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The Fair Hydro Plan:
Concerns About Fiscal Transparency,
Accountability and Value For Money

Key Issue: Sound Fiscal Transparency, Accountability and

Value for Money

Sound fiscal transparency and accountability require that the costs of any government policy
decision be fairly reported to the Legislature and the people of Ontario. Value for money
requires that the government consider the optimal use of resources to implement its policy
decisions.

The Office of the Auditor General recommends that the government:

a) record the true financial impact of the Fair Hydro Plan’s electricity rate reduction
on the Province’s budgets and consolidated financial statements; and

b) use a financing structure to fund the rate reduction that is least costly for
Ontarians.

When governments pass legislation to make their own accounting rules that serve to
obfuscate the impact of their financial decisions, their financial statements become unreliable.
This is particularly concerning when a government states that it follows Canadian Public Sector
Accounting Standards (PSAS) when in fact, the accounting rules being applied are actually not
in accordance with Canadian PSAS. When organizational structures and transactions are
designed to remove transparency and accountability, and unnecessarily cost Ontarians billions
of dollars, the responsibility of an Auditor General is to apprise the Legislature and the public in
accordance with the Auditor General’s mandate.
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The situation just described will come to pass if the complex accounting/financing desy
the Ontario Fair Hydro Act, 2017 (Fair Hydro Act) is implemented.

Appendix 1 provides background information on the government’s policy decision to reduce
electricity rates under the Fair Hydro Act (referred to as the Policy Decision throughout this
Special Report). Appendix 2 contains the Act itself.

Why We Are Issuing This Special Report

As an independent, non-partisan Office of the Legislative Assembly, we are committed to
protecting the public interest. Under law (the Auditor General Act), the Legislature has given the
Office of the Auditor General the right and responsibility to speak out when the financial
information of the government is not, or will not be, presented fairly and transparently to both
the Legislature and Ontarians. In issuing this Special Report to the Legislature, we are fulfilling
our responsibility under Section 12(1) of the Auditor General Act.

When the Auditor General became aware of Bill 132 (the legislation for the Fair Hydro Plan,
under which electricity bills of all residential and some small-business ratepayers would be
lowered by 25% on average), she appeared before the Standing Committee on Justice Policy
during its three days of public hearings on the Bill. Appendix 3 provides the text of the Auditor
General’s remarks to the Committee, and Appendix 4 has our Office’s written submission to it.
Since then, we have performed more work to further understand the accounting/financing
design of the Fair Hydro Act and how it evolved. What we learned made the issuance of this
Special Report necessary.

Our work included interviews and a review of documentation, including emails. We
received all information we requested with one exception. The Ministry of Energy signed a
contract, for a maximum of $500,000, to receive help from a law firm to review the Ministry’s
emails before providing them to us. At the time we completed this Special Report, the Ministry
had still not provided us with all of its emails, which we requested on May 31, 2017.

Summary of Concerns

After reviewing the information available to us, it is clear to us that the government’s intention
in creating the accounting/financing design to handle the costs of the rate reduction was to
avoid affecting its fiscal plan. That is, the intention was to avoid showing a deficit in the
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Province’s budgets and consolidated financial statements for 2017/18 to 2019/20, and to
likewise show no increase in the Provincial net debt.

Our Office does not question the government’s Policy Decision to reduce Ontarians’
electricity bills, as such policy decisions are a government’s prerogative. Our concerns are that
the planned accounting for the government’s budgets and consolidated financial statements is
incorrect, and the planned financing structure will result in up to an estimated $4 billion in
unnecessary costs for Ontarians.’

The substance of the issue is straightforward. Ratepayers’ hydro bills will be lower than the
cost of the hydro used as a result of the rate reduction. However, power generators will still be
owed the full cost of the electricity they supply, so the government needs to borrow cash to
cover the shortfall to pay them. The effects of the additional debt required to fund the
generators need to be accounted for as part of the annual deficit and net debt of the Province.
However, the government did not properly account for this debt impact from the rate reduction
in its 2017/18 budget and is not planning to account for it properly in its future consolidated
financial statements. In essence, the government is making up its own accounting rules.

This Special Report highlights the following key concerns:

Through the Fair Hydro Act, the government created a needlessly complex
accounting/financing structure for the rate reduction in order to avoid showing a deficit
or an increase in net debt in its budgets and in the Province’s consolidated financial
statements (Section 1.0).

According to the government’s current plan, the only rate reduction lasting beyond 2027
will be the 8% HST rebate. From 2028 on, ratepayers will be charged more than the
actual cost of the electricity being produced in order to pay back the borrowings. The
total borrowings to be repaid will be an estimated $39.4 billion, made up of $18.4 billion
borrowed to cover the current rate reduction shortfall and $21 billion in accumulated
interest over the term of the borrowings. (Section 1.0 and Appendix 1, Section 4.0)

Applying the government’s complex accounting/financing structure could result in
Ontarians paying extra interest costs over 30 years that could total up to $4 billion more
than necessary (Section 2.0).

The government applied a correct accounting treatment for the electricity sector’s
stranded debt in 1999/2000, and there is no good reason for it not to apply the same

1. Financial Accountability Office of Ontario. Fair Hydro Plan: An Assessment of the Fiscal Impact of the Province’s Fair Hydro
Plan (Toronto, ON: Queen’s Printer for Ontario, 2017), 12,

www.fao-on.org
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accounting treatment to the debt that will accumulate as a result of the Fair Hydro.
rate reduction (Section 3.0).

» The proposed accounting legislated in the Fair Hydro Act violates the government’s own

accounting policies, developed in accordance with Canadian Public Sector Accounting
Standards (Section 4.0).

» The government knew there was a high risk that it would receive a “qualified” audit
opinion on the Province’s consolidated financial statements as a result of the legislated
accounting, but it accepted this risk in order to avoid showing a deficit and an increase in
net debt in its budgets and consolidated financial statements. Accordingly, the 2017/18
budget does not, but should, include the impact for 17% of the costs of the Policy
Decision to reduce electricity rates by 25% (the 8% HST rebate is appropriately

included). The 17% reduction is estimated to cost an average of $2.5 billion per year
(over 10.5 years) through to 2027 (Section 5.0).

» If the government proceeds with the Fair Hydro Act’s accounting/financing structure, the
Auditor General may have to issue an unprecedented “adverse—does not present fairly”
audit opinion next year on Ontario’s consolidated financial statements. An adverse

opinion could result in a loss of public trust and confidence in the financial results
reported by the Ontario government (Section 6.0).

GOVERNMENT RESPONSE TO RECOMMENDATIONS

RESPONSE TO COME.

1.0 Government Legislated an Accounting/Financing

Structure to Improperly Avoid Showing a Deficit and an
Increase in Net Debt

1.1 The Mandate of the Senior Officials Working on the Fair Hydro
Plan

As explained in Appendix 1, the 25% reduction in ratepayers’ electricity bills has two parts: an
8% reduction that took effect on January 1, 2017, equal to the Provincial portion of the
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Harmonized Sales Tax, and a further 17% reduction effective July 1, 2017, for a period of four
years.

The 8% reduction, estimated to cost $1 billion per year, was accounted for properly as an
expense in the Province’s 2016/17 consolidated financial statements and in its 2017/18
budget.

The 17% reduction is estimated to cost an average of $2.5 billion per year over 10.5 years
through to 2027.%2 The government has indicated it will likely have to borrow this money each
year.

The government made a critical decision early in the process of setting out the details of the
Fair Hydro Plan: the accounting treatment for the 17% rate reduction should not “affect the
fiscal plan”—that is, it should not disclose the deficit incurred from this required borrowing,
nor should it add to the amount the government would report as Ontario’s net debt. The
government set this as the mandate to the senior officials and private-sector external advisers
designing the accounting and financing for the rate reduction.

Senior officials and staff from several departments and agencies, led by the Ministry of Energy,
came together to plan an accounting/financing structure, identify risks, make decisions and
take other actions to meet the mandate. The senior officials and staff were mainly from:

Ministry of Energy;

Ministry of Finance;

Treasury Board Secretariat;

Office of the Provincial Controller;

Cabinet Office;

Ontario Financing Authority (OFA);

Independent Electricity System Operator (IESO); and

Ontario Power Generation Inc. (OPG).

2. Financial Accountability Office of Ontario, 2.
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Regular briefings were held with the Minister of Energy and his staff, who were in
planning the design and later co-ordinating the drafting of the Act. The advice of the On.
-Energy Board (OEB) was also sought in a limited way during the development of Bill 132.

Private-sector accountants, lawyers and bankers were engaged to develop and support the
plan. Advice was also sought from broker-dealers and investment advisers.

Cabinet was regularly briefed, and it provided direction and approvals leading up to the
introduction of the Act.

In the six months from December 2016 to May 2017, the accounting/financing structure

was substantially developed. Details were still being worked on when we completed this
Special Report.

A few design options other than the final design were considered, but they were rejected
because they would show an increase in the Province’s deficit and/or net debt. In the emails
and other documents we reviewed, senior officials and staff expressed views such as:

The emerging design will result in higher costs for Ontarians.

It is doubtful that Canadian Public Sector Accounting Standards (PSAS) will allow an
accounting treatment that keeps the required borrowing from showing as a deficit, along
with no impact on net debt. It will therefore be necessary to legislate a solution that
overrides Canadian PSAS.

The Office of the Auditor General will likely disagree with the accounting treatment and

may well publicly state as part of its value-for-money mandate its concern about the
additional cost being incurred.

Ultimately, Bill 132, the Fair Hydro Plan, would need to contain many legislated details to
effect the accounting in the IESO, OPG and a new entity OPG would create called OPG Trust.

Working through and around the recognized risks to achieve the desired accounting results
took considerable time and effort on the part of senior government officials and their staff. As
well, considerable funds were spent on accounting and legal advisers to put the
accounting/financing structure in place. The government’s ongoing spending on private-sector
external advisers had exceeded $2 million when we completed this Special Report.
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The accounting substance of the Policy Decision, shown in Figure 1, is straightforward and
transparent when the required transactions are recorded in the budget and the Province’s
consolidated financial statements in accordance with Canadian Public Sector Accounting
Standards (PSAS).

Figure 2 shows that the government decided on a very complex form, where the
transactions are driven by the mandate to avoid recording an annual deficit and an annual
increase in net debt from borrowings.

For illustration purposes, in both Figure 1 and Figure 2, $100 represents the total amount
owed to generators, $75 represents what ratepayers pay, and $17 represents the amount
borrowed to cover the 17% rate reduction. The $8 difference results from the HST rebate,
which the Province pays directly to the Independent Electricity System Operator.

Both the simpler structure (Figure 1) and the more complex structure (Figure 2) enable the
following:

Eligible Ratepayers to receive the electricity rate reduction as per the government’s Policy
Decision;

cash to be borrowed from Capital Markets to cover the difference between what is
collected by Local Distribution Companies from ratepayers and remitted to the
Independent Electricity System Operator, and what is needed by the Independent
Electricity System Operator to pay Power Generators; and

Power Generators to be paid in full under their power contracts regardless of any
reduction to hydro ratepayers.

However, the structure in Figure 2 is significantly more costly and less transparent than the
structure in Figure 1.

.{ P roper Accoun *\l?\ E ocuses ”‘::"ii tne su hs 1ance ortne P 0 ‘ ICV 17 ecision
The substance of the transactions needed to implement the Policy Decision (Figure 1) would
have the cumulative accounting results shown in Figure 3. Over the years 2017 to 2027 (i.e.,

through Phases 1 and 2, during which cash is borrowed to cover the rate reduction), the
cumulative accounting results are:
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an increase in the accumulated deficit of approximately $18.4 billion ($10.6 billic
Phase 1 and $7.8 billion in Phase 2) from the shortfall between the cash collected h
ratepayers and the cash paid to generators; and

an increase in the accumulated deficit of approximately $7.8 billion from interest expense
($1.4 billion in Phase 1 and $6.4 billion in Phase 2).

This results in a total increase of $26.2 billion in net debt.

Thus, as of 2028, ratepayers’ electricity bills are expected to have risen back up (with the
exception of the 8% HST rebate) and then increase even further to pay back all of the
borrowings. These borrowings and accumulated interest are expected to total $39.4 billion:
$18.4 billion covering the rate reduction, $7.8 billion in interest accumulated over Phases 1 and

2, plus additional interest of $13.2 billion incurred during Phase 3. These amounts are planned
to be fully repaid by 2045.

Following Canadian PSAS, the consolidated financial statements of the Province would
show this $39.4 billion increase in the amount collected from ratepayers between 2028 and
2045 as revenue. The current government has communicated its intent to use this revenue to
pay off the total borrowings. If a future government decides electricity ratepayers should not be

charged the rate required to repay borrowings, it could charge the amount needed to taxpayers
instead.

The improper results of the complex accounting/finance structure (Figure 2) are:

The IESO sells the revenue shortfall from Eligible Ratepayers to OPG Trust as if it were an
asset and pays the Generators the full amount owed with no residual impact on its own
financial statements (see 4 in Figure 2).

The “asset” that OPG Trust purchases from the IESO includes all of OPG Trust’s own

interest expenses and fees. As a result, the asset balance grows to fully offset OPG Trust’s
borrowings and expenses from all sources.

