Rate-reguiated anterprises are a significant part of the Canadian economy. Thay inchude, for
sxample, multi-bilion-dollar eledhric utilities and natural gas pipsline companies, and
ancompass both the private sector and the public sector. The form of reguiation can vary from
raguiation that s hased on the cost of providing services to raguiation that is bassd on
performance, For telscommunications compandas, much of the industry has been dereguiatad
and now operates in 8 competithve markatplace. For others, such as the electric utilities, the
process of deregulation is just beginning,

It light of the changing reguiatory envirenmasnt, ths continusd relsvance of "spegial®
accounting for rate reguiation is currgntly the subjedt of considerable debate, There are
differing views on whether the impact of rate reguistion should be reported, Somae feel that it
rasuits in artificial income smoathing. Gthers, including the Study Group, are of the opinion
that rate reguiation can have a direct bearing on the enterprise’s eronoemic resouwrges and that
this should be reflected in the fnandlal statements, Thers are also differing visws on the
appropriate accounting approach. What constitutes generally accspted ascoounting principles
{GAAPY for rate-reguiated entarprisas and how the JICA Handbook - Accounting requirements
should e applied o tham nesd (o iw visarly established. To provide that guidance, the
Accounting Standards Board and the Public Sector Accounting Board are ointly sponsoring this
ressarch projsch:
+  to adddress accounting and reporting issues pertinent o rate-regulated snterprises
and
s o suggest the steps that the two boards should take to meet the spacial needs of
such enterprises and the users of thelr general purpose financial statements.

To provide much-nesded guidance to preparers, practitioners and usears, this Report proposeas
that the Accounting Standards Board issug a new Handbook Section on accounting for the
affects of rate reguiation. The new Saction would replace the current Handbook material, In
addition, It would establish general principles for assessing, I & particular situation, whethesy,
and, fga the degres to which, rate regulation has an stonomic impact that should be
recognized and how it should be reported in general purpose financial statemaents. In this
regard, it is anticipataed that the discussion of general principles and differential accounting
reatments sst oul in this Report will provide a uselul reference soures,

Because the economic bansfits and obligations created by rate reguiation are shmifar for many
private and public sector anterprisas, the consansus of the Study Group is that the ganeral
purpose financial statemsats of rate-reguinted enterprises in the public sectur should be
ps'epamc on a basis cam‘aten’z with i:i“aat of ratg --rec;uiatmd ent&r‘wéses in i:?:m ;}rév&te sectar
%&.m: Ao mmz‘fm; Handbook tmt cartain gfmi} i sector entities »%wuéd app ¥, w?aem @ppi mhi @,
the accounting recommaendations fr rate-raguiated enterprises containad in the JICA
Handbook - Accounting, One of the ten ﬂembmm of the Study Gmu;:s howsver, strongly fesls
that different ariteria are nesded for 3 public sector enterprise o qualify as rate regulated for
financial reporting purposes. In his opinion, there s wsually ng ' ﬁd@.{}fsﬁém nt third party
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regudator” because ths government normally controls both the affecied enterprise and ths
regeiatory agsnoy,

SUMMARY OF CONCLUSIONS

This Ressarch Report addressss 12 primary issues and a multitude of secondary Issuss, The
following outlines, on a chapter-lyy-chapter basis, the primary issues and the conclusions
reached by the Study Group t"eat undertook this project, Support for those conclusions is
provided in the relevant chapters, aslong with an analysis of any altemative views on the
issues,

CHAPTER 1

Issue 1~ Is sccounting for the sflects of rate regulation il & relevant issue?
Accounting for the effects of rate reguiation in the gensral purpose financial statements of
ratg-reguiated enterprises is an Important ssus and will remain so for the foresesable Rulure

CHAPTER 2

Issue 2 ~ What is rate reguiation?

Undr rate reguiation, an enterprise’s rates are estabiished by, or are sublect 1o approval by,
3 regu é&ﬁm There are a number of basic reguiatory processes and methodologles a”ac:é, within
aach, thers can be different spplications that vary with the regulator, the antity bein

reguiatad and the clroumstances faced.

CHAFTER 3

Issus 3 - What is the approprists acoounting spproasch?

Diffarent approaches have been suggested for accounting for rate reguiation, The approach
adopted should be based on a framswork that recognizes ths sconomic Impads of rate
reguiation, identifies the finandial reporting concepts that should guide the recognition of those
impacts o the extant that they exist, and considers existing practics in both Canads and the
Us,

CHAPFTER 4

Iosue 4 - What is the current financial reporting environment?

Accounting pronsunesmesnts and practives in Canada recognize that, In certain droumstances,
ate reguiation can affect what should be reported in the financial statements. In the United

S:ﬁtates accounting pronouncements also recognize the effects of rate regulation. They
astablish & comprehensive framework for reporting the economic impact of rate reguistion and

provide detatled guidance to rats-reguiated enterprizes. In the United Kingdom, accounting

pronouncements do not address ths effects of rats regulation, Nonethelsss, there s inoreasing

interast in developing a conceptual framawork for accounting by reguisted industriss,

Accounting standards that were issuad by the International Accounting Standards Committes

{IASCY do not addrass the effects of rate regulation,

Issue 5 - What further guidance should be provided?

