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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 IESOadministered markets see

separate technical analysis and the economic impacts of rate regulation as the Company believes that the

changes would result in a more appropriate presentation of events or transactions in its financial statements

Issues being considered in this document are

Issue 1 Can the IESO adopt the guidance in ASC 980 Regulated Operations

Issue 2 Can the IESO recognize deferral or variance accounts related to the deferral of the annual Global

Adjustment account as a regulatory asset on its statement ofl position

Issue 3 Can the IESO derecognize the variance accounts related ferral of the annual Global

Adjustment account

I Adoption of the guidance in ASC 980 anted Oplaions
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The facts eircumstances
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Appropriate keeounting Pillreiple for issue1

PS115005 When the primary sources ofGAAP do not deal with the accounting and reporting infinancial

statements oftransactions or events encountered by the public sector reporting entity oradditional

guidance is needed to apply a primary source to specific circumstances the selection ofan appropriate

accounting policy requires the exercise ofprofessional judgment In these circumstances a public sector

reporting entity should adopt accounting policies and disclosures that are consistent with

a the primarysources ofGAAP and

b the application ofthe concepts described in FINANCIAL STATEMENT CONCEPTS SectionPS

1000

This document is strictly confidential and intended solely for the information and use of the Board of Directors and management of

the Company and the Comptrollerof the Province and is not intended to be and should not be used circulated quoted or

otherwise refeired to by anyone other than these specified parties or for any other purpose
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PS115019 Pronouncements issued by other bodies authorized to issue accounting standards may be useful

sources to consult Forexample accounting pronouncements published with the authority of the Canadian

Accounting Standards Board AcSB International Accounting Standards Board L4SB US Federal

Accounting Standards Advisory Board FASB US Governmental Accounting Standards Board GASB or

International Public Sector Accounting Standards Board IPSASB are often important sources to consult on

matters not covered by primarysources ofGAAP orfor assistance in applying a primary source ofGAAP to

specific circumstances

PSI 15008 A public sector reporting entity consults sources other than primarysources ofGAAP to assist

in selecting accounting policies and disclosures only when these sources comply with paragraph Error

Hyperlink reference not valid The public sector reporting entity evaluates sources in selecting the

appropriate accounting policies and disclosures based on all ofthe foll g criteria

a The spectficity ofthe source A source that deals with the s ircumstances is likely to be more
relevant than one from which the public sector reporting e ist analogize

b The authority ofthe issuer or author A source issue nting standard setter in its own

jurisdiction is likely to be more relevant than a sou d by in the samejurisdiction

c The continued relevance of the source The p f time may the relevance ofcertain

sources

d The development process for the source

debate is likely to be more relevant than a soli

PS115010 PSAB considers a source to be consistent w
the guidance in that source is compati the 0 qualitci

the elements offlnancial statements ancognition a
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iabilitiesIESO may consider

y to detaffiine appropriate accounting

ASPE defmes a rate regulated entitybut

provi guliIIIIWets an however requires disclosure of such

hal they are r d I is not on teir project on rate regulation and current

standards only include a holding standard based upon what was done under previous GAAP Both FASB
and GASH have guidance on accounting in a regulatory environment IPSASB does not provide any

guidance on accounting by rate regulated entities

It is iniportan te that regula itities dui prepare their general purpose financial statements in

accordance with eg the th ortis subsidiaries in Ontario as well as those regulated entities that

are eligible to elect ly the ments of 1FRS 14 and elected to do so when they adopted IFRS

generally all recogniz at erral and variance accounts in accordance with US GAAF accounting

principles set out ASC 9 edOperations

Statement 62 issued by GASB in December 2010 is effective for financial statements for periods beginning

after December 15 2014The objective of the Statement is to incorporate into the GASB s authoritative

literature certain accounting and financial reporting guidance that is included in the Financial Accounting