The Province shows no increase in net debt because its investment in OPG offsets the

amount borrowed for the Province by the Ontario Financing Authority (see 3ain Figure
2).

The Province shows no increase in net interest expense because the revenue OPG earns
from charging OPG Trust interest and administration and other fees offsets the interest

expense on the amount borrowed for the Province by the Ontario Financing Authority.
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It was also recognized that investors may require a Provincial performance guarantee to give
them comfort that OPG Trust can repay the borrowings. A further requirement was that the
legislation be written to avoid the possibility of money already borrowed not being paid back if
the structure was revoked or changed. This is needed to ensure OPG and its debt holders would
have their capital guaranteed and repaid if, for example, OPG Trust was closed down.

Ultimately, despite the average $2.5 billion being borrowed every year, the Province’s
annual deficit and net debt on its consolidated financial statements would be unaffected.

Key to achieving this result is calling the 17% revenue shortfall or net expense a “regulatory
asset” in the IESO (4 in Figure 2). There are at least two ways in which the government has
conceptualized the asset in order to justify its existence (see Section 4.3 for the nonexistence of
this asset under Canadian Public Sector Accounting Standards).

One is that the asset represents the right of the IESO to collect revenue from future
ratepayers’ use of future electricity to make up for today’s 17% revenue shortfall or net expense.
However, despite the government’s Policy Decision to reduce electricity rates today, future
ratepayers do not yet owe anything until they consume electricity in the future.

The second is that the asset represents the spreading of today’s costs under 20-year power
generator contracts over a 30-year period. That is, the Province is assuming that the equipment
and infrastructure owned by generators that produce power today will still benefit the Province
years after its contracts with the generators have expired, because the Province will be able to
negotiate lower-price contracts with these generators.

However, it is not at all certain that the assets that have been smoothed over the 30-year
period will be in use to produce power in the future. As well, any new contracts could well be at
higher rates, and the older technologies may no longer be cost-effective and/or may be replaced
with newer technologies. Also, the long-term power contracts are only worth what the
government agrees to pay, and no more or less. If or when those contracts are renegotiated,
they will be, once again, worth what the government agrees to pay for them, and no more or
less.

The government’s conceptualization of “asset” for the Fair Hydro Act changes in order to
serve the accounting requirements of the IESO and OPG Trust.

The improper accounting also inappropriately transfers long-term accountability for
significantly higher electricity bills to future governments. Future governments will have to
explain to ratepayers why electricity rates charged in 2028 and beyond exceed the actual cost of
electricity. However, future governments, when determining how to balance their annual
budgets, will not be able to record the extra amount received from ratepayers as revenue or
show an improvement in net debt.
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Overall, the end result of the accounting design is that the financial statements for t.
OPG and OPG Trust, as well as the consolidated financial statements for the Province, wil
show any bottom-line impact for the costs of the government’s Policy Decision.

_, The dditional Cost to Otarians

Because the Province does not borrow all funds directly as shown in Figure 2, Ontarians will
pay up to $4 billion more in interest expense. This cost stems from the fact that OPG/OPG Trust
must pay a higher interest rate on borrowings than the Province would if it were to borrow in
the normal manner through the Ontario Financing Authority. Ultimately, a future government
will decide whether ratepayers, taxpayers or a combination of both will be charged these
additional interest costs.

The actual interest rate spread between OPG/OPG Trust debt and Provincial debt will
depend on market conditions at the time of the debt issuance. Senior officials themselves
acknowledged that OPG/OPG Trust debt would carry a higher interest rate than Provincial
debt. This is consistent with the assumption made by the Financial Accountability Office of
Ontario in its spring 2017 report titled Fair Hydro Plan—An Assessment of the Fiscal Impact of the
Province’s Fair Hydro Plan. Currently, ratepayers are expected to be responsible for paying these
additional interest costs through their hydro bills once the temporary rate reduction financial
relief under the Policy Decision ends.

One senior official commented in an email: “Hopefully they’ll come to the conclusion that it
can be financed by the province...rather than externally, as that would be a lot simpler and
cheaper.” But the much more complicated and costly route shown in Figure 2 was chosen in
order to keep deficits and an increase in net debt from showing up on the Province’s books.

3.0 Historical Ontario Precedent in Proper Accounting
For Electricity Costs Not Yet Being Billed to Ratepayers
R N o R AR oM AR A B v W

The Fair Hydro Act’s electricity rate reduction is expected to last 10 years, from 2017 to 2027.3 It
is areduction in the sense that ratepayers will be paying lower hydro bills than the current actual

3. Financial Accountability Office of Ontario, 1.
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cost of electricity (OPG, designated as the financial services manager under the Fair Hydro Act,
will determine the specific amounts payable by consumers in the future). So the Fair Hydro Plan
sets up a situation where some electricity costs are not being billed to ratepayers until at least 10
years after they were incurred.

When ratepayers start paying the non-reduced electricity rates (excluding the 8% HST
rebate) in 2027, they will pay back the reductions (plus interest) through a future charge called
the “clean energy adjustment” (see Appendix 2, the Ontario Fair Hydro Plan Act, 2017, Part III).

There is a precedent for Ontario electricity costs being billed to ratepayers well after they
were incurred.

In 1999, the government of the day made a policy decision to restructure the Province’s
electricity sector. The policy decision resulted in the government becoming responsible for the
former Ontario Hydro’s net debt of $19.4 billion (technically referred to as “unfunded
liabilities” or “stranded debt”). The costs that created the debt were incurred over a number of
years before 1999, but ratepayers had not been billed for them at the time. Instead, starting in
2002, ratepayers began paying down the stranded debt through a “debt retirement charge” on
their bills.

The collection of the debt retirement charge and the Fair Hydro future reduction recovery
are similar in that both stem from government policy decisions and did not result from an
independent regulatory process. As well, the payments were/will be made much later, “after
the fact.” However, in the 1999/2000 fiscal year, the government followed Canadian Public
Sector Accounting Standards properly, and included the debt and the expenses related to it in
the Province’s consolidated financial statements. When the debt retirement charge was added
to electricity bills, the charge to ratepayers was taken in as revenue in the Province’s
consolidated financial statements. This treatment allowed the government to track ratepayer
costs and taxpayer costs separately, helping to ensure that only ratepayers, not taxpayers, pay
for electricity services.

The same accounting should be applied to the Fair Hydro Plan rate reduction: include the
debt being accumulated through the 10 years of the reduction as Provincial debt, and record
interest expense on this debt as an expense in the Province’s consolidated financial statements.
When the clean energy adjustment is added to electricity bills, the amount charged to
ratepayers can then be taken in as revenue in the consolidated financial statements, as well as
be tracked separately from taxpayer expenses/revenue.
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4.0 Inappropriate Legislated Accounting Not Allowed
Under Canadian Public Sector Accounting Standards

This section describes how and why the government’s desired accounting result of not showing
a deficit or an increase in net debt from its Policy Decision is not achievable on the Province’s
consolidated financial statements when applying Canadian Public Sector Accounting
Standards.

4.1 Overview of Canadian Public Sector Accounting Standards

The accounting profession follows generally accepted accounting principles (GAAP) in private-
and public-sector accounting for several reasons, key of which is that financial statements
prepared under GAAP should be fairly presented, should be reliable and should be comparable
to past years.

In Canada, GAAP for the consolidated financial statements of federal, provincial and
municipal governments (and for certain other government organizations) is referred to as
Canadian Public Sector Accounting Standards (PSAS). While public-sector accounting
standards are, for the most part, similar to private-sector standards, they do differ in several
significant areas. The government of Ontario has historically chosen to follow Canadian PSAS
as the basis of accounting for the preparation of the consolidated financial statements of the
Province of Ontario.

Canadian PSAS can be found in the Public Sector Accounting Handbook of CPA Canada,

Canada’s national organization for Chartered Professional Accountants.

4.2 The Complex Accounting Design Fails the Canadian PSAS
Substance Test

Canadian PSAS enshrine a no-nonsense approach to accounting that follows the principle of
“substance over form.” That is, an organization’s financial statements must show the economic
impact of its transactions, not just their legal form. No transaction should be recorded to hide its
financial impact and thereby mislead the reader of the financial statements.

Following this principle of “substance over form”:

® When a government spends more than it takes in, it incurs a deficit.
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When a government needs to borrow to cover that deficit, net debt increases, and it incurs
interest expense.

Interest expense adds to the annual deficit and the net debt.

A promise or commitment to raise revenue in the future is not an asset today.

The complex accounting design of Figure 2 fails the above substance test under Canadian
PSAS. As explained in Section 1.3, the lowering of hydro bills is being accomplished, in
substance, by the Province borrowing money. Whether the Province borrows all the money
directly or directs organizations that it controls to do so on its behalf, in substance, it is still the
Province requiring money to be borrowed. That borrowed money must be reflected in the net
debt balance of the Province’s consolidated financial statements under Canadian PSAS. Also,
future revenue raised to pay off the debt should be recorded when it is earned—that is, when
electricity is consumed by ratepayers.

'he Complex Accounting Design Fails Because Legislation is
Used to Inappropriately Create an Asset and There is No
Independent Regulator

The “asset” being legislated into existence does not meet the accounting requirements for an
asset on the Province’s consolidated financial statements, which are prepared following
Canadian Public Sector Accounting Standards.

As introduced in Section 1.3.2, the asset that the Fair Hydro Act creates is referred to as a
“regulatory” or “rate-regulated” asset. In reviewing emails and correspondence, we noted that
senior officials and their advisers looked to U.S. accounting standards for private enterprises as
a means to justify moving to regulatory accounting for Ontario’s consolidated financial
statements. One of the requirements for recording a regulatory asset in the U.S. is that there
must be an independent regulator that has the authority to establish rates for consumers of
regulated services or products. The regulator of the electricity sector in Ontario is the Ontario
Energy Board (OEB).

However, the Province has the power, through legislation, regulations and Ministerial
directions, to dictate the activities of the OEB. In fact, the OEB has been legislated in the Fair
Hydro Act to follow a course of action (see Appendix 2, the Ontario Fair Hydro Plan Act, 2017,
Sections 7,9, 11 and 15(4)). This reinforces the OEB’s lack of independence. If there is no
independent regulator establishing electricity rates for consumers, neither can there be a
rate-regulated asset.
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Furthermore, the Province’s financial statements are “consolidated,” meaning tha,
assets, liabilities, income, expenses and cash flows of all the entities that the Province o,
controls are presented as those of a single economic reporting entity: the Province of Ontary
shown in Figure 2’s shaded box (titled “Consolidated Entities/Operations Controlled by the
Province”), the OEB is included in the consolidation.

Jroper Accounting for the Policy Decision As &';*L-:Sé;';:;é'w}}{,i

As stated in Section 4.1, the government of Ontario has chosen to use Canadian PSAS as the
basis of accounting for its preparation of the Province’s consolidated financial statements. So by
legislating an accounting design contrary to Canadian PSAS, the government is also going
against its own accounting policies.

As described in Section 1.3.1, recording the Fair Hydro Act’s rate reduction in accordance
with Canadian PSAS entails the following:

v All related debt, including that of OPG and OPG Trust, would become debt on the
Province’s financial statements.

All interest expense would become an expense of the Province.

' The annual shortfall between the amount paid to generators and the amount collected
from local distribution companies would be recorded as an expense of the Province.

» The amount collected in the future through the clean energy adjustment to pay down the
accumulated principal and interest and other expenses of $39.4 billion would be
recorded in the future as revenue of the Province.

1.5 IESO Integral to Inappropriate Accounting at the Provincial

Level

Part of the complex accounting/financing design shown in Figure 2 involved changing the
IESO’s accounting policies. The change was to deviate from Canadian PSAS in favour of a U.S.
accounting standard that would facilitate the Province’s objective for the Policy Decision to
have no bottom-line impact on its financial position or annual results.

In reviewing government emails and other documents, we found that senior officials and
their advisers working on the Fair Hydro Plan decided that the IESO’s December 31, 2016,
financial statements needed both to show a regulatory asset and to include the IESO’s market
accounts as assets/liabilities (market accounts track the buy-and-sell transactions between
power generators and power distributors). Changing the IESO’s statements to show this would
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signal the IESO’s adoption of rate-regulated accounting in 2016. Neither of these changes had
been made when the financial statements were initially submitted to the IESO’s Board for
approval in February 2017.

Our review of email correspondence confirms that the approval of these financial statements
of the IESO was deferred so that they could be changed. The prior five years of financial results
on the IESO’s December 31, 2016 financial statements were restated to include regulatory
assets and market accounts. Once this change had been made, the financial statements were
approved by the Board in March 2017.

Our research has confirmed that the IESO is the only “other government organization” or
“non-government business enterprise” in Canada (both as defined under Canadian Public
Sector Accounting Standards) that applies Canadian PSAS to have a regulatory asset on its
financial statements. The IESO is not a public utility and does not maintain its own
infrastructure to produce, transmit or distribute power to end-consumers. It is very different
from power generators such as OPG, transmitters such as Hydro One and distributors such as
Toronto Hydro.