Ganeral guidancs on accounting for the effedts of rate regulation should ba fssusd as ane
Sectint i the CIC48 Handbook - Accounting. The naw Section would raplace the matsrial
currently contained in the Handbook relating o rate-reguiated snterprises and would provide
any additional guldance that is considerad necessary. It would seb oul gensral principlss to
provide a "framework” for applving GAAP to rate-reguiated enterprises within the boundaries
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stablished by "Financial Statsment Concepts,” Section 10040, The genseal principlss would
provide the basis for agsessing, in a g:saré:;cuém stuation, whether rats reguiation has an
soonemic impact that should be reported and, i 5o, how i should be reported in general
purpose finandal statements.

CHAPTER 5

Tssue & ~ Can reguistory suthorities establish GAAR?

Ragulatory authoritias cannot establish GAAP, The Recommendations in the CICA Mandbook -

ﬁcwunim; constiiute GAAR, Athough the actions of reguiators may affect rates and the
esulting sconomic impact may affect what should be reportad In accordane with GAAP, thig

dses not give them the right to determing how that economic impact should be reported in

general purpose financis! statemants,

Issue ¥~ Can rate repuiation have an sconomie mpadt?

Regardiess of the rate-setting process or methodology used, from an aconomic perspective
rate reguiation ¢an have a direct bearing on the economic rasaurces, ghligations and
parformance of a3 rats-reguiated enterprise. I can influsnce rates that, combinad with markst
conditions, can have an sconomic impact on owrent and futurs revenues and cash fows,
thershy af?ectmg futurs sconomic benafits and obdigations

Tssus § - Should the effacts of rate reguiation be reported in general purposse
financis! statements?

The economic benefits and obligations oreated by rate regulation and ?'éSiE ting from past
fransactions or events, and the changes in these amounts, meet the definition of a fnandal
statement alement sat ool In "Financial Statsment Congeapts,” Seddion %f}f}f} of the {ICA
Handbook - Accounting., Whers they also mest ths recognition oriteriz seb out in Segtion 16040,
those slements should be reportad in the geners! purposs finandlal statements of a rate-
reguiatad enterprise as assets, Habilities, ravenuas, axpenseas, gains and losses,

CHAPTER &

Issue B ~ What is & rate-reguisted enterprisae?

The CICA Mandbook ~ Accounting establishes the criteria that must be met if an anterprisa is
to be considersd "rate reguiated” for nancial reporting purposes. The oriterta for qualifving as
a "rate~reguiatad entarprise” in Canads are sssentially ths same as those in ths United States,
To eliminate minor differences with US accounting standards, the Handbook definition should
be amendad to conform o the wording used in SFAS 71 For rate raguiation to have an impact
on what should be reported In accordancs with GAAP, it s not & prersquisite for the entire
gpsrations of the enterprise {0 be sublect to rate reguiation; s only necessary that & subset
of the enterprise’s operations be subject to rate reguiation. Consequently, whears only somse of
an enterprise’s operations are rate regulatad, the financial statements would reflact the
sronoimic impact of rate regulation on ondy that partion of operations. This approach is
consistent with current practics and with US GAAPR,

CHARTER ¥

Tssus 10 - What gensral pringipiss should be used by rate-raguiated snterprises?
Rate-recuiated enterprises should use the following general prinwiples when preparing general
purpess financlal statements in accordancs with GAAR
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Application

1. The economic impact of rate reguiation should be reflected in the general purpose
financial statements of an enterpriss that has regulated operations that meet all of the
following oriteria;

s The enterprise’s rates for reguiated services or products provided to is
customeses are establishisd by, or are subdect to approval by, an indspendsant,
third-party regquiator or by I8 own governing boeard empowsrad by statute or
contract to establish rates that bind customers,

»  The reguistad rates are designed o recover the spacific enterprise’s costs of
providing the reguiated services or products, including » falr return on
fnvestment,

I view of the demand for the reguiated services or products and the lovel of
competition, direct and indirect, it is reasonable to assumes that rates sat at levels
that will recover the enterprise’s costs can be chargsd to and collectsd from
customars, This oriterion requires consideration of anticipated changeas in fevels of
demand gr compeatition during the racovery period for any capitalized costs,

2. If some of an enterprise’s operations ars regulated and meet the above oriteris, the
financisl statements should refledt the economic impact of rate regulation on only that
portion of oparations,

3. When an sobsrpriss that has reguiated operations no longer mests the oriteria seb out in
Frinciple 1, i should discontinus reflecting the economic impact of rate regulation and
reflect the effects of discontinuation in s general purpose Anancial statemsnts.,

