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Ontario’s Electricity System J

= Ontario’s electricity system is a $20 billion annual sector that serves the needs of
nearly 5 million homes, businesses, farms and industries.

= The Ontario Energy Board (OEB) is the independent regulator of Ontario’s energy
sector. It approves rates and prices that are reasonable to consumers and allow
utilities and generators to invest in the system.

= The Independent Electricity System Operator (IESO) is a not-for-profit entity that
manages the province’s power system to ensure Ontarians receive power when and
where they need it. It also manages contracts with non-regulated generators. In
addition, the IESO plans and prepares for future electricity needs, and works with its
partners to guide conservation-related efforts.

= Ontario Power Generation (OPG) is wholly-owned by the Province of Ontario and
produces almost half of the electricity used in Ontario. OPG owns and operates: two
nuclear stations, 66 hydroelectric stations, two biomass stations and one thermal
station.
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Role of the Independent Electricity | ==py e
System Operator B

The IESO is a corporation established pursuant to Part Il of the Electricity Act, 1998,
and administers $17 billion of the $20 billion annual electricity system, settling
transactions between generators and consumers of electricity.

One of IESO’s roles is to settle the market accounts, which are the amounts due to the
entities who provide electricity to the market (e.g. power generators) and due from

those who consume electricity (e.g. local distribution companies on behalf of their
consumers).

The IESO is rate-regulated under the Electricity Act (1998) and the Ontario Energy
Board Act (1998) by virtue of its right to recover the following costs from future
ratepayers as determined by the Ontario Energy Board:

* Revenue, expenditure requirement and fees
* Smart meter expenses
* PSAB transition items

* Market settlements (Rate Protection Price (RPP), Ontario Electricity Support
Program (OESP), Rural or Remote Rate Protection (RRRP))
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IESO Change in Accounting Policy TES
= |n 2016, IESO adopted rate-regulated accounting for changed the accounting to
include the market accounts (including the regulated asset/liability associated with the

cash flow deficit/surplus from the RPP), recognizing the amounts to be settled as
assets and liabilities in the Statement of Financial Position, equal in amount.

= The reporting for the market accounts better reflects the economic substance of
IESQO’s operations and enhances the relevance, transparency and accountability of its
financial reporting

= |ESO management determined that rate-regulated accounting is appropriate and well
understood in the North American electricity sector, and the recognition of regulatory
assets brings IESO in line with 6 other independent system operators — AESO
(Alberta), ISO New England, NYISO (New York), MISO (Midwest United States), PJM
(Eastern United States) and ERCOT (Texas).

= The Ontario Power Authority, which merged with the IESO on January 1, 2015,
presented in its unqualified, audited financial statements under PSAS, a segment of
the market accounts for settlement with generators under contracts
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Role of the Ontario Energy Board [ES

= The OEB has been established by the Province to be Ontario’s independent
energy regulator; its mandate and authority come from the Ontario Energy
Board Act, 1998, the Electricity Act, 1998, and a number of other provincial
statutes.

= As noted previously, the rates charged by the IESO to electricity consumers
are determined by the OEB, and therefore, it is considered the governing
board of the IESO.

= While both the IESO and the OEB are controlled by the Province, this does
not negate the role the OEB plays with respect the electricity market nor the
determination of the IESO as a rate-regulated entity

* Under US GAAP, the requirement is an independent, third-party regulator or its
own governing board empowered by statute or contract.
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Ontario’s Fair Hydro Plan | SO

= Since 2003, nearly $70 billion has been invested in the electricity system, including more
than $37 billion in electricity generation to ensure the system is clean and reliable.

= The Ontario Fair Hydro Plan Act (“OFHPA”) provides Ontario ratepayers with an average

25% reduction in their electricity bills by way of:

1. Spreading the cost of Ontario's clean energy investments over the expected lifecycle of
the generation infrastructure assets (i.e. global adjustment); this is expected to account
for 18-19% of the overall reduction,

2. Shifting the cost of the Ontario Electricity Support Program (OESP) and most of the
Rural or Remote Rate Protection (RRRP) social program costs from ratepayers to
taxpayer-funded programs,

3. An 8% rebate equal to the provincial portion of the HST, which took effect on January 1,
2017.

= The OFHPA requires the IESO to create and maintain a variance account for the global
adjustment (referred to in the OFHPA as a ‘regulatory asset’) to be recovered from the
ratepayers, but the OFHPA does not establish any accounting definitions for this variance
for financial reporting purposes

= By way of this government’s policy decision, the 8% rebate and the social programs will be
funded from the tax-base (not the rate-base); costs incurred, starting in 2016-17, have been
accounted for as an expense in the Province’s consolidated financial statements.