In our review of email correspondence and discussions with the Ontario Energy Board, we
noted that the Ontario Energy Board did not consider the IESO to be an electricity rate-
regulated entity like OPG. Power generator contracts held by the IESO are negotiated contracts
that have never been subject to an independent rate-regulatory process.

6 Inappropriate Accounting Highlighted in the Audit Opinion on
he Province’s 2016/17 Consolidated Financial Statements

The Auditor General indicated in her audit opinion dated August 18, 2017 (see Appendix 5)
that the government’s accounting was inappropriate when it recognized the IESO’s rate-
regulated assets and market accounts in the Province’s 2016/17 consolidated financial
statements.

Under Canadian Public Sector Accounting Standards, the IESO’s accounting treatment for
recording a rate-regulated asset and market accounts must be eliminated on consolidation into
the Province’s financial statements.

A government should not record on its own set of statements an asset it creates under
legislation. In essence, the government is making up its own accounting rules. We obtained
extensive advice confirming this point from the current Auditors General in Canada, a former
Auditor General and external advisers, including, but not limited to, the recently retired
Director of the Canadian Public Sector Accounting Board.

Page | 15
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5.0 Government Anticipated and Accepted Risk of Audit
Qualification

After we audit the financial transactions and statements of the Province as required by the
Auditor General Act, the Auditor General can sign one of four possible opinions:

Unqualified or “clean” opinion: The financial statements and notes present fairly, in all
material respects, the financial position and results of the Province in accordance with
Canadian Public Sector Accounting Standards.

!l‘ The Province’s consolidated financial statements have received “clean” audit opinions for
22 years—that is, since 1993/94, when it first adopted Canadian Public Sector
Accounting Standards. The Province’s consolidated financial statements did not receive
clean opinions in 2015/16 and 2016/17. 2016/17 was the first year since 1993/94 that
our audit opinion was qualified on the basis that the government’s annual deficit was not
reported in accordance with Canadian Public Sector Accounting Standards.

Qualified opinion: The statements contain one or more material misstatements or
omissions resulting from the misapplication of Canadian Public Sector Accounting
Standards.

Adverse opinion: The statements do not fairly present the financial position, results of
operations and changes in financial position in accordance with Canadian Public Sector
Accounting Standards.

Disclaimer of opinion: It is not possible to give an opinion on the financial statements
and notes because, for example, key records of the Province are destroyed and
unavailable for examination.

Our review of government emails and other documents found that government officials
were aware that the Office of the Auditor General was likely to object to keeping the expense
impact and net debt impact of the Policy Decision off the books. This meant the government
was risking receiving a “qualified” audit opinion on the Province’s consolidated financial
statements. The government anticipated and accepted this risk rather than follow Canadian
Public Sector Accounting Standards.

The significance of intentionally accepting a potential qualified audit opinion should not be
downplayed. This would be unacceptable in the private sector, and we maintain that this is also
unacceptable in the public sector.
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The Province’s private-sector accounting advisers focused on setting up the desired
accounting as it pertains to the individual financial statements of the entities involved in the
accounting/financing design, particularly the IESO. Although we disagree with the
appropriateness of the IESO’s accounting in its financial statements for the year ended
December 31, 2016, our main responsibility is ensuring the accuracy of the Province’s
consolidated financial statements. The Province’s external private-sector accounting advisers
confirmed in our discussions with them that their opinions regarding the financial reporting of
individual entities such as the IESO, OPG and OPG Trust do not extend to the Province’s
consolidated financial statements.

It is concerning that the government entertained the risk of a qualified audit opinion, and in
doing so demonstrated a lack of commitment to transparent, fair and accurate reporting of the
Province’s financial performance and health to the taxpayers of Ontario.

As was expected, the Auditor General signed a qualified audit opinion in 2017. Two issues

led to the qualification. In addition to recording the market account assets and liabilities of the
IESO in the Province’s consolidated financial statements, as described in Sections 4.5 and 4.6,
the government did not properly record a valuation allowance as required under Canadian
PSAS to reduce the net pension asset it shows on its Consolidated Statement of Financial

| Position. As a result, both the net debt and the accumulated deficit were understated by
$12.429 billion for 2016/17 (and by $10.985 billion in 2015/16). (See Appendix 5 for the
audit opinion and www.auditor.on.ca for the technical position paper on this pension issue).

6.0 Proceeding with the Fair Hydro Act’s Accounting Will
Likely Lead to an Adverse Opinion on the Province of
Ontario’s Consolidated Financial Statements Next Year

l If the government proceeds with its proposed Fair Hydro accounting/financing treatment next

| year, users of the Province’s consolidated financial statements will not be basing their decisions

| on accurate financial information. This will result in the Auditor General likely having to issue

% an “adverse—does not present fairly” opinion. In fact, senior officials and government

| recognized in their written material that the Office of the Auditor General “could qualify
Ontario’s books or issue an adverse opinion.”

If the consolidated financial statements are so unreliable that an adverse opinion is merited,
terms like “balanced budget,” “deficit,” “asset” and “net debt” will be meaningless. Members of
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the Legislature, Ontarians, lenders and credit-rating agencies will no longer be able to share a
common and accurate understanding of the Province’s finances.
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Figure 1: The Substance of the Accounting/Financing Transactions
Prepared by the Office of the Auditor General of Ontario »

rlﬁrdep‘ernderntr The Province |

Eligible 1475 | . Lonel 2.$75 | Electricity | , 4.$25 | (through | 3 g17 Capital
zzmmmiy: Distribution |=————————— mmmme—— Ontario |
Ratepayers : System A : | ey | Markets
| Companies Financing | - z
’ Operator Authority) | 6. $17 +interest
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1. Eligible Ratepayers pay 25% less ($75 rather than $100) 5. The Independent Electricity System Operator uses the

to Local Distribution Companies. proceeds from Local Distribution Companies ($75)

2. Local Distribution Companies remit this to the Independent and the amount flowed from the Province ($25) to pay
Electricity System Operator. Generators 100% of the amount due to them under power

3. To make up for 17% of the 25% shortfall ($17), the P ($190)' . .
Province (through the Ontario Financing Authority (OFA), 6. The Province incurs interest on the 17% OFA borrowings
which borrows and invests on behalf of the Province) ($17), and a future government will eventually collect
borrows the required amount from Capital Markets at the money from Ontarians (ratepayers, taxpayers or both) to
Provincial borrowing rate. repay both the principal borrowed and the accumulated

4. The Province flows funding to cover the full 25% shortfall AT

($25) to the Independent Electricity System Operator
(17% or $17 from OFA borrowings plus 8% or $8 for the
HST rebate).
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Figure 2: The Form of the Planned Accounting/Financing Transactions
Prepared by the Office of the Auditor General of Ontario
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1. Eligible Ratepayers pay 25% less ($75 rather than $100)
to Local Distribution Companies.

2. Local Distribution Companies remit this to the Independent
Electricity System Operator.

3. Ofthe 25% shortfall, 17% ($17) is borrowed from Capital
Markets. The $17 is divided up among three borrowers:
the Province (which borrows through the Ontario Financing
Authority), Ontario Power Generation and OPG Trust. Each
borrows different amounts at different interest rates.

a. The Province directly borrows 44% of the shortfall
amount ($7.48). The government flows this cash to
Ontario Power Generation, and the Province records
an increased equity investment in Ontario Power
Generation.

b. Ontario Power Generation directly borrows 5% of the
shortfall amount ($0.85). This cash, plus the 44%
investment from the Province ($7.48), enables OPG to
lend OPG Trust 49% of the shortfall amount ($8.33).
Ontario Power Generation charges OPG Trust interest
plus administration and other fees (“expenses”).

c. OPG Trust directly borrows 51% of the shortfall amount
($8.67). This, plus the 49% loan from OPG ($8.33),
covers the shortfall ($17).

4. Perthe Fair Hydro Act, the Independent Electricity System
Operator refers to its 17% shortfall as a “regulatory
asset.” This reference to a nonexistent “asset” is the start
of a series of related transactions. As the Independent

Electricity System Operator's cash shortfalls occur, it sells
this “asset” to OPG Trust. OPG Trust flows its borrowed
cash to the Independent Electricity System Operator as
payment for buying the “asset.”

OPG Trust incurs interest expense on its borrowings,
as well as fees it pays to Ontario Power Generation. OPG
Trust charges ratepayers for these costs through the
Independent Electricity System Operator. These charges
add to the shortfall, and the increase in the shortfall
is added to the “asset” that OPG Trust buys from the
Independent Electricity System Operator.

The Independent Electricity System Operator uses the
proceeds from Local Distribution Companies ($75), the
cash from selling the “asset” to OPG Trust ($17) and funds
from general revenues of the Province to cover the HST
rebate ($8) to pay Generators (including Ontario Power
Generation in its normal capacity as a Generator) the
$100 due to them under power contracts.

The Province, Ontario Power Generation and OPG Trust
incur interest on their borrowings, and a future government
will eventually collect money from Ontarians to repay the
principal borrowed, the accumulated interest and expenses.

The Province provides legislated direction to the Ontario
Energy Board to approve the rate changes that are
required to achieve the rate reductions and recoveries.

The Province provides Capital Markets with a guarantee on
debt instruments issued by OPG Trust.
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Figure 3: Cumulative Accounting Results of the Fair Hydro Plan’s Transactions ($ billion)
Source of data: Financial Accountability Office

Phase 1: ‘
2017-21*

2028-45°

Change in cumulative annual deficits from:

Borrowing to cover rate reduction 10.6 78 - 18.4
Clean energy adjustment® — — (39.4) (39.4)
Interest costs 1.4 6.4 13.2 21.0
Total change in net debt 12.0 14.2 (26.2) -

1. In Phase 1, eligible ratepayers’ hydro bills are to be reduced by 25% (8% HST rebate and a further 17% rate reduction). The electricity portion of bills
increases only by the rate of inflation.

2. In Phase 2, eligible ratepayers’ hydro bills are to be reduced by a not-yet-determined amount. It will result in bills still lower than they would be without the
Fair Hydro Act.

3. In Phase 3, ratepayers’ bills are to rise with the full expiration of the 17% portion of the Fair Hydro rate reduction (i.e., the borrowing to cover the rate
reduction ceases). Ratepayers also pay back the principal borrowed for the rate reduction, plus interest, through a charge called the “clean energy
adjustment.”
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Under the Ontario Energy Board Act, 1998, the
Ontario Energy Board (OEB) is responsible for
protecting the interests of consumers with respect
to prices, adequacy, reliability and the quality of
electricity service. However, the Act granted the
OEB only limited oversight over power generation
(the Pickering and Darlington nuclear plants, along
with some hydro power plants). Also, from 2004
onwards, Ontario did not have an Integrated Power
System Plan in place for the OEB to approve.
Electricity rates have increased significantly
since 2004 as the Ontario Power Authority (OPA)
signed new power supply contracts that, as of 2014,
accounted for about 65% of Ontario’s total installed
generating capacity. The guaranteed payments to
generators that ratepayers pay under these power
supply contracts have never been subject to any
rate-regulatory process. (For more detail, see our
2015 Annual Report, Section 3.05 Electricity
Power System Planning and our 2011 Annual
Report, Section 3.02 Electricity Sector—Regula-
tory Oversight and Section 3.03 Electricity Sec-
tor—Renewable Energy Initiatives).

Public Opinion Polls and the
al Electricity Rate Reduction

In the summer of 2016, the government commis-
sioned a series of opinion polls that included ques-
tions about hydro rates. The polls overwhelmingly
indicated that Ontarians wanted the government to
control electricity prices.

Many ratepayers were clearly voicing concerns
about the hardships of paying high hydro bills. In
response, the government announced on Septem-
ber 12, 2016, that residential and small-business
electricity bills would be lowered by 8% as of

January 1, 2017. The 8% reduction would appear
on hydro bills as a rebate equal to the Provincial
portion of the Harmonized Sales Tax.

As noted in Section 1.1, the cost of this rate
reduction to the government, estimated at $1 billion
per year, is an expense that affects the Province’s
bottom line and was accounted for appropriately in
the Province’s 2016/17 consolidated financial state-
ments and in the 2017/18 budget.

3.0 The Government’s Policy
Decision to Further Reduce
Electricity Rates
The government made a policy decision to further
reduce electricity rates effective July 1, 2017, by an
average of 17% for a period of four years. Electricity
rate increases for eligible ratepayers are to be held
to the rate of inflation over this four-year period.

The government announced the 17% rate
reduction as part of its Fair Hydro Plan on March 2,
2017. On May 11, 2017, the government introduced
Bill 132, The Fair Hydro Act, 2017, to legislate the
details of the Fair Hydro Plan.

The Legislature passed the Ontario Fair Hydro
Plan Act, 2017 on June 1, 2017 (see Appendix 2).

4.0 Financial Impact of the Fair
Hydro Plan

While this Special Report discusses the structure
and repayment of the rate reduction, ratepayers are
expected to experience separate rate increases from
2021 onwards associated with the phasing out of
the rate reduction (unless other efficiencies in the
electricity sector are identified). These increases are
in addition to increases associated with paying back
the money borrowed to cover the rate reduction.
The Financial Accountability Office issued a
report in spring 2017 (Fair Hydro Plan: An Assess-
ment of the Fiscal Impact of the Province’s Fair Hydro



Plan) that includes a table showing this (see Fig-
ure 3-1: FAQ’s Estimated Impact of the FHP on
Eligible Ratepayer Electricity Costs, page 3).

