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1.0 Reference: OPERATING AGREEMENT 1 

Exhibit B-1, Cover Letter, p. 1; FortisBC Energy Inc. and City of 2 

Surrey Applications for Approval of Terms for an Operating 3 

Agreement (FEI-Surrey Operating Agreement),  4 

FEI Final Argument, p. 17; Exhibit B1-5, CEC Information Request 5 

(IR) 1.6.2 6 

Standard form operating agreement 7 

FortisBC Energy Inc. (FEI) states in their current application that the terms of the new 8 

FEI-City of Kelowna Operating Agreement negotiated by FEI and the City of Kelowna 9 

are consistent with the Keremeos Terms, which Order C-8-141 ruled could be used as 10 

the basis for comparison in future operating agreement applications. 11 

On page 17 of FEI’s final argument in the FEI-Surrey Operating Agreement proceeding, 12 

FEI stated that the Keremeos Agreement was not appropriate for the Surrey context, 13 

given that the “…municipalities subject to those terms are less urbanized than Surrey, 14 

with limited natural gas facilities, and smaller populations.” 15 

The following table has been compiled by British Columbia Utilities Commission (BCUC) 16 

staff to compare the municipalities of Surrey, Kelowna and Keremeos: 17 

Municipality 
Population  

(2016)2 
Gas premises 
count (2016)3 

Gas consumption 
(2016)4 

Distribution mains 
(km)5 

Surrey 517,887 114,009 13,681,766 2143 

Kelowna 127,380 40,809 4,343,137 820.9 

Keremeos 1,502 983 72,844 17.7 

 18 

1.1 Please discuss what FEI considers to be the limits of applicability of the 19 

Keremeos Agreements, in terms of: urbanisation, gas facilities, population or 20 

other characteristics. 21 

  22 

                                                
1  FortisBC Energy Inc. Application for Approval of an Operating Agreement with the Village of 

Keremeos, Order C-8-14 dated July 24, 2014. 
2  FortisBC Energy Inc. and City of Surrey Applications for Approval of Terms for an Operating 

Agreement (FEI-Surrey Operating Agreement), Exhibit B1-6, BCUC IR 1.4.2. 
3  Ibid., Exhibit B1-5, CEC IR 1.6.2. 
4  Ibid. 
5  FEI-Surrey Operating Agreement, Exhibit B1-9, City of Surrey IR 1.1. 
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Response: 1 

In the response below, we have endeavoured to provide some background, explain why FEI 2 

proposed to apply the Keremeos terms in the case of Kelowna, and provide some commentary 3 

on how the Keremeos agreement could be applied going forward.     4 

Background 5 

FEI (through its predecessor companies Inland Natural Gas Co. Ltd. and BC Gas Utility Ltd.) 6 

and the City of Kelowna entered into a Franchise Agreement, the term of which expired on 7 

October 31, 2018.   The Franchise Agreement had been extended six times with the last 8 

extension in November 2001.  FEI and the City negotiated a new operating agreement dated 9 

September 27, 2018, which is consistent with the approved terms of the Village of Keremeos 10 

Operating Agreement (Keremeos Agreement).  11 

With the grant of a deemed CPCN under the UCA in the early 1980s, franchise agreements 12 

became unnecessary.  Operating agreements, which do not grant exclusive rights to FEI (or its 13 

predecessor), have been used to replace Franchise Agreements with municipalities as they 14 

expire.  The 3 percent fee (characterized as an operating fee in these agreements) was just 15 

carried over when negotiating the new operating agreements with municipalities. 16 

The Keremeos Agreement originates from a public review process conducted by the BCUC in 17 

2006, when FEI (then Terasen Gas) applied for approval of terms of a new form of operating 18 

agreement with 10 Interior municipalities6.  The terms of the new form of operating agreement 19 

were negotiated with the 10 Interior municipalities with Franchise Agreements which expired on 20 

December 31, 2005, through the Union of British Columbia Municipalities (UBCM).  This review 21 

process involved submissions from municipalities on the operating fee and various alternative 22 

methods of calculating it.  Various municipalities, including the City of Kelowna, filed comments 23 

in that regulatory review process.  During that proceeding, there does not appear to have been 24 

evidence considering the applicability of urbanization, gas facilities, population or other 25 

characteristics in the calculation of the operating fee.  The operating fee provision was 26 

considered as part of an overall package negotiated by the parties.7  After conducting its review 27 

process, the BCUC approved the 10 new Interior operating agreements that included an 28 

operating fee calculated based on three percent operating of gross revenues (Orders C-7-06 29 

through C-16-06).   30 

The operating agreement terms approved by Orders C-7-06 through C-16-06 then formed the 31 

basis of the Interior Standard form Operating Agreement terms, later amended by Order G-113-32 

12, and further by Order C-8-14.  Order C-8-14 then directed that the Keremeos terms were to 33 

                                                
6  The 10 municipalities were the Town of Oliver, District of 100 Mile House, City of Cranbrook, Town of 

Creston, City of Fernie, City of Grand Forks, District of Hudson's Hope, City of Kimberley, Town of 
Osoyoos, and City of Rossland. 

