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February 28, 2017

Deputy Minister Serge Imbrogno
Ontario Ministry of Energy

900 Bay Street

Hearst Block, 4% Floar

Toronto, ON M7A 2E1

Dear Deputy Imbrogno:

~ Attached are two documents prepared in conjunction with our KPMG advisors. T he first outlines
the proposed adoption by the IESO of the guidance in ASCI80 Regulated Opergtions and the
recognition of regulatory assets, as a more appropriate and transparent presentation in our financial

staterments.

The second is associated with the potential recognition and de-recognition of the regulatory assets
associated with the TES(Ys role under the Global Adjustment Smoothing Account.

The conclusions of the second analysis are based on the structure of the account as the IESO
currently understands it, and may vary depending on the final legislative materials.

We are available to address any questions you may have on these matfers.

Sincerely,

ot R8N

Bruce B. Campbell

Attach,

Brucs B, Camphell
President and CEO
bruce.campheli@issons
1416506 282%
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White Paper - Adoption of the guidance in ASC 980 Regulated Operations

Independent Electricity System Operator (“IESO” or the “Company™) is considering making changes in its
accounting policies to reflect the balances of market participants within the IESO-administered markets (see
separate techinical analysis) and the economic impacts of rate regulation, as the changes would result in a
more appropriate presentation of events or transactions in its financial statements.

Issue being considered in this document is: Can the IESO adopt the guidance in ASC 980 Regudated
Operations (US GAAP in FASB)?

Background and Assumptions
The facts, circumstances, and assumptions relevant to the specific transactions ate as follows:

1. The IESO’s legal statusis a not-for-profit, non-taxable, corporation established pursuant to Part I of the
FElectricity Aet, 1998. TESQ is classified as an Other Governmental Organization and prepares its
financial statements in accordance with Canadian public sector accounting standards (PSAB).

2. IBESO is rate tegulated by the OEB in accordance with the Electricity Act, 1998 and the Ontario Energy
Board (“OEBR™) Act, 1998 but currently does not recognize the economic Impacts of rate regulation in iis
general purposs financial statements.

3. The IESO is required to obtain approval from the OEB under s. 25(1) of the Electricity Act, 1998 for the

approval of its own expenditures, revenue requirement and fees. The last rate approval was obtained on
December 29, 2016

4. The OER issued a.Decision and Order on March 28, 2013 that permits IESQ to recover the MDMR
costs (the Smart Metering Charge) (see Appendix A). (e Costs incurved in the past will be fully
recovered through future rates)

5. Furthermore, in accordance with the Electricity Act, 1998 and the OER det, 1998, the IESCO has
approved variance accounts to record all amounts payable or receivable by it in connection with the
amounts paid to generators, the Financial Corporation, distributors and to entities with whom the IESO
has a procurement contract. {i.e. costs incurred in the past will be fully recovered through future rates)

6. The IBSO would change its accounting policies to permit the recognition of the economic impacts of
rate regulation as from the 2016 financial year. IESO would adopt the guidance of ASC 980 Regulated
Operations to better reflect the sconomic substance of its operations and enhance the transparency and
accountability of its financial reporting,

Appropriate Accounting Principle

PS2120.02, *a change in an accounting policy may be made... if it is vonsidered thar the change would
vesultin a move appropriate presentation of events or transactions in the financial stutements of the
government.”

PRI150.05 “When the primary sources of GAAP do not deal with the accounting and veporting in fincancial
statements of iransactions or evenis encoumered by the public secior reporting entity, or additional
guidance is weeded to apply a primary source to specific circumstances. the selection of an appropriate
accounting policy requives the exercise of professional judgment. In these circumstances, a public sector
reporting enfity should adopt accounting policies and disclosures that are consistent with:

Sovvew rds ontarioenerevhnsrd. rafeebdraweriwebdawer Al e hdrvwerre/ SIEE8 dewDee, Order JESL
SRR
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{a). the primary sources of GAAP; and

{(B) the application of the concepls described in FINANCIAL 74
PELYIAS

TEMENT CONCEPTS, Section PS

PS1150.19 “Provouncements issued by other bodies authorized to issue accounting standards may be useful
sources to consult, For example, aecounting pronauncements published with the anthaority of the Canadian
Aecounting Standards Board (4cSB), International Accounting Standards Board (IASB), US Federal
Aecounting Standards Advisory Board (FASB), US Governmental Accounting Standards Board (GASB), or
International Public Sector Accounting Standards Bourd (IPSASB) are aften important sowrces to vonsuli on
matters wot covered by primary sources of GAAP or for assistance in applying a primary souwrce of GAAP 1o
specific circumstances.”

PS1150.08 "4 public sector reporting entity consults sources other than primary sources of GAAP to assist
in selecting accounting policies and disclosures only when these sources comply with paragraph FS1150.05.
The public sector veporting entity evaluates sources in selecting the appropriate accounting policies and
disclosures based on all of the following eriteria:
(a) The specificity of the source — A source that deals with the specific circumstances is likely to be more
relevant than one from which the public sector veporting entity must analogize.
(B} The authority of the issuer or guthor — A source issued by an accownting standavd setter in is own
Jurisdiction is likely to be more relevant than a source isswed by others in the same jurisdiction,
{¢) The contimied relevance of the sowrce — The passage of time may dimivish the relevance of certain
souyces.
{d) The developwentprocess for the source — A source developed gfter éxtensive eonsultation and
debate is likely to be more relevant than a source developed without such discipline.”

PS1I50.10 “PSAB considers a source to be consistent with the concepts in paragraph PS 1150.05(b) when
the guidance in that sowrce is computible swith the (i) qualitative characteristics of financial information, (if)
the elements of financial statements, ond (iil) the recognition and measurement criteria in paragraph PS
1150.05(6L"

PSIN00.58 “in the absence of appropriate public sector recognition and measurement criteria for
infangibles, all intangibles, inchuding those that have been purchased, developed, constructed or inherited in
right of the Crown, are not recognized as assets in government financial statements. The intangible often
catled "lnanan capital” that embodies the talent or intellectual capital of government employees is not
recoguiced as an asset under existing accounting principles.”

