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Monday, May 4, 2009

--- Upon commencing at 9:30 a.m.
Board Staff - Opening Statement and Introduction

MS. LEA:  Good morning.  I trust that everybody in the back can hear me, and there is that usual difficulty, if -- you can hear me.  Excellent.  Thank you very much.

Welcome to the stakeholder conference regarding the transition to International Financial Reporting Standards.  I am Jennifer Lea and I will be acting as moderator for the conference.

In attendance representing the Board today are several Board Members.  We have Vice-Chair Pam Nowina, Board Member Mr. Quesnelle, and Board Member Dr. Balsillie.  And Board Staff attending here include Bill Cowan, who you know, Fiona O'Connell, Ben Baksh.  I believe Richard Battista is in the room, and also Martin Benum, and then to my right are representatives from KPMG, who you will be hearing from fairly shortly.

Now, we are broadcasting this conference and it is also being transcribed by a reporter, and that last aspect is different than the meetings that we've been having.  The transcripts will be available on the OEB website.  Now, because we are being broadcast and transcribed, you need to identify yourself before you speak, and also speak slowly enough so that the reporter can accurately record what you say.

There are several folk who I understand are attending remotely, and remote participants can send in questions and comments by e-mail to my address, that I believe you all have, but it is jennifer.lea - and that is spelled L-E-A - so jennifer.lea@oeb.gov.on.ca.

The documents that folk are going to be referring to today are on the Ontario Energy Board website, and that includes the KPMG report, the proposals from Board Staff, the proposals from the "Group of 8" ratepayer intervenors, and also several presentations.  Some of those presentations were received yesterday and just posted this morning, so you may want to have a look at the website if you haven't recently done that.

So this is a stakeholder conference convened to assist the Board in making regulatory policy regarding the transition to IFRS.  It is an opportunity for Members of the Board and stakeholders to hear directly from interested parties on the issues that have been identified in this consultation.

We'll be hearing eight presentations from a variety of stakeholders, and the order of presentations is on our website and there are hard copies of the presentation list in the room towards the door there.  It's bright orange.

Following the presentations, each of the presentations, we will take questions and comments from the Board and also from other participants in the room.

Now, this is not a hearing and it is not intended to be some kind of adversarial contest, but the cooperative spirit that has characterized our meetings so far has been of great assistance, and I am confident that that will continue.

It may be necessary to limit questions in the interests of time, so when you come to ask questions, be sure you use the question period wisely.

Following this conference, the Board is inviting participants to make written submissions on what they've heard at the conference and on the issues in the consultation.  Those submissions will be due on Monday, May 25th, and they are to be filed with the Board Secretary by 4:30 p.m. on that date, Monday, May 25th.

Anyone who has made a written submission and wishes to reply to a matter raised in a submission by someone else, by another participant, can also do so by way of written submission, and those would be filed -- due to be filed by the Board by 4:30 p.m. on Wednesday, June 3rd.  So if you make an initial submission and you want to reply to something someone else has said, the initial submission is due the 25th of May and the reply June the 3rd.

Now, I think, as you know, International Financial Reporting Standards is a principle-based accounting system that concentrates on the economic substance of a transaction, and Canada is moving to adopt IFRS for financial reporting.  It appears that the utilities that the Board regulates, with a few exceptions, will be required to adopt IFRS for their financial reporting.

This consultation is intended to address the regulatory policy involved in the transition to IFRS, and the adjustments, if any, that should be made to regulatory reporting and filing requirements as a result of their adoption of IFRS for financial reporting purposes.

Now, I want to be clear the Board does not prescribe the financial reporting for regulated utilities.  What the Board does do is set the requirements for regulatory reporting, filing, rate making.  So the results of this consultation apply to regulatory accounting reporting and filing, not to the actual financial reporting of utilities.

Board Staff would like to take the opportunity to make a few opening remarks to explain the genesis of the proposals that we have tabled and that are on the website, and also to invite participants to address the issues before us in this consultation.


We would like to thank all participants for their contributions to this consultation so far.  We've learned a lot from you through our meetings together, and I hope it is clear that our thinking has evolved as a result of our discussions, as well.

So I think it was -- well, back some months ago, maybe in January, with help from participants, Staff proposed an issues list for this consultation, and the final issues list was approved by the Board.  So the proposals we have put forward are structured around that approved issues list.

We're also proposing the addition of an issue that was not on the approved list, and I will speak to that more particularly later.

So if folk could please refer to the Staff proposals for discussion that we've passed out to all participants and appear on the website?

I would like to address in detail two of the five principles the Board Staff has suggested -- suggested, and then modified by our discussions with participants.  For reference and for the record, I will read the first three proposals into the record, and it is numbers 4 and 5 I particularly wanted to discuss.

So number 1 reads:
"The methodologies used by the Board to establish just and reasonable rates have not always been the same as those used for external financial reporting purposes.  The Board has and will retain the authority to establish regulatory accounting and regulatory reporting requirements. IFRS accounting requirements will not be the sole driver of regulatory requirements."

The second principle:
"Future regulatory accounting and regulatory reporting requirements established by the Board will continue to be based on sound regulatory principles. These principles include fairness, minimizing intergenerational inequity and minimizing rate volatility."

Third principle:
"Future regulatory accounting and regulatory reporting requirements established by the Board will, in taking into account IFRS requirements, balance the effects on both customers and shareholders."

So these principles recognize that the Board retains the ability to set rules for regulatory accounting reporting and filing, and just because financial reporting for utilities will be done under IFRS by 2011, that does not mean that regulatory accounting has to be identical to IFRS principles.  Regulatory and rate-making principles are still important, and they involve a balancing of interests.

But I would like to draw the Board's and participants' attention to the fourth and fifth principles, in particular, but we invite comment on any and all of the principles as part of this conference or as part of your written submissions.  So the fourth principle.

The fourth principle, it is near the top of page 2, and it states:
"Future regulatory accounting and regulatory reporting requirements established by the Board will be aligned with IFRS requirements as long as that alignment is not inconsistent with sound regulatory rate making principles."

So the statement made in the fourth principle has driven many of the proposals that we, Board Staff, have made under the individual issues.  This statement aligns regulatory accounting with IFRS, unless that alignment is inconsistent with a regulatory principle.

Where inconsistency occurs, we believe the regulatory paradigm should take precedence for regulatory accounting.  So this fourth principle was important in creating the issues list.  We attempted to identify those places where IFRS principles and regulatory principles could clash.

So the issues we identified are the hot spots, if you will, for the alignment of IFRS and our present regulatory accounting approach.

Now, we should note here that the majority of accounting treatments are the same under IFRS as under Canadian Generally Accepted Accounting Principles, GAAP, although this consultation, of course, the consultation we are in, focusses on the differences.

The reasons that we suggest that IFRS and regulatory accounting should be aligned, unless that alignment creates a problem, are largely practical.

Canadian GAAP is disappearing.  Utilities will be required to perform their financial reporting under IFRS, in general.  We believe that minimizing discrepancies between financial reporting and regulatory reporting is important.  Keeping two distinct sets of books may create a burden on utilities and the cost of that effort may be passed on to ratepayers.

The alignment of financial reporting, which is audited by a third-party auditor, and regulatory reporting and filing is also very useful.

For example, we use the audited financial statements of many utilities in setting rates and monitoring performance.  So a significant disconnect between audited financial statements and regulatory statements would increase the burden on the regulator and all parties to the regulatory process, in our view.

For every difference, there might be a need for reconciliation between these two types of statements or a separate audit of the regulatory reportings and filings.  We saw it as undesirable to have to deal with two views of economic reality that might result from a decoupling of audited financial reporting and information used for rate-setting.

We also found the first question that appears under Issue 1.1, which is back on page 1, and actually was quoted from an early submission of the School Energy Coalition; we found that to be very helpful.  How much difference between IFRS and regulatory accounting is sustainable in the long term?

And our answer was:  Not much.

So these considerations led Staff to propose that IFRS be followed for regulatory accounting, except where IFRS causes a problem, that is an inconsistency with a regulatory principle.

Turning to the fifth principle, it states:
"Future regulatory accounting and regulatory reporting requirements established by the Board will be universal and standardized for all utilities, while recognizing that utility-specific issues can be addressed through a utility' application."


So this principle proposes that regulatory accounting will be the same for all utilities.  However, it also recognizes that individual utilities can raise matters specific to their circumstances that might call for a different approach.

A common standardized approach is particularly important in a jurisdiction such as ours -– as ours, in our view, where we have many utilities to regulate.

Ontario Power Generation and a couple of other folk have expressed concern about this principle.  As indicated in the letter that initiated this consultation, this consultation is primarily focussed on gas utilities and electricity distributors, and the regulatory instruments that we will be seeking to amend following this phase of the consultation relate to those entities.

However, the Board may then consider the need to create or amend regulatory instruments applicable to electricity transmitters and generators relating to IFRS.  The question may then be:  To what extent can we apply the same principles developed through this consultation to electricity transmitters and generators?

Certainly the fifth principle we propose recognizes the need for individual treatment in some circumstances.  However, we do welcome the participation of OPG and electricity transmitters in the policy-making phase of this consultation, as the same policies may be relevant to their situation.

We understand also that Natural Resource Gas may also choose to address this principle, and that entity may also want to take note of Issue 10.2, which I will discuss later in these remarks.

Turning then to the actual issues themselves, beginning at, I think it is C2 of the issues list, the first one is regulatory assets and liabilities.  This proposal is reasonably self-explanatory.  We are recommending that the Board retain the use of deferral and variance accounts.  Deferral and variance accounts are very useful in ratemaking when used judiciously.  They're just too useful to eliminate entirely.  Indeed, the Ontario Energy Board Act itself contemplates the existence of these accounts.  So we are not proposing a change in regulatory practice.

However, these accounts may not be recognized under IFRS.  If that is the case, the retention of these accounts for ratemaking would create a disconnect between the earnings and financial status for general purpose financial reporting, and the earnings and financial status that are created under the regulatory paradigm.

For this reason, we made a note to suggest that utilities use notes to their financial statements to disclose and explain these accounts.  And perhaps KPMG may have further suggestions as to how to deal with this problem when they make their presentation.

Turning to property, plan and equipment, sub-issues 3.1 and 3.2 are also situations where the proposal is the retention of current regulatory accounting practice, in order to support the continuity of the value of rate base and avoid the difficulties that might be associated with assessing fair value or performing a retrospective restatement.  It's also possible that the International Accounting Standards Board will allow an exemption for rate-regulated entities that allows the use of historical carrying value of PP&E as the opening value for IFRS.  And again, KPMG will probably address that.

In this circumstance, there will be much less inconsistency between regulatory accounting values and IFRS values.

Turning to 3.3, capitalization requirements, here we are proposing that utilities adhere to IFRS principles for capitalization.  And there are several reasons for this proposal.

First, there is the general preference for avoiding discrepancies between financial and regulatory accounting and the burdens those discrepancies may create.  As I've said, the regulatory process is facilitated where audited financial statements produced under IFRS are comparable to regulatory accounting, but there are other factors to consider as well.

There appears to be significant variation among utilities with respect to their capitalization policies.  Some of these differences may be justified, but movement towards greater consistency among electricity distributors in general would benefit the regulatory process and facilitate ratemaking.

We propose that the utilities file their capitalization policy, identifying any changes related to IFRS at their first cost of service filing.

In addition, it appears to us that the differences in the principles of capitalization between CGAAP and IFRS may not, in fact, be that large.  IFRS could be considered as simply more precise.  CGAAP and our own accounting procedures handbook appear to allow more flexibility in the capitalization of overhead costs.  However the tests in CGAAP and IFRS are the same, directly attributable to bringing an asset to its working condition.

IFRS then lists some things that should generally be excluded.  So it's possible that the transition to IFRS may in fact cause utilities and their auditors to examine capitalization practices more closely, and this very examination may drive some changes in what is capitalized.

We suggest that the adoption of IFRS capitalization policies will encourage intelligent reconsideration for capitalization policies and encourage rigor and consistency.

One concern expressed about the adoption of IFRS capitalization policies is that that -- or principles, rather, is that those principles may have the effect of increasing rates in the short term by moving costs from capital accounts to expenses.  And this possible increase does not relate to any real change in the cost of providing service.

However, rates in future years would likely reduce somewhat due to decreasing depreciation expense.  So in an attempt to get a handle on the potential quantum of the impact of adopting IFRS capitalization principles, we surveyed electricity distributors who reported capital expenditures in excess of one million dollars in 2007.

Now, to get a sense of scale, you should know that the total capital expenditures reported by all electricity distributors in the province in 2007 was 1.3 billion dollars; province-wide, one year, 2007.