The Financial Accountability Office estimates
that the Fair Hydro Plan will cost the Province
$45 billion over 29 years ($5.6 billion for the
Provincial HST rebate and $39.4 billion for the
electricity cost refinancing and changes to elec-
tricity relief programs). It also estimates the Fair
Hydro Plan will provide overall savings to eligible
electricity ratepayers of $24 billion. This results in a
net cost to Ontarians of $21 billion. The estimated
$45-billion cost to the Province assumes that the
Province is able to achieve and maintain a balanced
budget over 29 years. If the Province is required to
fund its Fair Hydro programs (i.e., the HST rebate
and electricity relief programs) through debt, then
the cost to the Province could increase to between
$69 billion and $93 billion.
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Ontario Fair Hydro Plan Act, 2017

S.0.2017, CHAPTER 16
SCHEDULE 1

Consolidation Period: From June 1, 2017 to the e-Laws currency date.

No amendments.
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Preamble

The Government of Ontario is committed to fostering the development of a clean, modern and reliable electricity system with
a diverse supply mix. The Government is also committed to removing barriers to and promoting opportunities for renewable

and clean energy projects. These commitments can only be achieved if costs are shared fairly among consumers, today and in
the future.

Electricity rates have risen for two key reasons. First, decades of under-investment in the electricity system resulted in the
need to invest more than $50 billion in generation, transmission and distribution assets to ensure the system is clean and
reliable. Second, the decision to eliminate Ontario’s use of coal and produce clean, renewable power has created additional
costs.

The actions taken to achieve a clean, modern and reliable electricity system have resulted in significant costs to residential
consumers. The burden of financing these system improvements and funding key programs has unfairly fallen almost entirely
on the shoulders of those consumers.

The Government of Ontario is committed to ensuring that the costs of financing these investments and the associated charges
to consumers are allocated fairly among present and future generations.

Recognizing that the electricity infrastructure that has been built and the policy decisions that have been made will create
benefits for years to come, costs should be allocated fairly over time, so that residential consumers in the future pay their fair
share for the benefits that they receive from the investments already made.

PART I
GENERAL

Interpretation

Definitions

1 (1) Inthis Act,

“Board” means the Ontario Energy Board; (“Commission”)

“clean energy adjustment” means the amount determined under section 15 and payable by specified consumers; (“ajustement
pour I’énergie propre”)

“clean energy benefits” means the value of the benefits determined to be derived by or accruing to specified consumers as a
result of the clean energy initiative, including as a result of clean energy costs; (“avantages de I’énergie propre”)

“clean energy costs” means the value of the costs allocated to specified consumers as a result of the clean energy initiative,
including as a result of past, present and expected costs incurred in respect of,

(a) the amounts to be paid or reflected by the IESO in adjustments made under section 25.33 of the Electricity Act, 1998
or any provision that is the successor to that provision, which relate to contracts or amounts for,

(i) renewable energy generation or capacity,
(ii) conservation and demand management,
(iii) energy storage,
(iv) energy efficiency,

(v) natural gas generation and capacity, excluding contracts relating to amounts payable by the IESO under section
78.2 of the Ontario Energy Board Act, 1998 and excluding such other contracts as may be prescribed,

(b) payments made or expected to be made under section 78.5 of the Ontario Energy Board Act, 1998, and

(c) such other costs or estimated costs as may be prescribed; (“cotts de I’énergie propre”)
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“clean energy initiative” means the policies of the Government of Ontario related to,

(a) eliminating coal generation and fostering the growth of and investment in clean, modern and reliable energy sources
and technologies,

(b) removing barriers to and promoting opportunities for clean and renewable energy sources and technologies,

(c) promoting conservation, demand management and energy efficiency, and

(d) investing in energy infrastructure to ensure a clean, modern and reliable system; (“initiative pour 1’énergie propre”)
“electricity vendor” means,

(a) alicensed distributor,

(b) alicensed retailer,

(c) the IESO in circumstances where it directly invoices a specified consumer for electricity used in Ontario, or

(d) such other person as may be prescribed; (“vendeur d’électricité”)
“fair allocation amount” means an amount calculated under section 20; (“montant de répartition équitable™)
“finance amount” means the finance amount determined in accordance with the regulations; (“montant de financement™)

“Financial Services Manager” means the Financial Services Manager appointed under section 18; (“gestionnaire des services
financiers”)

“financing entity” means an entity established or caused to be established by the Financial Services Manager as described in
subsection 22 (2); (“entité de financement™)

“Financing Plan” means the plan prepared under section 21; (“Plan de financement™)

“funding obligation” means a payment obligation incurred by or on behalf of an investment interest owner to fund its
ownership of an investment interest or a payment obligation that meets such other criteria as may be prescribed;
(“obligation de financement™)

“funding rebate” means a payment obligation incurred by the IESO as part of the transfer of the regulatory asset;
(“remboursement de financement”)

“IESO” means the Independent Electricity System Operator continued under Part II of the Electricity Act, 1998; (“SIERE”)
“IESO deferral” means the amount determined under section 23; (“report de la SIERE”)
“investment asset” means the rights and interests described in section 29; (“actif d’investissement™)
“investment interest” means,
(a) an ownership interest in the investment asset, and

(b) in circumstances where the ownership interest is transferred, the rights and benefits specified in the agreement under
which the interest is transferred; (“participation d’investissement”)

“investment interest owner” means a financing entity that has acquired and holds an investment interest; (“détenteur d’une
participation d’investissement”)

“licensed distributor” means a person licensed under Part V of the Ontario Energy Board Act, 1998 to own or operate a
distribution system within the meaning of that Act; (“distributeur titulaire d’un permis”)

“licensed retailer” means a person who is licensed under Part V of the Ontario Energy Board Act, 1998 to retail electricity;
(“détaillant titulaire d’un permis™)

“Minister” means the Minister of Energy or such other member of the Executive Council as may be assigned the
administration of this Act under the Executive Council Act; (“ministre”)

“Ontario Power Generation Inc.” means the corporation incorporated as Ontario Power Generation Inc. under the Business
Corporations Act on December 1, 1998; (“Ontario Power Generation Inc.”)

“prescribed” means prescribed by the regulations; (“prescrit”)
“reference period” means,
(a) the period beginning on July 1, 2017 and ending on October 31, 2017, and

(b) during the period beginning on November 1, 2017 and ending on either April 30, 2047 or such later day as may be
prescribed,

(i) every six-month period following the period mentioned in clause (a), or
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(ii) any period shorter than six months, as may be prescribed; (“période de référence”)

“refinancing” means, subject to the regulations, the incurrence of debt in connection with a redemption, repayment or
repurchase of a funding obligation; (“refinancement”)

“regulation” means a regulation made under this Act; (“reglement”)
“regulatory asset” means the right established under section 25; (“actif réglementaire”)
“specified consumer” means,

(a) a person who has an account with an electricity vendor for the supply of electricity in Ontario and meets the criteria set
out in subsection (2), or

(b) such other person as may be prescribed; (“consommateur déterminé’)

“transfer” includes, when used in relation to an investment interest, the assignment, conveyance, disposition or sale of the
investment interest; (“transfert”)

“true up amount” means a true up amount determined in accordance with the regulations; (“montant d’égalisation”)

“unit sub-metering” has the same meaning as in the Energy Consumer Protection Act, 2010; (“activités liées aux compteurs
divisionnaires d’unité”)

“unit sub-meter provider” has the same meaning as in the Energy Consumer Protection Act, 2010; (“fournisseur de
compteurs divisionnaires d’unité”)

“variance account” means the variance account established by the IESO under subsection 24 (1). (“compte d’écart™)
Specified consumer

(2) For the purposes of clause (a) of the definition of “specified consumer™ in subsection (1), the person must meet any one
of the following criteria:

1. The person has a demand for electricity of not more than 50 kilowatts, or such other amount as may be prescribed.

2. The person annually uses not more than 250,000 kilowatt hours of electricity, or such other amount as may be
prescribed.

(O8]

. The person carries on a business that is a farming business for the purposes of the Farm Registration and Farm
Organizations Funding Act, 1993 and either holds a valid registration number assigned under that Act or has had the
obligation to file a farming business registration form waived pursuant to an order made under subsection 22 (6) of
that Act.

4. The person’s account with the electricity vendor relates to,
i. adwelling,
ii. a property within the meaning of the Condominium Act, 1998,

iii. a residential complex within the meaning of subsection 2 (1) of the Residential Tenancies Act, 2006, without
regard to section 5 of that Act, or

iv. a property that includes one or more housing units and that is owned or leased by a co-operative within the
meaning of the Co-operative Corporations Act.

5. The person satisfies such criteria as may be prescribed.
Transfer of regulatory asset

(3) In this Act, a reference to the transfer of a specified portion of the regulatory asset is a reference to the following, as
provided for in subsection 26 (3):

1. A reduction in the balance in the variance account.
2. The adjustment of the regulatory asset.

3. The acquisition by a financing entity of the investment interest corresponding to the specified portion of the regulatory
asset.

Effect of invalidity

2 (1) For greater certainty, all of the provisions of this Act remain in full force and effect, even if one or more provisions are
held to be invalid, the intention of the Legislature being to give separate and independent effect to the extent of its powers to
every provision contained in this Act.
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Same, funding obligation

(2) The fact that any provision of this Act is held to be invalid or ceases to be in effect for any reason does not affect the
validity or enforceability of a funding obligation incurred before the day that the provision is held to be invalid or ceases to
be in effect, or any rights or obligations associated with the funding obligation.

Purposes
3 The purposes of this Act are,

(a) to ensure that clean energy costs and clean energy benefits are fairly allocated among present and future specified
consumers;

(b) to recognize that clean energy benefits have accrued and will accrue over time and will continue to benefit present and
future electricity consumers in the Province; and

(c) to align clean energy costs with clean energy benefits, in order to provide fairness for specified consumers over time.
Crown bound
4 This Act binds the Crown.
Protection and assurances
Prohibition

5 (1) No action or omission by the Board, the Minister or the Crown shall be effective to reduce, impair, postpone or
terminate the obligations of specified consumers to pay amounts in respect of the clean energy adjustment or to impair or
postpone the invoicing, collection or remittance of the clean energy adjustment.

Agreements

(2) The Minister and the Minister of Finance may together, with the approval of the Lieutenant Governor in Council, enter
into agreements on behalf of the Province of Ontario with any person in respect of this Act, including agreements regarding
the performance of the IESO or electricity vendors under this Act or related transactions.

Guarantee, indemnification
(3) The Lieutenant Governor in Council may by order,
(a) authorize the Minister and the Minister of Finance, acting together on behalf of the Province,

(i) to agree to guarantee or indemnify any debts, obligations, securities or undertakings associated with an
investment interest, and

(ii) to determine terms and conditions of the guarantee or indemnity and the maximum liability for the guarantee or
indemnity;

(b) specify terms and conditions that must be included in any guarantee or indemnity given by the Minister and the
Minister of Finance; and

(c) specify a maximum liability for the guarantee or indemnity.

PART II
FAIR ADJUSTMENT

Definition
6 In this Part,

“regulated rate consumer” means a specified consumer who meets the following criteria:

1. The consumer is a member of the class of consumers prescribed by the regulations made under the Ontario Energy
Board Act, 1998 for the purposes of subsection 79.16 (1) of that Act.

2. The consumer would, if the consumer were not subject to this Act, be invoiced the rates determined by the Board
under clause 79.16 (1) (b) of the Ontario Energy Board Act, 1998.

Regulated rate consumers, first adjustments

7 (1) Despite clause 79.16 (1) (b) of the Ontario Energy Board Act, 1998, the electricity rates payable by regulated rate
consumers for the period beginning on July 1, 2017 and ending on April 30, 2018 are the rates determined by the Board
under this section and in accordance with the regulations.

Determination by Board

(2) The rates mentioned in subsection (1) shall be the rates that would result in a hypothetical regulated rate consumer who
meets the prescribed criteria being invoiced a total invoice amount, consisting of such types of amounts as may be prescribed,
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that is 25 per cent less than a different total invoice amount, consisting of such types of amounts as may be prescribed, that
the consumer would have been invoiced under the comparison rates described in subsection (3).

Comparison rates

(3) The comparison rates are the rates that would have been effective May 1, 2017 if they had been determined by the Board
for the consumer mentioned in subsection (2) using the method prescribed by the regulations made under clause 79.16 (1) (b)
of the Ontario Energy Board Act, 1998, without taking into account any forecasted impact of any other provisions of this
Act.

Other specified consumers, first adjustments

8 (1) For the period beginning on July 1, 2017 and ending on April 30, 2018, the adjustments made under section 25.33 of
the Electricity Act, 1998 shall, with respect to specified consumers who are not regulated rate consumers, be further adjusted
by electricity vendors in accordance with the regulations and in accordance with the determinations made by the Board in
accordance with the regulations.

Regulations

(2) The regulations may specify different adjustments, or methods of determining the adjustments, to be made in respect of
prescribed classes of specified consumers who are not regulated rate consumers.