PS83210.03 “Assets ave economic resources controlled by a public sector entity as a result of past
trepusactions or evenis and from which futare economic benefils are expected to he obtained.”

PE3210.04 “Assets have three essential chavacteristics:

(@) They embody futire economic bengfits thut involve a capacity, singly or in.combination with other
assets, fo provide goods and services, to provide future cash inflows, or fo reduce cash cutflows.

(b) The public sector entity can control the economic resource and access to the future econowiic
benefits.

(c) The fransaction or event giving vise to the public sector entity’s control has alveady occurred ™

Issue: Can the IESQ adopt the guidance in ASC 980 Regulated Operations?

In accordance with PS2120.02, the TESO can reflect the economic impacts of rate regulation only if it is
considered that the change of accounting policy would result in a more appropriate presentation of events or
transactions in the financial statements of the government. As mentioned in the Agenda ref. 9A of the JASB
mesting of February 2017%, rate regulated entities have long argued that, without recognizing regulatory
assets and regulatory liabilities, the entity’s performance is distorted by the rate regulator’s intervention in
the imposition of performance obligations on the entity and the timing of cash flows from the ratepayers.

: hipiffwaw ifrs.org/Meetings/MeetingDoes/IASB/201 7/Pebruary/APOS-Rate-regulated-Activities pdf

IESO-N-0028762



The recognition of regulatory assets and liabilities would better reflect the economic sabstance of TESGs
operations and enhance the transparency and aceountability of its financial reporting. For example, during
the period from 2007 1o April 2013 the IESO incurred costs relating to the Smart Meter Program amounting
to $90.9 miltion, and these costs were expensed and are included in the accumulated deficit. In the absence
of applicable regulatory accotiting under PSAS, the IESO was uhable to recognize a regulatory asset for
this charge, despite receiving a rate order to recover it over the period from May 1, 2013 to October 31,
2018. Should the IESO choose to adopt ASC 980, a regulatory asset for the Smart Metering Charge would
be recognized at December 31, 2016 for an amount of approximately $21.6 million, which would represent
the rémaining unamertized amount that would have been reported if the asset was recognized originally in
2013,

PSAS does net address accouniing concepts in a rate regulated environment. Since there is no goidance in
PSAS regarding the recognition and measurement of regulatory assels and liabilities, ITESO may consider
other sources based upon PSAS 1150.05 in the GAAP hierarchy to determine appropriate accounting
policies in arate regulated environment.,

Within AcSB, Accounting Standards for Private Enterprises (ASPE) defines a rate regulated entity but
provides no guidance on regulatory assets and liabilities however requires disclosure of such balances if they
are recognized. TASB has not completed their project on rate regulated activities and current standards only
iriclude a holding standard based upon what was done under previons GAAP. It will be important for the
TESO to monitor the TASB’s ongoing project on rate regulated activities as this may affect the recognition,
measurement, presentation and disclosures of the regulatory assets and liabilities. Both FASB and GASB
have guidance on accounting in & regulatory environment. IPSASR does not previde any guidance on
accounting by rate regulated entities,

It is important to note that rate regulated entities in Canada that prepare their general purpose financial
statements in accordance with US GAAP (e.g. Hydro One and Ontario Power Generation), ASPE (e.g. the
three Fortis subsidiaries in Ontario), as well 8% those rate regulated entities that are eligible to elect to apply
the requirements of IFRS 14 and elected to do so when they adopted IFRS (e.g. over 60 LDCs in Ontario),
generally all recognize regulatory deferral and variance secounts in accordance with US GAAP accounting
principles set out ASC 980 Reguluted Operations.

Statement 62 issued by GASE in December 2010 is effective for financial statements for periods beginning
after December 15, 2011, The objective of the Statement is to incorporate into the GASB’s authoritative
literature certain accounting and financial reporting puidance that is included in the Financial Accounting
Standards Board {(FASB) Statemenis and Interpretations issued on or before November 30, 1989, which does
not conflict with or contradict GASB pronoiincernents, Paragraphs 476500 may be applied to activities
reported in business-type activities that have regulated operations that meet all of the three criteria in
paragraph 476 as follows:

(8) Theregulated business-type activity’s rates for regulated services provided to its customers are
established by or are subject to approval by an independent, third-patty regulator ot by ifs own
governing board empowered by statute or contract to establish rates that bind customers.

b) The regulated rafes are desipned to recover the specific regulated business-type activity’s costs of
: 4 gn P P
providing the regulated services,

(¢) In view of the demand for the regnlated servioces or products and the level of competition, direct and
indirect, it is reasonable to assume that rates set at levels that will recover the regulated business-type
a¢tivity”s costs can be charged to and collected from customers. This criterion requires consideration
of antivipated changes in levels of demand or competition during the recovery period for any
capitalized costs.

The criteria above and the guidance in paragraphs 476-500 are based on ASC 980 Regulated Operations.

Itis also important to note that in its statement of financial position, the Ontario Electricity Financial
Corpotation (*OEFC™), which reports under Canadian public sector accounting standards, recognizes a net
unamortized Hability balance for power purchase contracts, as detailed in the sumumary of significant
accounting policies:
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“The lability for power purchase contracts was originally caleulated by discounting estimated losses over
the life of the contracts. Under the Eleciricity Restructuring Act, 2004, OBFC began receiving actual
contract prices for power from clectricity consumers, effective January 1, 2005, and no longer incurs losses
on these powet purchase contracts. At that time, the Ministey of Pinance estimated that the bulk of the
liability would be eliminated over 12 years as existing electricity coniracts expire. As a result, the bulk of
the Hability is being amortized fo revenue over that petiod.”