7  Order C-7-06, recital K: “Among other things, Terasen Gas and the Municipalities stated that the 

agreements are “package deals” with considerable amount of compromise involved, including the fees 
agreed to within the package, and outlined their significant concerns to the added complexity, costs, 
communication and need to renegotiate if a fee margin were imposed.” 
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be used as the basis for comparison for future operating agreement applications.  Since the 1 

issuance of Order C-8-14, no further guidance has been provided by the BCUC to use terms 2 

other than the Keremeos terms to commence discussions with municipalities for new terms to 3 

operating agreements.  As such, in the absence of BCUC directions otherwise, the Keremeos 4 

terms were used to commence discussions with both Surrey and Kelowna. Kelowna accepted 5 

those Keremeos terms, but Surrey did not.    6 

Although the BCUC had approved the Keremeos terms, the BCUC has also determined in past 7 

proceedings that it would review the circumstances in each municipality and determine the 8 

appropriate terms and conditions on an individual basis.8 FEI articulated in the Surrey 9 

proceeding, and remains of the view, that this case by case approach is appropriate.   10 

Relevant Considerations 11 

In FEI’s view, urbanization, gas facilities, operating environment, and population are all relevant 12 

considerations as to whether the Keremeos terms should be applied without modification.  Other 13 

relevant considerations include the historical context (predecessor utility arrangements), existing 14 

operating agreement terms, and other trade-offs or demands made by the municipalities.  The 15 

overall objective is to achieve a commercial arrangement that is fair to both FEI’s customers and 16 

the municipality in question (a win-win). 17 

As set out above, in the absence of BCUC direction otherwise, the Keremeos terms were used 18 

to commence discussions with both Surrey and Kelowna. Kelowna accepted those Keremeos 19 

terms, but Surrey did not.    20 

Basis for Accepting Keremeos Terms for Kelowna, Notwithstanding Surrey Proceeding 21 

The combination of the above considerations had caused FEI to propose for Surrey an 22 

operating fee that was based on 0.7 percent of delivery margin (a fee of approximately $600 23 

thousand based on recent 2016 experience).  For instance, Surrey had never previously 24 

received an operating fee, had never granted an exclusive franchise to FEI’s predecessor, and 25 

was also demanding very costly concessions from FEI in terms of the allocation of relocation 26 

costs that differed from the allocation in the Keremeos agreement.  At the same time, the 27 

Keremeos approach of using 3 percent of gross revenues to calculate an operating fee would 28 

have yielded an annual operating fee of approximately $3 million because of the higher volumes 29 

associated with Surrey’s urban setting.  FEI believes that its proposed terms in Surrey are 30 

appropriate in those circumstances.   31 

The Keremeos terms contain an operating fee based on 3 percent of gross revenues.  This fee 32 

originated long ago in franchise agreements signed between Inland Natural Gas Co. Ltd. and a 33 

number of interior municipalities.  The inclusion of a franchise fee in those agreements was 34 

stated to be in consideration for, among other things, exclusivity.  The origins of the amount of 35 

the fee is unknown.  In 1977, the Energy Commission (predecessor to the BCUC) held an 36 

inquiry into franchise fees.  The Energy Commission found that franchise fees were not in the 37 

                                                
8  Order L-4-02, dated February 4, 2002, and reiterated in Order C-7-03, dated September 2, 2003, 

Appendix A, page 3. 
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public interest.  It issued an order cancelling all franchise fees in the province.  (That aspect of 1 

the order was overturned on appeal for reasons relating to procedural fairness, and there does 2 

not appear to have been any further process.  The new statute in 1980 included a deemed 3 

CPCN and a provision that nullified franchise agreements in existence.)  The Energy 4 

Commission made a number of observations that underscore the murky origins of, and 5 

questionable rationale for, the practice of calculating a franchise fee based on 3 percent of 6 

gross revenues: 7 

The reason for the level of the fee is even more obscure than the origin of the 8 
franchise agreement. Apart from the prevalence of a "most favoured nations 9 
clause" in the existing franchise agreements, there appears to be no clear reason 10 
that the fee has been set at 3% of the gross revenue in virtually all of the cases 11 
where it applies.  There does not appear to have been any quantification of costs 12 
to be reimbursed or of values recognized in the determination of the fees. There 13 
was no evidence in the inquiry which would support their existing level. 14 
Historically, the utilities have been able to include as a part of their utility cost-of-15 
service the full amount of the franchise fees paid to the municipalities. There has, 16 
therefore, been little motivation, other than concern for the competitive price 17 
advantage of gas, for the utilities to limit the amount of the fee. 18 