Standards Board FASB Statements and Interpretations issued on or before November 30 1989 N hich does

not conflict with or contradict GASB pronouncements 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

fa The regulated business type activitys rates for regulated services provided to its customers are

established by or are subject to approval by an independent thirdparty regulator or by its own

governing board empowered by statute or contract to establish rates that bind customers
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b The regulated rates are designed to recover the specific regulated business type activitys costs of

providing the regulated services

c In view of the demand for the regulated services 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

activitys costs can be charged to and collected from customers This criterion requires consideration

of anticipated changes in levels of demand or competition during the recovery period forany

capitalized costs

The criteria above and the guidance in paragraphs 476500 are based on ASC 980 RegulatedOperations

In summary

Canadian rate regulated entities reporting under ASPE 1FRS and GA enerallyall recognize regulatory

deferral and variance accounts in accordance with US GAAP acco rinciples based on ASC 980

Regulated Operations

Evaluation of Other Sources ofGAAP

As required by PS 115005b we need to analyze w e concepts in linker source ie ASC 980
are compatible with the i qualitative charactensti ancial information Mk elements of fmancial

statements and iii the recognition and meastiremria in PS 1000

When looking to other sources of GAAP PSAS requirother ssil of GAAP tMayaluated

1 as to whether they are consistengla accounting Closure within POWS
115005a

2 as to whether they are consistent

3 as to all of thefollowing criteria P
a
b
c
d

Source deaturdh the specific

Source

Sour

Source

I QualitagiCharacter

ation ofal in PS 1000 PS 115005b and

riberation when developing policies

PSA 91411 Evaluation

C and objectu for blic le councilors FASH considers

bus and nonbusine estors ts other governmental units

organ s as well as ents par 14
overnmental unit

Financial re should Finan al statements should be Similar

Be useful in resource relevant to the needs of the users

allocation deci and reliable Relevance is achieved

Be useful in assess rvi through timeliness predictability

and ability to provid and accountability value Reliable

Be useful in assessing information has the following

management stewardship and characteristics representational

performance faith illness completeness

Provide infonnation about neutrality conservatism and

economic resources obligations verifiability par 2829
net resources and changes in them
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ii Elements ofFinancial Statements

FASR PSAS Evaluation

Assets

Probable future economic benefits Economic resources controlled by Essential characteristics

obtained or controlled by the entity a government as a result of past similar

as a result of past transactions or transactions or event and from

events which future economic benefits

are expected to be obtained par
35

Liabilities

Probable future sacrifices of Present obligations to o Essential characteristics

economic benefits arising from arising from past tr similar

present obligations of the entity to events the settle e bic

transfer assets or provide services in expected to res the future

the future as a result of past sacrifice of lc benefits

transactions or events with littl iscretion to avoid

settlement 44

Revenues

Inflows from delivering or Increases in eco

producing goods rendering services ling from ope

or other activities that constitute the ns and even

entitys central o erations iod ar
Ex uses

Dec s in et reSOUICOutflows from delivering or Similar

producing goods rend result om o
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constitute the entit accountin par 49
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ion of an eleme

ments must be

sufficient

rant and be

iii Measurement Criteria

PSAS
em must liMin appropriate

of measurement a

kible estimate can be made

of tfiWinount and if the item

involves obtaining or giving up
future economic benefits it is

expected those benefits will be

obtained or given up par 55

Evaluation

Similar

FASB PSAS Evaluation

Measurement basis dependent upon Primarilyusing historical cost Similar

nature of item Historical cost basis basis Replacement cost and

replacement cost market value realizable value are also used but

in limited circumstances par 60

Criteria ofPS 115008

Criteria

Source deals with the specific circumstance

Evaluation

Yes ASC 980 Regulated Operations
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Source is issued by an accounting 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 consultative process and

deliberation

When concepts are in conflict with PSAS then PSAS prevails PS 1105012 For example PSAS does not

recognize intangible assets PS 31500314 §o if regulatory assets are considered to be intangible assets

they would not be allowed to be recognized through another source of GAAP FASB and the IASBhave

both concluded that regulatory assets are neither financial assets nor intangible assets Therefore we can

conclude that ASC 980 is NOT in conflict with PS 315003 14 with respect to intangible assets