The capitalized overhead reported was about $106 million; capitalized overhead reported province-wide 2007, $106 million.

So the capitalized overhead represented less than 10 percent of the total provincial capital expenditures reported in 2007.

However, it is also clear that the percent capitalized by individual distributors varied widely.

The results of the survey also indicated that overhead -- so that was -- the figures I have given you actually came from the RRR, the -– what are they -- reporting and record keeping, whatever they are, you know.  You know what I mean.  Pardon me.  I'm making this statement.  I'm getting all confused.  Okay.

Okay, so then turning to the survey, the results of the survey also indicated that overhead capitalization practices are far from consistent among electricity distributors in the province.  And the results were roughly as follows:  We received about 47 replies.  19 percent of the respondents indicated that they did not know what the effect of the adoption of IFRS capitalization principles would be on their level of overhead capitalization.  They didn't know and they weren't willing to guess.

Forty-seven percent of the respondents said that they expected the amount of overhead capitalized to decrease, the amount of overhead capitalized to decrease.  A very few of these response -- respondents ventured to give us an estimated impact figure, that is how much less would be capitalized.  And those figures were guesses, not calculations, and were caveated by all sorts of hesitations from those respondents.

The remaining 34 percent of respondents said the amount of overhead capitalized would not change under IFRS principles, or that the amount of overhead capitalized would actually increase.  The increase seemed to be the result of taking a look at their capitalization policies and realizing they were probably permitted to capitalize more overhead-type expenses than they had presently identified.

The variability in answers leads us to believe that an assessment of the potential impact of the adoption of IFRS capitalization principles on one utility, or even on a group of utilities, is unlikely to be helpful in predicting the impact on any specific utility.

On a province-wide basis, it appears the effect will not be large, given the percentage that capitalized overhead represents in total provincial electricity distribution expenditures, and also the fact that the effect of the adoption of IFRS principles is not always in the same direction; that is, some utilities may experience an increase in capitalization of overheads.

However, for an individual utility with a large capital program and a relatively large proportion of overhead that is capitalized, the effect could be significant for that individual utility.

Turning to issue 3.4, in this sub-issue we identified a series of PP&E-related topics that we thought might require special treatment.  The reasons for our proposals for customer contributions, asset reclassifications and asset retirement obligations are given in the proposals themselves.  So I thought I would address the other three.

With respect to borrowing costs, IFRS requires the use of actual borrowing costs as a basis for capitalizing carrying charges on construction work in progress, so instead of using a deemed interest rate set by the Board for these carrying charges, the actual rate incurred by the utility is to be used, and the amount capitalized may not exceed the total interest expense actually incurred.

We propose that the Board require the IFRS values for rate-setting and regulatory reporting.  The advantage of this approach, apart from reducing dual accounting records, is that the revenue requirement of the utility will reflect an amount that is closer to the true cost of these carrying charges.

The down side is that there may be a need to review the interest costs for each utility during the rate-setting process, especially if the interest charge is the result of a non-arm's length transaction.

I have just want to emphasize there that this is CWIP interest and carrying charges, not the overall debt cost to the utility.

Regarding gains and losses on disposition of assets, the effect of our proposal is to require utilities to reclassify any gains or losses arising on the disposition of group assets to the same basis as they have been treated in the past; namely, to include such gains and losses as part of depreciation expense.

There is some debate as to whether the method sometimes referred to as group asset accounting will be sustained under IFRS.  Some variations on group accounting are permitted, such as pooling by like asset and the use of vintages of assets.  I am sure Nicola will help us with the difference between pooling and grouping.

IFRS methods can lead to disclosure of the gain or loss as a separate item in the books; whereas, in the past, for large pools of assets, any gain or loss has been included in depreciation expense.

Now, since we don't know what the interpretation of IFRS will be on this subject, we are suggesting the gain or loss on disposal be group depreciation expenses in the past and disclosed separately in reporting and rate applications so that parties and the Board can be aware of it.

Likewise, for asset impairment write-downs, we are proposing that they be disclosed separately so the Board can address them.

It not clear to us that any asset impairment instances will actually arise under IFRS in any fashion different from under current CGAAP.  However, this proposal is intended to address any circumstance where this does occur.

Turning to issue 4, "Depreciation", as you know, IFRS requires each entity to have company-specific depreciation rates and to review those rates annually.  The depreciation rates currently in use by most electricity distributors in Ontario are outdated and not company specific.  We propose that a joint study would improve regulatory accounting and rate making by updating the rate, and it may assist utilities to comply with IFRS requirements.

However, IFRS does require an annual review and we are not proposing to conduct such studies annually.  So one study is certainly not going to solve all of the problems, but we are thinking it might be a good start.

Gas utilities and electric utilities that so choose, of course, can produce their own individual study.

Turning to issue 5, which is "Other Issues", we are proposing the continuation of current regulatory reporting and rate filing in each of these three listed items under issue 5.  For inventory valuation, we believe this was really the only practical solution.

Taxes or PILs receive very specific rate treatment, particularly for electrical distributors in Ontario, and we suggest this specialized treatment continue.

For pensions and employee future benefit costs, we are proposing utility-specific treatment, as the adoption of IFRS accounting for these items could have very different effects on different utilities.  On some it may have no effect, and, on others, a very large impact.

With respect to issue 6, "Decisions of Accounting Standard-Setting Bodies", Staff are proposing that the Board go ahead and make policy without waiting for the final determinations from these organizations.  We don't know when the answers will be given, and the utilities we regulate need guidance now.

However, we acknowledge that IFRS, and particularly its interpretation, are fluid, and things will continue to evolve over time.  So the Board may have to revisit matters, and new issues may arise as the ruling from the accounting bodies are delivered.  And KPMG I hope will assist us in understanding the current situation and whether there have been any developments since their report was filed.

Turning to the question of impacts, as a result of stakeholder discussions, we have tried to identify three types of potential impacts of adopting IFRS base accounting for rate setting.  The first two listed are administrative-type costs incurred by a utility to transition to and comply with IFRS, but the third potential impact is different.

It is possible that there may be revenue requirement impacts that the utilities will seek to recover in rates caused by differences in timing of the recognition of costs.

For example, if a utility capitalizes Z less overhead, these costs may be entered as an expense.  If a utility lengthens service lives of assets, less depreciation costs may be expensed.  These costs are not related to any actual change in the cost to provide utility services, but an artefact of a change in accounting policy.

This distinction is now more explicit in section 8 of the issues list, which I will get to in a moment.

Dealing with the rate impact specifically, we don't know yet what rate impacts there will be, if any, resulting from the adoption of IFRS.  It has proved difficult to calculate and obtain reasonable estimates.

We have proposed specific identification of impacts in a utility's first cost of service hearing for assessment by the Board.

In 7.2 and 7.3, we are proposing those, for costs allowed into rates by the Board, that any rate mitigation method and any level of threshold-triggering mitigation be consistent with current practice.

Turning to section 8, as you can see from the proposal, Staff propose that prudently incurred administrative costs related to IFRS adoption and ongoing compliance be recoverable from ratepayers.

For those utilities under an incentive rate mechanism that are incurring IFRS-related costs that are not included in base rates, we propose that deferral accounts be established for utilities to record such costs starting January 1, 2009.

This debate is not agreed to by participants, and you will see from some of the presentations that have been filed that there is definite disagreement about this date.

Some utilities have indicated that they incurred IFRS-related costs before January 1 of this year.  We would ask those utilities to help us by estimating the materiality of those costs, and when you are thinking about materiality, consider the threshold for Z factor treatment in the IRM methodology.  Would this have been material enough to trigger a Z factor if IFRS costs were allowed under that rubric?

Other participants may wish to argue that the date should be later.  So we are aware this is a very live issue.

With respect to 8.3, we have made a few suggestions as to how the Board might encourage minimization of IFRS implementation costs, but we would invite any participant to make further suggestions to help us with that.

The subject of 8.4 is new and not found in the Board's approved issues list for this consultation.  It reads:
"Should any proposed increases in revenue requirement that may arise from changes in accounting for rate base and operating costs prompted by the adoption of modified IFRS be recovered from ratepayers?  If yes, on what basis?"

We added the issue as a result of recent discussions with stakeholders in which we realized we had not clearly delineated the types of possible impacts to revenue requirement.  We have not had a chance to discuss with stakeholders any draft of a proposed resolution to this issue, so no proposal appears.

It is our preliminary view that both increases and decreases to revenue requirement, as a result of changes in accounting rules, should be passed through to ratepayers.  Any undue rate impacts could be mitigated.

There have been accounting changes in the past that affected revenue requirements and there will be more in the future.  And we invite all participants to address this new issue, and we believe that Mr. Browne, particularly, and others will be addressing this topic in their presentations.

With respect to the filing guidelines for rate applications, I hope this proposal is fairly self-explanatory and I don't propose to read it in its entirety into the record.  If anyone needs -- need to read it or any of the remote participants can't access it on the web, let me know.

The reason for the proposal as it is written is that we understand that 2010 is a pivotal year for the transition to IFRS.  Financial reporting will be required to be performed under both CGAAP and IFRS for 2010 once that year is complete.

So the 2010 results would not be available until after the first quarter of 2011.  We've tried to recognize this IFRS requirement and use it in the rate filings proposal.

For utilities with an earnings-sharing mechanism in place that was set up under current regulatory accounting, we believe that reporting under each year under current accounting is unavoidable.

Turning to section 10, reporting and record-keeping, sub-issue -- in sub-issue 10.2, Staff propose that all utilities report and file using IFRS to promote regulatory consistency.  This issue may be of particular concern to Natural Resource Gas and possibly others who are of the view they will not have to perform financial reporting under IFRS.10.4 and 10.5 dealing with reconciliations and audits, Staff are proposing that reconciliations be performed each year between financial reporting under IFRS and regulatory reporting under the regulatory reporting framework that the Board mandates as a result of this consultation, what we have termed modified IFRS.

Our proposal presumes, consistent with the rest of our proposals, that the Board framework will be a modification of IFRS, although that's an issue for debate in this consultation and this conference.

In addition, we are proposing a requirement for an audit of values reported under regulatory accounting that are not audited in the financial statements, that is where the values differ from IFRS reporting.

Now in the past, because regulatory accounting was generally included as part of or within CGAAP, the regulatory values were included in the scope of what was audited.  Under IFRS as it is presently stated, some accounts will not be part of what is otherwise audited.

We are of the view that audit assurance is needed on all the numbers presented to the Board so the numbers can continue to be relied upon for rate applications.

If independent audit assurance is required for regulatory accounting values outside of general purpose IFRS, the requirement for reconciliation may be reduced, but we believe disclosure of the reasons for differences is a useful and necessary way to demonstrate continuity and to build confidence in the numbers presented.

But some parties may wish to address whether these requirements in 10.4 and 10.5 should be additive or alternative.

In 10.6, we propose the reporting on the results under an incentive regulation mechanism should be reconciled on the same basis of accounting as that upon which the IRM was approved, to allow a valid assessment of the utility results.

That concludes my remarks on the issues and proposals.

I would like to take the opportunity to remind everyone that subsequent to this conference and the receipt of written submissions, the Board will issue a policy report that will provide the basis for amendments to the regulatory instruments that were listed in our original letter of invitation.  And those instruments were: gas rules of the Board, the natural gas USOA and the natural gas RRR, the electricity reporting requirements -- that's electricity USOA and electricity RRR -- and certain policy guidelines, the Electricity Accounting Procedures Handbook, the filing guidelines for natural gas rate applications and the filing guidelines for electricity rate applications.

As I understand it, the Board intends to move directly to amendments without a further large consultation, except where required by legislation.  Some of the rules of the Board, there are certain procedures, but the proposed amendments to regulatory instruments will be founded on the policies the Board determines in this consultation and as a result of this conference.

So we encourage everyone to have your say now.  Speak up during the conference and send us written submissions on the required dates.  Let us know what you think.

We are very grateful for your participation and particularly for the expertise you bring to this conference.

Thank you for your attention.  As you will see, our next item of business is to receive a presentation from KPMG, and I think they have their presentation ready to go.

I would ask Mr. John Jackson on my right to introduce the group and begin the presentation.  Thank you.

And by the way, for remote participants, I will be monitoring the e-mail system to -– to see if you have questions or comments.  Thank you.
KPMG PRESENTATION
Presentation by MR. Jackson:


MR. JACKSON:  Thank you, Jennifer.  I would like to -- my name is John Jackson, and I would like to begin by introducing my colleagues, Michel Picard, Nicola Davis and Jonathan Erling.  They will be participating in the discussion this morning.

First, our report.  I would like to spend a couple of minutes reintroducing the report that we delivered in early March.  That report was designed to be used to stimulate discussion among the various stakeholders and to assist interested parties in focusing their discussions, completing their analysis and formulating decisions.