Certain of the industrial consumers evinced a concern, shared by the 19 
Commission, that the application of a fixed percentage fee to the gross revenue 20 
of the utility constitutes an unreasonable basis for the franchise payment. As has 21 
been indicated, no evidence was available as to the reason the 3% was originally 22 
set. Even assuming there was some logical basis for it in the first instance and 23 
there was some significant relationship between the cost and prospective 24 
revenue at that time, the same relationship between costs of service and revenue 25 
does not now exist. The municipalities were unable to provide any evidence of 26 
actual costs which would be covered by the fee. There are, no doubt, some costs 27 
to the municipalities associated with the operation and maintenance of a gas 28 
distribution system. It should be noted, however, that direct costs arising out of 29 
the laying of mains, extensions or connection services are borne by the utility on 30 
a project-by-project basis. Municipal costs associated with utility operations relate 31 
to unforeseen direct costs and indirect administrative costs. However, the cost of 32 
gas bears no necessary relationship to either the additional costs imposed on a 33 
municipality by virtue of the use of its facilities by the utility or to the value of the 34 
franchise itself. The rather arbitrary nature of the fee is only exacerbated by the 35 
introduction of additional external arbitrary costs, such as the cost of gas. It is 36 
well known that the cost of gas has increased very substantially over the past 37 
three years beyond the control of the utility or the municipality; the imposition of 38 
the 3% on this increased cost of gas has contributed substantially to the revenue 39 
flowing to the municipalities from the franchise fee. Certain municipalities have 40 
enjoyed substantial increases in revenue resulting from annexation of outlying 41 
areas in which the heavy concentration of industry results in increased franchise 42 
fees disproportionate to any costs involved. [Emphasis added.] 43 
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During discussions with Kelowna, FEI was cognizant of the protracted negotiations with Surrey 1 

and what it had proposed for Surrey with respect to an operating fee.  Ideally, FEI would have 2 

been able to wait for any guidance provided by the BCUC in the Surrey decision, but that 3 

proceeding has been going on for almost two years and the Franchise Agreement with Kelowna 4 

had already been extended six times (the last time in November 2001).   5 

Kelowna, while significantly smaller than Surrey, is still a large suburban municipality (as the 6 

statistics cited in the preamble demonstrate).  This consideration, on its own, would tend to 7 

weigh in favour of a fee calculated for Kelowna on a basis different from that provided in the 8 

Keremeos terms.  However, FEI believes an operating fee for Kelowna based on the Keremeos 9 

terms is appropriate for the following reasons which are elaborated on below:   10 

1. Kelowna’s expired agreement also contained the same operating fee calculated in the 11 

same manner as the Keremeos terms, so maintains the status quo; and 12 

2. Kelowna, unlike Surrey, did not require substantive revisions to any of the Keremeos 13 

terms.   14 

FEI provides the following further background and context for these two reasons. 15 

1.  Status Quo for Kelowna: 16 

Kelowna is located in the Interior region, which was previously served by Inland Natural Gas Co. 17 

Ltd.  All of the municipalities in that region that have an agreement, have an operating fee 18 

calculated based on 3 percent of gross revenues.  The proposed agreement maintains the 19 

status quo for Kelowna because the expired agreement contains the same operating fee 20 

provision calculated on the same basis.  As such, the operating fee does not represent a new 21 

fee for FEI’s customers.  Reducing the fee will lead to a reduction in revenue for Kelowna. 22 

Surrey has operated without receiving an operating fee for decades.  Operating fees are 23 

currently not, and have never been, collected on behalf of any Lower Mainland municipality9.  24 

2.  Kelowna Accepted the Keremeos Terms without Revision: 25 

In the case of discussions with Kelowna, Kelowna accepted the standard Keremeos terms 26 

without requiring substantive revisions.   27 

In the case of Surrey, discussions commenced with the Keremeos terms, which Surrey was 28 
unwilling to accept.  There was a lengthy, and sometimes contentious, negotiation process.  29 
Negotiation on the terms of a new operating agreement with Surrey presented FEI with the first 30 
opportunity to “seek a method in future agreements to convert the fee to a charge on Utility 31 
Margin, so as to stabilize the costs to utility customers” as directed by the BCUC in Order C-7-32 
0310. 33 

  34 

                                                
9  FEI-Surrey Operating Agreement, Exhibit B-1, Application, Section 3.3.1. 
10  Order C-7-03, dated September 2, 2003, Appendix A, page 5. 
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Additionally, on the agreed-to terms between FEI and Surrey, there are certain terms that are 1 

more favorable to Surrey as compared to other municipalities.11  Surrey also wanted FEI to pay 2 

most relocation costs, which is different from the Keremeos agreement.  In the end, FEI was 3 

seeking to ensure that FEI customers receive a fair agreement overall and the proposed 4 

operating fee in that proceeding was part of that fair package.   5 

General Comments Regarding Limits of Keremeos Agreement 6 

Although it is not possible to articulate a bright line as to where the Keremeos agreement can be 7 

used, we offer these general comments.   8 

The overall objective is to achieve a commercial arrangement that is fair to both FEI’s 9 

customers and the municipality in question (a win-win).  It is necessary to look at the overall 10 

package, including the operating fee and other rights and concessions made, and how they will 11 

play out in the specific municipality.  This precludes a one size fits all approach. 12 

Broadly speaking, however, FEI sees municipalities falling into three groups once we have the 13 

guidance of the BCUC on the Surrey agreement:  14 

Smaller municipalities The Keremeos agreement would generally be a sound basis 

for proceeding12, varied for specific circumstances 

Larger municipalities on Vancouver 

Island or Interior  
The starting point would be the Keremeos agreement, varied 

for specific circumstances; but, the operating fee might have 

to be reduced for proportionality  

Lower Mainland municipalities with 

legacy operating agreements with no fee 
The starting point would be what the BCUC determines for 

