WHITE PAPERS — WORKING DRAFT #87Z

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 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 (US GAAP in FASB)?

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 offipancial position?

Issue #3: Can the IESO derecognize the variance accounts relatediio the deferral of the annual Global
Adjustment account upon sale to OPG Trust?

1. Adoption of the guidance in ASC 980 Regulated Operations

Background and Assumptions for issues #1 an

The facts, circumstances, and assumptions relev: he specific transactions arg:as follows:

1. The IESO’s legal status is a not-for-profit, non-ta: scorporatiopestablished pursiant to Part Il of the
Electricity Act, 1998. IESO is classified as an Other Governmental Organization and prs i
financial statements in accordance with. Canadian publi¢ ge¢tor secounting standards (PS;

2. The IESO is required to submit its proposed €xpenditures, reveniie requirements and fees yearly to the
OEB for review and approval. :

3. IESOis rate regulated by the OEB in acc the:Electricity ¢t 1998 and the Ontario Energy

ot recognize theseconomicitipacts of rate regulationinits

Board (“OEB”) Act, 1998 hiut,currently do
general purpose figiancial statements; 11
of the Elestricitd 801 1998 for the approval o

approval from the OEBunders. 23(1) . Commented [CV1]: To clarify what parts of the IESO’s
venue reguirement and fees, The i operations arc regulated.

{ast rate approval Wiasiobtained onif#cember 2

arch 28,2013 that permits IESO to recover the MDMR
dix B). fi.e. Costs incurred in the past will be fully

amouiityipaid to generatorsjthe Financi
has a progugement contract. i{i¢. costs in¢

orporation, distributors and to entities with whom the IESO
d in the past will be fully recovered through future rates)

6. The provincé igicontemplating teferring the recovery of a portion of the annual Global Adjustment
account (comprised primarily:6f the electricity costs paid to the generators) over a period of 25-30 years,
so that costs incurtediwould:beifully recovered through future rates.

7. The Electricity Act, 1998 andthe OFEB Act, 1998 would be amended through legislation to require the
deferral of the recovery ofithe Global Adjustment account and the future recovery in rates charged to
customers.

8. [The OEB ould grant generic deferral or variance accounts to capture the difference between the . Commented [CV2]: To determine if this assumption
amounts paid to generators and others, and the amounts collected in rates. Furthermore, the interest and | remains

ancillary costs related to the contemplated transaction would also be included in future rates charged to

customers. In summary, the legislation would create a right to collect the incurred cost. Commented [m3]: Based on foday’s discussion, [

believe itis comrect:
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9. The IESO 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 economic substance of its operations and enhance the transparency and
accountability of its financial reporting.

Appropriate Accounting Principle for issue #1

PSAS requires

PS2120.02, “a change in an accounting policy may be made... if it is considered that the change would
result in a more appropriate presentation of events or transactions in the financial statements of the
government.”

PS1150.05 “When the primary sources of GAAP do not deal with thegecounting and reporting in financial
statements of transactions or events encountered by the public sggtor reporting entity, or additional
guidance is needed to apply a primary source to specific circgighsionces, the selection of an appropriate
accounting policy requires the exercise of professional judgnient. In these circumstances, a public sector
reporting entity should adopt accounting policies and disclosures that are cougistent with:

(a) the primary sources of GAAP, and

(b) the application of the concepts described in F
1000

NCIAL STATEMENT CONGERTS, Section PS

PS1150.19 “Pronouncements issued by:pther bodies authorizedp 1sstie accounting standar:
sources to consult. For example, accouniing pi
Accounting Standards Board (AcSB), Intern
Accounting Standards Advisory Board (FAS
International Public Sector Accounting Stan
matters not covered by primiéiiisources of GA
specific circumstancegl,

nay be usefiul
ouncements pitilished with the authority of the Canadian

kA ccounting Stendards Board (IASB), US Federal
rnmental Accaninting Standards Board (GASB), or
dIRSASB) are'offen imporiant sources to consult on
- for assisidice. in appliing.a primary source of GAAP to

PS1150.08 “A public gector reporting entity cons
in selecting accounting'policies and disclosures onl
The public sector reporting entity evaltates sources i
disclosures:Bitséshon all of the following eriteria

rées other than primary sources of GAAP to assist
these sources comply with paragraph PS1150.05.
cting the appropriate accounting policies and

Is With the specific circumstances is likely to be more
wrting entity must analogize.