In that report, we were fairly careful to not advocate positions then, and we are not going to do that now, either.

What we will do is our best, over the course of these meetings, to help explain how IFRS will work and what the implications will be for stakeholders.

We also pointed out in the report that we don't have all of the answers.  The situation is evolving, and if anything, at a quickening pace.

We -– excuse me.  We recognize that this is frustrating.  It's frustrating for everybody.  I think we would all like to have answers.  We would all like to understand the impact, the numbers that will be involved, and it is just not possible at this point in time.  And you know, we do share the frustration of the group.

During the presentation this morning, Michel will update you on the recent developments that, you know, again demonstrate how -– how quickly things change.

We are also going to spend some time this morning going through a couple of areas where we sense that there still may he be some further need for discussion.  I think that it was mentioned by Jennifer -- and I use the word -- as we look through things through a microscope, we get different answers than we do when we look at it from the 50,000-foot level.

The capitalization policies is probably a really good example, where people read the words under Canadian GAAP and we read the words under IFRS, and we go:  Geez, these look like they're the same.  But they're not the same, or we don't believe they will be the same when they're applied.  So I think the term "devil in the details" has been used maybe a bit too much, but we are certainly finding that.

We won't go through a detailed review of all of the areas in the report, but Nicola will cover some of the topics that we think deserve some more attention.

And before I pass this on to my colleagues, I would like to spend a couple of minutes discussing the proposals that have been put forward by Staff.  I have been asked to provide KPMG's view on that, and that would be very difficult to do, but I can provide my own personal observations, which I think are objective.  I will structure my comments following the structure of the Staff proposals.

First of all, on the principles, I think that the principles that have been used are sound.  They're practical.  They're reasonable.  And I think they represent a balanced compromise.

Regulatory assets and liabilities, the use of regulatory deferral and variance accounts which result in regulatory and assets and liabilities is a powerful tool in the ratemaking environment.  And I think that the proposals here make a great deal of sense.

As Michel will discuss in a couple of minutes, there are developments on the International Financial Reporting Standards Board agenda right now, where we might actually get to record regulatory assets and liabilities in general purpose financial statements, but that is still not yet decided.  I think whether or not they are recorded for general purpose financial statements, they do make sense in the regulatory environment.

I will also talk about, just briefly --

[Cell phone sounds]


MR. JACKSON:  It's for you.

MR. PICARD:  Sorry for that.

MR. JACKSON:  I will talk about what utilities may need to do to enhance their financial reporting, should regulatory accounting not be allowed for general purpose financial statements.  Three things are noted in the Staff proposals, enhanced financial statement notes, MD&A, education of financial professionals.

My view is that you are probably going to need to do a combination of all three, and they're not mutually exclusive.  I think that each individual utility will probably tailor the disclosures to their individual circumstances.

One of the interesting things, as I put on my hat that I wear as an auditor, is that if this information is found in a note to a financial statement, it will be subject to audit and I think that there could be some interesting challenges there, but I don't think those challenges are insurmountable.

We are able to audit that information as part of the basic financial statements today, and I personally see no reason why we wouldn't be able to do that in the future.

Disclosures in MD&A are again a powerful tool to help analysts figure out the financial performance of entities and to help them, help the analysts, fill in their models.  Not all utilities, though, prepare an MD&A, so that is somewhat limited.

Education of financial professionals is important, but I think it is -- more than education, it is communication.  I would encourage utilities to begin that communication sooner, rather than later.

Dealing with other accounting issues, I will just stop at a couple of them.  Property, plant and equipment, I think the proposals here are practical, and I am sure that there will be lots of debate on the details.

I break this part into two buckets.  What do you do on transition?  And I think that the proposal to maintain current rate base makes sense and it is a practical solution, and I am hopeful we will find an accounting mechanism that will retain that in the published financial statements, as well.

What do you do on an ongoing basis afterwards?  Selecting historical cost as opposed to a fair value model is logical and that makes sense to me.  Selecting IFRS as the basis for determining historical cost, I think, also makes sense.

There's quite a bit of debate going on right now in terms of whether or not we have it right under Canadian GAAP, where there is a fair bit of diversity, in practice, and, as I mentioned earlier, people read the rules and say, Maybe we're not applying them as strictly as we probably should be.

The proposals for the more detailed aspects of PP&E also make sense to me.  Nicola will get into more detail on the actual differences between Canadian GAAP and IFRS on these matters.

Depreciation, I will spend a minute on that.  The idea of a joint depreciation study, I think, is interesting.  On one hand, it will enhance consistency.  It will arguably save some costs, and, my view, it is probably better than what is likely being done now, in some cases.

On the other hand, again wearing my auditor's hat, I am not sure whether auditors will accept a one-size-fits-all solution, and it also is something that will have to be updated on an annual basis.

I think that we should be able to come to grips with this by requiring the utilities that were to use the depreciation study to explain and document why they believe that they qualify for use of the material.

So, on balance, I think it is a good idea, but I would be talking to the auditors early on in that discussion.

External uncertainties and the fact that the standards are evolving and changing is something that Michel is going to cover, and I have seen what he is going to talk about.

One of the things that I would like to mention that I am not sure he will spend a lot of time on is the fact that interpretations are changing.  They're changing within the auditing profession.  I think they are changing within -- with the standard setters.

We don't know yet how other regulators, securities regulators, will react to the change to IFRS, and in North America we have a tendency to look at things, even if they're principles-based, as being rules, and that will be a different environment, that we will be moving to IFRS application than currently exists in Europe.

So with that, I will pass it on to Michel to deal with the status of -- or the status of IFRS uncertainties.

MS. LEA:  Just one mention for our remote participants before Michel begins.  The KPMG presentation is on the website.  If you wish to, you can have a look at it there, as well.  Pardon me for the interruption.  Thank you.
Presentation by Mr. Picard:


MR. PICARD:  No problem.  Thank you.  So Michel Picard.

As we probably all know by now, there are many uncertainties surrounding the Canadian transition to IFRS.  I think we can look at it in two respects.  The International Financial Reporting Standards Board, there are currently a lot of standards being developed.  There are at least 18 standards which are being either -- being developed from scratch or being substantially upgraded.  And there is also a number of amendments to those, to the current standards, that will also have an impact on the IFRS financial statements.

The other topics that I will be talking is the Public Sector Accounting Board.  Currently, they are reassessing whether or not all the GBE should adopt IFRS in 2011.

MS. LEA:  What is the GB?

MR. PICARD:  Government business enterprises.

MS. LEA:  Government business enterprises, thank you.

MR. PICARD:  Right.  So let's go back to the International Accounting Standards Board.  To me, there are two key issues that have been identified by the North American power utility sector, so all of us.  It is the lack of an accounting standard for regulated accounting, and the second issue which I believe is significant is the accounting differences between the PP&E, between the Canadian GAAP and IFRS.

So I will touch base now on the first one, the rate-regulated accounting.  So if we go back to the history, the IS - International Accounting Standards - which are the predecessor of IFRS, International Financial Reporting Standards, there were -- they started their life in 1973.

In 2001, they got their second wave of quality, so they were upgraded in 2001 for the transition to the European Union that decided to go to IFRS by 2005.  So a lot of changes happened at that date.  We thought it would be in place for a lot of years to go, but, as we know, the Americans, or the FASB, have decided to converge in 2014.  And, again, a lot of the standards are being addressed by both the FASB and IASB, and we expect a lot of changes happen in that in 2014.

So if you go back to 2005, when the 25 countries in the European Union decided to go to IFRS, one of the questions that was raised by the industry is whether the FAS 71 was allowed under IFRS.

I think the question was not properly raised and probably, also, the study by the industry was probably not detailed enough to support, but the conclusion is as follows, that IFRIC indicated that the US GAAP model for rate-regulated accounting, which I believe is similar to the Canadian GAAP, is not acceptable under IFRS.  So they have told us, Too bad.

So regulatory accounting not allowed.  So what happened is everybody has reversed the regulatory assets and liabilities through the profit and loss account or through the retained earnings.

But, in Canada, we are a bit more -- we didn't like that answer, so in 2007 the industry, the regulators, the association in Canada and the US decided to challenge the issue or the answer that we got back in 2005, and we have pushed the IFRIC at the end to reopen that issue.

So the IFRIC staff were, I believe, very supportive of looking at whether or not there should be a regulatory accounting standard, and in December the IFRIC staff made a presentation to the IFRIC board to allow the standard to be developed.  The IFRIC board refused to go in that direction, and so what happened is the IFRIC staff, again, they were not happy with the answer from their own board.  They went to see the Standards Advisory Council which is advising the IASB, the International Accounting Standards Board.  So they went to see the Standard Advisory Council and they said:  Well, we would like you to put -- to force the -- or at least to discuss that with the IASB.

So the Standard Advisory Council were supportive of the IFRIC staff.  So they decided to advise the IASB to include this issue onto the agenda of the IASB.  So the main issue, you know, is how is to get in the agenda.  If you are on the agenda, after that you hope to get something.

So the IASB decided finally in December to include, you know, a new item on the agenda.  It was to develop, you know, a regulatory accounting standard.

So what happened since then?  There's been two meetings.  One from this -- in fact, they set up that committee to set up a standard on regulatory accounting, and that committee has met already twice; one in February 2009 and one in April 2009.

The next meeting will be in June 2009, and it is expected that in June they will issue a pre-ballot draft of the exposure draft of the standard, and to, at the end, release a draft in early July 2009.

Normally when a standard is being developed by IFRS --by IASB, sorry, it takes five to 10 years.  Now they are doing that in five months or six months.  They are trying to accommodate, I would say, the Canadian and American utilities transitioning to IFRS in 2011 or '14.

So the IASB board during the last few meetings, so February and April, they tentatively decided that two criteria must be met to be in the scope of that standard.

So the first criterion is that the rate-regulated activities in which rates are established by or subject to approval by independent third-party regulator -- so there has to be an independent regulator such as the OEB.  That one, I think it is an easy one for at least Ontario.

The second criterion is relating to which model can be used, and they're talking about the cost of service regulation, a regulation that can create a regulatory asset or regulatory liability.

And it says:  "In such regulation" -- They provided the definition in their paper in February.  It says:

"In such regulation, the rates are designed to recover the specific entity's costs of providing the goods and services that are subject to regulation and to earn a specific return."

It's a cost of service model, and the -- what they're talking about is the proposed definition intends to exclude regulation that -- only as a mechanism for setting rates, with no guarantee that the entity will recover its costs plus a specific return.

We don't know exactly where they're going.  There is a lot of, we believe, of criteria that will be developed to support that.  So that is -- I would say stay tuned, but it is a cost of service with a regulator which will be approving these.

The staff still believe that the proposed scope and more generally the direction of the project is still consistent with FAS 71.  So we're probably going to get a FAS 71 modified.

My personal view is that I am still very confident that we are going to get an exposure draft in July.  And probably a lot of the utilities -- I can't say most of the utilities or all of the utilities -- but will be able to be within the scope.

The next one is the IFRS 1 exemption.

IFRS 1, it is a standard to be used by entities that will be transitioning to IFRS in 2011.  So we have no choice.  You have to go through this standard.  The basic rule of the standard is to apply IFRS, all IFRS retrospectively, as if IFRS always existed; so retrospective adjustment.  But they provide also some exemptions, and currently there are 15 exemptions that allows or help the utilities or the companies to transition to IFRS.

In Canada, we have identified back in 2007 and 2008 that there was a lot of gaps between IFRS and Canadian GAAP for property, plant and equipment, and when we were looking at the current exemptions, the 15 exemptions, we were not too happy about that.  We wanted to have something that will help the Canadian utilities and the American utilities to transition.

So what happened is the Canadian and US utilities, the regulators, the association, the auditors, we all lobbied the IASB to get a new exemption and the IFRIC.

An exposure draft has been issued in September 2008 and was open for comments until January 23rd, 2009.  If I - my recollection is that there was over 90 letters that was received -- that were received by the IASB.

So now what is the exemption?  The exemption would allow the regulated -- the rate-regulated entities to use their regulated -- that is important -– their regulated net book value as deemed cost and transition.  So that means no major, you know, retrospective application.  Just take what you have and that is going to be your way forward.

The only problem is they have -– they have said:  Well, you can do that only -- and they put, you know, an issue here is that one, it is impracticable to reconstruct the costs under IFRS, so you cannot go back to restate, or the fair value is not available or determinable.

Well, as we all know here, you know, the fair value is certainly something that exists in the industry, and I believe that if we have to prove that we cannot have a fair value, I don't think that this -- the current exemption as it stands at the moment in this draft will not help the industry in Canada and the US to transition.

