreciation rates up to date.

The NEB also acknowledged the distinction and potential conflict between the regulatory prin-
ciples of “prudently incurred costs” and the “used and useful” standard. This conflict arises when
assets that were initially deemed prudent investments later become no longer useful—a matter
that remained unresolved by the courts.

Even absent clarity from the courts, the NEB has used a two-part test to try to reconcile this
issue, beginning over 40 years ago in the first rate case for Interprovincial Pipeline Ltd (RH-2-76
Decision, 1977). Although there was no indication that the investment in assets was imprudent,
the board disallowed part of the pipeline company’s return on investment for assets that were
no longer used and useful, and accelerated the recovery of that investment.

Even though circumstances for transmission pipelines are different from distribution pipelines,®
the NEB (now the Canadian Energy Regulator, or CER) shows us that the regulatory principles
referenced above are distinct but connected. The principles of prudence and usefulness can be
considered together, even as they have different implications for the decision. As such, regula-
tors could allocate the risk and associated costs to more than one party.

Uncertainty and ambiguity on who pays between shareholders and ratepayers remains

Despite the precedents discussed above, assignment of stranded cost risk for gas assets is far
from settled in Canada. Stranded costs in the energy transition have yet to materialize in any
significant sense and precedents are therefore often set based on assets stranded for other
reasons (such as unforeseen weather events).

A broad risk of stranded gas assets driven by the energy transition is of unprecedented scale, with
billions of dollars of potentially stranded costs across the system. The magnitude of this risk could
well drive new regulatory approaches in the balancing of ratepayer, shareholder and public interests.

Thereisalso a lack of translation of medium- and long-term climate targets into energy system
implications that invites debate on what is reasonably “foreseeable”, even if some options lead
to dead ends. This relates to a lack of clarity in government energy transition policy. The pace of
the transition is another uncertain variable, also made less ascertainable in the face of a lack of
clarity in government energy transition policy.

The future of regulatory decision making in this space remains uncertain:

» Regulatory approaches could change: Even in jurisdictions where stranded cost risk
has been addressed to a limited extent and in specific historical circumstances, regula-
tors may need to apply principles in new and different ways as the energy transition (and
associated legislation and/or government policy) evolves.

» Decisions can be controversial and subject to appeal: Relevant decisions, such as those
in Alberta and Ontario, often face controversy and appeals, further complicating the

13 Trans unique circumstanc N utilities. Unlike

areas. 1
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regulatory landscape. Less commonly, there are changes in legislation. In its December
2023 decision for Enbridge Gas Inc., the OEB declared new small-volume customers
must pay for the costs of connecting natural gas up front, rather than Enbridge recover-
ing them from all customers through rates over 40 years (OEB 2023). This OEB decision,
however, was reversed by the provincial government through legislation shortly there-
after (Keeping Energy Costs Down Act 2024).

» Other factors are also connected and influence the overall balance of who pays:
Regulators have a variety of dimensions to consider. Utilities, for example, are asking for
(and being granted) higher rates of return or changes in capital structure to enable them
to continue to attract investment in an environment of increased business uncertainty
from the energy transition (BCUC 2023c, OEB 2023). Higher rates of return, if granted,
would pass such costs from the utility to its ratepayers, though may also strengthen
later arguments that utility shareholders should bear energy transition-driven stranded
costs. Decisions on rates of return and stranded asset risk are therefore connected, both
impacting the distribution of who pays and both presenting some moral hazard if utili-
ties can reasonably expect to pass on costs.

» Provinces may continue to diverge in their approach: Regulators can create their own
unigue tests and rules to apportion costs within their jurisdiction. They may also diverge in
their approaches not only with respect to stranded costs, but also for other related issues such
as utility rates of return. Adding to uncertainty, regulators could change approachesin future
as the transition and policy environment evolves and presents novel regulatory challenges.

» Potential for policy change: Decisions made by regulators are guided by climate and energy
policy to understand whether investment is prudent in this context. If such policy shifts
significantly, regulatory decisions can be expected to follow. Policy certainty and implemen-
tation are particularly important in considering whether risks are reasonably foreseeable.
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In a world where utilities can
reclaim unforeseen costs from
the ratepayer, there is extra

responsibility from the regulator
to assess what is foreseeable

in the energy transition, and
that the utility is adequately
managing such risk

There is more than one way to assign responsibility for stranded asset costs. Beneath the vari-
ous optionsisa question of whether shareholders should be shielded from certain risks or if this
protection leads to risky decision-making. Arguments can be made on both sides with respect
to whether the regulator or utility is best placed to manage risk.