Determinations by Board

9 The Board shall make the determinations mentioned in sections 7 and 8 no later than 15 business days after the day this
section receives Royal Assent and, regardless of whether the Board makes the determinations before or after July 1, 2017, the
determinations shall be effective as of July 1, 2017.

Implementation by electricity vendors

10 (1) As soon as possible after the Board makes determinations under section 9, each electricity vendor shall, in respect of
electricity used on or after July 1, 2017, ensure that its invoices reflect the determinations of the Board.

Same

(2) The electricity vendor shall ensure that, if any of its customers who are specified consumers have been invoiced in a
manner that does not reflect the determinations of the Board under section 9, the specified consumer receives the difference
between the amounts shown on the invoice and the amounts reflecting the Board’s determinations, provided as a lump sum

credit on the first invoice issued after the electricity vendor has adapted its invoices or by such other means as may be
prescribed.

Subsequent adjustments

11 (1) Despite clause 79.16 (1) (b) of the Ontario Energy Board Act, 1998 and subject to subsection (2), the Lieutenant
Governor in Council may prescribe methodologies to be applied by the Board after April 30, 2018 for the purpose of
determining,

(a) electricity rates for regulated rate consumers; or

(b) further adjustments to be applied by electricity vendors, in accordance with the regulations and in accordance with the
Board’s determinations, to the adjustments made under section 25.33 of the Electricity Act, 1998 in respect of
specified consumers who are not regulated rate consumers.

Regulations

(2) The Lieutenant Governor in Council shall have regard to the following in making the regulations:
1. The purposes of this Act.
2. The clean energy costs borne by specified consumers over time.
3. Such other matters as may be prescribed.

Same

(3) The regulations may prescribe,

(a) different methodologies for different prescribed classes of specified consumers and in respect of different periods of
time; and

(b) different adjustments to be applied in respect of prescribed classes of specified consumers who are not regulated rate
consumers and in respect of different periods of time.

Sub-metering

12 (1) This section applies if a specified consumer provides to another person electricity in respect of which a determination
of the Board referred to in section 9 or 11 applies.
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Same

(2) If an invoice for the electricity is issued to the person by the specified consumer or a unit sub-meter provider providing
unit sub-metering for the specified consumer, the amounts or rates payable for the electricity by the person who is liable to
pay the invoice shall be determined in accordance with the regulations.

Same

(3) The regulations may prescribe different amounts or rates or different methods for determining amounts or rates for
different prescribed classes of specified consumers.

PART III
CLEAN ENERGY ADJUSTMENT
Specified consumers to pay

13 (1) Upon receipt of an invoice from an electricity vendor that includes an amount in respect of the clean energy
adjustment, a specified consumer shall pay the amount to the electricity vendor as agent of the investment interest owners.

Same

(2) For greater certainty, subsection (1) applies regardless of whether any estimate, projection or other input used in
calculating the clean energy adjustment was erroneous or out of date at the time of the calculation and regardless of whether
any of those estimates, projections or other inputs is subsequently amended, updated or corrected.

Terms

(3) The payment shall be made in accordance with such terms of payment as may be specified in the invoice, which may
include terms relating to late payment fees and interest charges.

Indebtedness of specified consumer

(4) An unpaid amount that is required to be paid by a specified consumer under this section constitutes indebtedness of the
specified consumer to each investment interest owner to the extent of each owner’s respective interest in the investment asset.

Same

(5) The indebtedness mentioned in subsection (4) is a single and separate debt obligation owed by the specified consumer
and may be enforced independently from any other payment obligation or indebtedness owing by the specified consumer.

Unit sub-metering

(6) A specified consumer who provides electricity through unit sub-metering may collect amounts in respect of the clean
energy adjustment payable under this section in accordance with the regulations.

Irrevocability of amount

14 (1) An amount in respect of the clean energy adjustment shown on an invoice issued to a specified consumer under this
Act is determinative of the amount of the consumer’s indebtedness resulting from the clean energy adjustment and is
irrevocable upon invoicing the consumer and may not be set off or bypassed.

Exception

(2) Subsection (1) does not apply to the extent that the invoice reflects a clerical, typographical or calculation-related error.
Determination of clean energy adjustment

Financial Services Manager to determine

15 (1) The Financial Services Manager shall determine the clean energy adjustment payable by all specified consumers in
respect of each month in a reference period by taking the following steps:

1. Calculate the sum of the following:
i. The estimated finance amount in respect of the reference period.
ii. The true up amount in respect of the reference period.

2. Divide the sum calculated under paragraph 1 by the number of months in the reference period.
Regulations re true up amount

(2) The Lieutenant Governor in Council shall, in making regulations with respect to the determination of the true up amount,
have regard to the following principles:

1. The true up amount should serve to ensure that the collection of the clean energy adjustment is sufficient to pay the
finance amount when it is due.

2. The method for determining the true up amount should take into account historical and reasonably foreseeable,
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i. differences between the estimated and actual finance amount for the applicable reference period,

ii. differences between amounts invoiced and amounts collected due to various factors, including applicable taxes,
consumer defaults and delays, billing lags and write-offs, and

iii. variations in billings due to variations in electricity consumption.
Financial Services Manager to notify Board

(3) The Financial Services Manager shall, in accordance with the regulations, notify the Board of the clean energy
adjustment in respect of a reference period and such other information related to the determination of the clean energy
adjustment as may be prescribed.

Board to determine rates

(4) Without changing the clean energy adjustment, the Board shall, in accordance with the regulations, determine the rates at
which specified consumers are invoiced to recover the clean energy adjustment in respect of the reference period.

IESO to receive amounts

16 (1) The IESO shall, as agent of the investment interest owners, receive amounts in respect of the clean energy adjustment
paid to it from electricity vendors in accordance with the market rules made under section 32 of the Electricity Act, 1998 or
the regulations.

Account

(2) All of the following amounts received by the IESO shall, until remitted to or for the benefit of the investment interest
owners in accordance with subsection (4), be deposited promptly into an account established for the purposes of receiving
those amounts:

1. Amounts described in subsection (1).

2. Payments made by specified consumers directly to the IESO as electricity vendor under subsection 13 (1).
3. Proceeds of amounts described in paragraphs 1 and 2.
Same, held in trust

(3) All amounts received by the IESO in respect of the clean energy adjustment shall, until remitted to or for the benefit of
the investment interest owners, be held in trust by the IESO for the investment interest owners.

IESO to remit

(4) The IESO shall remit amounts received by it in respect of the clean energy adjustment, inclusive of interest earned on the
amounts referred to in subsection (1), to or for the benefit of the investment interest owners in accordance with the
regulations.

Electricity vendor to invoice specified consumers

17 (1) Each electricity vendor shall issue an invoice to each of its customers who is a specified consumer for the amount
payable by the consumer in respect of the clean energy adjustment, as determined by applying the rate set by the Board under
subsection 15 (4) and in accordance with the regulations.

Electricity vendor to report

(2) Each electricity vendor shall, in accordance with the regulations, promptly report to the IESO the total amount invoiced
to its customers who are specified consumers in respect of the clean energy adjustment, the amount collected and such other
information as may be prescribed.

Electricity vendor to collect

(3) Each electricity vendor shall, as agent of the investment interest owners, collect amounts in respect of the clean energy
adjustment from specified consumers in accordance with the regulations.

Pro rating of payments

(4) If an electricity vendor receives a payment made by or on behalf of a specified consumer in respect of amounts payable
under one or more invoices and the amount paid is less than the total amount payable, the electricity vendor shall allocate the
payment on a pro rata basis to the clean energy adjustment and other amounts payable under the relevant invoices in respect
of electricity charges in respect of the same invoice period.

Held in trust

; (5) Payments received by an electricity vendor from or on behalf of specified consumers in respect of the clean energy
, adjustment and all proceeds of the payments shall, until remitted to the IESO for the benefit of the investment interest owners
in accordance with subsection (6), be held by each electricity vendor in trust for the benefit of the investment interest owners.
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Remittance to IESO

(6) Each electricity vendor shall remit amounts in respect of the clean energy adjustment to the IESO for the benefit of the
investment interest owners in accordance with the regulations.

PART IV
IMPLEMENTATION

FINANCIAL SERVICES MANAGER
Appointment

18 Ontario Power Generation Inc. is appointed as the Financial Services Manager for the purposes of this Act, unless it is
unable or unwilling to do so, in which case the Minister may appoint a different Financial Services Manager in accordance
with the regulations.

Duties and powers

19 (1) The Financial Services Manager shall perform the duties assigned to it under this Act and may administer the
investment asset on behalf of the investment interest owners.

Same

(2) The administration of the investment asset may include providing information to the IESO in respect of obligations under
Part 111 and such other activities as may be prescribed.

Fees

(3) Subject to any prescribed limitations, the Financial Services Manager may establish and charge fees in relation to such
matters as may be prescribed in accordance with the regulations, which regulations may provide for the ability to recover
costs and expenditures and to earn a return.

Same, Board approval

(4) Before establishing fees under subsection (3), the Financial Services Manager shall submit them to the Board for
approval in accordance with the regulations.

FAIR ALLOCATION AMOUNT
Minister to calculate fair allocation amount

20 (1) Before the first funding obligation is incurred, the Minister shall calculate a fair allocation amount in respect of each
reference period as follows:

1. Determine, in accordance with the following steps and the regulations and by applying such method as the Minister
considers appropriate, the estimated clean energy costs to be allocated to specified consumers in respect of the
reference period:

i. Determine the clean energy costs incurred or expected to be incurred in respect of all reference periods.
ii. Determine the clean energy benefits in respect of,
A. all reference periods, and

B. the prescribed period of time that preceded the first reference period and during which clean energy costs
were incurred.

iii. Attribute the value of the clean energy benefits determined under subparagraph ii across the reference periods and
the period of time described in sub-subparagraph ii B.

iv. Allocate clean energy costs determined under subparagraph i in proportion to the relative attributions of clean
energy benefits determined in subparagraph ii in respect of the reference periods.

2. Subject to subsection (2), determine, in accordance with the regulations and by applying such method as the Minister
considers appropriate, the estimated financing costs, consisting of such types of costs as may be prescribed, in respect
of the reference period.

3. Determine, in accordance with the regulations and by applying such method as the Minister considers appropriate, the
estimated clean energy costs that would have been payable, in the absence of this Act, by specified consumers in
respect of the reference period.

4. Determine the amount, if any, by which the sum of the determinations under paragraphs 1 and 2 exceeds the
determination under paragraph 3.

5. Calculate the sum of the amount determined under paragraph 4 and such other amounts as may be prescribed in
respect of the reference period.
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Part II adjustments

(2) If the Board has made a determination under section 9 or 11 in respect of the reference period or in respect of a prior
reference period and, as a result of the determination, the prescribed circumstances arise, the Minister shall take the
prescribed steps to make the prescribed adjustments to the determination made under paragraph 2 of subsection (1).

Minister’s considerations

(3) In calculating a fair allocation amount, the Minister shall have regard to the purposes of this Act and such other matters
as may be prescribed.

Minister to inform Financial Services Manager

(4) The Minister shall provide the fair allocation amount in respect of each reference period to the Financial Services
Manager.

Recalculation

(5) The calculation of a fair allocation amount under this Part may be changed by such person as may be prescribed, subject
to the following requirements:

1. The prescribed person shall comply with such requirements as may be prescribed.

2. Subsections (1), (2) and (3) apply to the new calculation, with necessary modifications, as if that person were the
Minister.

Same

(6) No change under subsection (5) shall affect any clean energy adjustment that arises as a result of a funding obligation
that has been incurred before the change.

Information

(7) The Minister, the IESO, the Financial Services Manager, the Board and electricity vendors shall provide such
information as may be prescribed in accordance with the regulations for the purposes of facilitating a change under
subsection (5).

FINANCING PLAN
Financial Services Manager to prepare Financing Plan

21 (1) The Financial Services Manager shall prepare a written plan entitled the Financing Plan to be used by the Financial
Services Manager to evaluate whether potential funding obligations should be incurred for the purposes of a financing entity
acquiring and financing an investment interest in accordance with this Act or for the purposes of a refinancing.

Plan to be provided to Minister

(2) The Financial Services Manager shall provide the Financing Plan to the Minister.

Principles

(3) In preparing the Financing Plan, the Financial Services Manager shall have regard to the following principles:

1. Funding obligations should be incurred such that, along with any funding obligations already incurred, the estimated
finance amount that would, subject to any refinancing, become due and payable during a reference period will
reasonably align with the fair allocation amount determined in respect of the reference period, in each case after
reducing the fair allocation amount by the readjustment amount, if any, in respect of the reference period.

58

Incurrences should be implemented in a manner that, in the opinion of the Financial Services Manager, is reasonable,
cost effective and that reflects prevailing market terms and conditions.

3. Reasonable assumptions should be made regarding such matters as may be prescribed.
4. Such other principles as may be prescribed.
Limitation
(4) In respect of each reference period from July 1, 2017 to April 30, 2021, no funding obligation shall be incurred that
would result in amounts payable in respect of the clean energy adjustment in respect of the reference period unless,
(a) the amounts are payable in respect of a reference period in respect of which there is no readjustment amount; or

(b) ifthere is a readjustment amount in respect of the reference period, the amounts payable in respect of the clean energy
adjustment in respect of the reference period do not exceed the fair allocation amount in respect of the reference period
after subtracting the readjustment amount.
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Other reports

(5) The Financial Services Manager shall submit to the Minister such reports and information as the Minister may require
from time to time and shall, if required by the Minister to do so, examine, report and advise on any question relating to the
Financing Plan.