Although this Hability is not defined as a regulatory liability in the OEF(C’s financial statements, the
argument can be made that it substantively meets the definition under ASC 980 of a regulatory Hability, as
the OEFC had no further obligation and should have reversed the Hability into income. Afier consultation
with the AG at that time, it was decided to amortize the gain over the remaining tetm of the contracts,

In summary

Rate regulated entities in North America reporting under US GAAP, ASPE, IFRS (entities which have
elected to use JFRS 14) and GASB generally all recopnize regulatory deferral and variance accounts in
accordance with US GAAP accomnting principles based on ASC 980 Regulared Operations (see Appendix B
for the accounting frameworlk used by the Canadian rate regulated entities).

Evaluation of Other Sources of GAAP
When looking to other sources of GAAP, PSAS requires the other sources of GAAP 1o be evaluated
1. asio whether they are consistent with accounting policies and disclosure within PSAS,
2. astowhether they are consistent with the qpplication of concepts in PS 1000 and
3. astoall of the following eriteria;
() Source deals with the specific civeumsiance
{8 Sowree is issued by an accowmting standard setfer
(¢} Source continuesto be relevant
{d)  Source uses a consuliative process and deliberarion when developing policies
Ag required by P§ 1130.05(b), we need to analyze whether the concepis in the other source (Le. ASC 980)

are compatible with the (1) qualitative characteristics of financial information, (i) the elements of financial
statements, and (iiD) the recognition and megsurement criteria in PS 1000,

{1 Qualitative Characteristics of Financial Information

FASE PSAS 1000 Evaluation
Concepts and objectives are for both | Publie, legislators, councilors, FASRB considers
business and nen-business investors, analysts, other governmental units
organizations as well as governments {par. 14)
governimental units {Concept #4.3 to
4.5)
Finaneial reperting should: Financial statements should be Stmilar
—~ Be useful in making resource relevant to the needs of the users and
allocation decisions refiable. Relevance is achieved
~ Be useful in assessing seyvices and | through timeliness, predictability
ability to provide services and accountability value. Reliable
~ Be useful in assessing management | information has the following
stewatdship and performance characteristios; represenfational
- Provide information about faithfulness, completeriess,
economic resources, obligations, neutrality, conservatism and
netresources and changes inthem | verifiability. (par. 28-29)
{Concept #4.33-.34)
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(it} Elements of Financial Statements

FASB

PSAS

Ewvaluation

Aszets

Probable future economic benefits
obtained or controlied by the entity as
a result of past transactions or events.
{Concept #6.25-.34)

Economic resources controlled by a
government as a resudi of past
transactions or event and from
which future economic benefits are
expected to be obtained. (par. 35)

Essential characteristics
siifar

Liabilities

Probable future sacrifices of
economic benefits arising from
present obligations of the entity to
transfer assets or provide services in
the future as aresult of past
transactions or events. (Concept
#6.35-.43)

Present obligations to others arising
from past transactions or events,
the settlement of which is expected
to result in the future sacrifice of
economic benefits with liftle orno
diseretion to avoid seftlement. {par.

44)

Essential characteristics
similar

Bevenues

Inflows from delivering or producing | Increases in economic resources Similar
goods, rendering services or other resulting from operations,
activities that constitute the entity’s transactions and events of the
ceniral operations. (Concept #6.78~ accounting period, (pat. 46)
.79}
Expenses
Outflows from delivering or Decreases in economic resouwrees Similar
producing goods, rendering services | resulting from operations,
or carrying out other activities that transactions and events of the
constitute the entity’s central accounting period. (par. 49)
operations. (Concept # 6.80-.81)
(i) Recognition Criteria
FASB PSAS Evaluation
To be recognized, an flem must meet | Hem must have an appropriate Similar
the definition of an elersent of the basis of measurement, a reasonable
financial statements, must be estimate can be made of the
meastrable with sufficient reliability, | amount and if the item involves
be relevant and be reliable. (Concept | obtaining or giving up future
#5.64) economic benefits, it is expected
those benefits will be obtained or
given up. (pat. 85)
(it} Measurement Criteria
FASB PSAS Evaluation
Measurement basis dependent upon Primarily using historical cost Similar

natute of tem. Historical cost basis,
replacement cost, market value.
(Concept # 5.65-.70}

basis, Replacement cost and
realizable value are alsoused, but
in Jimited circumstances. (par. 60)
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Criteria of PS 1150.08

Criteria Evaluation
Source deals with the specific circumstance Yes, ASC 980 Regulated Operations
Source is issued by an aceounting standard setter Yes, FASB

Source continues to be relevant

Yes, still used by rate regulated entities

Source uses a consultative process and deliberation
when developing policies

Yes, comprehensive consuliative process and
deliberation

Evalyation whether regulatory asseis mept the definition of Assets as per Section P8I0

PE3210 defines assets as “economic resources controlled by a public secior entity as o result of past
transactions oF events and from which future economic benefits are expected to be abiained.” (par. 03)

The analysis of the three essential characteristics as defined by P8§3210.4 are analyzed in the next table.