Surrey, varied for specific circumstances 

 15 

The Keremeos agreement works for small municipalities, in part because the absolute dollar 16 

value of an operating fee is small regardless of how it is calculated, there is less activity in the 17 

municipality, and the municipality is agreeing to pay for relocations.  There is a point at which 18 

negotiating a different operating fee is an exercise in diminishing returns.  However, as 19 

municipalities get larger and more densely urbanized, the 3 percent formula is more prone to 20 

yielding a fee that is out of proportion to benefits that FEI/FEI customers are getting back under 21 

the agreement.  This is most acute in the Lower Mainland, but the risk exists in other large 22 

municipalities as well.13  In those circumstances, it becomes more important to consider whether 23 

the overall gives and takes reflected in the Keremeos agreement would continue to deliver 24 

benefits to customers. 25 

                                                
11  FEI-Surrey Operating Agreement, Exhibit B1-4, BCOAPO IR 1.1.1 and Exhibit B1-6, BCUC IR 1.4.5.  
12  Regardless, FEI believes that the operating fee should be expressed as a percentage of delivery 

margin, rather than gross revenues. 
13 The amount in dollars yielded by the Kelowna three percent operating fee based on 2016 gross 

revenue was just over $1 million.  While still a large amount, Kelowna’s operating fee is substantially 
smaller than one based on three percent of gross revenue for Surrey, which would be more than three 
times Kelowna’s. 
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There is currently a practical impediment to FEI negotiating a different operating fee for larger 1 

Interior or Vancouver Island municipalities, even if FEI considers that a lower operating fee 2 

might be warranted.  The practical reality is that 3 percent of gross margin is going to be the 3 

starting point for negotiations because (a) the BCUC’s approval of the Interior agreement 4 

(Keremeos terms), and (b) the fact that operating agreements for municipalities in the Interior 5 

and Vancouver Island already have an operating fee calculated on that basis.  Negotiating a 6 

change is difficult in light of these facts.  In that context, FEI regards 3 percent of gross 7 

revenues as the upper limit unless other concessions are made that are not in the Keremeos 8 

agreement.  Conversely, the municipalities see 3 percent as the minimum unless they obtain 9 

other concessions from FEI.  Breaking this practical deadlock would require the BCUC to 10 

express a view about the principles to be applied when negotiating with those municipalities that 11 

currently receive a fee, and to express the view that operating fees can or should be lower.     12 

These practical impediments do not arise in the Lower Mainland, because the municipalities are 13 

starting from a different point: they have never had an operating fee.  In such cases, it makes 14 

sense to use the principled approach outlined by FEI in the Surrey application.  FEI has resisted 15 

the argument made by Surrey that, in effect, they should get a 3 percent fee based on gross 16 

revenues because other municipalities do.   17 

FEI looks forward to receiving the guidance of the BCUC’s decision on the Surrey operating 18 

agreement on the principles to be applied in calculating a fee and on other contentious issues, 19 

which it will use to inform future operating agreement negotiations.  20 

 21 

 22 

 23 

1.2 Please discuss if, and how, the BCUC should review each operating agreement 24 

based on such limits of applicability. 25 

  26 

Response: 27 

Consistent with BCUC Order L-4-02, dated February 4, 2002, the BCUC stated that it would 28 

review the circumstances in each municipality and determine the appropriate terms and 29 

conditions on an individual basis.14  FEI believes the BCUC should continue to review each 30 

operating agreement application on its own merits in the context of all relevant considerations 31 

as noted in the response to BCUC IR 1.1.1.   32 

  33 

                                                
14  Reiterated in Order C-7-03, Appendix A, page 3. 
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2.0 Reference: OPERATING AGREEMENT 1 

Exhibit B-1, Appendix A, p. 11 2 

Operating fee calculation 3 

The City of Kelowna and the predecessor companies to FEI (Terasen Gas Inc. [Terasen 4 

Gas], BC Gas Utility Ltd. and Inland Natural Gas Co. Ltd.) entered into a Franchise 5 

Agreement when natural gas was first made available to the Okanagan in 1957. 6 

Approved by Order C-15-8015 , FEI (through predecessor company, Inland Natural Gas 7 

Co. Ltd.) entered into a Franchise Agreement with the City of Kelowna on January 20, 8 

1978. Order C-2-0216  extended the Franchise Agreement between FEI (through 9 

predecessor company, BC Gas Utility Ltd.) and the City of Kelowna to October 31, 2018. 10 

2.1 Please provide a copy of the previous operating agreement between FEI (or its 11 

predecessor companies) and the City of Kelowna. 12 

  13 

Response: 14 

Please refer to Attachment 2.1, which includes the executed Franchise Agreement dated April 15 

2, 1980 and the most recent amending agreements. 16 

 17 

 18 

 19 

2.1.1 Please identify and explain any differences between the terms of the 20 

previous operating agreement and the proposed operating agreement. 21 

  22 

Response: 23 

The previous (now expired) agreement was developed as a franchise agreement, rather than an 24 

operating agreement.  Like many agreements entered into by Inland Natural Gas Co. Ltd. at that 25 

time, it conveyed exclusive rights to serve the municipality, for instance.   26 

While the proposed agreement is an operating agreement, the cost implications remain similar.  27 