A source issued by an accounting standard setter in its own

Jurisdiction is likely to g imore rele han a source issued by others in the same jurisdiction.

(¢} The continued relevance ofithe source
sources.

he passage of time may diminish the relevance of certain

(d) The development process for.the source — A source developed after extensive consultation and
debate is likely'tey he mordireievant than a source developed without such discipline.”

PS1150.10 “PSAB considers g saiirce to be consistent with the concepts in paragraph PS 1150.05(b) when
the guidance in that source isicompatible with the (i) qualitative characteristics of financial information, (ii)

the elements of financial statements, and (iii) the recognition and measurement criteria in paragraph PS
1150.05().”

PS1000.58 “In the absence of appropriate public sector recognition and measurement criteria for
intangibles, all intangibles, including 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
called "human capital” that embodies the talent or intellectual capital of government employees is not
recognized as an asset under existing accounting principles.”

PS3210.03 “Assets are economic resources controlled by a public sector entity as a result of past
transactions or events and from which future economic benefits are expected to be obtained.”
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PS3210.04 “Assets have three essential characteristics:

(@) They embody future economic 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.

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

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

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

In accordance with PS2120.02, the IESO can reflect the ecopomic impacts of rate
regulation only if it is considered that the change of accouiiting policy would result in a
more appropriate presentation of events or transactiongiti the financial statements of the
government. As mentioned in the Agenda ref. 9A ofithe 14588 meeting of February 201772

rRate regulated entities have long argued that, withotit recoghizing regulatory assets and
regulatory liabilities, the entity’s performance:is distorted by the rate regulator’s
intervention in the imposition of performane bligations on the énfity and the timing of
cash flows from the ratepayers.- The recog n of regulatory assets'and liabilities would
better reflect the economic substance of IESO!s pperationgand enhancéithie transparency
and accountability of its financial reporting. For'exunple. i 20X¥ the IESO wmcurred a
cost relating o the smart roeter grogtam amounting o % mithion. The cost was
expensed and 15 meluded 1n the acsiun deficii as the IS0 did n(xt have ihe abih'tv
o recognize a reculatory asset despi
{from -\f?av 1, 201% 0 Octob“r 31,2

am(}unt of approxdny ;
Curre m‘lv the JESO MK ceceivod aritiipedestc
3to-October 3128 Theinliblvos

xpvmsd andis inelided

policies 111 it rate regulated environment.

Within AcSBjiAgcounting Standasds for Private Enterprises (ASPE) defines a rate regulated entity but
provides no guidanée on regulatory dsets and liabilities, however requires disclosure of such balances if
they are recognizedi; JASB has nof ¢ompleted their project on rate regulated activities and current standards
only include a holding'standard based upon what was done under previous GAAP. It will be important for
the IESO to monitor the TASB$ onipoing project on rate regulated activities as this may affect the
recognition, measurement, prgsentation and disclosures of the regulatory assets and liabilities. Both FASB
and GASB have guidance on accounting in a regulatory environment. IPSASB does not provide any
guidance on accounting by rate regulated entities.

.. ASPE (e.g. the three Fortis subsidiaries in Ontano), as well
as those rate regulated entities that are eligible to elect to apply the requirements of IFRS 14 and elected to
do SO When Ihcy adopted IFRS, genera] ly all recognize rurulatorv deferral and Variance aucounts in

2 htp/ Ao, i s, ore/ Misetings Mestingddons/ TASB/201 7 February! APO9-Rats-regubated-Activitiss.pdf
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Statement 62 issued by GASB 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 guidance that is included in the Financial Accounting
Standards Board (FASB) Statements and Interpretations issued on or before November 30, 1989, which does
not conflict with or contradict GASB pronouncements. Paragraphs 476-500 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:

(a) The regulated business-type activity’s rates for regulated services provided to its customers are

established by or are subject to approval by an independent, third-party regulator or by its own
governing board empowered by statute or contract to establish rates that bind customers.