Characteristics

Additional guidance

Comments

They embody future
gconomic benefits that
involve a capacity,
singly or in combination
with other assets, to
provide goods and
services, to provide
future cash inflows, or
to reduce cash outflows.
(par. 4{a))

The essence of assets are their future
economic benefits. Assets embody
future economic benefits that allow
public sector entities fo achieve their
obiectives. The future economic
benefits embodied in assets invelve a
capacity, singly orin eombination with
other assets, To provide goods and
services, to provide futore cash inflows
orto reduce cash outflows. {par, 11)

The future economic benefits embodied
in an asset-may also be in the form of
generating future cash inflows. Cash
inflows benefit the public sector entity
because cash can be used to purchase ot
to provide goods and services,
redistribute wealth or settle labilities,
{par. 13}

The economic benefit embodied in the

varignoe accounts (i.e regulatory asset)
is the right to collect the incurred costs
from ratepayers in order to settle the
liability for the energy already
consumed by the ratepayers,

The electricity Act, 1998 (“EA™)
section 25,33(1) states:

“The IESO shall, through its billing
and settlement systems, make
adjustments in decordance with the
regulations that ensure thai, over
time, payments by classes of market
participants in Ontario that are
prescribed by regularion reflect,

a) amounts paid to generators, the
Financial Covporation and
distributors;, whether the amounts
ave determined under the market
rales or under section 78.1, 78.2
or 78,5 of the Ontario Energy
Board Act, 1998, and

b) amounts paid to entities with
whom the IESO has ¢ procurement
confract, ay determined under the
procyrement contract.”

The public sector entity
can control the
economic resource and
agecess to the future
economic benefits. (par.
4b))

Econemic resources can.arise from, but
are not limited to, the following:
government's own legislation {for
example, taxes, fines and penalties);
(par, 08(c))

A public sector entity controls the
economic resource and aceess to the

The economic resources is the right
created by the legislation that the
energy costs IESQ incurs will result in
future cash flows,

in the regulatory environments,

incurring costs creates an enfotceable
right to set rates at a level that permits
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future economic benefits when it

. can benefit from the economic
resource through its capacity to
provide goods and services, to
provide future cash inflows or to
reduce cash outflows;

b. can deny or regulate access o those
benefits by others; and

c. is exposed to the risks associated
with the economic resource. (par.16)

TESO to recover those costs. The
adjustment of future rates ig the
mechanism the OEB uses o
implement the right.

Currently, the EA section 25.33(5)
states:

“The IESO shall establish and
wrgintain such variance accounts as
my be necessary to vecord aff
amounts payable or receivable by it
under this section.”

The legislation would be amended to
permit IESO to collect specifically the
deferral of the energy costs and the
related interest and administrative
costs.

The transaction or event
giving rise to the public
sector entity's control
has already cocurred.
(par.4(c))

1t is the occurrence of a past {ransaction
or event on or before the financial
statement date that distinguishes &
present economic resouree controlled
by a public sector entity from an
economic resource that may be
controlled by a public sector entity in
the future. (par. 25}

The past fransaction or eveni that gives
rise to control of an economic resotirce
resulting from exchange agreements or
contracts usually occurs at the point of
exchange. This arises when
substantially all the benefits and risks of
ownership have been transferved to the
public sector entity and normally
coincides with the disbursement of
funds, exchange of other assets or
assumption of Habilities. (par. 26)

The past event giviag rise o IESO’s
control eccurs as the energy cost is
incurred, as IESO has a right to collect
it from the ratepayers.

Cenclusion: The right o collect the deferral of the energy costs and the related interest and administrative
costs meets the definition of assets.

When concepts are in conflict with PSAS then PSAS prevails (PS 1150,12). Forexample, PSAS doss not
recognize intangible assets (PS 3150.03, .14 and PS1000.538). So if regulatory assels are considered o be
intangible assets, they would not be allowed to be recognized through another source of GAAP.

1t is worth noting that the economic impacts of rate regulation are not recognized under US GAAP as

intangible assets as the FASB has specific guidance to deal with this type of asset. Itis also worth nofing that

the JASE has an ongoing project on rate regulated activities and are currently developing an accounting
model based on the principles of IFRS 15 Revenue from contracts with cusiomers to provide a principle-
based framework for recognizing regulatory agsets (see Agenda Ref. @ for the JASB meeting on February
23,2017). Furthermore, the Summary Comment Letter Analysis related to the ED/2008/8 on Rate Regulated

Activities published by the IASB in July 2009 states on page 2 of 50:

“The International Financial Reporting Interpretations Comunittee (“IFRIC) observed that it had previously
discussed whether a regulatory asset should be recognized in the context of service coneession
arrangements, either as deferred costs or as an intangible asset to reflect an expectation that the entity will
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recover these costs as part of the price charged in fiture periods. It had concluded that entities applying
IFRS8s should recognize only agsets that qualified for recognition In accordance with the TASE's Framework
Jor the Preparation and Presemation of Financial Siatements snd relevant accounting standards, such as
1AS 11 Conmstruction Contracts, 1A8 18 Revenue, TAS 16 Property, Plant and Equipment and TAS 38
Intangible dssers”

Entities that are not eligible to elect to apply the requirements of IFRS 14 do not recognize regulatory assets
because in 2009 the IFRIC determined they did not meet the criteria for recognition of an infangible asset under
JAS 38.

Therefore, we can conclude that ASC 980 1s NOT in conflict with PS 3150.03, .14 and P§1000.58 with
tespect to intangible assets.

Conclusion:

FASB is appropriate to use as “other source of GAAP ™. FASB standard ASC 980 has extensive guidance for
rate regulated entities including the recognition of regulatory assets and use of rate regulated accounting by
IESO would be consistent with current reporting practices of H1, OPG and OBFC.
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Appendix Az

Extract from the “DECISION and ORDER issued by the OEB on Mareh 28, 2013 avajlable
on the IFRS website

Proceeding on the Ontario Energy Roard’s own motion to review the options for and uliimately determine
the appropriate allocation and recovery of the Smart Metering Charge pursuant fo section 19 of the Ontario
Energy Board Act, 1998,

THE BOARD ORDERS THAT:

Effective May 1, 2013, the Smart Metering Entity charge to be levied and collected by the Smart Metering
Entity from all Distributors identified in the Board's annual Yearbook of Electricity Distributors shall be
$0.788 per month for each Residential and General Service <50kW customers for each distributor. The
Smart Metering Entity charge shall be in effect from May 1, 2013 to October 31, 2018. The number of
Residential and General Service <S0kW customers to which the Smart Metering Entity charge will be
applied to shall be in accordance with the methodology set forth in the Seftlement Agreement aftached as
Appendix A.

bt Swwew ontarioeneravboard.caioeh’ Documents BR-2012-0100/dee qrder [ESO-SME 20130328 0df
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Appendix B:

Extract from the “Accounting Standards Advisory Forum Agenda Ref: 3A dated September 29,
2816” available on the IFRS website

Canadian Bate-regulated Entities

18.