Notably: 28 

 Relocations requested by the municipality are at the expense of the municipality,  29 

 FEI is not required to pay permit fees; and  30 

                                                
15  Inland Natural Gas Co. Ltd. Application for Approval of a Franchise with the City of Kelowna, Order C-

15-80 dated June 12, 1980. 
16  BC Gas Utility Ltd. Application for Approval to Extend the Gas Franchise Agreement with the City of 

Kelowna, Order C-2-02 dated February 22, 2001 



FortisBC Energy Inc. (FEI or the Company) 

Application for Approval of an Operating Agreement between the City of Kelowna 
(Kelowna) and FEI (the Application) 

Submission Date: 

January 10, 2019 

Response to British Columbia Utilities Commission (BCUC) Information Request (IR) 
No. 1 

Page 9 

 

 An operating fee based on three percent of gross revenues to be collected by FEI and 1 

remitted to the municipality.   2 

The proposed operating agreement is based on the Keremeos terms and contains language 3 

that reflects current operating practices.   4 

 5 

 6 

 7 

 8 

In Section 11 of the new operating agreement, FEI agrees to pay the City of Kelowna: 9 

…a fee of three percent (3%) of the gross revenues (excluding taxes) received 10 

by FortisBC for provision and distribution of all gas consumed within the 11 

Boundary Limits of the Municipality provided that the Municipality [City of 12 

Kelowna] is permitted by law to charge such a fee. Such amount will not include 13 

any amount received by FortisBC for gas supplied or sold for resale. 14 

2.2 Please discuss why a three percent operating fee of gross revenues is 15 

appropriate in the case of the City of Kelowna? 16 

  17 

Response: 18 

As discussed in the FEI-Surrey Operating Agreement proceeding, FEI does have reservations 19 

about the approach reflected in the Keremeos terms and other operating agreements that 20 

provide for an operating fee calculated based on 3 percent of gross revenues.  In the Surrey 21 

proceeding, FEI has proposed an alternative approach that was  22 

 calculated based on delivery margin, and  23 

 reflected 0.7 percent of delivery margin. 24 

 25 
In the FEI-Surrey Operating Agreement proceeding, FEI advanced several reasons why its 26 

proposal for Surrey made sense, which we continue to believe are compelling.  These reasons 27 

could, if accepted by the BCUC in the Surrey proceeding, make a case for considering different 28 

approaches in the case of Kelowna as well.    29 

Please refer to the response to BCUC IR 1.1.1 where FEI explains the context and why, in the 30 

case of the City of Kelowna, FEI was prepared to proceed with the Keremeos terms including 31 

the 3 percent operating fee on gross revenues at this time.  32 

 33 

 34 

 35 

2.3 Please provide a full definition of “gross revenues.” 36 
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  1 

Response: 2 

Gross revenues is calculated by taking the Delivery Charges + Commodity Charges + Operating 3 

Fee.  This results in the Operating Fee line item on a customer’s bill being calculated by taking 4 

the total Delivery and Commodity charges and multiplying by 3.09 percent. 5 

 6 

 7 

 8 

2.4 Please clarify what is meant by the sentence: “Such amount will not include any 9 

amount received by FortisBC for gas supplied or sold for resale.” 10 

  11 

Response: 12 

To clarify the calculation of the operating fee on the bill, based on the terms of the new 13 

operating agreement (as was the case for the expired operating agreement), FEI is authorized 14 

to calculate the operating fee on total gross revenue on FEI’s bills to customers.  For 15 

Transportation Service customers17 who provide their own natural gas commodity (through a 16 

marketer or shipper agent), FEI only provides delivery services and the operating fee is 17 

calculated on the total gross revenue on their FEI bills which does not include commodity (the 18 

commodity is billed to the customer directly by their gas marketer or shipper agent).  For 19 

residential customers enrolled in the Customer Choice Program, they have signed up with a gas 20 

marketer to provide their natural gas commodity; however, this remains on FEI’s bills to 21 

customers and is included in the total gross revenue upon which the operating fee is calculated. 22 

The intent of the term “gas supplied or sold for resale” is meant to exclude any gross revenues 23 

FEI would receive for gas which it supplies or sells to a third party (wholesaler) who re-sell that 24 

gas to an end-user.  The following are three examples of where this clause might be applicable.  25 

First, if there were another natural gas distributor operating within the boundaries of a 26 

municipality (such as a resort community, or First Nations community).  Second, a third-party 27 

natural gas fueling station that provided public refueling service.  Third, a third-party liquefied 28 

natural gas (LNG) facility that provided LNG to end-use customers.  At present, this clause does 29 

not have applicability in Kelowna or other municipalities.   30 

 31 

 32 

 33 

2.4.1 Please provide illustrative examples of FEI gas supply or sales that 34 

would meet this exclusion from gross revenues. 35 

                                                
17  For example Rate Schedules 22, 23, 25, and 27. 
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  1 

Response: 2 

Please refer to the response to BCUC IR 1.2.4. 3 

  4 
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3.0 Reference: OPERATING AGREEMENT 1 