So our 91 letters that have been issued -– issued were commenting on that, and they said that they should drop this impracticability test.  And if you look at the IS –- the definition under IS 8, it is quite stringent, and for the industry to go there.

So therefore, we believe, as it stands, we would not be able to use this exemption.  So what is the alternative that we have in the industry?

There is also -– and one of these 15 exemptions, there is one that allows the company on transition to use a fair value as deemed cost.  That's the current exemption that we have.  And if we look at the fair value, what does it mean?  There is various approaches that you can fair value your PP&E, one of which is an income approach, which is using the discounted cash flow using the OEB rate-of-return.  So that would allow you to do your fair value, and if you do that, it might -– and if you put that in perspective, we have talked about that in the past, that the fair value of regulatory assets, they quote the net book value.  There is some suggestion in the industry and amongst the big four that they believe we could get there.

But the problem is if you go back in 2001, a lot of the utilities in Ontario have performed a fair value for tax purposes.  So there was a significant bump-up of the assets.

So therefore now if we're going with a fair value equal net book value, as opposed to what we said in 2001, it may create some tax problems.

So I believe that for the utilities that made a bump-up, it may not be possible to go with that option.  So the only hope that we have is probably to get a modified exemption, which has been proposed by the IASB.

Otherwise we will need to restate the financial statements.


The last point I wanted to talk is the Public Sector Accounting Board, if you go back before 2009, it was approved by PSAB that all utilities -- all the governmental or government business enterprises - that includes most of the utilities in this room - will be required to adopt IFRS in 2011.


In 2009, in January 2009, the PSAB had received a lot of comments from their constituents to maybe readdress again that issue, to reassess, and they're wondering whether or not all of the GBE should go to IFRS.


There was some comments that -- well, sorry.  There was an invitation to comment, which were raised in January, and the comments were due in April.  So at the moment, this subject is closed, as far as they're concerned, but they have to analyze the comments received.  There is no really update so far.


We expect late in 2009 to get an update as to whether or not all of the utilities that are part of PSAB will have to be transitioning to IFRS, or not.


MS. DAVIS:  Can everybody hear me, because I am not actually directly in front of a microphone, but I can speak up.  Can you hear me at the back?  I will try and get closer to Michel so you can hear me at the back.  Okay, great.  Thank you.

Presentation by Ms. Davis:


MS. DAVIS:  So good morning, everybody.  As John has alluded to, I'm going to highlight some of the key differences between the requirements and the application of Canadian GAAP and IFRS and the areas that I think are likely to be of most interest to this group of stakeholders.


So I am going to discuss two topics, property plant and equipment, I think for obvious reasons in this industry, and employee future benefits or pension costs.


I think these are the areas of IFRS that probably are the most complex, but certainly are the most likely to have the most impact.


So if I deal with property, plant and equipment first, and I have set out on the slide here, slide 5, what I believe to be the areas of major difference.


Many of these differences arise, I think, not from the introduction of new concepts to the reporting framework, but really from the detailed rules that we see in IFRS.


So, firstly, capitalization of costs, so cost capitalization policies.  So what does IFRS require in this space?


Firstly, IFRS requires an asset to be measured at its cost.  Its costs include concepts that we know and love under Canadian GAAP, costs that are directly attributable - and I emphasize that, directly attributable - to bringing the asset to the location and condition necessary for it to be capable of operating in the manner that was intended by management.


That's the principle, and, as I say, I don't believe that is fundamentally different to what you see or what you are used to in Canadian GAAP.


So that principle is then supported in IFRS by some more detailed rules, and the detailed rules say that directly attributable costs include, amongst other things -- so this is not an exhaustive list that I am going to talk about, but include a couple of things that I think are most relevant.


Firstly, the costs of employee benefits that arise, again, directly from the construction or acquisition of assets, PP&E; and, secondly, dismantling, removal and restoration costs where an obligation to incur such costs actually arises.


So, as I say, IFRS says that you must include those things as part of the amounts capitalized into PP&E.


It then goes on to say that there are things that you cannot include, or you cannot capitalize into the costs of PP&E, property, plant and equipment.  It says that you cannot capitalize administration costs or other general overhead, and then it also says that you cannot capitalize staff training costs.  And it is quite black and white in excluding those, both of those sets of costs, from capitalization.


The problem is, though, that it provides no other guidance as to what actually constitutes an administrative or another general overhead-type cost, and the reality is that probably, as in Canadian utilities today, in the IFRS world practice certainly varies with regards to what you see being capitalized or not being capitalized as administrative and general overhead costs.


Some of that I think is about interpretation.  Some of that is about the effort that the utility actually goes to support the directly attributable notion, and some of it will, in fact, reflect the individual fact pattern of the particular utility; so, i.e., how a cost that might ordinarily be perceived to be an administrative cost is in fact directly attributable to a particular capital project.


So they're the key differences.  As I say, I think the rules sound very similar to what you are used to under Canadian GAAP, but I do think that this is an area where you will see some change in practice as, I think, you know, that microscope comes on it, as John alluded to in his opening remarks, and as I think the lines are almost redrawn as to what is acceptable and what is not acceptable for capitalization under IFRS.


Move on to interest costs or borrowing costs now.  And the rules with regards to interest costs and borrowing costs are set out in a specific standard under IFRS, which is the International Accounting Standard 23, IAS 23.  Again, this standard requires borrowing costs that are again directly attributable to the acquisition, construction, et cetera, of assets to be capitalized.  So no choice.


As we see today in Canadian GAAP, entities actually have a choice to either capitalize or expense such costs, and I think we see a mixture in practice.  Some utilities, in fact, capitalize AFUDC, allowance for funds used during construction, and some do not.


We have a number of specific rules in this particular standard with borrowing costs.  The standard says that you can only capitalize borrowing costs on what are termed qualifying assets.


We have a definition of a qualifying asset as one that takes more than a substantial period of time to actually construct or put into place.


We then also have some rules in the standard as with regards to what sorts of borrowing costs can be capitalized, and we're allowed to capitalize -- or we must capitalize, rather, both specific borrowing costs, but also general borrowing costs.


The amount that you actually capitalize, though, must be capped at the amount of interest that is actually incurred by an entity, by the utility.  So it doesn't allow a notion -- sorry, it doesn't allow a notional interest or deemed interest cost to be capitalized, and you must only capitalize -- or the max that you can capitalize -- the maximum that you can capitalize is in fact the amount that is in fact being incurred.


So I think if you think about those differences, I think you will see there are some clear differences to what you see in today's practice and some things that will need to be considered.


I will move on to componentization and depreciation.  Again, I think some similar concepts, but differences in how those concepts have been applied in practice, particularly in our regulated entities.


So IFRC requires an item of PP&E to be recognized in accordance with its component parts, again, something that I think is very close to Canadian GAAP.


It then goes on to say that you must depreciate those component parts as individual items, if they are significant, and then you must derecognize each of those separate components when they are replaced.

One thing that IFRC does introduce which I think is a little bit different to Canadian GAAP is this notion that you can have both a physical component and also a non-physical component.  So the best example, probably, of a non-physical component would be the major routine type inspections that have to be undertaken with regards to some major assets, in order to allow that asset to actually produce the economic benefit that you are expecting.

So some major generation plants or manufacturing plants, for example, may require regular, major inspections every three years to satisfy safety or licensing requirements, and if those things -- if those inspections are not undertaken, then the asset itself can't actually function.  So what IFRS says is that that cost of that major inspection should be spell -– should be separated as a separate component and then capitalized as such over that shorter period of life, so over the three-year life, in my example.

So in IFRS we have the -– you know, we have the requirement that you must depreciate assets over their useful economic life in accordance with a method that will reflect the pattern of consumptional use of that asset.

We tend to see straight-line depreciation most common in the IFRS world and particularly in this industry.  But other methods are acceptable, such as diminishing balance or units of production.

I have not seen the sorts of group -- group depreciation methods that I see here operating in the IFRS world.

The economic life of assets, the useful economic life of assets under IFRS must be reassessed annually and then adjusted if appropriate or if necessary, to reflect any changes to the future economic life of those assets.  So you get this continual reassessment, or potentially you could have a continual reassessment of economic life to reflect changing circumstances, expected pattern of benefit of particular assets.

So there is no doubt that the application of those rules -- I mean I've tried to spell them out quite clearly, but the application of those rules involve a significant amount of judgment when being applied in practice.

We have some guidance in our standard as to what is and what is not acceptable when it comes to components and depreciation, but we don't have any explicit rules as to, you know, what these -- how these rules should really be applied.

So the sorts of situations that were directed to that would clearly not be acceptable, where the component could be considered to be an item as a whole, even though that item has a number of parts within it that are significant and have varying, individual varying economic useful lives.

So if we take an example of, you know, a major generation station, where, you know, big assets, big complex assets with likely significant parts that you need to replace over a shorter period to the life of the functioning unit, if you like, the generation station as a whole, if we think about the distribution world, if you think about major transformer substations, you know, there may be, under Canadian GAAP, the transformer substation has been considered to be one asset and depreciated as one asset over some sort of blended average life.

That may not be acceptable under IFRS, if you think about the need to replace transformers within it over shorter periods of life, so...

Pooling, though, an individually insignificant item, so individually significant -– individually insignificant  -- I've got to get that right -- component parts is definitely contemplated in IFRS.

So you are not directed to recognizing as separate components the nuts and bolts, you know, of these sort of capital businesses.  So pooling is certainly contemplated.

Whereas I say, though, what you're talking about pooling individually insignificant parts, generally homogenous and similar useful lives.

So if you think about the poles and wires in our businesses here -- and I love this term of fully-dressed pole, you know a pole that has the brackets and the, you know, the smaller transformers, et cetera -- I would say that there could be -– that recognizing all of that or identifying all of that as a single component would probably be acceptable.

So the two extremes, I think, in these sort of industries.

So as I say, so the only difference then in the -- between IFRS and Canadian GAAP as it seems to be practiced in this industry with regards to components would be the de-recognition piece in.

So we can pool under IFRS, but we still de-recognize those components, even though they're individually insignificant, if they are replaced over a different life to that pool, so partial retirements, if you like, of those component parts within a pooled group of parts.

And those -- then those gains and losses, if there are any, that arise in connection with that would need to be recognized in the P&L account.

If I then move on to customer contributions, we have a recently issued interpretation here that provides some new rules for us with regards to how under IFRS we need to account for customer contributions.  This is IFRIC 18, International Financial Reporting Interpretations Committee 18.

The reason why this IFRIC was issued, and I say very recently -- I mean this is as recent as January, December/January of this year, was because there is certainly varying practice as to how customer contributions were accounted for in the IFRS world.

So what this interpretation requires is that the recipient of a contribution firstly needs to determine whether or not it controls that asset, and if it does, to recognize that asset as an asset in PP&E.

Then the recipient has to assess how it should recognize the credit.  So debit PP&E, credit, what?  And this interpretation says that you should recognize that credit in accordance with -- or as revenue, in accordance with the performance obligations that actually make up that arrangement.

And it goes on to say that those -- that could mean that revenue is therefore recognized upfront, in full, on connection, or there could be multi-elements to the arrangement, such that the credit is deferred or recognized as revenue over a period of time in accordance with the satisfaction of those particular obligations.

So what that means is that, you know, the credits will not be an automatic offset to PP&E as it is today.  But it could mean that you have a liability on your balance sheet that would need to be addressed, dealt with in some way if the asset values include these customer contributions or the rate base includes these customer contributions.

And then the last area that I really wanted to talk about in terms of differences was asset retirement obligations.

And I refer you back to a comment I made earlier, which is, you know:  What is cost, what is cost of an asset in IFRS?  And I said that the cost of an item of IFRS includes the costs of dismantling and removing the item or restoring the site on which it is located, if the entity has an obligation to incur those costs.

And under IFRS, one of the differences that we see here is that an obligation can be both legal or constructive, whereas under Canadian GAAP you are largely dealing with legal obligations when you talk about asset retirement obligations.

So this notion of a constructive obligation means that you have an obligation that, in fact, arrives from your own actions or an entity's own actions, as opposed to actually being set out in a legal contract or by statute.

So the entity has actually set up this obligation or accepted certain responsibilities - that could be by past practice or published statements or something like that - and that a third party will act on -- or expects, sorry, the entity to act on.

So there is an expectation in the minds of a third party that these costs will in fact be incurred by this entity.  So you can create this constructive obligation.

As I say, so a provision must be recognized for those obligations, if a reliable estimate of those obligations can in fact be made.

I know that there is some question mark around the ability to estimate or reliably estimate obligations in this industry where you have very long-life assets and some question marks around when assets will in fact be replaced.  But under IFRS, it is certainly extremely rare for an entity not to be able to estimate such obligations.  So the burden of proof, if you like, is pretty tough.