(b) The regulated rates are designed to recover the specific regulated biusiness-type activity’s costs of
providing the regulated services.
(@ In view of the demand for the regulated services or produets andithe level of competition, direct and

indirect, it is reasonable to assume that rates set at levéls that willitgcover the regulated business-type

activity’s costs can be charged to and collected fromigustomers. This griterion requires consideration
of anticipated changes in levels of demand or ¢

capitalized costs.

etition during the regdvery period for any

The criteria above and the guidance in paragraphs 00 are based on ASC 980 Regiilated Operations.
It 1s also important to note that in its statement of financial position, the Ontario Electricity Financial
Corporation (“OEFC?) recognizes a net unamortized liability balance for power purchase contracts, as
detailed in the summary of significant accounting policies:

“The liability for power purchase contracts was originally calculated by discounting estimated losses over
the life of the contracts. Under the Electriciiy Restructuring Act, 2004, OEFC began receiving actual
contract prices for power from electricity consumers, effective January 1. 2005 and no longer incurs losses
on these power purchase contracts: At that time, the Ministry of Finance estimated that the bulk of the

liability would be eliminated over 12 vears as existing electricity contracts expire. As a result; the bulk of
the liability is being amortized to revenue over that period.”

Although this liability is not defined as a regulatory habﬂity in the OEECs financial statements. the

""" 1 under ASC 980 of a regulatory
liability. as the OEFC hads no further obligation and should have reversed the liability into income. Aff

mortize the gain over the remaining lerm of the

nary

Rate regulated gntities in North America rep

g under ASPE, IFRS (entities which have elected to use
IFRS 14) and GASB generally all récognize regulatory deferral and variance accounts in accordance with

US GAAP accounting principles baged on ASC 980 Regulated Operations (see Appendix A for the
accounting framework uised by thé Canadian rate regulated entities).

Evaluation of Other Sources of GAAP

When looking to other sources of GAAP, PSAS requires the other sources of GAAP to be evaluated
L

as to whether they are consistent with accounting policies and disclosure within PSAS,
2.

as to whether they are consistent with the application of concepts in PS 1000 and
3.

as to all of the following criteria:

(a)  Source deals with the specific circumstance

(b)  Source is issued by an accounting standard setter
(c)  Source continues to be relevant

(d)

Source uses a consultative process and deliberation when developing policies
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As required by PS 1150.05(b), we need to analyze whether the concepts in the other source (i.e. ASC 980)
are compatible with the (i) qualitative characteristics of financial information, (ii) the elements of financial
statements, and (iii) the recognition and measurement criteria in PS 1000.

(1) Qualitative Characteristics of Financial Information

FASB

PSAS 1000

Evaluation

Concepts and objectives are for both
business and non-business
organizations as well as
governmental units (Concept #4.3 to
4.5)

Public, legislators, councilors,
investors, analysts, other
governments (par. 14)

FASB considers
governmental units

Financial reporting should:

— Be useful in making resource
allocation decisions

— Be useful in assessing services and
ability to provide services

— Be useful in assessing management
stewardship and performance

— Provide information about
economic resources, obligations,
net resources and changes in them
(Concept # 4.33-.54)

Financial statements should be
relevant to the needs ofthis uxers and
reliable. Relevance igiachieved
through timelinesg; predictability:
and accountability value. Reliable
the following
epresentational
pleteness,

rvatism and
verifiability. (par."28:29)

(i) Elements of Financial Statements

Similar

FASB

Assets

Probable future econpinic benefits

obtained or controlled'byithe entity as
a result of past transactions or events,
(Concept #6,25-.34)

Evaluation

Essential characteristics
similar

Probable fitiire sacrifices of
economic benefits arising from
present obligationsiof the entity to
transfer assets or provide services i1t
the future as a result bf past
transactions or events. (Coticept

the settlement of which is expected
to result in the future sacrifice of
economic benefits with little or no
discretion to avoid settlement. (par.

Essential characteristics
similar

#6.35-.43) 44

Revenues

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

central operations. (Concept #6.78- accounting period. (par. 46)

79)

Expenses

Outflows from delivering or Decreases in economic resources Similar

producing goods, rendering services
or carrying out other activities that
constitute the entity’s central

resulting from operations,
transactions and events of the
accounting period. (par. 49)
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operations. (Concept # 6.80-.81)

(iii) Recognition Criteria

FASB PSAS Evaluation
To be recognized, an item must meet | Item must have an appropriate Similar

the definition of an element of the basis of measurement, a reasonable

financial statements, must be estimate can be made of the

measurable with sufficient reliability, | amount and if the item involves
be relevant and be reliable. (Concept | obtaining or giving up future
#35.64) economic benefits, it is expectog
those benefits will be obtaingil ar
given up. (par. 55)