BC Gas Utility Ltd. Application for Approval of an Operating 2 

Agreement and Addendum with the Corporation of the District of 3 

Salmon Arm, Order C-7-03 with reasons for decision dated 4 

September 2, 2003;  5 

FEI-Surrey Operating Agreement, FEI Final Argument, pp. 24, 49–56 6 

Delivery margin or gross revenues as a basis for calculating 7 

operating fees 8 

Order C-7-03 directed Terasen Gas to seek a method in future agreements to convert 9 

the operating fee to a charge on utility margin. By Order C-9-0618 , the BCUC accepted 10 

the continuing use of a three percent fee based on Terasen Gas and municipal 11 

submissions in support of continuing with the revenue-based fee. 12 

In the current FEI-Surrey Operating Agreement proceeding, FEI argued that the three 13 

percent fee only makes sense in smaller municipalities. On page 24 of FEI’s final 14 

argument, FEI stated: 15 

…calculating an Operating Fee with reference to delivery margin, rather than 16 

gross revenue: (i) provides a more direct link between the Operating Fee and 17 

what FEI/FEI customers are receiving in return; (ii) yields more stable revenues; 18 

and (iii) affects Sales and Transport customers in the same way. 19 

3.1 Did FEI consider the use of delivery margin when negotiating the current 20 

operating agreement with the City of Kelowna? 21 

  22 

Response: 23 

FEI proposed the Keremeos terms as the starting point for negotiations with the City of Kelowna 24 

for the reasons discussing in the response to BCUC IR 1.1.1.   25 

However, FEI continues to believe that the use of delivery margin for calculation of an operating 26 

fee with the City of Kelowna and other municipalities is a preferable way to calculate an 27 

operating fee.  There is a more logical connection between delivery margin and an operating fee 28 

than there is with gross revenues that are affected by fluctuations in gas costs. 29 

  30 

 31 

 32 

 33 

                                                
18  Terasen Gas Inc. Application for Approval of an Operating Agreement with the City of Cranbrook, 

Order C-9-06 dated August 10, 2006. 
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3.1.1 If yes, please explain the reasons for selecting gross revenue. 1 

  2 

Response: 3 

Please refer to the response to BCUC IR 1.3.1. 4 

 5 

 6 

 7 

3.1.2 If not, please explain why the use of delivery margin was not 8 

considered. 9 

  10 

Response: 11 

Please refer to the response to BCUC IR 1.3.1. 12 

 13 

 14 

 15 

3.2 Please provide the percentage operating fee, including the assumptions used, if 16 

FEI were to use delivery margin to calculate the operating fee.  17 

  18 

Response: 19 

FEI has responded to this question using two different methods.  In the first, FEI assumes that 20 

the dollar amount of the fee is maintained, but that the fee is applied to the delivery margin 21 

rather than the gross revenue.  In the second, FEI has calculated a percentage based operating 22 

fee using the same method that FEI proposed for Surrey. 23 

Method 1:  Amount of Fee Maintained 24 

The amount of the operating fee remitted to Kelowna in 2016 was $1,029 thousand.  Dividing 25 

this fee by the Kelowna weather-normalized delivery margin for that same year of $23,961 26 

thousand, yields and operating fee of 4.3 percent, when applied to the delivery margin. 27 

Method 2:  Surrey Calculation of Operating Fee 28 

In the FEI-Surrey Operating Agreement proceeding, FEI proposed the quantum of operating fee 29 

be calculated using estimates for three categories based on 2016 activity levels:  1) Permit and 30 

pavement cut fees, calculated as if FEI was not a utility and had paid those fees for the 31 

equivalent work; 2) Operating efficiencies for staff that FEI would have had to hire to process 32 

permits and pay fees had they been required; and 3) Avoidance of disputes and litigation if they 33 

existed on a similar scale to what was experienced in Surrey.  The following amounts are 34 

calculated for these three categories based on assumptions and estimates for activity levels in 35 

Kelowna in 2016:  36 
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 Estimated permit and pavement cut fees for a non-utility in Kelowna – calculated as 1 

follows: 2 

o Road Use Permit Calculation: New Services (461) + New Mains (34) + 3 

Abandonments (127) = 622 X $60 per Permit = $37,320 4 

o Traffic Obstruction Permit Calculation:  11219 road repairs X $170 per Permit = 5 

$19,040. 6 

o Pavement Cut Fees and Degradation Permit Calculation:  112 bell holes X 540 7 

= $60,480 8 

o Pavement Cut Fees and Degradation Permit Calculations:  180 metres of 9 

pavement cut  X $80 per square metres of pavement cuts = $14,400 10 

o TOTAL:  $131,240 11 

 Operating efficiencies if permit fees were paid to Kelowna - An amount reflecting 12 

notional operating efficiencies brought about by the new operating terms, based on 13 

reduced staff time and resources to process permits of the nature charged to non-14 

utilities and to expedite service to customers.  This has been estimated by FEI, 15 

based on the number of permits estimated for 2016 above, as equal to approximately 16 