Once you have established that you have an obligation and you have set up an asset retirement obligation, the accounting under IFRS is pretty much the same as under Canadian GAAP.  So you would capitalize and debit your property, plant and equipment with an estimated present value, a discounted cash flow, as an estimate of future cash flows discounted, and you would set up a provision.  And that asset balance will then be depreciated over the life of the asset.

And the provision amount, because it is a discounted amount, will in fact unwind, and that unwinding of that discount will be disclosed as an income item, so credited to income.

The other difference under IFRS is that you need to review those provisions, those asset retirement obligations, at the end of each reporting period, and a change in the discount rate alone can actually lead to remeasurement; whereas that is not the case under Canadian GAAP.

So that is really all I wanted to draw attention to, in terms of the actual differences between the two requirements.  Then I wanted to talk now to slide 6, and what does that actually mean?  What are the potential impacts of all of those differences?

Again, have tried to summarize my thoughts on this on slide 6.  The first bullet points talks about that there could be possible changes in the timing of the recognition of expenses.

So if our capitalization policies are changing, these could mean more or less expenses being capitalized with more or less expenses being recognized in OM&A, clearly, then, with a flow on through to rate submissions.

So, for example, if training costs or certain other overheads are expensed as incurred rather than capitalized, that may increase rates in the short term, and rates in future years may decrease with decreasing depreciation expenses.

As I mentioned, the rules for borrowing costs have changed fairly substantially, so this could lead to more or less interest being capitalized, depending on the financing arrangements of individual utilities, and the quantum of capital expenditure that is in fact deemed to be qualifying.

So you will remember I mentioned that you can only capitalize interest on qualifying assets, and that is defined as an asset that takes a substantial period of time.  There is no doubt that there is room for interpretation as to what constitutes a substantive period of time and, therefore, what is and what isn't a qualifying asset.  Certainly mixed views on how that will play out in practice.

The componentization rules, which, whilst, as I've mentioned, conceptually not new, I think are likely to be more rigorously applied than we have seen in the past.  I think pooling will continue or grouping will continue, but only for in significant items, and gains and losses to be recognized in income.

The current depreciation policies and assets, the useful lives of assets, are being examined through this transition process, and I would, again, expect changes to arise which could lead to transition adjustments, which will need to be addressed.

Customer contributions will increase the value of PP&E and, therefore, rate base, unless there is a specific regulatory response to exclude them.

It is also possible, I think, that additional asset retirement obligations will be recognized where the utility has constructive obligations and estimates can be made, and there is also, then, the need to remeasure the amount of the ARO, which could lead to increased volatility in your P&L account.

I have also seen situations where -- where this is allowed by the regulator for negative salvage values to be built into depreciation charges.  So this is effectively where the costs of disposal of these sort of assets are collected up front in rates, but without the corresponding obligation to incur such costs being recognized on the set of financial statements; so a regulatory policy or allowable cost actually driving the collection of such costs, and some financial impact in the financial statements, but we're not seeing an obligation being recognized.

I think that may need to be amended under IFRS, as well.

I think AROs will clearly have very different impacts for different parts of the industry.  Clearly, in our sort of generation scenarios, this is likely to have a much bigger impact than it may end up having in our distribution businesses.

So the move to IFRS will definitely impact the value of PP&E, and therefore rate submissions.  If I summarize, the impacts are often timing, and therefore intergenerational, but there is clearly the potential, I think, for the absolute change in values and for inconsistency in interpretation and application.

So if I can then move to slide 7, there are, I think, some issues to consider in connection with PP&E on the actual transition itself to IFRS.

As Michel has already alluded to here, the fundamental principle on transition is one of full retrospective restatement, so as if any newer policies had always been applied.

This means that if there are new capitalization policies, for example, or new policies dealing with borrowing costs, then there is a need to restate the historical costs of assets at the date of transition, and any corresponding adjustment would go to retained earnings.

So on transition, there is clearly a break between -- a breaking of the nexus, if you like, between historical costs that are used for rate base and what you may see in the financial statements, and something that I think needs to be addressed.

The second bullet point there, elective exemptions exist, Michel has mentioned this.  Clearly, the IASB, International Accounting Standards Board, has recognized that that fundamental principle of restatement is particularly onerous, particularly in capital-intensive businesses or where we're talking about long-life assets.  Therefore, we have some exemptions.

We can -- a utility can choose to restate its historical cost, or it can choose to actually determine fair value and deem that to be its cost at transition, and then move on with its new IFRS policies.

So if either of those options are chosen, that could lead to a transition adjustment, which, as I say, could break the nexus between historical costs or historical rate base.

The third option that Michel talked about is the proposed election, which is where the net book value of assets at transition may be able to be deemed as its cost at transition, and then we move on with new IFRS policies.  But, as we've said, there are some potential issues with that at this point in time.

That's all I wanted to say on property, plant and equipment, Jennifer.

MS. LEA:  Thank you.  I think we will take a morning break now.  There should be coffee outside.  I haven't checked personally, but I believe it is there.

I would ask that folks return in 20 minutes, please, at 20 past 11:00.  We will recommence at that time.  Thank you.

--- Recess at 11:00 a.m.

--- Upon resuming at 11:20 a.m.

MS. LEA:  Welcome back.  We are reconvening and continuing the presentation from KPMG.  Thank you.

MS. DAVIS:  Thank you, Jennifer.

So I am just going to talk briefly about some of the key differences that arise when we convert to IFRS in connection with pensions and employee future benefit costs.

And what I am going to talk about are principally those differences that relate to the accounting for defined benefit plans, as distinct from defined contribution plans or multi-employee plans.

So on transition, we will see some change as to how the actuarially determined expense in connection with defined benefit plans is calculated, and how actuarial gains and losses are recognized.

So under IFRS there are a number of choices as to how actuarial gains and losses can be recognized.  Directly in equity in full is one of the fundamental differences to the practice that is allowed today.  That is a choice for a utility.  Or through the income statement, either by using what we call the corridor approach, which means that a minimum amount of the expense is in fact recognized each year.  Or you could use another, another systematic method that results in faster recognition of the actuarial gain or loss, which could mean that you would recognize all of the actuarial gain or loss in full if you chose.

So they are choices that exist for the utility on conversion to IFRS, and in fact practice may well vary there with regards to how those losses -- or gains or losses are recognized.

I just wanted to highlight here that there is change coming to IFRS with regards to those options, and we are expecting that the corridors approach or that smoothing approach will be removed from IFRS, therefore a utility will only face two choices: equity in full, or recognizing in the expense account over a systematic method.

We also will see some change with regards to the expensing of costs associated with past service, and we anticipate that that expense recognition will be accelerated vis-à-vis how it is recognized today under Canadian GAAP.

And we also will see some differences with regards to how the expected return on plan assets will be determined, so again how the expense is in fact calculated.

So currently the expected return on plan assets can be calculated either at fair value or determined at fair value or using a market-related value, which means that there is some smoothing again through the calculation, whereas under IFRS, you must recognize that at fair value.

So what does that mean?  It means that there may be some changes to how expenses are calculated and how expenses are recognized, both of which will flow through into the value of PP&E, because, as I've mentioned before, employee benefits costs are part of capitalized labour costs.  So it could flow through into rate base, numbers could be different, more volatility.

There are also a couple of transitional issues with regards to these changes.  This retrospective restatement principle could mean that utilities could choose to recalculate actuarial gains and losses and expenses and adjust open and retained earnings, or they have an option to recognize all previously unrecognized cumulative gains and losses in equity in full.  Again, that is the option for the utility and may or may not be taken up, therefore leading to possible inconsistency and post-transition impacts for recovery under recovery.  So something, I think, where regulatory response may or may not be required.

That is all I wanted to say on pensions and employee future benefits.

MR. PICARD:  Slide 9, "Transition to IFRS," we have been talking about all of these adjustments and retrospective adjustments.  So at the end, what does it mean?

Your date of transition is -- where you have to prepare first set of financial statements -- is January 1st, 2011.  But since you have to have competitive figures in your financial -– in your first financial statements, you will have to start with 2010.

So the IFRS 1 standard tells you that on the 1st of January, 2010, you will have to prepare a balance sheet in accordance with IFRS, although you will also be preparing your Canadian financial statements.  So in the year 2010 you will have two sets of financial statements; one for Canadian GAAP and one for IFRS.  So that will certainly create some hurdle on the -- on the industry.

It is not only on the opening balance sheet, but if you are required to do quarterly financial statements, there are also a lot of requirements preparing balance sheet, reconciliation -- reconciling these numbers between Canadian GAAP and IFRS.  Also the profit/loss account needs to be reconciled.  So that means during the first year, you will have to do maybe five balance sheets, reconcile them to the -– to the Canadian GAAP.

There is also additional requirements with the MD&A disclosure, so if you are required to have a MD&A statement in your -– in the annual report.

These reconciliations, I would imagine that would be the base for the OEB and the industry and the intervenors to see what is happening on the first year of transition between Canadian GAAP and IFRS.  Certainly a good source of information.  And I believe it is going to be the only time that we will really know at the end what is finally the impact, because now we keep talking about impacts and all, but until we get the real number, you know, you will never be able to get the real impact with the final ones.

Now, transitioning to IFRS, what's the impact?  And I believe in the prior discussions with the OEB and the industry, everybody would like to know what is the impact.

Well, I think it is very, very, very difficult at this stage to quantify these impacts, and the reason is -- is that there are some critical accounting policies or standards, which are at this moment not known.  And I have mentioned a bit earlier, if you look at the new standards and if you go back to the Appendix B to our report, we have a list of the -- in fact, we have the IASB work plan, and this IASB work plan, they are talking about 18 new standards or major projects which are currently being developed between now and over the next four or five years.  This includes also the rate-regulated accounting standards that I gave mentioned a bit earlier.

There are also ten major amendments to current standards that are taking place.  That also includes the IFRS 1 exemption, which is also very important for the industry.

The conceptual framework that we have under IFRS is also being totally reviewed, and the definition of the assets and liabilities in this new conceptual framework, has an impact on the industry because they -- when we use this new framework, it is likely that when we look at the definition of an asset and liability, that we'll be able to record the regulatory assets and liabilities.  This is the basis that they have been using to say that is probably allowed under IFRS.  So therefore it is the new standards being developed.

The second one is the policy choices to be selected.  If you look at each of the individual standards, you have choices available.  For example, fair value or cost for the property, plant and equipment.

If you sum all of these choices, it is over 20 choices currently available believe.  These are what we call the explicit choices within each of the standards.

But we have also what we call the implicit choices, and we have totally discussed that this morning, but there is not much guidance given by the standards or the interpretation.  And the big four, the big -- the big audit firms have, I would say, set up their own guidance when there is no guidance provided by IFRS.

And when you look at these -- implicit choice, well, you have to look always at the facts and circumstances of each of the case, but again there, you have additional choices available, or potentially.

One thing which is very important, even if we would be able to determine the impact on 1st of January, 2010, the standard says on the first year of transition, you have to use the standards which are applicable at the year-end.  So when you will be transitioning, you have to look at the standard at the end of December 2011, and even if you have done your work in 2010 and the standard came in in between, you will have to go back and restate your opening balance sheet.  So it is a bit complicated.  Until we get to that level, we will never know what's going to be the final impact.

Quantification.  I think it is also a major issue, and that is the end result, is to know what is the impact in 2011, but there are some problems with the interpretations currently evolving, and we have been mentioning that a bit earlier.

For example, we have new guidance which are being written by IFRIC.  IFRIC is the equivalent of the EIC.  You have in IFRIC 18, which is the transfer of assets from customers, there was no interpretation before.  Now we have this interpretation.

The question is whether the interpretation is helping us or not.  We may have to do an interpretation of the interpretation between now and 2011 to help the industry to understand the impact.

There is also some new facts and circumstances that we didn't have in Europe.  If I look at these countries that have transitioned to IFRS in 2005, if I take an example of the equal life depreciation method, this is something that only, to my knowledge, exists in Canada and in the US.

So when we are asking ourselves, What did they do in 2005?  Well, we don't know.  We didn't get it.  So this is something we are looking at.  So we can't provide you with any guidance, but at least it is evolving.

Even if we have all of these issues, we are asking ourselves, What is finally the impact on the financial statements?  You will remember that I have said we're trying to get an exemption under IFRS 1, because we have difficulties to go back and assess the impact on the property, plant and equipment.  If you are asking me, What is the impact?  I say, Well, I don't have a system.  So I may have to develop a system just to give you what is the impact.  It's not an easy one.

Thanks.

MR. ERLING:  Thank you, Michel.  I will speak briefly on strategies to minimizing the costs of transition to IFRS.  That's on slide 11.