19.

20.

The accounting framework landscape for Canadian rate-regulated entities is currently diverse. For
annual periods beginning on or after Janvary 1, 2015, rate-regulated entities that are Canadian
publicly accountable enterprises are required to apply IFRS. Rate-regulated entities that adopted
IFRS for the first time after IFRS 14 Regulatory Deferral Accounts was issaed continue 1o
recognize these balances. Government Business Enterprises (which operate to generate a profit or
on a break-even basis) that are also rate-regulated entities are also directed to apply standards
applicable to for-profit entities, and thus apply IFRS. Canadian securities legislation permits dual-
listed entities (i.e., Canadian entities also registered with the U.S. Securities and Exchange
Commission) to apply 1S, GAAP in the normal course. Temporary exemptive refief is also
available from the Canadian Securities Administrators that permits rate-regulated entities that are
not dual-listed to apply U.S. GAAP in place of IFRS. Ifa rate-regulated entity is not a publicly
accountable enterprise or 2 Government Business Enterprise, additional accounting framework
options may alsc include Accounting Standards for Private Enterptises or Public Sector Accounting
Standards. A non-GAAP reporting framework is used when legislated by the provincizl owner of a
government-owned rate-regulated entity.

As of December 31, 2015, there were approximately 125 rate-regulated entities in Canada. These
entities mainly range in size from small entities owned by mumicipal governments to large investor-
owned entities or entities owned by provingial govemments,

Rate-regulated Entities in Canada
{As of December 31, 2015)

80

70
80

50

40

30

Avvounting IFRS FRS Public Sactor U.S.GAAP . GAAP Legislative
Stahdards fot {with IFRS 14} Accounting  {SECRegistrant}  {Teraporary Framework
Private Standards Exemptive
Enterprises Reliaf)
8 Goyeroment-owned i Government-owned & Investar-cwned # Other
{Gavernment Business Enterprise} {other goveriment enterprise}

Source: Information compiled based on audited financial statements for fiscal
year 20135, or information from rate filings that confirmed the accounting
framework used by these entities. Due to data collection constraints, the
population could be slightly larger.

‘The chart above highlights two key points:

10
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{a} The majority of investor-owned entities have chosen U8, GAAP over JFRS. A few entities that
are not reporting issuers apply Accounting Standards for Private Enterprises. Both 1.8,
GAAP and Accounting Standards for Private Enterprises permit the recognition of balances
arising from ratevegulation. Several entities that apply U.S. GAAP have told us this choice was
influenced by the need to provide their users with financial statements that accurately reflect the
economies of their business, Further, soine entities presently using the femporary exemptive
relief described in paragraphl8 have said they are considering incurring the cost and effort
necessary o become a registrant of the U.S. Securities and Exchange Commission in order o
have the permanent ability to apply U.S. GAAP. While such a decision could be primarily for
bugsiness reasons such as the entity expanding its operations into the U.S., it could also be
attributed to the continuing uncertainty about the ultimate cutcome of the TASB’s Rate-
regulated Activities project and the approaching expiry date of the securities regudators’
exemptive relief.

(b) Public sector entities that are Government Business Enterprises tend to apply IFRS. The
majority-of these entities is made up of several large provincially-owned utilities, and many
sarall maunicipally-owned Incal distribution wiilities that de not issue debt.or list inthe U.S.
stock market, and are not subject to Canadian securitics legislation. As a result, they cannot
apply U.8. GAAP. As shown in the chart, many of these entities adopted IFRS for the first
time after the TASR issued IFRS 14, which allowed them to continue their previous accounting
practices for rate-regulated activities.

21, Within the pool of government-owned rate~regulated entities, there are entities that donot meet the
characteristics of Government Business Enterprises and are required to apply Public Sector
Accounting Standards.

22.  The data on the different accomnting frameworks in Canada is unique. It demonstrates that when
given a choice, rate-regulated entitics select an accounting framework that captires the effects of
rate regulation on their financial position and financial performance in order to communicate more
decision-useful information o users.

oo/ s ore/Mestinge/ MeelineDocs ASAF01 6 Sontember/ | B0ASAF-03 A-Bate-regulated-
Agtivities-Unnadandf
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White Paper on the Provisce’s proposed Global Adjustment Smeothing Account

Below is a summary of IBSO’s preliminary views on the implementation of the Provinee’s proposed (Hlobal
Adjustment Smoothing Account.

Understanding that the finalization of the legal terms, the financing structure and othet detailed terms will take
several months and will involve collaboration between legal coutisel, parties involved and other stakeholders, this
letter is intended to provide the guideline and framework which could form the foundation of the plan.

Issues being considered in this document are;

Issue #1:  Canthe IESO recognize deferral or varianes accounts related to the annual Global Adjustment Smoothing
Acoount as a regulatory asset on its statement of financial position?

Issue #2: Can the IESO derecognize the deferral or variance accounts related to the Global Adjustment Smoothing
Account upon sale to-the OPG Trust?