Conclusion

FASB is appropriate to use as source of GAAP

FASB standard ASC 980 has extensive guidance for rate regulated entities including the recognition of

regulatory assets

Appropriate Accounting Principle for issue2

ASC 980 Regulated Operations
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fic entrg
Ihm2lied to

of inalWcosts A cost arising from cash paid out or obligation to

fce a gillfrom any cause that has been sustained and has been or

98010058 an acc g order indicates the way a cost will be handled for ratemaking

purposes it caus co effects that would justifr deviation from the GAAP applicable to

business entities in mere issuance ofan accounting order not tied to rate treatment does

not change an entitys ic resources or obligations In other words the economic effect of

regulatory decisionsnot the mere existence ofregulation is the pervasive factor that determines the

application ofGAAP980340 Other Assets and Deferred Costs

980340251 Rate actions ofa regulator can provide reasonable assurance of the existence ofan

asset An entity shall capitalize all orpart ofan incurred cost that would otherwise be charged to

expense ifboth of the following criteria are met

a It is probable as defined in Topic 450 thatfillre revenue in an amount at least equal to the

capitalized cost will result from inclusion ofthat cost in allowable costs ratemaking

purposes

b Based on available evidence thefitture revenue will be provided to permit recovery ofthe
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previously incurred cost rather than to provide for expected levels ofsimilarfuture costs If the

revenue will be provided through an automatic rate adjustment clause this criterion requires

that the regulators intent clearly be to permit recovery ofthe previously incurred cost

A cost that does not meet these asset recognition criteria at the date the cost is incurred shall be

recognized as a regulatory asset when it does meet those criteria at a laterdate

980340401 Ifat any time an entitys incurred cost no longer meets the criteria for the capitalization

ofan incurred cost see paragraph 980340251 that cost shall be charged to earnings

980350501 In some cases a regulator maypermit an entity to include a cost that would be charged

to expense by an unregulated entity as an allowable cost over a period oftime by amortizing that cost

for ratemaking purposes but the regulator does not include the u overed amount in the rate base

That procedure does not provide a return on investment during every period If recovery ofsuch

major costs is provided without a return on investment during over period the entity shall

disclose the remaining amounts ofsuch assets and the ren overy period applicable to them

980340552 In some cases a regulator may appro e that ended to recover an incurred

cost over an extended period without a return on t covered cos g the recovery period

980340553 The regulators action provide able assurance oft tence ofan asset see

paragraph 980340251 Accordingly the re d entity would capitalize stand amortize it

over the period during which it will be allowed making air oses That ukl not be

recorded at discounted present value An exception gence is provide stsof
abandoned plants

Issue 2 Can the I ESO recognize diet

Global Adjustment account as a regulai

lated to the deferral of the annual

nancial position

As described in issue 1 US GAAP includdWial acL pros isiat are applicable to entities

with activities that are syglillii regulatike result iulateMtics are required to recognize

regulatory assets andAMPeilingd the foil

Criteria

The entitys rates for

products provided to its

establi mbjec

by alfiMfralIMEhl2 arty

governing

bygs
establiMitues that bind cug

Co
ES0 has unrecognized variance accounts

related to the MDNf R smart meters that

se been approved by the OEB in

accordance with the Electricity Act and

the OEB Act

IESO and 0E13 are both consolidated

to the provinces books we need to

analyze whether the OEB is an

independent thirdparty regulator

Since Hydro One OPG are both

consolidated into the provinces books

are both regulated by the OEB and have

both recognized regulatory assets and

liabilities we can conclude that the OEB
is an independent thirdparty regulator

Evaluation

Met

The regulated rates are designed to

recover the specific entitys costs of

providing the regulated services or

products

Currently the rates approved by the OEB
are designed to recover the IESOs costs

of providing the regulated services and the

passthrough related to the energy

purchased from the generators

The contemplated transaction is based on

Met
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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

reasonable to assume that rates set at

levels that will recover the entitys costs

can be charged to and collected from

customers This criterion requires

consideration of anticipated changes in

levels of demand or competition during

the recovery period for any capitalized

costs

the fact that the 0E13 will 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 will also be