Amendments to plan

(6) The Financial Services Manager may amend the Financing Plan at any time but no such amendment shall affect any
clean energy adjustment that has already been determined under section 15 or any funding obligations that have already been
incurred before the amendment.

Same

(7) In the event that the Financing Plan is amended, any reference in this Act to the Financing Plan is deemed to be a
reference to the plan as amended.

Readjustment amount

(8) In this section,

“readjustment amount” has the meaning set out in the regulations.
Incurrence of funding obligations

22 (1) The Financial Services Manager shall ensure that funding obligations incurred for the purposes of this Act are
incurred in a manner that is consistent with the applicable Financing Plan.

Financing entities

(2) In accordance with the Financing Plan, the Financial Services Manager may establish or cause to be established one or
more financing entities that may incur funding obligations.

Prohibition

(3) Neither the Financial Services Manager nor a financing entity shall provide for funding obligations to be incurred with
any recourse to any assets of an electricity vendor, the Board, Ontario Power Generation Inc., the Province or the Lieutenant
Governor in Council, except to the extent that any of these persons or entities may be liable to perform obligations or duties
arising under this Act or under the express terms of a funding obligation or other agreement.

Effect of amendment to fair allocation amount

(4) Each funding obligation incurred and each transfer made by a financing entity is deemed to be consistent with the
Financing Plan and to provide for the reasonable alignment of the estimated finance amount with the fair allocation amount.

Same

(5) For greater certainty, subsection (4) applies despite the failure of the Financial Services Manager to comply with
subsection (1).

PART V
THE REGULATORY ASSET

IESO deferral

23 (1) The IESO deferral for each month, commencing May 1, 2017, shall be determined by the IESO in accordance with
the regulations.

Same, retrospective amounts

(2) For greater certainty, the regulations may provide for the IESO deferral to include an amount that was incurred by the
IESO on or after May 1, 2017 and before the day this section comes into force.

Electricity vendors to provide information

(3) Electricity vendors shall provide to the IESO such information as the IESO may reasonably request for the purposes of
determining the IESO deferral under subsection (1) and such further information as may be prescribed.

Same

(4) The IESO may rely on information provided by electricity vendors for the purposes of the determination under
subsection (1).

Variance account to be established, maintained
24 (1) The IESO shall establish and maintain a variance account in which it records the following:
1. The IESO deferral for each month.
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[\8)

All payments received by the IESO resulting from the exercise of the right of recovery under section 25 and any
transfer under section 26.

(98]

. Such other adjustments as may be prescribed, including adjustments in respect of the period that commences on or
after May 1, 2017 and before the day this section comes into force.

Recording determinative

(2) Subject to the correction of any obvious error by the IESO, its recording of the balance in the variance account is
determinative of the balance as of the time of the recording.

Rights of investment interest owner

(3) No change made by the IESO to the balance in the variance account shall, if the previous balance was relied upon by an
investment interest owner in the context of a transfer under section 26, affect the rights acquired by the investment interest
owner under the transfer.

Regulatory asset established

25 (1) Effective May 1, 2017, the IESO has the right, exercisable in accordance with this Act and the regulations, to recover
the balance recorded in the variance account from specified consumers.

Board to set rates

(2) Subject to subsection (3), the Board shall, from time to time and in accordance with the regulations, determine and set
rates payable by specified consumers to allow for the IESO to recover the balance recorded in the variance account.

Limitation

(3) The IESO shall not be entitled to collect all or part of the balance recorded in the variance account from specified
consumers before May 1, 2021.

Transfer of regulatory asset

26 (1) The IESO may from time to time, in accordance with this Act and the regulations, transfer a specified portion of the
regulatory asset to a financing entity in accordance with this section.

Agreement

(2) An agreement between the IESO and a financing entity in relation to the transfer of a specified portion of the regulatory
asset shall provide for consideration of a payment by the financing entity to the IESO in an amount equal to the amount of the
specified portion.

Effect of payment
(3) Upon receipt by the IESO of the payment by the financing entity,

(a) the balance in the variance account shall be reduced by the amount of the payment;

(b) the regulatory asset shall be adjusted accordingly;

(c) the financing entity shall acquire a corresponding investment interest; and

(d) the IESO shall retain no further right, title or interest in the corresponding investment interest.
Validity of transfer

27 (1) A transfer of a specified portion of the regulatory asset under section 26 constitutes a valid and enforceable absolute
assignment, conveyance and sale of the corresponding investment interest to the transferee.

Same

(2) Without limiting subsection (1), any transfer agreement that states an intention of the parties for the IESO to dispose of a
specified portion of the regulatory asset and to assign, convey or sell a corresponding investment interest shall be treated for
all purposes as an absolute assignment, conveyance, disposition and sale of the IESO’s right to recover the corresponding
amount in the variance account and not merely as a security interest.

Deemed perfection, etc.

(3) At the time a transfer of the regulatory asset is made under section 26, the transfer shall be deemed to have been and shall
be perfected, vested, valid and binding as against the transferor and all other persons who have claims of any kind against the
transferor.

Priority of transfer

(4) Subsection (3) applies regardless of whether the persons who have claims have received notice of the transfer and the
property rights and interests acquired by the transferee shall have priority over any liens in favour of those persons.
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PART VI
THE INVESTMENT ASSET

Investment asset established

28 (1) The transfer of a specified portion of the regulatory asset under section 26 creates an investment asset or, if it is not
the first transfer, adds to the investment asset.

Same

(2) Upon transfer of a specified portion of the regulatory asset under section 26 to a financing entity, the investment asset
resulting from the transfer is immediately vested in the financing entity, free and clear of any adverse claim.

Investment asset, irrevocable rights and interests

29 (1) The investment asset constitutes a current and irrevocable property right and interest consisting, collectively, of the
following rights and interests of investment interest owners:

1. The right and interest to impose, invoice, collect, receive and recover the clean energy adjustment from specified
consumers, including the right to determine the clean energy adjustment in accordance with this Act.

[

The right to receive, collect and recover the clean energy adjustment that is imposed, invoiced and recoverable under
this Act, including any amounts in respect of the clean energy adjustment that are held by electricity vendors, the [ESO
and other prescribed parties.

(O8]

All rights and entitlements under such accounts as may be prescribed by regulation and all amounts on deposit in such
accounts.

4. The right to enforce the duties and obligations under this Act of each electricity vendor to impose, attribute, charge and
invoice for the clean energy adjustment.

5. The right to enforce the duties and obligations under this Act of each electricity vendor and the IESO to collect,
receive and remit amounts received by it in respect of the clean energy adjustment, including all collections and the
proceeds of any enforcement action undertaken by any electricity vendor to recover payment of the clean energy
adjustment.

6. All rights of any kind related to any of the other property rights or interests that comprise the investment interest,
including any rights to receive funding rebates.

7. All revenue, collections, claims, payments, money and proceeds of or derived from the rights described in paragraphs
1 to 6, regardless of whether it is invoiced, collected and maintained together with or commingled with other revenue,
collections, claims, payments, money and proceeds.

Not affected by failure to impose etc. clean energy adjustment

(2) An investment interest is not affected by any failure to impose, attribute, invoice, accrue or collect amounts in respect of
the clean energy adjustment.

No set off, etc.
(3) The investment asset shall not be set off,

(a) by a consumer, an electricity vendor, the IESO, an agent of the investment interest owners or an owner in the Province
of a distribution system within the meaning of the Electricity Act, 1998;

(b) in connection with any default of a person mentioned in clause (a); or
(c) by any affiliate or successor of a person mentioned in clause (a).
Exercise of rights

(4) The rights of the investment interest owners to collect the clean energy adjustment and enforce their rights and interests
in, to and in respect of the investment asset against a specified consumer shall be exercised in accordance with Part III of this
Act.

Collective action required

(5) If one investment interest owner owns a right or interest in the investment asset that comprises less than the entire
property right and interest constituted by the investment asset, the right or interest shall only be enforced by the investment
interest owner collectively and in coordination with all other investment interest owners, and any agreement among that
collective in furtherance of the collective action shall be valid and binding on the investment interest owners as a collective in
accordance with its terms.
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Transfer of investment interest

30 An investment interest owner may transfer all or a portion of an investment interest to any other investment interest
owner, including by way of a transfer of a divided or an undivided interest, in accordance with the Financing Plan.

Validity of transfer

31 (1) A transfer of an investment interest under this Act is a valid and enforceable sale and absolute transfer of the
investment interest and confers upon the transferee a valid property right and interest in, to and under the applicable
investment interest acquired in accordance with the terms of the transfer.

Same

(2) Without limiting subsection (1), a transfer that by its terms is intended to constitute a sale or absolute transfer shall be
treated for all purposes as an absolute transfer of an investment interest owner’s right, title and interest in, to and under an
investment interest, and not merely as a security interest, and upon such absolute transfer the transferor shall retain no right,
title or interest in the investment interest subject to the transfer, including all rights to the investment interest arising after the
transfer.

Deemed perfection, etc.

(3) At the time a transfer of an investment interest is made, the transfer shall be deemed to have been and shall be perfected
as described in the Personal Property Security Act, vested, valid and binding as against the transferor and all other persons
who have claims of any kind against the transferor.

Priority of transfer, assignment, etc.

(4) Subsection (3) applies regardless of whether the persons who have claims have received notice of the transfer, and the
property rights and interests acquired by the investment interest owner shall have priority over any liens in favour of such
other persons.

Investment interest owner may grant security interest

32 (1) An investment interest owner may grant a security interest over all or a specified portion of its right, title and interest
in, to and under the investment interest to or in favour of any person to secure a funding obligation.

Validity
(2) A security interest granted under this Act shall be valid and enforceable in accordance with its terms.
Perfection and priority of security interests

(3) All provisions of the Personal Property Security Act shall apply to the investment asset and each investment interest on
the basis that the investment asset and each investment interest is intangible personal property, except as otherwise provided
for in this section, and any granting of a security interest by an investment interest owner to secure a funding obligation shall,
subject to the terms of the funding obligation, give rise to a security interest in respect of which that Act applies and may be
perfected by registering a financing statement under that Act on that basis.

Proceeds

(4) All proceeds of an investment interest that are subject to the security interest and that are received by the investment
interest owner shall immediately be subject to the security interest and shall be perfected without any physical delivery of the
proceeds, registration of any financing statement or any further act.

Perfection

(5) The security interest shall be a continuously perfected security interest and shall have priority over any other lien, created
by operation of law or otherwise, that may subsequently attach to the property rights and interests in the investment interest
subject to the security interest, unless the person to whom the security interest has been granted consents otherwise.

Same

(6) The person to whom the security interest has been granted shall have a perfected security interest in revenues or other
proceeds that are deposited in any account of any electricity vendor, an agent of an electricity vendor or other person who
may have commingled such revenues or other proceeds with other funds.

Notice required

(7) The secured party shall be entitled to exercise the rights of an investment interest owner only after the secured party has
given notice of the enforcement of its security interest to the IESO.

Interpretation

(8) For the purposes of this section, a security interest is perfected when it is perfected as described in the Personal Property
Security Act.




7 COPY 8 OF 8 TO SCOTT THOMPSON, DM OF FINANCE, ON SEPT 26, 2017

PART VII
MISCELLANEOUS

Appointment of agent, invoicing or collection

33 (1) If a prescribed circumstance applies,‘the Lieutenant Governor in Council may by regulation appoint a person to carry
out some or all of the obligations of an electricity vendor under this Act in the place of an electricity vendor with respect to
invoicing or collection.

Same, not Crown agent

(2) For greater certainty, a person appointed under this section is not an agent of the Crown for any purpose, despite the
Crown Agency Act.

Board’s authority

34 (1) Each electricity vendor, the IESO and the Financial Services Manager shall maintain such accounts and provide such
information to the Board as the Board may require for the purposes of carrying out its responsibilities under this Act, in the
form and manner and within the time required by the Board.

No hearing required

(2) Despite anything to the contrary in the Ontario Energy Board Act, 1998, the Board may exercise any of its
responsibilities under this Act without a hearing.

Sequestration

35 (1) A court in the Province may, upon application by an investment interest owner or a secured party, order the
sequestration and payment of amounts in respect of the clean energy adjustment, collections or remittances, as applicable, for
the benefit of the investment interest owner or secured party by any person or entity authorized to collect amounts in respect
of the clean energy adjustment.

Same
(2) An order under subsection (1) does not limit any other remedies available to the applicant.
Choice of law

36 The law governing, as applicable, the validity, enforceability, attachment, perfection, priority and exercise of remedies
with respect to a transfer under this Act or the creation of a security interest in the regulatory asset, the investment asset, the
clean energy adjustment or the undertaking of the Crown under section 5 shall be the laws of the Province.

Conflict

37 The provisions of this Act and the regulations apply despite any provision of any other Act regarding the attachment,
assignment or perfection, or the effect of perfection or priority of any transfer or security interest.