1. Recognition of regulatory assets {deferral and variance acesunis)

Background and Assymptions forissue #1

The facts, circumstances, and assumptions relevant to the specific transactions are as follows:

1. The IESO’s legal statusis anot-for-profif, non-taxable, corporation established pursuant to Part I of the
Electricity Aer, 1998.TESO is classified as an Other Governmental Organization and prepares its financlal
statements in accordance with Canadian public sector accounting standards (PSAR).

b

IESO is rate regulated by the OEB in secordance with the Electricity Act, 1998 and the Ontario Energy Board
{“OEB™) Act, 1998 but currently does not recognize the economic impacts of rate regulation in its general purpose
financial statements.

3. TheJESO isrequired to obtain approval from the OEB under's. 25(1) of the Electricity Act, 1998 for the approval
of its own expenditures, revenue requirement and fees. The last rate approval was obtained on Diecember 29, 2016,

4, The OEB issued a2 Decision and Order on March 28, 2013 that permits IESO to recover the MDMR costs (the
Smart Metering Charge) (see Appendix A). (e, Costs incurrved.in the pasi will be fully recovered through
Juture rates)

5. Furthermore, in accordance with the Electricity dct, 1998 and the OEB Act, 1998, the TESO has approved
vatiance accounts to record all amounts payable or receivable by it in connection with the amounts paid to
generators, the Financial Corporation, distributors and to entities with whom the IESO has a procuretnent
contract. (i.e. costs incurred in the past will be fully recovered through future rates)

6. The province is contemplating deferring the recovery of a portion of the annual Global Adjustment Smoothing
Account (comprised primarily of the electricity costs paid to the generators) over a period of 25-30 years, so that
costs incurred would be fislly recovered through future rates,

7. The Electricity Act, 1998 and the OEB Aer, 19958 would be amended through legislation to require the deferral of

the recovery of the Global Adjustment Smoothing Acconnt and the future recovery in rates charged to
customers.

M rewwrds.ontarioenerevboard cafwebdrmwer/wehdrawer.difwebdrawer/ree/556699 view/Dee_Order IESO 20161229 PDF
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8. The CEB would grant generie deferral or variance accounts to capture the difference between the amounts paid
to generators and others, and the amounts collected in rates. Furthermore, the interest and ancillary costs related
ta the contemplated transaction would also be included in future rates charged to customers, In summary, the
legislation would create a right to collect the neurred cost.

9. The1ESO would change its accounting policies te permit the recognition of the economic impacts of rate
regulation as from the 2016 financial year, IESO would adept the guidance of ASC 980 Regulated Operations to
better reflect the economic substance of its operations and enhance the transparency and accountability of its
financial reporting;

Appropriate Accounting Principle forissue #1
ASC 988 Regudated Operations

—~  980-10-13-2 “The guidance in the Regulated Operations Topic applies to general-purpose external financial
statements of an emtity that has regulated vperations that meet all of the following criteria:

(o) The entity's rates for regulated services or products provided to its customers are established by or are
subject to approval by an independeni, third-party regulator or by its own governing hoard empowered
by statute or contract to establish rates that bind customers.

(B) The regulated rates are designed to recover the specific entity's costs of providing the regulated services
or praducts. This criterion Is intended 10 be applied 10 the substance of the regulaiion, rather than its
Jorm. If aw entity’s vegulated vates are based ow the costs of a group of entities and the evtity is so large
in relation to the group of entities that iis costs are, in essence, the group's costs, the regulotion would
meer this criterion for that entitv,

(e} In view of the demand for the regudated services or products and the level of competition, divect and
indirect, it is reasonable to assume that rates set at levels that will recover the entity's costs can be
charged to and collected from customers. This eriterion reguires consideration of anticipated changes
in levels of demand or competition-diring the recovery period for any capitalized cosis.®

~  980-10-20 Glossary, Definition of incurred costs "4 cost arising from cash paid out or obligation to pay for an
acquired assel or service, a loss from any couse that has been sustained and has been ormust be paid for. "

—  980-10-05-8 *Unless an accounting order indicates the way a cost will be handled for rate-making purposes, it
coses no economic effects thar would fusiify deviation fiom the G44F applicable to business entities in
general. The mere issuance of an accounting order not tied to rate trectment does not change an entity's
ecornomic resources or obligations. In otherwords, the econemiceffect of regulatory decisions—not the mere

and Deferved Costs.”

~  980-340-25-1 “Rate actions of a regulator can provide reasonable assurance of the existence of un asset, An
entify shall capitalize ail or part of an incurred cost that would otherwise be charged to expense if both of the
Jollowing criteria are mei:

(a) It is probuble (us defined in Topic 450) that fiture revenue in an amoint af least equal to the capitalized
cost will rexult from inclusion of that cost in allowable costs for rate<making purpases.

(b} Based on available evidence, the futwre revenue will be provided to permit recovery of the previously
incurred cost rather than to provide for expected levels of similar future costs. If the revenue will be
provided through an aufomatic rate-adjustment clause, this criterion regiires that the regulator’s intent
clearly be to permit recovery of the previously incurved cost.

A cost that does not meel these asset recognition criteria at the date the cost is incurved shall be recognized
as a vegularory asset when it does meet these critevia ot a lajer date. ™

~ 980-340-40-1: “If 't any time an entily's incurved cost no longer meers the criteria for the capiialization of on
itncurred cost (see paragraph 980-340-25-1), ithat.cost shall be charged to earnings.”
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- 980-350-50-1: “In some cases, a regulator maqy perwit an eatity to include o cost that would be charged 1o
expense by an unregulated entifv. as an aflowable cost over a period of time by amartizing that cost for rate-
making purposes, but the regulator does not include the wrecovered amount in the rate base. That procedure

does not provide a retirn on Tnvestment during the recovery period. If recovery of such major costs is provided
£ X s34 ) ! 2

without o return.on investment during the recovery period, the entity shall disclose the remaining amowiis of

such assets ond the remaining recovery period applicable to them.”