I think as a general comment, I think that the Staff proposal represents a reasonable attempt to put forward a proposal that does address or try to minimize, on an ongoing basis, the longer-term costs of administration associated with maintaining the accounting stem.

I have highlighted at the top of the slide a number of broad strategies, the first of which is to minimize differences between IFRS and regulatory accounting.  I think that is what we see in the Staff proposal, where IFRS is, one could call it, the default proposal for regulatory policies, except in specific instances where it is clearly not appropriate for regulatory rate-making purposes, for example, the Staff proposal that entails the continued use of deferral accounts.

"Support utilities during the transition and to facilitate collaboration", that is the second bullet on the slide.  I think this proceeding is a good example of the Board's attempt to provide support to utilities and to provide greater certainty to them about future regulatory treatment at a time when they need to make some decisions as to how they will implement IFRS.

The third point, "Provide incentives to appropriately manage transition costs", I think it is reasonable for utilities to know that they will be subject to prudence tests, for example, in seeking recovery of costs associated with the implementation process.

Finally, "Permit exemptions from standard requirements where appropriate", I think an example of that is where, if the Board moves forward with a joint depreciation study, it is important to allow utilities to opt out in the event that that study provides parameters that are not consistent with their own specific circumstances.

And, again, that is a strategy to minimize the extent of differences between the bookkeeping required for regulatory purposes and the bookkeeping required for IFRS reporting purposes, and to the extent that you can minimize those differences, you will minimize the need for a duplicate set of books and reconciliations.

Specific initiatives mentioned at the bottom of the page, I have talked already about the joint depreciation study, provision of accounting guidelines.  I think it would be useful to have updates, for example, to the Accounting Procedures Handbook, that would specifically talk to IFRS requirements.

Then, finally, the third point, "A clear framework for collecting and reporting IFRS costs and for evaluating recovery in rates", I understand that the Staff proposal provides for a deferral account for utilities to capture those costs where they are not currently provided in the rates that will be in effect in the next couple of years.

And those costs, thereby accumulated, will be subject to normal criteria of causation, materiality and prudence, and that seems reasonable to me.

So a brief overview of strategies that I think can help minimize ongoing administration costs and costs of transition, and I will turn it over to Michel for some of our overseas research.
Presentation by Mr. Picard (continued):


MR. PICARD:  So the OEB asked us to perform an overseas research of countries that have transitioned to IFRS.  So what we've done, we have developed a high level questionnaire, and we used our key KPMG global network and asked 12 countries around the world.  And when I say "around the world", it was in western Europe, in eastern Europe, in the Middle East, and also in Australia and New Zealand.

And so what the main conclusions that we got out of this -- of this study, first, is that all utilities in these countries are subject to economic regulation.  So that was very important.

Regulators use either a cost of service model or an incentive model.  What is very critical is that in most countries the utilities currently are not required to apply IFRS in their statutory accounts or reporting to the regulators, and I will explain what I mean by that.

In Europe, the countries, although they have gone to IFRS, they still have to prepare their statutory accounts under the local GAAP, and, from the local GAAP, they derive their regulatory reporting.  When they are done with that, they prepare the IFRS.  So there is no link between those two.

If we look at Australia -- and when I was saying most countries.  I believe there are two exceptions.  Currently, it is Australia and Israel.  In Australia and Israel, they have decided to drop their local accounting framework and to move the country to IFRS.  So they cannot have two sets of books, one for local GAAP, like in Europe, and one for IFRS.

So, therefore, they are preparing their returns from the IFRS general ledger, and there is some reconciling items between the IFRS and the reporting under the -- sorry, the regulator.

Well, what does it mean for us in Canada?  Well, Canada, I believe, is the same as Australia and Israel.  The CGAAP, the Canadian GAAP, will disappear.  So what does it mean?

So we won't be able to prepare any longer, we believe, the regulatory accounting or the tax filing or the statutory accounts under Canadian GAAP.  So what should be the starting point?  Should that be IFRS?  Should that be the old Canadian GAAP, say, let's freeze the Canadian GAAP in the time and we're going to be using that for regulatory accounting?

Should there be a new accounting manual to be prepared by the OEB?  Should we use the GAAP for the small- and medium-size enterprises that are currently being developed by the Accounting -- Canadian board, or should we use the PSAB standards?

So that is going to be a really critical issue.  Another that we have alluded during that presentation is that if we go with two sets, something IFRS and something else, you know, there is always more cost to reconcile -- to reconcile the two sets.

Back to you, John.

MR. JACKSON:  A couple of concluding remarks.  Our report was designed to highlight potential impacts on transition.  What we did was contrasted Canadian GAAP with IFRS to help people figure out what those differences were going to be and to assist the Board in figuring out what to do with those amounts.

There will be transition adjustments in the general purpose financial statements, and I think that the Staff proposals have set up a mechanism for dealing with these for regulatory purposes.

The possible impact on future rates?  Well, if you were to use IFRS alone, there would be impacts.  The Staff proposals are probably -- will be impacts, as well.  And I think, as Nicola said, it is difficult to know whether the impact would be higher or lower.  It will depend on the individual circumstances of the utility.

Additional costs, I think it is recognized there will be additional costs as a result of this move to IFRS.  There will be transition costs.  There will be ongoing costs.  There will be potential costs of having to keep two sets of records, and of course there will be ongoing training costs.

New reporting requirements, we haven't spent a lot of time on that, but the financial statements that are used for general purpose -- purposes are going to look different.  It is going to take a while for everybody to get used to those differences.  There will be, I think, a lot more information in the notes than we are currently -– currently custom -– or in custom with, but I think that you will find the disclosures are going to be quite elaborate.  And I don't know whether they will be enlightening or confusing, but they will be different.

And with that, I would like to wrap it up and pass it back to Jennifer.

MS. LEA:  Thank you very much to John, Michel, Nicola and Jonathan from KPMG.

I am now going to ask if the Board Members have any questions for this presentation -- for these presenters at this time.  All right.

Then I would invite those in the room with questions for KPMG to let me know that you have questions, and I will take you in order.

All right.  I see Colin McLorg and Jay Shepherd.  Anyone else at this time?  Of course, as a good moderator, I also have a couple of questions.  And I see Ian Mondrow.  Anyone else anticipate having questions?
Questions by Ms. Lea:


MS. LEA:  I will ask a couple of basic questions, then, if you permit, and we'll move to the questions from the audience.  If European nations are requiring, in general, their utilities to prepare two sets of books -– and now I recognize what you said about they have maintained the local GAAP system, but is it really that much of a burden if the European regulators and utilities are doing it?  Can you comment on that, given that it appears to be a common selection in other countries that you have surveyed?

MR. PICARD:  Probably the first comment I would like to make on that one, it was probably more differences between the local GAAP back in 2005 and IFRS than there are today.  What is happening is the statutory accounts which are prepared in the local GAAP, the local GAAP are being changed slowly, but they are going slowly to the IFRS.  So today there is probably less than there were before.

MS. LEA:  All right.  So just in terms of requiring two sets of books, then, from your perspective it's the disappearance of Canadian GAAP and -- that would suggest that two sets of books is not practical here?  Did I take that from your --

MR. PICARD:  That is correct.  If you have no -- and the CGAAP, as I said, will disappear in -- it is likely to disappear in 2011, so therefore there will not be any more accounting standard being developed or being used by entities.  So they will -- either to go with IFRS, or there will be -- currently they are developing the small -– the GAAPs for small and medium enterprises, or you have PSAB.

MS. LEA:  And what is PSAB?  What system is that?

MR. PICARD:  John, maybe since you have been in the country longer than I have.

MR. JACKSON:  And that's not an area that I practice in, but it's -- those are the accounting principles for government entities.  I probably can't and shouldn't go into any more detail than that, because I -– because I can't.

I think, Jennifer, my view on the -– on the key difference here is that, as Michel has described it to me in other conversations, is that in Europe they have their local GAAP, and that's what they do their bookkeeping in.  And then for their public reporting under IFRS, they do a reconciliation to get to that public reporting.

I think there is a fundamental difference between that and where we will be in Canada, where the public reporting will be based -- there's not going to be a reconciliation process, that is how the underlying books and records will be kept, because we are not going to retain or maintain a local Canadian GAAP, except for private enterprises.  And that, I think one of my professional practice partners has referred to that as an inferior set of principles and probably something that you wouldn't entertain here anyway.

MS. LEA:  Okay, thank you.

I was interested in -- I think it was Nicola Davis that was describing the possible qualifications for the recognition of regulatory assets and liabilities in IFRS.

And whoever was describing it was talking about the fact that not only did you have to have an independent third-party regulator, which we have, but also that it had to be a cost of service-based approach.

Ana as you are probably aware, the Ontario Energy Board presently has cost of service rebasing and then incentive rate mechanisms for several years before the next rebasing.

Would it be your view that that kind of system would qualify to allow the recognition of regulatory assets and liabilities in the present state of this -– of this principle or interpretation?

MS. DAVIS:  I think it was Michel who was actually describing that.

MS. LEA:  Okay.

MS. DAVIS:  Rather than myself, so...

MR. PICARD:  I think that is the issue.  It's --

MS. LEA:  Don't forget to get close to the mic.

MR. PICARD:  I believe that is the -– the major issue in that paper that has been presented, you know, to the IASB board.  We are not really sure, you know, when we're looking at the criteria that has been developed by the staff, whether or not, you know, if you go from the cost of service to an incentive for a number of years, I think in a private conversation maybe with some of the Staff members, maybe this is what they have in mind.  But whether the IASB board will agree on that and that will be included in the standard on the exposure draft in July, that is to be seen.

MR. JACKSON:  I have fairly strong views on this one, and I think that the thing that we have to be really careful of here -- and I am going to encourage everybody to be very active when we do get an exposure draft on this -- is to make sure that we don't end up with a new standard that nobody can apply.  And I think that that would be very, very unfortunate.

And I think that, knowing some of the background here, I think that the intention is to get a standard that would allow the entities in this room to be in the tent and to be able to -– to be able to apply it.  But again, we are dealing with a standard-setting mechanism that is more principles-based, and we are dealing in the jurisdiction here in North America where we're -- we tend to look at rules.

So I think that it is going to be very important to make sure that the definition of what -- to be allowed to apply these rules is broad enough, and it takes into account the reality of the regulatory mechanisms that are actually in play now in North America to make sure that it -– that it will work.

MS. LEA:  Thank you.  So Colin McLorg, if I could ask you to ask some questions, please, and I should indicate for folks who are listening in, Colin McLorg is with Toronto Hydro-Electric System.

MR. McLORG:  Thank you, Jennifer.  Actually, your second question was my first question, but I have one remaining.
Questions by Mr. McLorg:


MR. McLORG:  Thank you, panel, for your presentation, and I thought it was very informative.

My second question is perhaps for Jonathan or for any of you who would like to comment.  Can you identify specific differences between CGAAP and IFRS that would drive a profound difference in books, a profound need for two sets of books, as opposed to a condition where you can kind of reconcile on an Excel spreadsheet the differences between your books for financial statement purposes and your books for regulatory purposes?

MR. ERLING:  Well, I think the major differences have been discussed, which -- already.  And they have to do with the transition values, the opening book values of assets and the need, perhaps, for restatement or some mechanism to get fair value to equal net book value under CGAAP, and overhead capitalization.  I mean I think those are the key ones in terms of magnitude.

Certainly also customer contributions, I think, would be a large number for most utilities, particularly newer utilities or those in growth areas.

And again, I think the proposals discussed this morning address those.

So to my mind, those are the three major ones, but I will leave it to my colleagues to comment if there are others that they think we should highlight.

MR. JACKSON:  I would look at it in two -- again, put these things into two different categories.  One would be you can have big adjustments that are easy to make by just doing a reconciliation, and pensions would be an area where, you know, we will have -- or you could have different numbers for regulatory purposes than for financial statement purposes.  But you are going to be -- those will be easily captured and reconcilable.

I think probably the critical area will be in PP&E, where you are probably going to want to be capturing information for your financial statements at a transactional level, and it is wherever you have to record things at a transactional level, if you have two different -- a completely different set of reporting requirements, you might need two systems.

MR. McLORG:  Thanks very much.

MS. LEA:  Thank you.  Jay Shepherd for the School Energy Coalition.
Questions by Mr. Shepherd:


MR. SHEPHERD:  I have four sort of technical questions of Nicola.  The first relates to the non-physical components of capital assets, and you gave as an example periodic required inspections.  So, for example, if a utility has a regular inspection program for its substations every -- let's say a three-year cycle or a five-year cycle, do I understand correctly that that is no longer an operating expense?  That is now a capital expense?