Global Adjustment (GA) o
Refinancing

J 59

Under the OFHPA, while the majority of generators are under 20-year contracts, the
amounts paid by the IESO to the generators will be recovered from specified
ratepayers over a longer period to reflect the expected period of benefits derived from
these generating assets (as confirmed by analysis by external parties)

«  Electricity consumers will benefit from the ongoing useful life of these generating assets, and
will be responsible for the costs of these assets over the same timeframe

Refinancing the GA, which pays for the bulk of the recent investments in the electricity
system, provides significant and immediate rate relief by matching the cost of
electricity investments with the expected useful life of the generation that has been
built.

Rate increases are capped at inflation until 2021, after which rates will be recovered
by including a component charge to cover the refinancing of the GA (principal and
interest) over the following 25 years.

The GA refinancing program ensures that costs are borne by the rate-base, as the
beneficiaries of the electricity system, and not the tax-base.

CONFIDENTIAL - FOR INTERNAL
DISCUSSION PURPOSES ONLY



—— &

Rate-regulated Accounting J

= Public Sector Accounting Standards are silent on the use of rate-regulated accounting; it
neither explicitly permits nor prohibits its recognition, measurement, presentation or
disclosures

= Within the PSAB Handbook, preparers are permitted to apply professional judgment in the
application of other sources of GAAP, including US GAAP which is the only North American
guidance on rate-regulated activities

= Under US GAAP, the regulatory asset created under the OFHPA satisfy the asset definitions
under PS1000 as a direct result of the legislative right to collect past costs through rate
setting on based on expected power consumption from future ratepayers

= Additional evidence supporting the classification of rate-regulated assets as assets in other
frameworks (similar to PSAS) is contained within FAS71 (para.58) under FASB, and the
current application of the GAAP hierarchy with those under Part V using rate-regulated
accounting

= Rate-regulated assets possess characteristics more consistent with that of a financial assets
(i.e. used to discharge existing liabilities and not for consumption in the normal course of
operations)
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Impact on Net Debt J

= The GA refinancing is a transaction that will be recovered through a charge to
ratepayers through their electricity bills over the service life of the power generating
assets; it is not a transaction that has recourse to the tax-base.

= Under the PSAB Handbook, net debt is a measure of “the government's future
revenue requirements and on its ability to finance its activities and meet its liabilities
and contractual obligations”.

= Absence the recognition of the variance account under the OFHPA as an asset, the
Province’s net debt would increase significantly, suggesting that the Province has a
much higher future revenue requirement.

= Since the OFHPA regulatory asset is going to be recovered under statute from
electricity consumers, not taxpayers, such an increase in net debt would be misleading
and inaccurate to financial statement users based on the substance of the transaction.
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Addressing Transparency J

The GA refinancing will be addressed through Ontario Power Generation (OPG) which
will issue debt on the open market for approximately 2 of the projected variance to
capitalize the IESO, and in exchange will receive the right to future revenues from
consumers due to IESO under the OFHPA

As a government business enterprise, OPG is reflected in the Province’s consolidated
financial statements on a modified-equity basis, such that it's assets and liabilities are
not comingled with those of the Province

The financial statements of OPG are publicly available and will contain all required
presentation and disclosure of all material transactions undertaken during the fiscal
year

The IESO financial statements are also available publicly, as well as disclosed in
Volume 2 of the Public Accounts of Ontario with proper disclosures

Given the materiality, additional voluntary disclosures are also under consideration in
the Province’s consolidated financial statements.
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Conclusion | DY

= |ESO’s management, their Audit Committee, their Board of Directors, their external
auditor and the Office of the Provincial Controller support the change in accounting
policy adopted by the IESO in 2016 as a more transparent reflection of their operation.

= The OFHPA is a legislative vehicle to invoke the mechanics of a policy decision to
provide electricity consumers with a rate reduction by extending the period of recovery
of clean energy investments to align with the productive life of those assets, as
opposed to the contract duration, and does not provide any guidance on the
accounting for the variance account

= In evaluating the proper accounting for balances under the OFHPA, in the absence of
guidance under PSAS, the application of US GAAP for rate-regulated activities is the
most appropriate guidance, and is consistent with the primary sources of GAAP.

= The financial statement presentation of the Province best reflects the economic
substance of the financial components of this government policy by reflecting assets,
liabilities and net debt in accordance with the principles under PSAS.
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