No further approvals, etc.

38 Despite any requirement under any Act, no approvals, notices or authorizations other than those specified in this Act are
required under the Financing Plan or in relation to the determination of the fair allocation amount.

Liability
39 (1) No action or other civil proceeding shall be commenced against any employee of the Province or Ontario Power
Generation Inc. for any act done in good faith in the exercise or performance or the intended exercise or performance of a

power or duty under this Act, the regulations or for any alleged neglect or default in the exercise or performance in good faith
of such a power or duty.

Same

(2) Nothing in subsection (1) shall be read as limiting the effect of subsection 19 (1) of the FElectricity Act, 1998 or
subsection 11 (1) of the Ontario Energy Board Act, 1998.

Same

(3) Despite subsections 5 (2) and (4) of the Proceedings Against the Crown Act, subsection (1) does not relieve the Crown of
liability in respect of a tort committed by a person mentioned in subsection (1) to which it would otherwise be subject.

References in marketing materials and offering documents
40 No person shall include, in marketing materials or offering documents relating to the financing of funding obligations,

references to any rights, obligations, guarantees or undertakings arising under section 5 unless the prescribed requirements, if
any, are satisfied.
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Compliance and restraining orders
Application to court

41 (1) On the application of an investment interest owner, the Superior Court of Justice may make an order described in
subsection (2) if it is satisfied that an electricity vendor, the IESO or the Financial Services Manager has failed to comply
with or has contravened this Act or the regulations or that one of those entities will fail to comply with or will contravene this
Act or the regulations.

Order
(2) The Superior Court of Justice may, by order,
(a) direct the electricity vendor, the IESO or the Financial Services Manager to comply with this Act or the regulations;

(b) restrain the electricity vendor, the IESO or the Financial Services Manager from contravening this Act or the
regulations; or

(c) require compensation to be provided by the electricity vendor, the IESO or the Financial Services Manager to the
investment interest owner.

Same

(3) An application under subsection (1) may be made by an investment interest owner in addition to exercising any other
right of the investment interest owner.

Regulations
42 (1) The Lieutenant Governor in Council may make regulations in respect of the following matters:

1. Governing anything that is required or permitted to be prescribed or that is required or permitted to be done by, or in
accordance with, the regulations or as authorized, specified or provided in the regulations.

D

Defining, for the purposes of a regulation, words and expressions used in this Act that are not defined in the Act.

Governing the incurrence of debt for the purposes of the definition of “refinancing” in subsection 1 (1).

H W

Governing the inclusion of information under this Act on or with invoices, which may include requiring notice to be
provided by electricity vendors to specified consumers and other prescribed persons regarding the adjustments,
including providing for different requirements in different circumstances and for different classes of specified
consumers.

5. Governing the inclusion of information about the clean energy adjustment and any other matters provided for under
this Act on or with invoices issued to specified consumers, including the form that the information must take and the
form of the invoices and the form of any notice to be provided to the specified consumer under this Act.

6. Governing the manner by which invoices or notices provided for under this Act are to be provided to specified
consumers and other prescribed persons.

7. Providing for a right of compensation for investment interest owners affected by the failure of any person or entity to
give effect to the rights and interests provided for under section 29 and the manner in which such a right may be
enforced under this Act.

8. Prescribing the time within which any action required by this Act may be required to be done.

9. Providing for such other matters as the Lieutenant Governor in Council considers advisable to carry out the purpose of
this Act.

Limitation

(2) Despite subsection (1) or any other Act, no regulation under this Act shall have the effect of reducing, impairing,
postponing or terminating the obligations of specified consumers to pay amounts in respect of the clean energy adjustment or
impairing or postponing the invoicing, collection, remittance or recovery of the clean energy adjustment.

PART VIII (OMITTED)
43, 44 OMITTED (AMENDS, REPEALS OR REVOKES OTHER LEGISLATION).
PART IX (OMITTED)

45 OMITTED (PROVIDES FOR COMING INTO FORCE OF PROVISIONS OF THIS ACT).
46 OMITTED (ENACTS SHORT TITLE OF THIS ACT).
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- Office of the Auditor General of Ontario
W Bureau de la vérificatrice générale de I'Ontario

Remarks by Auditor General Bonnie Lysyk to The Standing Committee on Justice
Policy on Bill 132 Ontario Fair Hydro Plan Act, 2017

May 24, 2017

Good morning. I’'m Bonnie Lysyk and I’'m the Auditor General of Ontario. Thank you for letting me
comment on Bill 132.

It is not the job of the Auditor General to comment on government policy. The government’s decision to
borrow money to lower hydro bills by 25% is a policy decision, and so | have no comment on it.

However, when it comes to the accounting for such a decision, it is my responsibility to make sure that it
is properly recorded in the consolidated financial statements of the Province and is transparently
reported to the people of Ontario. And this is why | am here today.

The accounting transaction is structured in a complex manner. In simple terms, the government plans to
record as an asset the expected recovery of the 25% in electricity costs from future ratepayers that it
will borrow for and pay to power producers today. In essence, it is setting up as an asset an accounts
receivable that it expects to collect from future ratepayers between 2022 and 2047 that is not yet an
accounts receivable because the consumer has not yet used the electricity.

A similar move to legislate accounting to defer costs was proposed with the restructuring of the Ontario
electricity sector in the late 1990s. At that time, the government did not want the net impact of the
stranded debt, which had already been incurred, to be reflected on the Province’s financial statements.
Because it anticipated that ratepayers would pay down this debt, it wanted to create an asset to reflect
those future anticipated revenues from electricity ratepayers. This approach would have fully offset the
total stranded debt, such that there would have been no net debt impact reflected on the Province’s
consolidated financial statements. The Auditor General’s opinion, as stated in our Office’s 2000 Annual
Report, was that this [quote] “would have set an unacceptable precedent for government accounting. It
would also have represented a departure from one of the central tenets of generally accepted
accounting principles—that revenue not be recognized until it is earned.” [end quote] The government
heard these concerns and was prudent in making the decision to not create an asset for future
anticipated ratepayer payments. | believe those concerns are equally applicable today.

The government of today plans to borrow about $26 billion to cover the 25% shortfall from ratepayers,
but it does not want to reflect the overall impact of these borrowings on the consolidated financial
statements of the Province, which includes the electricity sector. It plans to record anticipated revenue
as an asset to offset borrowings in its consolidated financial statements. As a result, there will be no
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impact on net debt on the Province’s balance sheet. As well, this legislation is designed so that there will

be no impact on the Province’s calculation of the annual surplus or deficit. Today, like in 2000, we
believe this sets a dangerous precedent.

Let me give you an example. Snow plowing in Ontario is performed by private-sector contractors who
own equipment. The contractors’ bills are properly included as a government expense each year. Now,
say the government decides that taxpayers are paying too much for snow plowing and points out that
there is value in the snow plowing equipment beyond the term of the contracts. It could argue that it
expects to negotiate significantly lower rates in future contracts and wants to defer some current snow
plowing costs into the future to “smooth” these costs over time. For obvious reasons, this is not allowed
under Canadian public-sector accounting standards. As we know, accounting deals with past

transactions, not future ones. So to anticipate that private-sector electricity generators will reduce their
costs in the future and to use legislation to make this potential future benefit an asset is also not
allowed under Canadian public-sector accounting standards.

So what'’s the bottom line? | would not be doing my job as Auditor General if | said that creating assets
| through legislation is acceptable. Under this Bill, the government’s policy decision to borrow money to
subsidize electricity bills will not affect the Province’s net debt or annual deficit. This legislated
accounting is not in accordance with Canadian public-sector accounting standards. These standards are
there to ensure that the financial reporting of government policy decisions reflects common sense:
borrowings are debt; unearned revenue is not an asset today; and when your expenses exceed your
revenues, you incur a deficit. Such common sense and the principle of substance over form should
prevail in the financial reporting of government policy decisions.

I now welcome any questions you might have.

220-
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Introduction®

It is not the role of the Auditor General to comment on government policy. The government’s intent to
borrow money to lower hydro bills by 25% is a policy decision, and therefore we have no comment on
this. The purpose of this submission is to highlight our concerns about the accounting implications of the
proposed Act. Through Bill 132 and its proposed Ontario Fair Hydro Plan Act, 2017 (the proposed Act),
the government is planning to provide a 25% price reduction to certain electricity consumers
(ratepayers), while at the same time showing no, or minimal, effect on the annual operating results and

financial position of the Province.

Legislated accounting prescribed by the proposed Act is designed to produce the following impacts on
the Province’s consolidated financial statements:
(1) anincrease in provincial borrowings for a portion of the debt needed to fund the 25% electricity
price reduction;
(2) anincrease in the Province’s investment in Ontario Power Generation (OPG), funded by
provincial borrowings;
(3) noincrease in provincial net debt as a result of the offset between (1) and (2) above;
(4) no expense impact on the Province’s annual deficit; and
(5) anincrease in revenues in the Province’s consolidated financial statements from OPG for

interest and fees that it received through OPG Trust.

The proposed Act legislates the creation of a deferred asset account in the Independent Electricity

System Operator’s (IESO) books. This deferral account would track the cost paid to contracted power

' This analysis uses information from Bill 132, the Financial Accountability Office of Ontario’s Spring 2017 report
titled An Assessment of the Fiscal Impact of the Province’s Fair Hydro Plan, and applicable Canadian Public Sector
Accounting Standards as at the date of this submission.




COPY 8 OF 8 TO SCOTT THOMPSON, DM OF FINANCE, ON SEPT 26, 2017

generators in excess of the amount recovered from electricity consumers (ratepayers) for electricity

used. Payments to generators are currently being fully recovered from ratepayers on an ongoing basis.

The reduction of ratepayer bills by 25% results in a cash shortfall that will need to be covered by IESO.
As a result of the 25% reduction in ratepayer bills, IESO will need a source of cash to pay the contracted
power generators in accordance with the terms of their contracts. Potential sources of cash to finance
this shortfall could be the sale of an asset, and debt. IESO has no assets to sell with respect to these
contracts, as the generating equipment belongs to the third-party power generators, thereby removing
the sale of assets as a source for cash. The proposed Act puts in place a debt-financing structure in order

to flow cash to IESO, but the financing structure would show no increase in the Province’s net debt.

In order to avoid recording an increase in net debt on the Province’s consolidated financial statements,
the proposed Act will create a legislated asset, representing IESO’s cash shortfall. This legislated asset
does not meet the definition of an asset under Canadian Public Sector Accounting Standards (PSAS).
IESO does not control the future power generation of the third-party generators or the future benefit of
the generating equipment past the term of the contracts. Moreover, IESO is not engaging in rate-

regulated activities, and the contracts under its administration were never subject to rate regulation.

The proposed Act outlines that the legislated asset will be sold by IESO on a monthly basis to a
“financing entity” (which it proposes will be OPG Trust, to be set up in accordance with subsection 22 (2)
of the proposed Act) to be created by the “Financial Services Manager” (OPG, as appointed by section
18 of the proposed Act). The asset to be sold is the loss or the cash shortage that IESO will experience as
a result of collecting less money from ratepayers through the local distribution companies, while still
paying 100% of the amounts owed to the third-party power generators under contract. OPG Trust will

purchase the legislated asset on a monthly basis, using cash sourced from a mix of provincial borrowing

flowed through OPG, amounts advanced from OPG’s debt, and direct borrowing from capital markets.
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Proposed Legislated Transaction Structure
Prepared by the Office of the Auditor General of Ontario

e, Entities included in the Province’s consolidated financial statements e Province \
Other parties Borrows to make capital
*—— Direction of cash flows investment in OPG to flow
—
funds to OPG Trust
J

¢
eso & b))

Ratepayers P AT OPG Trust OPG
Pay 75% of o R L o) Borrows from OPG and )
o generators (100%), collects for : Lends funds from Province
electricity costs S private lenders to purchase -
electricity used from ratepayers |<mm= i to OPG Trust and charges
through Local —p 5 % the legislated asset from - A4 N
e e (75%), establishes a legislated interest and administration
Distribution
Companies (LDCs)

IESO, and pays interest and
asset for the difference (25%), ks fees to OPG Trust

administration fees to OPG
sells the asset to OPG Trust k

¢ t

Contracted Power
Generators Private Lenders
Receive payment Lend to OPG Trust
for electricity with a possible

generated and sold provincial
in accordance with guarantee
contract terms
(100%)

lllustration of Legislated Accounting Prescribed in the Proposed Act

The following illustrates how the proposed legislated accounting would impact the various entities that

are included in the Province’s consolidated financial statements.

For simplicity, we assume the following:*

e Ratepayer bill is $400, and the related 25% reduction is $100.

e The Province directly borrows 44%, or $44, to make an equity contribution to OPG, which OPG
then loans to OPG Trust.

e OPG directly borrows 5%, or $5, and loans it to OPG Trust.

e OPG Trust directly borrows 51%, or $51, from capital markets.

e OPG controls OPG Trust for accounting purposes.