0.5 FTEs that would otherwise have to be hired; and 17 

 Avoidance of hypothetical disputes and litigation – While FEI’s operating and working 18 

relationship with Kelowna does not have the long history of disputes and litigation as 19 

in the case of Surrey, the certainty of having agreed upon terms and conditions may 20 

have the following benefits: 21 

1. Differences will be resolved through a cost and time effective dispute 22 

resolution process that does not result in litigation unless other mechanisms 23 

have first been exhausted, such as mediation and arbitration;  24 

2. Clearly defined terms and conditions will reduce the risk of disputes around 25 

municipal requirements for the construction of FEI’s infrastructure and the 26 

allocation of costs relating to relocation of FEI or municipal infrastructure. 27 

 28 
While it is not possible to predict legal costs, reflecting some amount of avoided legal costs in 29 

the operating fee as part of an overall agreement to maintain a strong working relationship with 30 

a municipality can be justified as being in the overall interest of FEI customers.  Based on a 31 

similar ratio of dispute/litigation costs used for Surrey and applied to the estimated work activity 32 

                                                
19  Data is an estimate based on a ratio of activity when compared to Surrey. 
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for Kelowna as noted above, results in a value of $37,000 for avoided disputes/litigation for 1 

Kelowna.   2 

Based on the assumptions noted above, if an operating fee were to have been proposed for 3 

Kelowna on a delivery margin basis, based on the model FEI has proposed in the FEI-Surrey 4 

Operating Agreement proceeding, it would be calculated as follows:  the total of the above three 5 

amounts, divided by FEI’s Delivery Margin revenue attributable to Kelowna for 2016.  The 6 

calculation yields the percentage that would be used to calculate the quantum of an operating 7 

fee, if the BCUC approved one on the basis of the operating fee proposed for Surrey, based on 8 

a percentage of delivery margin going forward for Kelowna.   9 

The following amounts are estimated for 2016 for each of the three above described 10 

components. 11 

Component 2016 Estimate 

Notional Permit and Cut Fees                   $131,240 

Notional Operating Efficiencies $50,000 

Hypothetical Avoidance of 

Potential Litigation 

$37,000 

Total: $218,240  

 12 

Using the same weather normalized delivery margin revenue for 2016 of $23,961 thousand and 13 

the total estimate of activities/costs of $220 thousand (rounded), results in an operating fee at 14 

less than 1 percent of delivery margin (0.9 percent if calculated using all of the costs above, or 15 

0.75 percent if calculated excluding the potential litigation costs, that have not been relevant in 16 

Kelowna) for Kelowna.  17 

  18 
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4.0 Reference: OPERATING AGREEMENT 1 

FEI-Surrey Operating Agreement, FEI Final Argument, pp. 3, 25; 2 

Exhibit B1-9, City of Surrey IR 1.1; Exhibit B1-17, Panel IR 1 1.5 3 

Commercially reasonable consideration 4 

On page 3 of FEI’s final argument in the FEI-Surrey Operating Agreement proceeding, 5 

FEI stated that: 6 

Since Operating Fees are contractual consideration, not a municipal entitlement, 7 

the amount of any Operating Fee collected from FEI customers should be 8 

proportional to what FEI/FEI customers are getting from the municipality in 9 

return. 10 

In response to a Panel IR, FEI stated: 11 

…the business rationale for entering into an operating agreement is that there is 12 

value to the utility and its customers in having protocols in place and avoiding 13 

disputes; however, the amount of the operating fee in previous instances has 14 

generally been a product of the historical context. 15 

FEI’s position is that an operating fee can be justified if it is reasonable in its 16 

amount. A reasonable operating fee, being contractual consideration, 17 

should reflect what else FEI is providing to the municipality and what FEI 18 

customers are getting in return20.  19 

In the FEI-Surrey Operating Agreement proceeding, FEI argued that $600,000 is a 20 

“commercially reasonable consideration.”21  21 

4.1 Please explain why FEI states that a three percent fee is commercially 22 

reasonable in the case of the City of Kelowna, including a discussion of the value 23 

or benefit FEI customers derive from the payment of the operating fee to the City 24 

of Kelowna. 25 

  26 

Response: 27 

Please refer to the response to BCUC IR 1.1.1 which discusses the context as to why FEI 28 

agreed to the three percent fee in the proposed operating agreement in the case of the City of 29 

Kelowna.   30 

The proposed operating agreement with Kelowna will continue to provide operational 31 

efficiencies and benefits, avoids any potential for Kelowna to attempt to levy permits and permit 32 

fees, avoid disputes, and provides for Kelowna to pay 100 percent of costs for relocations of 33 