MS. DAVIS:  Not necessarily.  So what we're really talking about here are major inspection programs where you, you know, take the operating capacity, if you like, out of the system to actually perform that inspection.  So it is required by law that you shut it down.  You actually inspect it.  You might do some repairs to it as part of that.  But that inspection cost would then be capitalized as a separate component, rather than an operating expense.

MR. SHEPHERD:  It would be like a nuclear recertification or something like that?

MS. DAVIS:  Yes.

MR. SHEPHERD:  But it wouldn't be the normal inspection processes of major assets?

MS. DAVIS:  I wouldn't be expecting too much change from what I've seen so far in some of the -- in some of the inspections that I see in this industry in Canada.

MR. SHEPHERD:  All right.  The second question, you talked about the economic life of individual assets has to be reassessed annually.

MS. DAVIS:  Mm-hm.

MR. SHEPHERD:  I assume that doesn't mean you have to do a full depreciation study every year.  You can just look at your existing depreciation study and assess whether something has changed?

MS. DAVIS:  The requirement is to reassess it annually.  I mean, how an entity chooses to discharge that responsibility, I think, is up to the entity.

What I have actually seen in practice is more of a negative assurance-type approach to that -- to the application of that rule, i.e., is there something that has changed that causes me to question the appropriateness of the life?  But it's a conscious assessment, so a constant challenge, questioning of that existing life.  What I have seen, as I say, is for people to actually look at the current practice and circumstances and see whether or not that causes a change or the need for a change, and then if there is a need for a change, to then actually go out and do the changes.

MR. PICARD:  As an example, if you look at the stranded meters that will need to be replaced by the smart meters, we already know that needs to be changed, and under IFRS you would say, Okay, fine, I need to change by 2010 or 2011, so there should be only three years left to be depreciated, rather 50 years.  So you really have to go back and change that.

That would be an example where you really have to do an effort and to do the change and do the work.

MR. SHEPHERD:  This is not really a difference from current requirements.  It is just more explicit?

MS. DAVIS:  I believe it is more explicit, yes.

MR. SHEPHERD:  All right.  You talked about pooling of individually insignificant items.  So let me take as an example wood poles, which lots of utilities have.

MS. LEA:  I'm sorry, I didn't hear.

MR. SHEPHERD:  Wood poles, one of my favourite subjects, wood poles.

Wood poles have a whole wide range of lives, but they have predictable average lives.  Do I understand correctly that you cannot pool them, because even though they're individually insignificant, their lives vary widely?

MS. DAVIS:  One of the criteria in IFRS is that they are homogeneous assets by nature and have similar useful economic lives.

So I would have to question what actually is driving the different economic life of the wood pole climatic conditions or, you know, whatever it is.  And it may be that you need to bucket into different groups to reflect that useful economic life.

MR. ERLING:  If I might comment, I would have thought that the variation that you see in the life of a wood pole that you are talking about is something that you can't predict in advance for an individual pole.

MR. SHEPHERD:  That's correct.

MR. ERLING:  You don't know that it is going to be one of the short-lived poles.  So on that point, you know, at the start of service, they are homogenous.  You don't know into which sub-buckets it is going to fall in terms of its lifespan.  So I think that might get you around that issue of trying to -- because you can't in fact predict for --

MR. SHEPHERD:  What I am asking is more a practical question.  Are utilities expected to drive around every year and look at all of their poles and say, Okay, that one is bad now.  We can't say it has 40 years left?

MS. DAVIS:  I wouldn't anticipate that.

MR. SHEPHERD:  Okay.  My fourth question is concerning customer contributions and, in particular, your comments on IFRIC 18.

Board Staff has made a proposal for how to deal with this, that, as I understand it, is intended to sort of keep things the way they are and set -- so there is no actual material difference between IFRS and CGAAP, even though IFRS deals with it differently.  Does it affect -- does it produce that result, as far as you can see?

MS. DAVIS:  Yes, it would.  Yes, it would.

MR. SHEPHERD:  Okay, that's all for now.  Thanks.

MS. LEA:  Thank you.  Ian Mondrow for the Industrial Gas Users Association.
Questions by Mr. Mondrow:


MR. MONDROW:  Thank you, Jennifer.  Good morning, panel.

A few times this morning - and I think, Jonathan, you were perhaps the last to mention it - there was mention of a principle of minimizing the differences between IFRS and regulatory accounting.  Jonathan, you mentioned it in the sense of a strategy to minimize the costs and the disruptive impacts of transition, I believe.

But there has also been talk of, repeatedly, caveats from this panel, about the evolving nature of IFRS and the expected changeability over the next while, at least, in respect of those standards.  So I offer a proposition for your comment.

It seems to me that while a strategy to minimize the differences can, in some respects, minimize perhaps regulatory burden or internal accounting burden, such a strategy could also lead to volatility in rates and the need to continually revisit the regulatory standards as the external accounting standards continue to evolve and change, more so than we have been historically used to, it seems to me.

Can you comment on that tension?

MR. ERLING:  I think I will bump that question to my colleagues, because it has to do with the standards themselves, and that is a little bit out of my -- and how they might evolve, and that is a bit of out of my area.

MR. JACKSON:  I think you are on point.  So I guess I am saying that I agree with you.

I think that the standards are going to change.  Canadian GAAP standards change, as well; US GAAP standards change.

We are in a particularly volatile time, in terms of changes with IFRS, and we do know that after 2011 they will continue to evolve.

I think you will need a mechanism to deal with those changes, as you would have dealt with significant changes under Canadian GAAP.  So I don't think it changes the way that you are going to have to come to grips with the evolving standards.

I think that in earlier meetings we've talked about the use of deferral and variance accounts and how one of the goals is to minimize their use over this period.  You may very well find that you might have to use more deferral and variance accounts until you do get a sense of the magnitude of the impacts.

It could very well be that there are lots of changes that don't really make a big difference.

MR. MONDROW:  Okay.  I had one more thought, as I was listening, which I will put out for comment as well.

Staff's proposal, which we're discussing in this process, in fact, proposes to retain the use of regulatory assets, so deferral accounts, in particular, which seems to be -- there seems to be general consensus on the usefulness of that in the room.  Indeed, it is hard to imagine a system of regulatory accounting that wouldn't have that sort of asset, for reasons that will be, I think, elucidated over the coming days.

But as I understand it, while there is talk at the standards bodies of actually allowing regulatory assets for IFRS reporting purposes as well, that's an unresolved issue.  But one of the criteria, I think, Michel, that you mentioned this morning, would be the need for a system of regulation under which there would be a high prospect of certainty of cost recovery in order to enable the recognition of a regulatory asset.

And it just seems to me, in thinking about the purpose of incentive regulation, which is the non-cost of service  -- arguably -- model, that the whole point of a deferral account is in fact to remove costs from that incentive framework and facilitate their recovery.  So it seems to me from the perspective of that principle of relative certainty of recovery, even in an IRM context, a deferral account is precisely to achieve a greater degree of certainty of recovery, which to me, militates in favour of the recognition of even an IRM regulatory process for the purposes of allowing deferral accounts and regulatory assets in IFRS accounting.

So that's -- I wanted to put that proposition forward and see if there's -- if you are familiar with any discussion of that, or based on your proximity to those discussions, whether you think incentive regulation may not fit the bill, in contrast to the proposition I put forward.

MR. JACKSON:  Well, I think that it would -– it would certainly be my view that those items are assets and that they should fit within the conceptual framework under IFRS.

My concern is that when they get to the definitional stage, that they will make the definition so difficult to get into that even though you've got a really good argument that these assets and liabilities exist, that it won't work because somehow they have kept us out of the -– out of the tent.

So I think it is going to be very important to make sure that we don't get into a definitional problem where utilities are excluded because of, you know, some nuance in language that we in North America tend to get much more hung up on than the other folks at the table here.

What you -- the arguments that you just put forward are exactly the arguments that we put forward when we started down this debate, you know, 18 months or two years ago, and they were shot down.

MR. MONDROW:  Okay.  Thank you.   Thanks, Jennifer.

MS. LEA:  Are there any further questions from the audience?  Yes.  Narin, could you identify yourself and your company?

MR. KISHINCHANDANI:  Narin Kishinchandani, Enbridge Gas Distribution.

MS. LEA:  Thank you.
Questions by Mr. Kishinchandani:


MR. KISHINCHANDANI:  My question is more in the nature of seeking a clarification.  I believe it was Michel who made a comment with regards to the audit of the notes to the IFRS financial statements, wherein obviously there would be the details relating to the regulatory treatment of certain accounts embedded within the IFRS financial statements, but in the notes to the financial statements.

I was trying to seek clarification.  Was that intended to actually mean that would circumvent the need for a separate audit of the regulatory set of financial statements?  I am just seeking some clarification on that.

MR. JACKSON:  That was actually my comment and -–

MR. KISHINCHANDANI:  Sorry.


MR. JACKSON:  -- no, I don't think it would circumvent -- I don't think it would necessarily circumvent.

Whether or not the information in the notes could be in enough detail to satisfy the needs of the Board, I am not sure.  The Board would have to determine that.

The whole concept is, in my mind, that is a good way of doing the bridge and getting the information audited.  You might have some interesting discussions with your -– with your auditors and the view on that non-GAAP information.

My personal view on that is that we are able to audit segment notes today, which can often include non-GAAP measures.

There is no need or there is no reason, in my mind, why we couldn't audit a regulatory accounting, though.

MR. KISHINCHANDANI:   Thank you.

MS. LEA:  Thank you.  Other questions?  Yes, sir?

MR. D'ANDREA:  Frank D'Andrea from Hydro One.

Mine is not actually questions, it's just to elaborate a little bit for people who in the room who have asked this question a couple of times, so --

MS. LEA:  Please go ahead.

MR. D'ANDREA:  You asked, Jennifer, yourself, what the PSAB was, and I just -– I thought I would elucidate a little bit what it is.  The PSAB is the actual accounting standards that embody for the government, and the way the government accounting standards work today is if you are a government service entity, you follow the rules of the Public Sector Accounting Board, which are different than what utilities follow here.

If you are a government business enterprise, or we have used the term GBE, you shall follow the commercial basis of GAAP.

The proposal to transition over to IFRS kept that methodology in place.  So what it suggested was that if you are -- continue to be a government service entity, you follow the public sector rules.  If you are a government business enterprise, you shall now follow IFRS.

Where Michel started the discussion was there was some controversy of whether or not it actually made sense for government business enterprises to follow IFRS, because in the context of government, there are actually tax impacts as opposed to rate impacts.  And so that is what the invitation to comment did.  It addressed the issue of whether or not those government business enterprises should continue to follow IFRS as proposed.

So that was my one clarification.  The second one which I've heard a couple of times, I think Jay asked the question to Ian about this performance-based regulation or IRM.

This is not a new issue.  It actually exists under US GAAP, so today under US GAAP we follow a model of following FAS 71 and this sets the principles for regulatory assets and liabilities.

There is also FAS 101.  FAS 101 suggests when you should discontinue regulatory accounting.  And in there, there is a set of circumstances where it says if your competition, for example, is so severe that you have moved away from a pure regulatory structure such as the telecommunications industry -- so what happened here in Canada for the telecoms -- you move away from regulatory accounting.

It also addresses the issue of performance-based regulation, that the further you move along on a cost-based model to performance-based, the further you have to question whether or not you actually fit into the model.

I think I have had several conversations with people in this room that we view IRM and performance-based as sort of a layer on cost-based regulation and you do still have to go through the exercise of rebasing.  In that context, we would still suggest we would still follow the model.  But the further you move away from that model is where you get into a little bit of controversy.

MS. LEA:  So your view right now, Frank, is that where we are on that spectrum now would probably still fit within that definition?

MR. D'ANDREA:  Correct.

MS. LEA:  Questions from the floor?  Jay Shepherd.

MR. SHEPHERD:  I know I already had my turn, but –-

MS. LEA:  That's all right.

Questions from Mr. Shepherd:


MR. SHEPHERD:  One more question.  This is for Michel on rate base on transition.  And as I understand the current situation, you can either value your assets, which is -- in many cases, may end up with a bump, or certainly a difference, a bump or a difference of some sort.

Or you can -- the current situation, you can restate your -- which means go back all the way through time, and I understand this correctly, you have to change how much you capitalized in overhead.  You have to change whether you capitalized employee benefits.  All of those sort of things, you have to go back year by year, so it is a significant exercise.

Are there shortcuts you can use for that?

MR. PICARD:  No.

MR. SHEPHERD:  Oh, joy.  And if you did that, you would then end up with a rate base -- let's assume you had to do that.  You would end up with a rate base that's either higher or lower than current.