» Shareholders as risk moderators: The regulated rate of return is intended to balance risk
and reward. It works to compensate shareholders for predictable utility operations risks like
maintenance and capital costs. Uncertainties about the future, such as changes in climate
and energy policy or market dynamics (such as improved performance and cost of alterna-
tive technologies to gas) leading to stranded costs, can also be taken as part of the broader
investment risk profile. Such risks may be considered unforeseeable at the time of invest-
ment by the regulator. If shareholders are insulated from such risks, it may encourage riskier
decisions, knowing the utility will not bear the consequences. Exposing shareholders to these
risks can promote long-term prudent risk management (as long as utilities can reasonably
manage such risk and therefore have an opportunity for a fair rate of return).

» Regulators as risk moderators: Conversely, the regulated rate of return is expected
to provide a stable and consistent return on capital assets, reflecting the traditionally
low-risk nature of utility investments. In a world where utilities can reclaim unforeseen
costs from the ratepayer, there is extra responsibility from the regulator to assess what
is foreseeable in the energy transition, and that the utility is adequately managing such
risk given available information, policy and legislation.

While there may be more than one way to assign responsibility for stranded asset costs, the
greater risk iswhen neither party fulfills this risk moderator function. This may occur because of
uncertainty in climate and energy policy or a lack of mandate to consider such factors. Both of
these arein fact the norm in many jurisdictions, and ultimately this exacerbates risks for provin-
cial governments and taxpayers, as we discuss next.

4 The regu return afforded to utility shareholders is established on the basis of the risk pro

e of the utility busine
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Stranded cost risks for
provincial governments

Ratepayers and shareholders are not the only options for who pays for stranded costs. This
section explores why provincial governments may be risk-exposed and how inaction may
exacerbate both the likelihood and level of such risk.

A lack of policy clarity from provincial governments increases their financial risk

The final group that may be left on the hook for the bill is provincial governments and their
taxpayers. The lack of clarity in how governments' long-term climate goals connect to their
climate and energy policies increases their exposure to stranded cost risks in two ways. First, it
complicates cost mitigation for regulators, often increasing the size of the problem and subse-
guent pressure for governments to step in. Second, it leaves governments vulnerable to legal
challenges from utilities.

Regulator practices, jurisdiction, and relevant common law were largely established before
climate change became a major concern, leading to ambiguity in how regulators should incor-
porate emerging energy transition goals and uncertainties.® This is uncharted territory with
no clear guidelines until provincial governments provide such clarity. Without clear direction,
and in light of continuing obligations to connect and serve customers, gas utilities continue
expanding their networks—increasing future liabilities—while shareholders are less likely to bear
responsibility for stranded asset costs due to uncertainty at the time of the original investment
(if a no-hindsight prudence test is applied). Both effects can increase the financial burden on
ratepayers. And, if ratepayers are unable or unwilling to pay the costs of escalating rates, govern-
ments may be forced to step in.

Lack of policy clarity also heightens the risk of governments paying for stranded costs because
it could increase the likelihood of success of legal claims from utilities that may argue they were
denied the opportunity of a fair rate of return. Longstanding case law in Canada and the United
States (the Fair Return Standard) has established the requirement that a regulated utility be
given the opportunity—though not the guarantee—to recover the cost to build and operate its
system, including a return on investment (or profit), where investments were “prudent”. When

15 While ambiguous, declining gas demand is still directly relevant to the traditional role of an economic regulator.
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climate and energy policies are ambiguous, gas utilities can more easily later claim that their
investments were prudent.

The stranded asset compensation debate is not unique to Canada and some other governments
have successfully argued against it. Court proceedings in the Netherlands found the coal law
banning coal generation post-2030 was “lawful, proportionate, and foreseeable,” and that the
Dutch state, therefore, did not have to pay compensation to the international utility owners of
the coal-fired plants. (Verbeek 2021, Verbeek 2023). But policy on coal-fired generation (interna-
tionally and nationally) is much clearer than present provincial policy on the future use of gas
distribution networks.

Proactive energy plans and policy, including guidance or evidence on the associated impact for
gasdistribution networks, would provide provincial governments with greater protection from
utility claims of compensation for stranded costs.

Broader potential impacts also call for governments to take a proactive approach to
the problem

Thereisa high cost to the current, largely reactive and piecemeal approach. Canada lacks trans-
parent and comprehensive discussion on this topic, so uncertainty reigns and liabilities continue
to accumulate. Incentives to mitigate risk will remain insufficient as long as ambiguity on who
will pay remains.