? These assumptions were chosen to make it easier to follow the transaction flow. Actual rates and percentages
are yet to be determined.
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IESO

IESO pays the contracted power generator S400 for electricity used by the ratepayer, collects $300 from
the ratepayer through their local distribution company (LDC), and sets up a legislated asset of $100 for

the recovery shortfall. IESO sells the legislated asset to OPG Trust for $100 to obtain cash to make up the
shortfall. These amounts net to zero and therefore show no accounting impact for the recovery shortfall

on IESQO’s bottom line once all of the transactions have been settled in cash.

OPG Trust

OPG Trust records $49 ($44 + S5) borrowed from OPG as a “Due to OPG” (loan payable) and $51
borrowed from private lenders as long-term debt. OPG Trust purchases the legislated asset from IESO
for $100 and records it as an Intangible Asset. OPG Trust incurs administration fees paid to OPG and

interest expense. These costs are added to the Intangible Asset balance.

OPG

OPG records $44 from the Province as an increase in equity and cash. OPG borrows S5 from its credit
facilities. OPG lends $49 to OPG Trust and records a loan receivable from OPG Trust. OPG also records
administration fee revenue per its agreement with OPG Trust. OPG earns administration fees and

interest revenue from OPG Trust and incurs an interest expense.

OPG’s Consolidated Results, Including OPG Trust

OPG's consolidated balances reflect an Intangible Asset of $100, a Loans Due to OPG/Loans Due from
OPG Trust of SO (due to intercompany elimination upon consolidation), an Equity increase of $44 from
the Province, a Long Term Debt increase of $56, plus income relating to administration fees and net

interest earned.
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Province’s Consolidated Financial Statements

There is no effect on the Province’s net debt, as the Province’s $44 of debt is offset by the Province’s
S44 increased investment in OPG. There is no annual expense effect on the Province’s surplus or deficit
from the consolidation of IESO due to the creation of the legislated asset. This is because the legislated
asset closes the gap between the amount IESO pays to third-party power generators and the amount it
collects from ratepayers. However, the Province’s annual deficit is lowered by the amount of

administration fees and net interest revenue earned by OPG.

lllustration Using Canadian Public Sector Accounting Standards

The following illustrates how the application of the Canadian Public Sector Accounting Standards would

impact the various entities that are included in the Province’s consolidated financial statements.

For simplicity, we make the same assumptions as in the previous section, that is:?
e Ratepayer bill is $400, and the related 25% reduction is $100.

e The Province directly borrows 44% to make an equity contribution to OPG, which OPG then

loans to OPG Trust
e OPG directly borrows 5% and loans it to OPG Trust.

e OPG Trust directly borrows 51% from capital markets.

e OPG controls OPG Trust for accounting purposes.

IESO

IESO pays the contracted power generator $400 for electricity used by the ratepayer, collects $300 from

the ratepayers through their local distribution company (LDC), and records $100 in expenses for the

* These assumptions were chosen to make it easier to follow the transaction flow. Actual rates and percentages
are yet to be determined.
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recovery shortfall. OPG Trust loans IESO $100 to make up the shortfall. IESO records $100 as Due to

OPG Trust (loan payable) and shows an annual deficit of $100 resulting from the recovery shortfall.

OPG Trust

OPG Trust records $49 (544 + S5) borrowed from OPG as a “Due to OPG” (loan payable) and $51
borrowed from private lenders as long-term debt. OPG Trust lends $100 to IESO and records this as a
Due from IESO (loan receivable). OPG Trust incurs administration fees paid to OPG and pays an interest

expense to OPG and private lenders. These amounts are expensed in OPG Trust’s financial statements.

OoPG

OPG records $44 from the Province as an increase in equity and cash. OPG borrows $5 from its credit
facilities. OPG lends $49 to OPG Trust and records a loan receivable from OPG Trust. OPG also records
administration fee revenue per its agreement with OPG Trust. OPG earns administration fees and

interest revenue from OPG Trust and incurs an interest expense.

OPG’s Consolidated Results, Including OPG Trust

OPG’s consolidated balances reflect a “Due from IESO” of $100, a Loans Due to OPG/Loans Due from
OPG Trust of SO (due to intercompany elimination upon consolidation), an Equity increase of $44 from
the Province, a Long Term Debt increase of $56, plus income related to administration fees and net

interest earned.

Province’s Consolidated Financial Statements
The Province’s net debt and annual deficit increase by $100 as a result of the consolidation of IESO. This
reflects the expenses that IESO incurs from the shortfall between what it collects from the ratepayer

through their local distribution company and what it pays to the contracted power generator. It also
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reflects IESO’s loan payable balance for the cash borrowed by IESO from OPG Trust to fund the cash

shortfall.

There is no effect on the Province’s net debt from the consolidation of OPG. The $44 borrowed directly
by the Province to provide equity funding to OPG is offset by a $44 increase to the Province’s

investment in OPG.

However, flowing provincial cash through a Government Business Enterprise (such as OPG) to lend to an
Other Government Organization (such as IESO) is unusual. Under Canadian Public Sector Accounting
Standards (PSAS), this flow would result in net debt being $100 higher (comprised of $144 in total debt
offset by the Province’s $44 investment in OPG) and total debt being $144 higher (comprised of the
$100 IESO loan payable to OPG Trust, along with the $44 in provincial debt raised to fund the
investment in OPG). Under PSAS, intercompany transactions between the Province and Government
Business Enterprises are not eliminated upon consolidation. Therefore, the Province’s $44 investment in
OPG is not eliminated against the increased $44 equity balance reported in OPG’s financial statements.
This $44 anomaly will need to be addressed further. In addition, by flowing cash through OPG, the
Province’s annual deficit is lowered by the amount of administration fees and net interest revenue

earned by OPG.

If the Province were to borrow directly, as is generally done, the total debt and net debt increase would
be $100. As well, the Province’s annual deficit would not be lowered by the amount of administration

fees and net interest revenue earned by OPG.

Conclusion

Legislating the accounting treatment of a government policy does not necessarily mean that the impact

of the policy decision will be fairly reflected in the Province’s consolidated financial statements.
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Accordingly, the Office of the Auditor General of Ontario will always provide an audit opinion to the
Legislature and the citizens of Ontario based on whether the Province’s consolidated financial

statements fairly present Ontario’s annual results and financial position in accordance with Canadian

Public Sector Accounting Standards.
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Office of the Auditor General of Ontario
Bureau de la vérificatrice générale de I'Ontario

INDEPENDENT AUDITOR’S REPORT

To the Legislative Assembly of the Province of Ontario

I have audited the accompanying consolidated financial statements of the Province of Ontario.
which comprise the consolidated statement of financial position as at

March 31, 2017, and the consolidated statements of operations, change in net debt, change in
accumulated deficit and cash flow for the year then ended, and a summary of significant
accounting policies and other explanatory information.

Management’s Responsibility for the Consolidated Financial Statements

The Government of Ontario (Government) is responsible for the preparation and fair presenta:ion
of these consolidated financial statements in accordance with Canadian public sector accounti::g
standards, and for such internal control as the Government determines is necessary to enable e
preparation of consolidated financial statements that are free from material misstatement,
whether due to fraud or error.

Auditor’s Responsibility

My responsibility is to express an opinion on these consolidated financial statements based or my
audit. I conducted my audit in accordance with Canadian generally accepted auditing standards.
Those standards require that I comply with ethical requirements and plan and perform the auciit tc
obtain reasonable assurance about whether the consolidated financial statements are free fror..
material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and
disclosures in the consolidated financial statements. The procedures selected depend on the
auditor’s judgment, including the assessment of the risks of material misstatement of the
consolidated financial statements, whether due to fraud or error. In making those risk assessments,
the auditor considers internal control relevant to the entity’s preparation and fair presentation of
the consolidated financial statements in order to design audit procedures that are appropriat¢ 1n
the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
entity’s internal control. An audit also includes evaluating the appropriateness of accounting
policies used and the reasonableness of accounting estimates made by the Government, as wewn . ~
evaluating the overall presentation of the consolidated financial statements.

I believe that the audit evidence I have obtained is sufficient and appropriate to provide abasi  t
my qualified audit opinion.

s
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Basis for Qualified Opinion

Net Pension Asset Overstated, Annual Deficit Understated, Net Debt Understated and Accumulated Deficit
Understated

As described in Note 16a to these consolidated financial statements, a net pension asset is recorded
on the Consolidated Statement of Financial Position relating to the Ontario Teachers’ Pension Plan
and the Ontario Public Service Employees’ Union Pension Plan. However, the Government does
not have the unilateral legal right to use this asset because its ability to reduce future minimum
contributions or withdraw any pension plan surplus is subject to agreement with the respective
pension plans’ joint sponsors. Canadian public sector accounting standards require the
Government to record a valuation allowance against this asset.

The Government did not record a valuation allowance for this net pension asset at March 31, 2017.
The Government also retroactively restated the March 31, 2016 comparative figures to exclude the
valuation allowance previously included in the prior year’s consolidated financial statements. This
departure from Canadian public sector accounting standards has led me to express a qualified
opinion on the consolidated financial statements for the year ended March 31, 2017 and on the
March 31, 2016 comparative figures.

The recommendations of the Government’s appointed Pension Asset Advisory Panel are not an
authoritative source on the application of Canadian public sector accounting standards as implied
in Note 16a to these consolidated financial statements.

Effect on Consolidated Statement of Operations

If the Government had correctly recorded the valuation allowance against the net pension asset for
the Ontario Teachers’ Pension Plan and the Ontario Public Service Employees’ Union Pension Plan,
the effect on the consolidated statement of operations for the years ended March 31, 2017 and
2016 would have been as follows:

2017 2016

($ million)  ($ million)

Annual deficit as presented (991) (3;515)
Effect of valuation allowance on:

e Education expense (1,364) (1,480)

e General Government and Other expense (80) (351)

Annual deficit in accordance with Canadian public sector accounting standards (2,435) (5,346)
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Effect on Consolidated Statement of Financial Position

If the Government had correctly recorded the valuation allowance against the net pension asset for
the Ontario Teachers’ Pension Plan and the Ontario Pubic Service Employees’ Union Pension Plan,
the effect on the consolidated statement of financial position as at March 31, 2017 and 2016 would
have been as follows:

2017 2016
($ million)  ($ million)

Net pension asset as presented 11,033 9,312
Effect of valuation allowance (12,429) (10,985)
Net pension liability in accordance with Canadian public sector accounting standards (1,396) (1,673)
2017 2016
($ million)  ($ million)
Net debt as presented (301,648) (295,372)
Effect of valuation allowance (12,429) (10,985)
Net debt in accordance with Canadian public sector accounting standards (314,077) (306,357)
2017 2016
($ million)  ($ million)
Accumulated deficit as presented (193,510) (192,029)
Effect of valuation allowance (12,429) (10,985)

Accumulated deficit in accordance with Canadian public sector accounting standards (205,939) (203,014

Inappropriate Consolidation of Independent Electricity System Operator (IESO) Market Accounts

As described in Note 16c¢ to these consolidated financial statements, the IESO changed its
accounting policy and applied it retroactively to recognize market account assets and liabilities.
The market accounts track mainly buy and sell transactions between market participants
(electricity power generators and power distributors). These market accounts, as recorded on the
Province of Ontario’s consolidated financial statements are not assets and liabilities of the Province
of Ontario. The Government has no access or discretion to use the market account assets for their
own benefit, nor does the Government have an obligation to settle the market account liabilities in
the event of default by market participants. As a result, Other Assets and Other Liabilities are both
overstated by $1.652 billion (2016 — $1.443 billion). There is no effect on the Consolidated
Statement of Operations.




COPY 8 OF 8 TO SCOTT THOMPSON, DM OF FINANCE, ON SEPT 26, 2017
Qualified Opinion

In my opinion, except for the effects of the matters described in the Basis for Qualified Opinion
paragraphs, the consolidated financial statements present fairly, in all material respects, the
consolidated financial position of the Province of Ontario as at March 31, 2017, and the
consolidated results of its operations, change in its net debt, change in its accumulated deficit and
its cash flows for the year then ended in accordance with Canadian public sector accounting
standards.

Other Matters

Use of Rate-regulated Accounting May Cause a Material Misstatement on the Consolidated Financial
Statements of the Province of Ontario

I draw attention to Note 16c¢ to these consolidated financial statements, which describes the
Independent Electricity System Operator’s retroactive adoption of rate-regulated accounting
during the year. The recognition of rate regulated assets on the consolidated financial statements
of the Province of Ontario is not permitted when applying Canadian public sector accounting
standards. This departure does not have a material impact on the Province of Ontario’s
consolidated financial statements for the year ended March 31, 2017 and my opinion is not
modified in respect of this matter. However, the consolidated financial statements may become
materially misstated in future periods, as a result of the legislated accounting prescribed under the
Ontario Fair Hydro Plan Act, 2017 (Fair Hydro Plan) and its related regulations as it is not in
accordance with Canadian public sector accounting standards.

Financial Statement Discussion and Analysis

I draw attention to the Province of Ontario’s Financial Statement Discussion and Analysis that
discusses the Province of Ontario’s financial results without properly reflecting the valuation
allowance required in respect of the net pension asset and the recognition of market accounts, as
discussed in the Basis for Qualified Opinion paragraphs above.

<

Toronto, Ontario Bonnie Lysyk, MBA, CPA, CA, LPA
August 18, 2017 Auditor General



