











APPENDIX A

Responses by Fortis to the questions raised in the Rate-regulated Activities Exposure Draft
ED/2009/8 (the “ED”) are as follows.

Scope
Question |

The exposure draft proposes two criteria that must be met for rate regulated activities to
be within the scope of the proposed IFRS (see paragraphs 3-7 of the draft IFRS and
paragraphs BC13-BC39 of the Basis for Conclusions).

Is the scope definition appropriate? Why or why not?

Yes, the scope definition and the two criteria required to be met for rate regulated activities to be
within the scope of the proposed standard are appropriate. We agree with the IASB’s conclusion
that those forms of regulation whereby a regulator has been authorized by legislation, law or
contractual arrangement to cstablish binding customer rates (or prices) based primarily on cost-
of-service principles do create legal rights and obligations that should be recognized as
rcgulatory assets and liabilitics. This is discussed in more detail in our covering letter.

As indicated in the ED, judgment will be required in many circumstances in dctermining which
activities meet the scope criteria and which do not. The cost-of-service indicators included in
Appendix B, paragraph B4, of the ED are helpful but do also require the use of judgment in their
application. This is particularly so in respect of the “truc-up” refcrred to in subparagraph B4(b).
It has been suggested that where estimated costs arc used in the ratc-sctting process, each
clement of cost must be individually trued up, otherwisc the cost-of-service criteria are not met.
We do not believe this to be the Board’s intension, as suggested by paragraph B9 of the ED
which states that:

Cost-of-service rate-making does not necessarily equal a one-for-one pass-
through of costs. Rate-making involves projections and assumptions; as a
result actual costs will differ from estimated amounts assumed in the rate-
making process itself, commonly referred to as regulatory lag. Rates should
be established to provide that the entity will recover its costs using
reasonable assumptions regarding demand as well as normal expenditures.

We ascertain that regulatory mechanisms designed to monitor the actual versus estimated rate of

return used in the rate-setting process do provide the truc-up contemplated by the Board.
Subparagraph B4(c) of the ED supports this position.
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Recognition and measurement

Question 2

The exposure draft proposes no additional recognition criteria. Once an activity is within
the scope of the proposed IFRS, regulatory assets and regulatory liabilities should be
recognized in the entity’s financial statements (see paragraphs BC40-BC42 of the Basis for
Conclusions).

Is this approach appropriate? Why or why not?

Yes, the approach proposed in the ED is appropriate. If an operating activity is determined to be
within scope, all regulatory assets and liabilities associated with that activity should be
recognized in order that the economic substancc of thc ratc rcgulation associated with that
activity be appropriately reflected in the entity’s financial statements. No additional recognition
criteria are required.

Question 3

The exposure draft proposes that an entity should measure regulatory assets and
regulatory liabilities on initial recognition and subsequently at their expected present value,
which is the estimated probability-weighted average of the present value of the expected
cash flows (see paragraphs 12-16 of the draft IFRS and paragraphs BC44-BC46 of the
Basis for Conclusions).

Is this measurement approach appropriate? Why or why not?

The measurecment approach proposed in the ED is appropriatc with respect to the majority of
regulatory asscts and liabilities. However, there are exceptions which thc Board may wish to
consider by way of exclusion from the requirement to mcasurc bascd on expected present value.
Use of the expected present valuc approach in these cases would not reflect the true economic
reality associated with that asset or liability. Examples include:

a) regulatory asscts (and liabilities) associated with deferred income tax balances; and,
b) regulatory asscts (and liabilities) associated with accrued employce bencefit obligations.

These types of rcgulatory assets (and liabilities) result, not from the physical payment (or
receipt) of cash, but from the deferral or accrual of non-cash expenses. Thesc regulatory assets
(and liabilities) will be extinguished in future periods when actual payment of the associated
expensc occurs. Use of an expected present value methodology in these cases would not
appropriatcly rcflect the time value of money, as it is intended to reflect, or the underlying
cconomic rcality associated with these regulatory items.

In the case of regulatory assets (or liabilities) associated with deferred income taxes, IAS 12
paragraphs 53 — 55 (a copy of which is attached as Appendix B) corrcctly states that the
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determination of deferred tax assets and liabilities on a discounted basis would be “impracticable
or highly complex”. TAS 12 therefore does not permit discounting of deferred tax assets and
liabilities based on the resulting non-comparability that would result between entities. The same
reasoning should apply to the associated regulatory asset (or liability), and consistency of
application would suggest that this regulatory assct (or liability) not be measured using the
proposed expected present valuc methodology.

In the case of a regulatory asset (or liability) associated with accrucd cmployce benefit
obligations, IAS 12 paragraph 55 also makes reference to the fact that the carrying amount of the
underlying accrued employee benefit obligation is itself detcrmined on a discounted basis in
accordance with IAS 19, Employee Benefits. Further discounting of the associated regulatory
asscts (or liability) should, therefore, not be required.