(iii) Measurement Criteria

FASB PSAS Evaluation

Measurement basis dependent upon Primarily using histogisal cost Similar
nature of item. Historical cost basis, lacement cost and
replacement cost, market value. lue are also uged; but

(Concept # 5.65-.70) mstances. (par. 60)

Criteria of PS 1150.08

Criteria Lyaluation

Source deals with the speeific circumstince ''es, ASC 980 Regulated Operations

Source is issped by an accousiting standatdisetter Yes, FASB

continuesto barelevant Y, still used by rate regulated entities

Yes, comprehensive consultative process and
deliberation

ses a consultative process atidd deliberation
veloping policies

Evaluation whether the deferral'afthe Globa
Section PS3210

djustment account meet the definition of Assets as per

PS3210 defines assets s ‘econopiie: resources controlled by a public sector entity as a result of past
transactions or events ang fromi which future economic benefits are expected to be obtained.” (par. 03)

The analysis of the three esséfitial characteristics as defined by PS3210.4 are analyzed in the next table.

Characteristics Additional guidance Comments

They embody future | The essence of assets are their future The economic benefit embodied in the
economic benefits economic benefits. Assets embody variance accounts (i.e regulatory asset)
that involve a future economic benefits that allow is the right to collect the incurred costs
capacity, singly or in | public sector entities to achieve their from ratepayers in order to settle the
combination with objectives. The future economic liability for the energy already

other assets, to benefits embodied in assets involve a consumed by the ratepayers.

prov.ide g‘00d5 arlld capacity, singly or iljl combination with The electricity Act, 1998 (“EA”)
services, to provide other assets, to provide goods and
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future cash inflows,
or to reduce cash
outflows. (par. 4(a))

services, to provide future cash inflows
or to 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 or
to provide goods and services,
redistribute wealth or settle liabilities.
(par. 13)

section 25.33(1) states:

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

a) amounts paid to generators, the
Financial Corporation and
distributors, whether the amounts
are determined under the market
rules or under section 78.1, 78.2
or. 78.5 of the Ontario Energy
Raoard Act, 1998; and

b) amotnts paid to entities with
whom the TESO has a procurement
contract, as determined under the
procurement cantract.”

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

Léconomigiresource an

Economic resources can arise from, but
are not limited £ the following:

A public sector entit

a, can benefif from the econ
tesource through its capa

reduce cash outflow:

Bivan deny'or fegulate access
benefits by others; and

associated

with the ieconomic tesource. (par.16)

Fhe seonomic resourdesiis the right
¢reated by the legislation fhiat the

energy costs IESO incurs will result in
fiture cash flows.

In‘the regulatory environments,
incurtingcosts creates an enforceable
right to s¢tirates at a level that permits
1ES@ to recover those costs. The
adjustment of future rates is the
mechanism the OEB uses to
implement the right.

Currently, the EA section 25.33(5)
states:

“The IESO shall establish and
maintain such variance accounts as
may be necessary to record all
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 occurred.

(par.4(c))

It is the occurrence of a past transaction
or event on or before the financial
statement date that distinguishes a
present economic resource 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 event giving rise to IESO’s
control occurs as the energy cost is
incurred, as IESO has a right to collect
it from the ratepayers.
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The past transaction or event that gives
rise to control of an economic resource
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 transferred to the
public sector entity and normally
coincides with the disbursement of
funds, exchange of other assets or
assumption of liabilities. (par. 26)

Conclusion: The right to 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 PSA
recognize intangible assets (PS 3150.03, .14 and P§
intangible assets, they would not be allowed to be re

atls (PS 1150.12). “Eerexample, PSAS does not
58). So if regulatory assets are considered to be
zed through another sourcgiof GAAP.

It is worth noting that the economic impacts of rate regulation are notitetognized undetilI§. GAAP as
intangible assets as the FASB has specific guidance to dealisvith this type of asset. It is alss worth noting that
the IASB has an ongoing project on ratéregulated activities ang arg currently developing an‘accounting
model based on the principles of IFRS 1§ & from contractg with customers to provide a principle-
based framework for recognizing regulatory ass¢ genda Réfl 9 for the JASB meeting on February
23, 2017). Furthermore, the Summary Comivignt alysis related tinthe ED/2009/8 on Rate Regulated
Activities published by the JASB in July 2009 s on page 2iof 50

“The International Finangial Reporting:Interpretati
discussed whether afregulatory assetishould be re
arrangements, either as'deferred costsibrias an intang
recover these costs as partiofithe price.charged in fut
IFRSs should recognize onlviasiets that qualifi
Jor the Breparation and Presentition of 'in

because 0%

1AS 382

Therefore, we caivgonclude that ASE 980 is NOT in conflict with PS 3150.03, .14 and PS1000.58 with
respect to intangible s

Conclusion:

FASB is appropriate to use'as oiher 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 OEFC.