- 980-340-55-2: “In some cases, a regulator may approve rates that are intended to recover an incurved cost over
an extended period without a retrn on the wirecovered cost during the recovery period.”

- 980-340-55-3: “The regrdator’s action provides reasonable assurance of the existence of an asset (see
puragraph §80-340-25-1). Accordingly, the regulated entity would capitalize the cost and amortize if over the

period during which it will be allowed jor rate-making purposes. That cost would not be vecorded at discounted
present valiue, An exception 1o this general vule is provided for costs of abandoned plants.”

Issue #1: Can the IESO recognize deferral or variance accounts related to the annual Global Adjustment

Smoothing Account as a regulatory asset ou its statement of financial position?

US GAAP includes special aceounting provisions that are applicable to entities with activities that are subject to rate

regulation (sce White Paper - Adoption of the Guidance in ASC 980 Regulated Operations). The result is that rate

regulated entities are required to recognize regulatory assets and labilities provided the following three criteria-are

met:
Criteria Comment Evaluation
The entity's rates for regnlated services or | IESQ has unrecognized variance accounts | Met
produsts provided to its customers are related to the MDMR (smart meters), that
established by or are subject to approval | have been approved by the'OEB in
by an independent, third-party regulator or | accordance with the Electricity Act and
by its own governing boatd empowered the OEB Agt (see Appendix A}
‘gfa; i?::j? fés;i?gz“ to establish rates Iﬁ is impor{ap,t to note that Hydro One and
o ’ OPG are both consolidated into the
provioee’s books, are both regulated by
the OBB and their respeciive regulatory
assets and lisbilities are reported in the
provinee’s books.,
The regulated rates are designed to Currently, the rates approved by the OEB | Met

recover the specifie entity's costs of
providing the regulated services or
products.

are designed to recover the [IESO’s costs
of providing the repulated services and the
pass-threugh related to the energy
purchased from the generators.

The contemplated transaction is based on
the fact that the QEB would grant generic
deferral or variance accounts to capture
the difference between the amounts paid
to generators and others, and the amounts
collected in rates. Furthermore, the
interest and ancillary costs related to the
contemplated transaction would alse be
included in future rates charged to
customers, In summary, the legislation
would create a right to collect the incurred
costs:

()
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In view of the demand for the regulated
services or products and the level of
competition, direct and indirect, it is
reaspnable to assume that rates set at
fevels that will recover the entity's costs
can be charged to and eollected from
customers. This criterion reqitres
consideration of anticipated changes in
levels of demand or competition during
the recovery period for any capitalized
costs.”

Since the deferral or variance acconnts
would be sold to the QPG Trust at least on
amonthly basis and cash would be
received on the same day, this criteria
would be met.

This eriteria would need to be monitored
on a yearly basis to ensure that IESO and
the OPG Trust would be able to recover
the fiture deferred amount taking into
account the levels of demand or
competition during the recovery period.

Met

Conclusion: The three criteria would be met,

Conclusion: Based on the assumptions mentioned above, IESO should be able to recognize a regulatory asset for the

deferral of the annual Global Adjustment Smoothing Account. As metitioned in the ASC 980 guidance above, it is
important that an gccounting order be issued by the OEB which indicates the way the incurred costs would be

handled for rate-making purposes as the QEB's action provides reasonable assurance of the existence of a regulatory

asset,
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2. Derecogunition of regulatory assets (deferral and varianee accounts)
Backgroond and Assumptions for issue #2
The facts, chicumstances, and asstmptions relevant to the specific transactions are as follows:

1. The annual Global Adjustment Smoothing Account that wonld bedeferred in the deferral or variance accounts
(the *Asset”y would be significant,

b

The [ESO does not currently have the financial capability to finance the Asset and is contemplating selling the
Asset to a Trust to be set-up by OPG (the “OPG Trust™).

3. The QPG Trust would be consolidated by OPG.
4, Proposed terms of the sale agreement between the TESO and the OPG Trust:

«~  The sale coniract would be structured as an absolute sale, which would assign futiure economic benefits or
cash flows related to the Asset exclusively to the OPG Trust,

The arrangement would be structured whereby there is no tecourse or obligations remaining of IESQ related
to the Asset.

—  The arrangement is not considered to be a financing transaction as IESO would have no obligations to the
OPG Trust after the Asset is sold {o the OPG Trust.
- IESO would not retain any rights or benefits from the Asset.

- TESO would not have any rights to interest or penalties on the Asset once it has been transferred 1o the OPG
Trust. .

—  The contract would be clear that IESO cannot pledge the Asset as collateral to obtain future cash flows or
financing:

= TES0 would continue to colleet related cash flows on the OPG Trust’s hehalfand remit those cash flows to
the OPG Trust without material delay. In addition, IESQ would not be entitled {o reinvest such cash flows,
except for investments in cash or cash squivalents during the short settlement period from the collection
date to the date of required remittance to the OPG Trust, and interest earned on such cash and cash
equivalents is passed to the OPG Trust. The contract would define IESO®s role strietly as that ol agent,
under a pass-through arrangement.

—  Servicing, origination, and arrangement fees, would be collected by TES( in rates charged 1o ratepayers 4s
part of its market dealings.

~  The Asset would be sold to the OPG Trustat least, on a monthly basis and cash would be received on the
same day,

Appropriate Accounting Principles for issue #2

Public Sector Accounting Standard (“PSAS™) 3210, Assety, defines an asset as ©...economic resonrces controlled by
a govermment as a vesult of pust fransactions or events aid from which fiture economic benefits are expected to be
obtained.” [par, 3]

04 “dssets have three essentiad characteristics:

() they embody future economic benefits that invalve a capacity, singly or in combination with other assets,
i provide goods and services, to provide fiture cash inflows, or fo reduce cash outflows;

(b} the public sector entity canw control the economic resource and access fo the fiture economic benefils;
and

(@) the transaction or event giving rise 1o the public sector entily's control has already ocenrved.”