Question 4

The exposure draft proposes that an entity should include in the cost of self-constructed
property, plant and equipment or internally generated intangible assets used in regulated
activities all the amounts included by the regulator even if those amounts would not be
included in the assets’ cost in accordance with other IFRSs (see paragraph 16 of the draft
IFRS and paragraphs BC49-BC52 of the Basis for Conclusions). The Board concluded that
this exception to the requirements of the proposed IFRS was justified on cost-benefit
grounds.

Is this exception justified? Why or why not?

Yes, the exemption proposed in the ED is justified, not only on a cost-benefit basis, but also on
the basis that it more accurately and appropriately reflects the economic substance of rate-
regulated operations and the capital intensive nature of ratc-rcgulated entities. Regulated utilities
are required to maintain internal expertise to construct assets in a safe and reliable manner and to
incur costs that would not otherwise be incurred if the utility was not required to cxecute an
internal capital expenditurc program. These costs arc approved by the regulator as part of the
cost of self-constructed assets, and form the basis upon which depreciation of thesc self-
constructed asscts is determined. If these assets were purchased as opposed to constructed, the
purchase price would include these costs in any event. This is a true example of where the
principle of substance over form, as referred to in paragraph 35 of the IFRS Framework, should
be applicd.

Quecstion 5

The exposure draft proposes that at each reporting date an entity should consider the effect
on its rates of its net regulatory assets and regulatory liabilities arising from the actions of
each different regulator. If the entity concludes that it is not reasonable to assume that it
will be able to collect sufficient revenues from its customers to recover its costs, it tests the
cash-generating unit in which the regulatory assets and regulatory liabilities are included
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for impairment in accordance with IAS 36 Impairment of Assets. Any impairment
determined in accordance with IAS 36 is recognized and allocated to the assets of the cash-
generating unit in accordance with that standard (see paragraphs 17-20 of the draft IFRS
and paragraphs BC53 and BC54 of the Basis for Conclusions).

Is this approach to recoverability appropriate? Why or why not?

Yes, the approach to recoverability proposed in the ED is appropriatc. The proposed addition of
IAS 36, paragraph 67A (in Appendix C, paragraph Cl, of the ED) appropriately reflects the fact
that individual regulatory assets should not be subject to impairment testing bccausc they are
already measured at their expected present value. However, if the regulated entity detecrmines
the existence of an impairment indicator, such as thc perceived inability to collect sufficient
revenue to recover its costs, then testing the CGU for impairment is consistent with the principles
of impairment provided for in IAS 36.

Disclosures

Question 6

The exposure draft proposes disclosure requirements to enable users of financial
statements to understand the nature and the financial effects of rate regulation on the
entity’s activities and to identify and explain the amounts of regulatory assets and
regulatory liabilities recognized in the financial statements (see paragraphs 24-30 of the
draft IFRS and paragraphs BC59 and BC60 of the Basis for Conclusions).

Do the proposed disclosure requirements provide decision-useful information? Why or why
not? Please identify any disclosure requirements that you think should be removed from,
or added to, the draft IFRS.

Yes, the proposed disclosure requirements do provide decision-uscful information. We would
agrec with the Board in its obscrvation that most cntitics that already recognize regulatory assets
and liabilities in accordance with US or Canadian GAAP currently disclose virtually all of the
information proposcd to be disclosed by the ED. The issue, therefore, is in determining the
appropriate format for these disclosures.

The objective, as stated in paragraph BC60 of the Basis for Conclusions, should be to show in
one place the effects of rate-regulation on revenues and cxpenses recognized in the statcment of
comprehensive income. Providing reconciliations by regulatory jurisdiction may not always be
the most informative or usecr-friendly means by which to accomplish this objective. This will
certainly be the casc were a consolidated entity has operations in multiple rcgulatory
jurisdictions, or in jurisdictions that are subject to more than onc regulator. In such cases, a
consolidated table accompanicd by separate descriptions of the effects, including the regulatory
jurisdictions affected, may bc more appropriate.
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Transition

Question 7

The exposure draft proposes that an entity should apply its requirements to regulatory
assets and regulatory liabilities existing at the beginning of the earliest comparative period
presented in the period in which it is adopted (see paragraph 32 of the draft IFRS and
paragraphs BC62 and BC63 of the Basis for Conclusions). Any adjustments arising from
the application of the draft IFRS are recognized in the opening balance of retained
earnings.

Is this approach appropriate? Why or why not?

Yes, the approach proposed in paragraph 32 of the ED is appropriatc. Full retrospective
application of the proposed standard would not likely result in a matcrial difference in the
measurement of rcgulatory assets and liabilities required to be reported, or in the adjustments
required to rctained carnings, as of the date proposed. Full retrospective application, therefore,
should not be required upon initial adoption of the proposed standard.

Other comments

Quecstion 8

Do you have any other comments on the proposals in the exposure draft?

Paragraph 31 - Effective Date
We support the IASB in its proposed timeline for release of a final standard on ratc-regulated

activities by mid-2010.