Appropriate Accounting Principle for issue #2

ASC 980 Regulated Operations

—  980-10-15-2 “The guidance in the Regulated Operations Topic applies to general-purpose external
Jfinancial statements of an entity that has regulated opegations that meet all of the following criteria:

(@) The entity's rates for regulated services or products provided to its customers are established
by or are subject to approval by an independent, third-party regulator or by its own governing
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board 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 products. This criterion is intended to be applied to the substance of the regulation,
rather than its form. If an entity's regulated rates are based on the costs of a group of entities
and the entity is so large in relation to the group of entities that its costs are, in essence, the
group's costs, the regulation would meet this criterion for that entity.

(¢} 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 entity's
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.”

- 980-10-20 Glossary, Definition of incurred costs “4 cost arising from cash paid out or obligation to
pay for an acquired asset or service, a loss from any causeithat bas.been sustained and has been or
muist be paid for.”

—  980-10-05-8 “Unless an accounting order indicatesithe way a cost willbeihandled for rate-making
purposes, it causes no economic effects that wo. stify deviation from the GAAP applicable to
business entities in general. The mere issuanc accounting order not tiég t rate treatment does
not change an entity's economic resources or o jons. In other words, the econnmic effect of
regulatory decisions—not the mere existence of reguldgtion—is the pervasive factorithat determines the
application of GAAP.980-340— Other Assets and Deferred Casts.

—  980-340-25-1 “Rate actions of a régiila
asset. An entity shall capitalize all o¥ipa
expense if both of the following criterid

an provide redseiable assurance of the existence of an
. incurred costithit, would otherwise be charged to

(a) Itis probable (as defined in Topi 50) that fittiuréirevenue ingnamount at least equal to the
capitalized cgist will résult from inc n of that cost thallowable dosts for rate-making
purposes,

(b) Based on avatiable evidenge; the future
previously indurved cost rather than to p
revenue will be provided throish:
thet the vagulator'Sintent elearly

for expected levels of similar future costs. If the
ic rate-adjustment clause, this criterion requires
ermit tegovery of the previously incurred cost.

witeria at the date the cost is incurred shall be
t those criteria at a later date.”

cost that does'notimeet these asset recogni
ognized as a regilatory assetmihen it does

—  980-34Q-40-1: “If at any tihg,an entifs
of an incuryed cost (see paragraph 980-

urred cost no longer meets the criteria for the capitalization
25-1), that cost shall be charged to earnings.”

—  980-350-5041; %/n some cases; v regulator may permit an entity to include a cost that would be charged
to expense by an iinregulatedientity as an allowable cost over a period of time by amortizing that cost
Jor rate-making prrposes, bitthe regulator does not include the unrecovered amount in the rate base.
That procedure does'nét.provide a return on investment during the recovery period. If recovery of such
major costs is provided without a return on investment during the recovery period, the entity shall
disclose the remaining amounts of such assets and the remaining recovery period applicable to them.’

s

—  980-340-55-2: “In some cases, a regulator may approve rates that ave intended to recover an incurred
cost over an extended period without a return on the unrecovered cost during the recovery period.”

—  980-340-55-3: “The regulator's action provides reasonable assurance of the existence of an asset (see
paragraph 980-340-25-1). Accordingly, the regulated entity would capitalize the cost and amortize it
over the period during which it will be allowed for rate-making purposes. That cost would not be
recorded at discounted present value. An exception to this general rule is provided for costs of
abandoned plants.”

Issue #2: Can the IESO recognize deferral or variance accounts related to the deferral of the annual
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Global Adjustment account as a regulatory asset on its statement of financial position?