                                                
20  FEI-Surrey Operating Agreement, Exhibit B1-17, Panel IR 1 1.5, emphasis added. 
21  Ibid., FEI Final Argument, p. 25 
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FEI’s facilities requested by the municipality.  In terms of the provision, calculation, and payment 1 

of an operating fee to Kelowna, this all remains unchanged in the proposed operating 2 

agreement as compared to the expired agreement.  As such, there is no fundamental change to 3 

the value and benefit FEI customers have derived and will continue to derive from the operating 4 

fee.  In cases where municipalities have historically received operating fees based on three 5 

percent of gross revenue, the BCUC has previously found that, “the 3% fee is not unreasonable 6 

for the concessions provided by the municipality.”22   7 

     8 

 9 

 10 

4.1.1 Please provide and explain any metrics or considerations that FEI used 11 

to determine that three percent is a commercially reasonable 12 

consideration. 13 

  14 

Response: 15 

Please refer to the response to BCUC IR 1.4.1.   16 

 17 

 18 

 19 

 20 

In the FEI-Surrey Operating Agreement proceeding, FEI has argued that in the context 21 

of the CoS waiving any rights to require individual permits and collect permit fees, FEI 22 

has offered to pay an operating fee calculated at 0.7 percent of delivery margin, or 23 

approximately $600,000 in 2016, which is already approximately $250,000 more than 24 

the permitting fees that CoS would otherwise have sought to charge FEI based on FEI’s 25 

activities. The additional $250,000 yielded by the formula over and above CoS’ claimed 26 

permit fees recognizes efficiencies and a notional amount for avoided disputes.23  27 

FEI further stated that “FEI and/or its contractors do, from time to time, pay individual 28 

permit fees in municipalities without an operating fee.” 24 29 

4.2 Please confirm if FEI is required to pay individual permit fees to the City of 30 

Kelowna in the terms of the previous and new operating agreement. 31 

  32 

                                                
22  Order C-7-03, dated September 2, 2003, Appendix A, page 5 [emphasis added]. 
23  Ibid., FEI Final Argument, p. 3. 
24  Ibid., Exhibit B1-17, Panel IR 1 1.4. 
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Response: 1 

Based on the terms of the previous and new operating agreement, FEI is not required to pay 2 

permit fees to the City of Kelowna. 3 

 4 

 5 

 6 

The following table has been compiled by BCUC staff based on information presented in 7 

the FEI-Surrey Operating Agreement proceeding:25  8 

 Kelowna Surrey 

Distribution gas mains (km) 820.9 2143.1 

High pressure pipelines – IP & TP (km) 42.4 104.9 

Total amount FEI has charged to the 
municipality for reimbursement of FEI costs to 
relocate: 

  

- Distribution mains ($ from 2012–2016) $122,341 $1,652,021 

- High pressure pipelines ($ from 2012–

2016) 
$833 $2,936,085 

Total cost $123,174 $4,588,106 

Gross operating fee (2015) $1,152,144  

Gross operating fee (2016) $1,029,095  

 9 

4.3 Please compare the contractual agreements regarding both relocation cost 10 

definition and cost allocation between FEI and the City of Kelowna, and FEI and 11 

the City of Surrey with regard to: 12 

a. High pressure pipelines, with reference to both intermediate (IP) and 13 

transmission pressure (IT); and 14 

b. Distribution gas mains. 15 

  16 

Response: 17 

The relocation costs of high pressure pipelines and distribution gas mains in the current 1957 18 

Agreement between FEI and the City of Surrey, the expired agreement between FEI and the 19 

City of Kelowna, and the proposed operating agreement with the City of Kelowna are all equal in 20 

that the municipality pays for the costs of changing the location of FEI’s facilities when such 21 

change is requested by the municipality.   22 

                                                
25  Ibid., Exhibit B1-9, City of Surrey IR 1.1.1. 
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In the FEI-Surrey Operating Agreement proceeding, the terms that FEI proposed to the BCUC 1 

with respect to costs for municipally requested relocation of high pressure pipelines are more 2 

favorable for Surrey (an allocation of 50/50 between Surrey and FEI) than the Kelowna 3 

proposed operating agreement (Keremeos terms which is 100 percent to the municipality).  With 4 

respect to gas mains, in the Surrey-FEI Operating Agreement proceeding FEI has proposed the 5 

same allocation (100 percent if the municipality makes the relocation request) as the terms in 6 

the Kelowna proposed operating agreement (Keremeos terms). (Surrey, by contrast had 7 

proposed that FEI bear 100 percent of the costs of relocation in most instances, both for gas 8 

mains and high pressure pipelines.) 9 

  10 
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5.0 Reference: OPERATING AGREEMENT 1 

FEI-Surrey Operating Agreement, Exhibit B1-17, Panel IR 1.3–1.5 2 

Municipal entitlement to compensation 3 

In response to the Panel IRs in the FEI-Surrey Operating Agreement proceeding, FEI 4 

stated that: 5 

There is no requirement in the UCA [Utilities Commission Act] that an order 6 

under sections 32–33, regardless of whether that takes the form of an approved 7 

operating agreement or a specific one-off direction, must include provision for 8 

rent or compensation payable to the municipality. FEI has, therefore, been 9 

approaching operating fees from the perspective of whether or not it is 10 

reasonable to agree to collect one from FEI customers on behalf of a municipality 11 

given what FEI/customers are getting in return under the agreement. 12 

5.1 How has FEI applied this approach to the new operating agreement with the City 13 

of Kelowna? 14 

  15 

Response: 16 

Please refer to the responses to BCUC IRs 1.1.1 and 1.1.2.  17 

 18 
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