22 “Control of on economic resource and of access to the future economic benefits ave essential characteristics of
an asset, whereas possession or ownership Is not.”

24 A public sector entity may aci as trustee when it administers trusts on behalf of the beneficiaries specified in
the agreement or stafute. As trustee, the public sector enrity merely administers the assets, following the terms

-~

>
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and conditions sef out in the agreement. It does not control the asset because it does not have access 1o the
Jitire economic benefits. Those benefits flow o the beneficiaries”
As noted in PS1000 Financial statement concepis:
37 “dAn item is not an assel of a government if it Jacks one nr more of the essential characteristics lsted in the
preceding paragraph. Thus, for example, an item does not qualify as an asset of a goverament if the item
involves:

(&) na future economic benefit;
{b) future econumic benefit, but the government cannat obtain it; or

(c) future economic benefit that the government may obtain, but the events or circumstavces that give the
governmment control of the benefit have not yer cceurred.”

As noted in P8S3450, derecognition of a financial Hability;

042 4 government should remove a financial Hobility (or part of u financial liability) from its statement of
Sinancial position when, and only when, it is extinguished (i.e., when the obligation specified in the contract is
discharged or cancelled, or expires).” :

043 "4 fiuanciod liability (or part of a financial liability) is extinguished when the debior either:

(o) discharges the Hability {or part of it) by paying the creditor, novmally with cash, other financial assets,
goods or services; or

(B) isiegally relensed from primary responsibility for the liability (ov part of it) either by process of law or
by the creditor. (When the debtor has given a guaraniee, this condition may still be met,)”

25,

046 “Payment to a third party, including a prust (sometimes called "n-substance defeasance”), does not, by itself,
relieve the debtor of its primory obligidion to the creditor in the absence of legal release.”

047 “If a debtor pays a third party to assume an obligation and noiifies its creditor thar the third party has
assumed its debt obligation, the debior does not devecognize the debt obligation, unless the condition in
paragraph 5 3430.043(b) is mer. If the debtor pavs a third party ie assume - obligation ond obtains a Jegal
releqse from its creditor; the debtor has extinguished the debl. However, if the dehtor agrees to-miake
paymenis on the debt to the third party or divect to the ovigingl creditor, the debtor recognizes a new debt
obligation 1o the third paritv.”

Issue #2: Can the IESO derecognize the deferral or variance accounts related o the annnal Glebal
Adjustment Smoaothing Account upon sale to the OPG Trust?

P§3210 does not specificaily address the derecognition of a regulatory asset as the concept of a regulatory asset does
ot exist under PSAS,

As mentioned above, regulatory assets do not meet the definition of intangible asset or financial asset. Specifically,
regulatory assets do not meet the definition of financial asset because they are imposed on customers through the
tariff (i.e., imposed by the OEB) and do not represent a right to receive payments from another party as a result of a
contraet,

More generally, PSAS,3210.37 suggests that an asset would no longer be recognized when it fails to meet the
definition of an asset,

Based on PS1000.37(b), an ifem does not qualify as an asset of a gavernment if the item involves futire sconomic
benefit, but the government cannot obtaiy it.

Based on the assumptions mentioned above, the legal title of the Asset would be transferred to the OPG Trust, as
well as, ALL risks and rewards, including the following:

~  the contraet would define IESO's vole strictly as that of agent, under a pass-through arrangement;

~  all cash flows related to the Asset would be transferred without material delay to the QPG Trust:

—  rights to interest or penalties on the Asset would be for the benefits of the OPG Trust;

- B8O cannot pledge the Asset; and

- 1@ recourse or pbligations remaining of IESO related to the Asset.
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IESO should also evaluale whether the sale of the Asset should in fact be considered as a borrowing arrangement. In
the absence of detailed guidance on this subject, we can analogize to the guidance in PE3450 Financial Instruments
for the derecognition of a financial liability. Par. 43 states that “d financial Hability (or pare of a financial Bability)
is extinguished when the debior is legally released from primary responsibility for the liability (or part-of it) either
by process of low or By the ereditor. (When the debtor has given a guarantee, this condition nigy still be met )"
Based on the assumptions mentioned above, since the legal title of the Asset would be transferred to the OPG Trust,
as well as, ALL risks and rewards, it can be concluded that the sale of the Asset is not a borrowing arrangement.

Conclusion: Based on the proposed terms of the sale agreement between the IESO and OPG Trust mentioned above,
the deferral o variance accounts would be derecognized at the point where the IESO would derive no fuigre
economic benefit from it. This would occur where the IESO ultimately transfers the rights, risk and rewards related
to those deferral or variance accounts fo the OPG Trust. This would cccur on the receipt of cash from the OPG Trust.
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Appendix A:

Extract from the “DECISION and ORDER issued by the OEB on March 28,2013 available on the
IFRS website

Progeeding on the Ontario Energy Board’s own motion {o review the options for and ultimately determine the
appropriate allocation and recovery of the Smart Metering Charge pursuant to section 19 of the Ontario Energy
Board Act, 1998.

THE BOARD QRDERS THAT:

Effective May 1, 2013, the Smart Metering Entity charge to be levied and collected by the Smart Metering Entity
from all Distributors identified in the Board’s annual Yearbook of Blectricity Distributors shall be $0.788 per month
for each Residential and General Service <S0KW customers for each distributor. The Smart Metering Entity charge
shall be in effect from May 1, 2013 to October 31, 2018, The number of Residential and General Service <50kW
customers to which the Smart Metering Entity charge will be applied to shall be in accordence with the methodology
set forth iy the Settlement Agreement attached as Appendix A,

hwwaw ontatioenergyboard.ca/oeb/_Documents/EB-2012-0100/dec_order IESCO-SME.20130328.pdf

IESO-N-0028762