As described in issue #1, US GAAP includes special accounting provisions that are applicable to entities
with activities that are subject to rate regulation. The result is that rate regulated entities are required to
recognize regulatory assets and liabilities provided the following three criteria are met:

Criteria Comment Evaluation
The entity's rates for regulated services or | IESO has unrecognized variance accounts | Met
products 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 board empowered the OEB Act (see Appendix B).
zi;ftsfzzf c(:lrs tc(:)(;rrirra;ct o establish rates It is important to note thiat Hydro One and

OPG are both consqlidated 1nto the

province’s booksghre bothiregulated by

the OEB and their respective regulatory

assets and Lighilitics are repotfedin the

province’§ books.
The regulated rates are designed to Curre he rates approved by the'OEB | Met

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

d to recover the IESO’s cosis
of providing the regulated kervices and the
pass-through related to the energy

rchased from'the senerators.

templated transaetion is based on
the OEB waild grant generic
yariance accounts ta capture
fference betwieen the amicunts paid

to ratorsiand others, and the amounts

collected in rates. Furthermore, the
interest and ancillary costs related to the
contemplated transaction would also be
included in future rates charged to

In view'df the demand for thé rgulated
services oripréducts and the levelof
competition, dirget and indirect, it is
reasonable to assunie that rates sef at
levels that will recoyer: the entity’s vosts
can be charged to and gallected drom
customers. This criteriongeguires
consideration of anticipatedichatges in
levels of demand or competition during
the recovery period for any capitalized
costs.”

nce the deferral or variance accounts

1d be sold to the OPG Trust at least on
onthly basis and cash would be
received on the same day, this criteria
would be met.

This criteria would need to be monitored
on a vearly basis to ensure that IESO and
the OPG Trust would be able to recover

Met

account the levels of demand or )
competition during the recovery period

Conclusion: Since the three criteria are met, IESO should be able to adopt the guidance in ASC 980.

Conclusion: Based on the assumptions mentioned above, IESO should be able to recognize a regulatory asset
for the deferral of the annual Global Adjustment account. As mentioned in the ASC 980 guidance above, it is
important that an accounting order be issued by the OEB which indicates the way the incurred costs would

be handled for rate-making purposes as the OEB's action provides reasonable assurance of the existence of a
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| Commented [CV11]: May need to think about this
i wording given how OPG Trust views the interest revenue

Michel Not sure what to write. I believe this is generic
i enough fo cover all the costs.

/”{ Formatted: Underline

-~ Commented [CV12]: Is this an issue for IESO if the
i structure remaing in place? I'm not sure it’s clear what
{ 1isk TESO has.

Yes for the future deferred amount. IESO may not be able
i to sell them to OPG if the level of demand has decreased.
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regulatory asset.
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2. Derecognition of the regulatory assets

Background and Assumptions for issue #3
The facts, circumstances, and assumptions relevant to the specific transactions are as follows:

1. The annual Global Adjustment account that would be deferred in the deferral or variance accounts (the
“Asset”) would be significant.

2. The IESO 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 OPG Trust would be consolidated by OPG.
4. Proposed terms of the sale agreement between the IESO and the;QOP( Trust:

—  The sale contract would be structured as an absolute sale; which would assign future economic
benefits or cash flows related to the Asset exclusively to the QPG Trust.

—  The arrangement would be structured whereby thiete 1S no recoursg dy obligations remaining of
IESO related to the Asset.

—  The arangement is not considered to be
to the OPG Trust after the Asset is sold to t]

ing transaction as IESOwaitld have no obligations
PG Trust.

— IESO would not retain any rights or benefits froni the Asset.

~  IESO would not have any rights ta interest or penaltics onithe Asset once it has been transferred to

the OPG Trust.

—  The contract would be clear that IESO ¢

ledge the Asget as collateral to obtain future cash
flows or financing. :

flowgion the @PG Trustis behalf and remit those cash
1ay.:In addition; 1280 would not be entitled to reinvest
such cash flows; except for investments in of cash equivalents during the short settlement
period from the ¢ollection date to the date quired remittance to the OPG Trust, and interest
earned on such cash ind cash enuivalents is passed to the OPG Trust. The contract would define
180 8 tole strictly a8 that of asen er a passatlirough arrangement.