included in future rates charged to

customers In summary the legislation

will create a right to collect the incurred

cost

Since the deferral or variance accounts

will be sold to the OPG Trust at least on a

monthly basis and cash will be received

on the same day this criteria will be met

This criteria will need to be monitored on

1

a yearly basis to ensure that IESO and the

OPCiTrust will be able to recover the k
LICICITCd amount taking into account tnc

levels of demand or competition during

the recovery period

In order to capitalize an incurred cost as a

is probable that future revenue in an amount

that cost in allowable cos

will eventually be inc

for regulatory asset

level of judgment in

recovering these costs

Backnd and Assuiri

The factsmstances and

II1 As mentioned above the ann lobal Adjustment account that will be deferred in the deferral or

variance acifthe Asset ill be significant

making PO
often the

lator can

signifi
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ast cc

s Debi
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3fie accounting requirements

gnition of regulatory assets The

ked transaction as the period of

ant to the specific transactions are as follows

2 The IESO does

selling the Asset to

The OPG Trust will be

the financial capability to finance the Asset and is contemplating

setup by OPG the OPG Trust

olidated by OPG

4 Proposed terms of the sale agreement between the IESO and the OPG Trust

The sale contract will be structured as an absolute sale which will assign future economic benefits

or cash flows related to the Asset exclusively to the OPG Trust

The arrangement will be structured whereby there is no recourse or obligations remaining of IESO

related to the Asset

IESO will not retain any rights or benefits from the Asset

IESO would not have any rights to interest or penalties on the Asset once it has been transferred to

the OPG Trust
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The contract will be clear that IESO cannot pledge the Asset as collateral to obtain future cash

flows or financing

IESO will continue to collect related cash flows on the OPG Trusts behalf and remit those cash

flows to the OPG Trust without material delay In addition IESO will not be entitled to reinvest

such cash flows except for investments in cash or cash equivalents during the short settlement

period from the collection date to the date of required rem Mance to the OPG Trust and interest

earned on such cash and cash equivalents is passed to the OPG Trust The contract will define

IESOs role strictly as that of agent under a pass through arrangement

Servicing origination and arrangement fees will be collected by 1ESO in rates charged to

ratepayers as part of its market dealings

The Asset will be sold to the OPG Trust at least on a monthIABIErand cash will be received on the

same day

Appropriate Accounting Principles for issue3

Public Sector Accounting Standard PSAS 3210 As
controlled by a government as a result ofpast trans

benefits are expected to be obtained par 3

4 Assets have three essential characteristics

fines an asse

events andfroti

economic resources

tare economic

a they embodyfuture economic nefits that invo singlyor in corn on with other

assets to provide goods an s to provide inflows or to reducWash outflows

b the public sector entity can c mum resot d access to the future economic

benefits and

c the transaction tarevent giving rillfthe par entityllagrol has already occurred

22 Control ofan

characteristi ershiP

renefits are essential

24 A public sector mayactnrustee wheRfalministers trusts on behallof the beneficiaries

specified in the ag7Ighat or s trusteeMpublic sector entity merely administers the

thetMhyst out agreement It does not control the asset

haviT to the71116§knoMbenefits Those benefits flow to the

As n

37 A
in t

if the ite

is not an asset

ding paragra

Ives

a no futu

b fiiture econ

pptS

it lacks one or more of the essential characteristics listed

mple an item does not quail as an asset ofa government

ut the government cannot obtain it or

c future economic fit that the government may obtain but the events or circumstances that

give the government control of the benefit have not yet occurred

Issue 3 Can the I ES recognize the sariance accounts related to the deferral of the annual Global

Adjustment account

PS3210 does not specifically address the derecognition of a regulatory asset The concept of a regulatory

asset does not exist under PSAS

It is also well understood in this industry that 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 ie imposed by the OEB and do not represent a right to
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receive payments from another party as a result of a contract

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

definition of an asset

Based on PS100037b an item does not qualify as an asset of a government if the item involves future

economic benefit but the government cannot obtain it

Conclusion Based on the proposed terms of the sale agreement between the IESO and OPG Trust

mentioned above the deferral or variance accounts would be derecognized at the point where the IFS will

derive no future economic benefit from it This would occur where the IESO ultimately transfers the rights

risk and rewards related to those deferral or variance accounts to the OPG Trust
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