Recognition of Reguiatory Assets and Liabilities
4. Rate-reguiated enterprises should recognize 2 raguiatory asset in thelr financial
statements, when alf of the following conditions are mels
s Rats reguiation creates an economic benefit in the form of noreasad futurs
ravenues as a resull of a past ransaction or event,
« I is probable that the enterprise’s reguiator will set future rates sufficisnt to
provids the economic benefit,
= Future rates sufficlent to provide additional revenue at least equal to the
economic benafit will be chargeabls and collectible from customers,
= There is an apowopriats basis for measwring the assel and a reasonable sstimate
can be made of the amount involved,

5. Areguiatory assst should be valused at the lower of the sxpeciad sconomic bensfit and
the cost incurred o acquirs the sconomic bensiit,

6. Where the economic benefit is inoreased and the inoreaze meets all of the conditions in
Principle 4, or a portion of the economic benefit that previcusly did not meet all of the
conditions i Principle 4 now meels those conditions, the valug of the regulatory asset
shiould be Increased by the related amount,

o

Whare all or a portion of a reguiatory assel no longsr maets the conditions in Frinciple 4,
the value of the reguiatory asset should be reduced by the related amaunt,

8, Rats-reguiatad entarprises should recognize a regulatory Hability in theilr financiad
statements when all of the following conditions are msh
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= Rate regulation oreates an economic obligatio in the form of decreased Rdure
revenues, or payments o customers, as a resull of a past transaction or event,

s It ig probable that the enterprise’s reguiator will set rates sufficiant o reduce
ravenues by the amount of the Hability or require paymants 1o customers egual
to the HabHity.

= There is an appwopriats bhasis for measwring the Hability and a reasonabis
aegtimate can be made of the amount involved,

S Where the economic obligation is Increased, or a portion of the soonomic obiligation that
previously did not meet alf of the conditions in Principle 8 now meets the conditions, the
vatus of the reguiatory lability should be increased by the related amount,

18, Where all or & portion of a regulatory Hability no longer mests the conditions in Frinciple
8, tha value of the reguiatory Habliity should be reduced by the ralated amount.

Revognition of Revenues, Expenses, Gains and Losses
11, The finencial statements of rate-reguiated enterprises should report the changes in

Terp
reguiatory assels and Habilities a8 revenues, expansss, gains or lossss.

Freseptation and disclosure
12, Notes to the genaral purpose financial statements of rate-reguiatad entarprises should
disvinss,

«  that the entsrpriss {or certain of iix operations) is rale reguiatad fr finangia
reporting purposes or, alternatively, that the enterprise was rate reguisted in the
prior paried, but no longsr mests the establishad criteria for 8 rate-reguiated
entarprise;

=  the reguiator{s} and the lurisdiction{s} covered {sven if the enterprise no longsy
gualifies as rate regulated);

s that the financial statements are prapared In accordsnce with Canadian GAAP,

13, Notes o the general purposs fnandal statements of rate-reguiated enterprises should
disclose how rate reguiation affects the reported values of Individual assels and linhilities
on 3 golng-forward basis.

CHAPTER B

Issue 11 - Do the Genera! Principles apply to the public sector?

With respact to the scope of public sector activities that may be considered "rate regulatad”
for financial reporting purposss, the conssnsus of the Study Group s that the application of
General Frinciple 1 should be Hmited to governmesnt busingss enterprises (GBER) that meet all
the oriteria for qualifying as a rate-reguiated enterprise. In this regard, CICA Pubiic Sector
Accounting Handbook Recommendations should specifically recognize that only GBEs that
gualify as rate-regulated entsrprisss for Anandcial reporting purposes should apply ths

accounting recommandations for rate-reguiated enterprises contained in the CICA Handbook -
Accounting.

One Sty Group membsr, howevsy, fesis stronghy that in order Tor & GBE o qualify as a rate-

reguisted enterprise for financial reporting purpoeses, the reguiatory agenty must be
indepsndent of both the GBE and government, The consensus of the Study Group is that the
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Ganeral Principles regarding application, recognition, presentation and disclosure apply equally
to all GBEs that meel the oriteria in General Principle 1, sines the evonomic benefits and
obligations oraated by rate regulation ars similar for many private and public sector
anterprises. Therefore, the genersl purpose financial statements of rate-reguiated anterprisas
in both the puldic and private sectors should be prepared on & consistent basis. One membasr
wonltd support this position only in the unifkely svent that the requilatory ageny is
independent of both the GBE and the government,

CHAPTER ©

Tasus 12 ~ What sdditiona! guldancs is nesded for specific accounting and reporting
issues encountered by rate-reguisted enterprises?

While detalled guidancs for recognizing the sconomic impsct of rate reguiation on the financal
reporting of rate-reguiated enterprises is not assential, additional guidance would help avold
any misunderstanding and, at ths sams time, Hustrats how the gensral principles should be
applied in practice, Accordingly, this chapter addresses spediic issues that ars considerad of
interast o the regulatory community. Emphasis s glven to areas that may have 3 material
impact on genseal purpose inancal statemeants,. Consideration is also given o droumstances
that may indicats the need o discontinus accounting for the effects of rate reguiation.
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