Given that a number of countries, including Canada, arc preparing to convert to IFRS in 2011,
and given the IASB’s stated intension to allow a minimum of onc ycar between the date when
new IFRSs or major amendments to IFRSs are issued and the datc when implementation is
required, the permission of early adoption of the proposed standard is critical with respect to the
effective datc of conversion by rate-regulated entities in thesc jurisdictions. The option to early
adopt, currently referred to in paragraph 31 of the ED, is therefore strongly supported.

Appendix C, paragraph C1 — IFRS 1 election for Property, Plant & Equipment, and Intangibles
Fortis also supports the proposed amendment to IFRS 1 which would allow a first-time adopter

to use the carrying amount of property, plant and equipment (“PP&E”) or intangible assets, as
determined under the entity’s previous GAAP, as deemed cost upon transition to IFRS. This
exemption from retrospective application is both necessary and justified. As stated, it will
facilitate the transition to IFRS by eliminating the extraordinary amount of time, cffort and cost
that would otherwise be required to retrospectively restate PP&E and intangibles based on these
IFRSs.
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Extract from IAS 12, paragraphs 53 through 55

53 Deferred tax assets and liabilities shall not be discounted.

54 The rcliable detcrmination of deferred tax assets and liabilities on a discounted basis requires
detailed scheduling of the timing of the reversal of each temporary difference. In many cases
such scheduling is impracticable or highly complex. Therefore, it is inappropriate to require
discounting of deferred tax assets and liabilities. To permit, but not to require, discounting would
result in deferred tax assets and liabilities which would not be comparable between entities.
Therefore, this Standard does not require or permit the discounting of deferred tax assets and
liabilities.

55 Temporary differences are determined by reference to the carrying amount of an asset or
liability. This applies cven where that carrying amount is itself determined on a discounted basis,
for example in the case of retirement benefit obligations (see IAS 19 Employee Benefits).
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To: ™ed.accounting@cica.ca™ <ed.accounting@cica.ca>
From: "Fraser, Sheila" <fraserss@oag-bvg.gc.ca>

Date: 11/26/2009 02:00PM

Subject: AcSB Exposure Draft - Rate-regulated Activities

26 November 2009

Mr. Peter Martin, CA

Director, Accounting Standards
Accounting Standards Board
277 Wellington Street West
Toronto, Ontario M5V 3H2

Dear Mr. Martin:

Thank you for the opportunity to comment on the Accounting Standards Board’ s Rate-regulated
Activities exposure draft.

The Office of the Auditor General of Canada has concerns with the appropriateness of rate
regulated accounting.

We do not support the requirements of the proposed standard as it challenges the principles of the IASB’s
Framework for the Preparation and Presentation of Financial Statements and the exposure draft does not
clearly demonstrate how the presence of regulation confirms an entity’ s ability to control benefits
expected to flow from the recognized asset as at the financial reporting date. Although we appreciate that
the recognition of regulatory assets provides useful information to regulators in setting rates, regulators
are not the sole users of the financial statements of regulated entities. Information useful to regulators
may be provided by means other than financial statements prepared in accordance with international
financial reporting standards, which should maintain the integrity of the principles of the accounting
framework.

Regulatory assets represent capitalized costs for which future economic benefits are considered
to be assured from the presence of regulation. Recognition of these itemsis unique to rate
regulated accounting and challenges the traditional tests of control and future economic benefits
for recognizing an asset. The incurrence of expendituresin aregulatory environment does not
necessarily coincide with the generation of an asset. In the absence of specific guidance for rate
regulated entities, it is our opinion that amounts presented as regulatory assets would be unlikely
to qualify for recognition on the statement of financial position.

The proposed standard does not require the regulator to be independent of the regul ated entity
and we guestion the appropriateness of self-regulated entities applying rate regulated accounting
if they are not truly subject to regulation by an independent third party. In the absence of an
independent body, it is questionable whether the regulator is acting on behalf of the customers
and whether the entity istruly constrained in its price setting.

Lastly, we are concerned that the proposed standard has not considered the impact of customer
rate subsidies or government appropriations in assessing whether rates are designed to recover an



entity’s cost of providing aregulated service or in measuring regulatory assets. In evaluating
whether regulation is designed to provide recovery of costs plus a sufficient return, we consider
the presence of appropriations and/or customer subsidies to be a significant consideration and
indicator that rate regulated accounting is not appropriate. Further, regulated entities that do not
generate cash flows from customers alone may inappropriately factor amounts anticipated to be
received from governments into the measurement of regulatory asset.

| hope these comments are of assistance to you as you complete this project. Should you have
any questions, please do not hesitate to contact Stuart Barr, Assistant Auditor General,
Professional Practices Group at (613) 995-3708.

Yours sincerely,

Sheila Fraser, FCA
Auditor General | Vérificatrice générale
Office of the Auditor General of Canada | Bureau du vérificateur général du Canada

C.D. Howe Building, 240 Sparks Street, West Tower | Edifice C.D. Howe, 240, rue Sparks, tour ouest
Ottawa, Canada K1A 0G6

sheilafraser@oag-bvg.gc.ca

Telephone | Téléphone 613-992-2512
Facsimile | Télécopieur 613-957-4023
Teletypewriter | Télémprimeur 613-954-8042