~ IESO would continue to collect related ¢
flows to thegPG Trust without material

Servicing, orfgination, and arrangemeﬁt :
ratepayers as part ofits markel dealings.
‘e, Asset would be soldito the OPL
otithe.same day.

uld be collected by IESO in rates charged to

rust at least, on a monthly basis and cash would be received

Appropriate Accounting Principles for issue #3

Public Sector Accouriting Standagd (*PSAS™) 3210, Assets, defines an asset as “...economic resources
controlled by a governmentas.aresult of past fransactions or events and from which future economic
benefits are expected to be'abiained.” [par. 3]

.04 “Assets have three essential characteristics:

(a) they embody future economic 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;

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

(¢c) the transaction or event giving rise to the public sector entity's control has already occurred.”

22 “Control of an economic resource and of access to the future economic benefits are essential
characteristics of an asset, whereas possession or ownership is not.”
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24 “A public sector entity may act as trustee when it administers trusts on behalf of the beneficiaries
specified in the agreement or statute. As trustee, the public sector entity merely administers the
assets, following the terms and conditions set out in the agreement. It does not control the asset
becaiise it does not have access to the future economic benefits. Those benefits flow to the
beneficiaries.”

As noted in PS1000 Financial statement concepts:

37 “dAnitem is not an asset of a government if it lacks one or more of the essential characteristics listed in
the preceding paragraph. Thus, for example, an item does not qualify as an asset of a government if’
the item involves:

(a) no future economic benefit;
(b) fiiture economic benefit, but the government cannot obtgin it; or

(¢) fiture economic benefit that the government may obgitin, biit.the events or circumstances that
give the government control of the benefit have ngt yetoccurred.”

As noted in PS3450, derecognition of a financial habili

042 “A government should remove a financial li
of financial position when, and only when,
contract is discharged or cancelled, or expire

(or part of a financiat Gibility) from its statement
inguished (i.e., when the'obligation specified in the

(b) * See explanation of effective dgte in paragraph P 3450097

043 “A financial liability (or part of i fin liability) is“extinguished when the debtor either:

(@) discharges the liability (or party
assets, goods or services; or

ing the creditornormally with cash, other financial

(b) is legally relegsedfrom primary re.
law or by the creditor. ¢When the de

ibility for the liability'{or part of it) either by process of
has given ergiarantee, this condition may still be met.)”

046 “Payment to o third party, including a trust
by itself, relieve theidebtor of its grimary oblig

tmes called “isubstance defeasance”), does not,
7 to the creditor in the absence of legal release.”

047 “Ifa debtor pays a thirdpartyito iiss
has assumediits debt obligation the d

an obligation and notifies its creditor that the third party
oes not.derecognize the debt obligation, unless the
nidition i perasraph PS3450.043(b) 1 he'debtor pays a third party to assume an

ligation and obtgins.a legdl pelease from ditor, the debtor has extinguished the debt.

wever, if the debloy dgrees to'sidke payments on the debt to the third party or direct to the original
cregitor, the debtor recognizes a néw gdebt obligation to the third party.”

Issue #3: Canith¢. IESO derecoghize the variance accounts related to the deferral of the annual Global
Adjustment accountupon sale to QPG Trust?

PS3210 does not specifically addiess the derecognition of a regulatory asset as the concept of a regulatory
asset does not exist under PRAS:

As mentioned above, regulatary 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 contract.

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 item does not qualify as an asset of a government if the item involves future
economic benefit, but the government cannot obtain 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:

13

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 Comptroller of the Province, and is not intended to be and should not be used, circulated, quoted, or
otherwise referred to by anyone other than these specified parties or for any other purpose.

| Formatted: Default Paragraph Font

IESO-N-0050041



— the contract would define IESO’s role 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 OPG Trust;
— rights to interest or penalties on the Asset would be for the benefits of the OPG Trust;

— IESO cannot pledge the Asset; and

— no recourse or obligations remaining of IESO related to the Asset.

IESO should also evaluate 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
PS3450 Financial Instruments for the derecognition of a financial liability. Par. 43 states that “A financial
liability (or part of a financial liability) is extinguished when the debtor s legally released from primary
responsibility for the liability (or part of it) either by process of law oribythe creditor. (When the debtor has
given a guarantee, this condition may still be met.)” Based on the agsinptions mentioned above, since the
legal title of the Asset would be transferred to the OPG Trust, asswell as, ALL risks and rewards, it can be
concluded that the sale of the Asset is not a borrowing arranggimnent:

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

mentioned above, the deferral or variance accounts would be derecognized atithe point where the IESO

would derive no future economic benefit from it. This would occur where the IESQ.ultimately transfers the

rights, risk and rewards related to those deferral or ce accounts to the OPG Trust, This would occur on

the receiptption of cash fromthe OPG Trust. % e . g ! Commented [CV13]: Receipt

0K
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Appendix A:

Extract from the “Accounting Standards Advisory Forum Agenda Ref: 3A dated September 29,
2016” available on the IFRS website

Canadian Rate-regulated Entities

18.