This paper has examined the complexity and frequent ambiguity surrounding who pays for
stranded assets between ratepayers, shareholders, and the government. But there are broader
issues at play. Recovering costs from a shrinking base of gas customers raises important ques-
tions of equity, competitiveness (particularly for commercial and industrial firms with limited
alternatives), and the long-term viability of gas utility business models. Given the social, equity,
and economic implications, and their jurisdiction over energy issues, provincial governments
must play a leading role in this broader discussion.
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The clean energy transition is reshaping the regulatory landscape, introducing significant
challenges that require new approaches to protect the long-term interests of ratepayers and
ensure fair treatment of utility shareholders.

Regulators already have some tools to mitigate the risk of stranded costs and assess the tradeoffs
and consequences of various strategies. For instance, they can require gas utilities to explore
what-if scenarios, including significant decline in gas demand, allowing for proactive plan-
ning and evidence-based decision-making. With evidence in hand, they could clearly articu-
late policies to mitigate stranded cost risk. For example, they could issue greater clarity on how
investments are determined to be prudent or imprudent, implement accelerated or alternative
methodologies for depreciation, and require the assessment of non-pipe alternatives or “repair
and maintain” options as standard alternatives to new investments. They could also provide
greater clarity on who would bear the costs of underutilized assets under specific future circum-
stances of the energy transition, at least between shareholders and ratepayers.

Utilities can also play a role by actively managing stranded asset risks as a material concern for
their shareholders, adjusting planning assumptions to limit their financial exposure. For exam-
ple, if incentivised, utilities can extend the life of existing assets by repairing rather than replac-
ing them, or explore alternatives to new gas infrastructure in developing areas, provided they
are enabled to do so through policy reforms (e.g., updating obligation-to-serve requirements
to focus on delivery of heat, not gas). As the last example shows, policymakers again hold keys
to unlocking some of this prudent management.

Proactive action from regulators and utilities would be more effective, however, with govern-
ment policymakers first acting to provide energy policy clarity. Provincial governments need to
set a long-term direction soon on what the clean energy transition means for their provincial
energy systems—or risk leaving systems unprepared, and consumers and governments them-
selves exposed. Concerns about stranded costs could also have a chilling effect on the develop-
ment of stronger climate policy that disincentivizes gas consumption, reinforcing a status quo
bias and making climate goals more difficult or costly to achieve.

As highlighted in our Heat Exchange report, the first priority in addressing the issue of stranded
costsis toreduce the total potential bill. This means providing direction and implementing policy
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that stops treating gas system expansion and replacement as the default option. Acting now to
avoid lock-in and further exacerbating the problem is the closest thing we have to a no-regrets
action, even if untangling the question of who pays for what remains is complex.

Notably some policy actions can not only help to reduce the total bill but also more clearly allo-
cate risks, thereby reducing moral hazard. For example, where legislated climate targets exist,
the most important way to reduce both future costs and moral hazard is for provincial govern-
ments to clarify how their targets translate into implications for the local energy system through
energy roadmaps. These guide and inform pathways and future roles for both the electricity and
gas systems, shifting from the traditional siloed approach to energy.

As the path forward for the gas system becomes clearer, so, too, does the clarity on whether
investments are prudent, and the assignment of the risk of stranded asset liabilities. This clarity
creates a feedback loop, as exposure to liabilities increases the incentive to reduce them.

Other provincial government policy actions with dual effects focus on clarifying responsibilities.
Provinces can:

» update their regulator mandates to include consideration of alignment with legislated
provincial climate targets alongside standard considerations of cost, reliability, and safety.
Regulators with this in their mandate have a clearer public duty to assess and assign
stranded asset risk from the energy transition; and

» reform obligation-to-serve requirements for gas utilities ( ); as highlighted
above, this can unlock prudent management by gas utilities but it also has direct impli-
cations for who bears stranded costs down the line. If utilities claim they were required
by legislation to continue expanding the system under the status quo, the government
may ultimately be held responsible for covering some stranded asset costs.

Differences between provinces—in terms of their energy systems, regulatory precedents, and
policymaking frameworks—mean there may be more than one answer to the question of who
pays for stranded gas assets when the bill comes due. However, reducing ambiguity in this
regard has the potential to decrease the moral hazard currently driving continued infrastruc-
ture expansion, which otherwise increases the overall bill. Provincial governments must overturn
this status quo through updated legislation, regulatory mandates and clearer energy policy.
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