19.

The accounting framework landscape for Canadian rate-regulated entities is currently diverse. For
annual periods beginning on or after January 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 issued continue to
recognize these balances. Government Business Enterprises (which operate to generate a profit or
on a break-even basis) that are also rate-regulated entities argialso 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 U8; Securities and Exchange
Commission) to apply U.S. GAAP in the normal courseii Femporany éxemptive relief is also
available from the Canadian Securities Administratorsithat permits ratesregulated entities that are
not dual-listed to apply U.S. GAAP in place of JERS" If a rate-regulatedientity is not a publicly
accountable enterprise or a Government Busj ‘nterprise, additional accounting framework
options may also include Accounting Standary Private Enterprises or Public Sector Accounting
Standards. A non-GAAP reporting framework i< tis6d when legislated by the prévincial owner of a
government-owned rate-regulated entity.

As of December 31, 2015, there were ximately 123igatesregulated entities in Canada. These
entities mainly range in size from smal s owned by minigipal governments to large mvestor-

Accotiifting IERS: IFRS Public Sector U.S. GAAP U.S. GAAP Legislative
Standardsior {with IFRS 14) Accounting  (SEC Registrant)  {Temporary Framework
Private Standards Exemptive
Enterprises Relief)
# Government-owned #Government-owned ® Investor-owned ® Other
(Government Business Enterprise} {other government enterprise)

Source: Information compiled based on audited financial statements for fiscal
year 2015, 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.
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20.

21

22.

The chart above highlights two key points:

(a) The majority of investor-owned entities have chosen U.S. GAAP over IFRS. A few entities that
are not reporting issuers apply Accounting Standards for Private Enterprises. Both U.S.
GAAP and Accounting Standards for Private Enterprises permit the recognition of balances
arising from rate regulation. 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
economics of their business. Further, some entities presently using the temporary exemptive
relief described in paragraphl8 have said they are considering incwring the cost and effort
necessary to become a registrant of the U.S. Securities and Exchange Commission in order to
have the permanent ability to apply U.S. GAAP. While suchiaidecision could be primarily for
business reasons such as the entity expanding its operatiogs into'the U.S., it could also be
attributed to the continuing uncertainty about the ultimate eiitcome of the JASB’s Rate-
regulated Activities project and the approaching expiry date of the securities regulators’
exemptive relief.

(b) Public sector entities that are Government Businiess Enterprises téiid to apply IFRS. The
majority of these entities is made up of s farge provincially-owned utilities, and many
small municipally-owned local distribu tilities that do not issue débtior list in the U.S.
stock market, and are not subject to Cana securities legislation. As a'tesult, they cannot
apply U.S. GAAP. As shown in the chart, nmiaiiy of these entities adopted IFRS for the first
time after the IASB issued IFRS 14, which alloweditherti to dontinue their previous:accounting

practices for rate-regulated’gctivities.

lated entities; there are entities that do not meet the
s.and are reqiired to apply Public Sector

Within the pool of government-owngd:
characteristics of Government Businey
Accounting Standards.

The data on the different acconnting frame
given a choice) tate-regulated idtities selec
rate regulation“af their financial position and
decision-useful inforination to ugers.

ks in€anada ismnique. it demonstrates that when
outing framewirk that captures the effects of
clal performance in order to communicate more

v ifisiong Meetings/MeetingDocs/ 16/September/1609-AS AF-03 A-Rate-regulated-

~Canada.pdf
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Appendix B:

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

Proceeding on the Ontario Energy Board’s own motion to 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 ORDERS THAT:

Effective May 1, 2013, the Smart Metering Entity charge to be levied and sollected 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 16 Qgtaber 31, 2018. The number of
Residential and General Service <50kW customers to whigh thé'Smart NMetéring Entity charge will be
applied to shall be in accordance with the methodology:set ferth in the Settlemint Agreement attached as
Appendix A.

http://www.ontarioenergyboard.ca/oeb/_Document order IESO-SM

0130328.pdf
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