And that means conversely that there is some amount that is either in rate base, newly added to rate base, that you have already collected from ratepayers, or alternatively you have removed something from rate base that you, in the future, can't collect from ratepayers.

Do you have comments on how to deal with that sort of difference?

MR. JACKSON:  I do.

[Laughter]

MR. SHEPHERD:  I thought you might.

MR. JACKSON:  I think the proposals that have been put forward by Staff do deal with that, and they deal with it by maintaining the current rate base as the starting point going forward.

There is no question that if you were to go back and reconstitute, it would only be by pure chance that the numbers would be the -- the numbers would be the same.  You would also have to deal with the gains and losses on disposal.  There would be a number of things you would have to come to -- to grips with, and you would either have stranded costs or you would have had pre-recovered costs.  It is only two things that could happen.


So the -- I think the proposal to go with current net book value for the regulated rate base is the appropriate way to avoid that problem.

MR. SHEPHERD:  And that's the appropriate way regardless of whether IFRS allows for it or not?

MR. JACKSON:  That's right.

MR. SHEPHERD:  And then the effect of that is that if you use IFRS going forward for the costs you put into PP&E, then over time you slowly migrate to an IFRS-consistent rate base?

MR. JACKSON:  Yes.

MR. SHEPHERD:  Okay, thanks.

MS. LEA:  Yes, Christine?  Could you identify yourself and who you represent today, please?
Questions by Ms. Dade:


MS. DADE:  Christine Dade with AMPCO.

Nicola, I just wanted to ask you, if I could, please, the definition that -- you used corridor type of depreciation and then smoothing and expenses.  Could you tell me the difference between the corridor one and the smoothing type of process?

MS. DAVIS:  Sorry, maybe I confused you there.  I didn't mean to suggest they are different.  They are in fact the same.  So the corridor approach involves the recognition of a minimum amount of actuarial loss through the P&L account each year, and it is pretty complicated as to how you actually calculate what that minimum actually is, but that achieves that smoothing of that expense through the P&L account.

MS. DADE:  There was some discussion about an LDC joint depreciation study.  John, I got the impression from your response that you would discourage that somewhat, and that would be if that was going to happen, or why.  I mean, that means that is a big expense when, in actual fact, it might be a very good thing so that there are standards within the LDC community to be able to have a joint study of some kind.

MR. JACKSON:  I misspoke, then.

I think that there are probably -- I think it is a very good idea.  I think that it makes sense in the circumstances.  There are some practical limitations, though, that have to be -- I think need to be acknowledged up front.  The first is that it is not necessarily going to be accepted across the board.  I think utilities will need to document how and why they qualify to use the standard study.

But I also think the information that would come out of one of these studies would probably be more rigorous than what is done in a lot of cases right now.  So it would be an improvement.  However, you are going to have to figure out a way to, you know, keep it going on an ongoing basis.

Nicola said earlier, you know, it could be on a negative assurance-type mechanism, but there is no question that the standards require you to revisit it every year.  The amount of effort that would be required to do that will depend on the circumstances.

MS. LEA:  Other questions from the floor?

Do the Board Members have any questions at this time?

Thank you.  Bill, you have a question?

MR. COWAN:  I do.  I have two that I -- two for KPMG that I wouldn't mind clarifying, if I could.

MS. LEA:  Please.
Questions by Mr. Cowan:


MR. COWAN:  First -- and it is further to Frank D'Andrea's questions with regard to public sector accounting and the Public Sector Accounting Board.

I am just wondering if KPMG would agree with the observation that seems to me to be the case, but I am asking for clarification, that the accounting standards coming from the PSAB are typically those aimed at government services organizations, except to the extent that they do provide for government business enterprises.  But, generally speaking, their purpose is to work with a government environment, whereas IFRS is aimed at addressing enterprises that are operating under a profit motive, which is typically not associated with a government organization.

So I wonder if you would agree with that summary?

MR. JACKSON:  Yes.

MR. COWAN:  Okay.  Then the other point was that in our earlier comments, we were -- or we were hearing from KPMG with regard to contributions, customer contributions.

I guess I am wondering whether KPMG has any examples where they have seen the recognition of customer contributions as immediate in revenue, as opposed to experience that demonstrates that utilities have, for the most part, been able to identify ways to amortize such contributions in a manner parallel to the way in which the underlying assets are being amortized.

I would just complete my question but noting that I believe there is some survey work that KPMG did, as a firm, of international practice that actually did not find such revenue recognition immediately, but, rather, did demonstrate the alternative; namely, amortized over the life of the underlying assets.

MS. DAVIS:  I think practice is a bit mixed here, Bill.

Certainly the experience in Australia is that the contribution is recognized in full on receipt, and that is a requirement of the shareholder, the owner of the regulated utility, which is a public owner.  So they're all state-owned corporations.  That is their requirement.

I understand that other countries, such as South Africa, recognize the credit, the customer contribution, as a deferred liability and amortize.

So I don't believe there are fundamental differences in the fact pattern, but that is something that needs to be analyzed to draw the appropriate conclusion.

MR. PICARD:  That was the reason of issuing an interpretation, because there was divergence depending on the part of the world you were working in.

MR. COWAN:  Right.  Does the presence of a particular requirement from a government in Australia give that some circumstantial weight that, without which, one might not get that outcome?

MS. DAVIS:  Potentially.  It's possible.  I don't believe -- again, it would absolutely go back to what is the analysis of the individual facts and circumstances of the particular contribution that is being received.

I was never -- I never participated in that analysis while I was in Australia, because the rule was pretty black and white.

MR. COWAN:  Okay, thank you.

MS. LEA:  Anything further?  Last chance.  Well, thank you all very much, and thank you to KPMG.

Given it is now 20 past 12:00, I think we will probably take our lunch break now.  We will break until 1:30.  Upon resuming, we will be hearing from -- I believe it is John Browne; correct? All right, thank you.

Perhaps we will set you up a few minutes before 1:30 so you are ready to go at 1:30.  If there is nothing further, then lunch break to 1:30.

One note for those participating remotely.  I did have one e-mail suggesting the audio wasn't coming through that clearly.  If anybody else who is participating remotely is experiencing such problems, please send me an e-mail and let me know.

Thanks very much.

--- Luncheon recess taken at 12:18 p.m.

--- Upon resuming at 1:30 p.m.

MS. LEA:  Good afternoon.  We are about to recommence.

We have with us this afternoon Mr. John Browne, who is going to give a presentation.  As I understand it, it is on behalf of eight ratepayer groups who are participating in the consultation, and we thank him for that.

He is going to be referring to -- as well as his presentation, which is on the OEB's website -- he is going to be referring to two documents, as I understand it, guiding principles and a framework for regulatory accounting changes; both of those are also on the website, and there are hard copies in -- towards the back of the room, as well, for anybody that needs one.


So then without further ado, I will turn it over to John.  Thank you.
GROUP OF 8 PARTICIPANTS PRESENTATION
Presentation by Mr. Browne:

MR. BROWNE:  Thanks very much, Jennifer.  As Jennifer mentioned, my name is John Browne.  I am an independent consultant and I have been working with eight ratepayer groups as part of this consultation process.


As a result of our discussions, we have prepared two documents, a proposed set of principles to guide the development and maintenance of regulatory accounting policies, and one -– and a proposed framework for evaluating proposed policies.


And the purpose of my presentation this afternoon is to explain the basis for these two documents.


Now in the interest of time, I have attempted to keep my presentation at a fairly high level.  However, if any of the Board Members feel I have cut back too much, or if you would like me to go into greater depth, please feel free to stop me at any time and I would be pleased to answer your questions.


If everyone else wouldn't mind waiting until the end of the presentation before asking questions, though -- because I imagine if I open it up to questions throughout, we may never get past the fifth slide.  So if the Board has any questions, please ask, but for everyone else, if we just wait until the end.


Okay, the outline.  Now before actually getting to talk about -– to talk about the guiding principles and evaluation framework, I would like to talk about some underlying issues that affected the thinking of our group and therefore the development of the two documents.


Also in the copy of my presentation that's on the web, the OEB's web page, I have included four appendices that identify the eight ratepayer groups I have been working with, provide a copy of the proposed guiding principles, a copy of the proposed evaluation framework, and a brief resume for myself.


Okay, the underlying issues.  The first one: the adoption of International Financial Reporting Standards will bring significant changes to financial accounting that may or may not precipitate changes in regulatory accounting.


However, the adoption of International Financial Reporting Standards will not be the end of change.  Financial standards have been changing as long as I've been studying accounting, and they'll probably continue to change long after I am dead.  As it was pointed out in the KPMG presentation today, there is about 18 projects currently in the IASB hopper that will likely bring further changes to financial accounting in the next few years.


So this is an ongoing issue.  This is an issue the Board is going to have to keep coming back to again and again and again, and therefore there is a need for ongoing principles and procedures to guide the development and maintenance of regulatory accounting policies, to ensure efficiency and consistency.


Next, and most important of all, regulatory accounting and financial accounting are different.  They have very different objectives.  Whether it is the Canadian Accounting Standards Board or the International Accounting Standards Board, the objective of finance -- setting the standards, it is the objective of financial accounting to report on what happened, what was the financial position of an entity, what was the financial performance of an entity.


It reports on what has happened.  It is not designed to determine what should happen; in particular, what prices should be.


Now certainly some people may use financial accounting to support their pricing decisions, but that is not the main purpose.  And again, the intent of financial accounting is not to determine the prices that a company should pay.


In the case of regulatory accounting, the objective is to establish just and reasonable rates.  The focus is on determining what prices should be.  And changes in accounting policy, our regulatory accounting policies affect prices directly, affect cash flows directly.


So they have a very different objective.


When it comes to an accounting policy, a key question for any regulator is whether that policy will result in the most just and reasonable recovery of costs.


For those that establish financial accounting standards, that is a question that would not even cross their minds.  Financial accounting and regulatory accounting have very different objectives, and therefore, it is not at all surprising that there are differences in the two forms of accounting.


I would like to talk a little bit about those differences.

In most jurisdictions, regulatory accounting is very similar to financial accounting, but there are usually some differences.


In some cases, there are differences in the definition of the costs that can be recognized.  For example, regulators normally recognize the cost of equity.  Financial accountants do not.   Regulators normally do not recognize imprudent costs.  Financial accountants do.


However, most of the differences between regulatory accounting and financial accounting are timing differences.  The same costs are recognized.  They're just recognized in a different period.


Now I would like to talk about how this affects regulatory assets and liabilities.  These timing differences between regulatory and financial accounting have an economic impact.  They give rise to economic benefits and obligations.


Let's say a regulator decides to defer some costs that would normally be expensed in this period.  As a result of that deferral, the utility will get the right to increase rates from what would otherwise be, and that increase is expected to produce additional revenues and cash flows sufficient to cover the deferred cost.  It gets -- which represents an economic benefit, the right to additional cash flows.


And of course, that benefit just offsets the inability to recover the cost in the current period.

Similarly, when costs or cost savings are deferred or gains are deferred, there is the creation of an economic obligation.  Future rates will have to be decreased from what they otherwise would be, and that decrease is expected to reduce revenues and cash flows by the amount of the deferred cost saving or gain, deferred gain.


Currently, where appropriate conditions are met, financial accounting recognizes these economic benefits and obligations as regulatory assets and liabilities, either directly or indirectly.  An example of indirectly would be the case, let's say, of property, plant and equipment.


Let's say a regulator required a utility to capitalize an amount of costs that exceeds what it would normally be allowed to capitalize.  Normally that excess would just be included in the property, plant and equipment accounts, the same as any other capitalized cost.  However, it is really a regulatory asset.

The only reason the utility is allowed to capitalize that cost for financial accounting purposes is because it is expected the regulator will give the utility the right to increase future rates from what would otherwise be.  And that increase will produce additional revenues and additional cash flows approximately equal to that increased amount that is capitalized.

Now, the recognition of regulatory assets and liabilities also affects the income statement.  An increase to regulatory assets or a decrease to regulatory liabilities results in a credit to income.  A decrease in regulatory assets or an increase in regulatory liabilities results in a charge to income.

Let's consider an example.  Often where utilities incur significant costs as a result of an unusual storm, they're able to go to their regulator, defer the cost and recover it over some future period.

Now, let's assume that without the storm damage, the income for a utility would be $10 million a year.  The storm damage results in additional costs of $5 million, and the regulator approves a deferral of those costs with recovery over five years, $1 million per year.

In this particular case, the utility would recognize a regulatory asset of $5 million.  As a result of the storm and incurring those costs, it will now receive the right to increase future rates from what they otherwise would be by an amount to produce an additional $5 million.  There is very clearly an economic benefit that offsets the cost of the storm damage.

Now, the recognition of that asset results in a credit to income of $5 million.  In subsequent years, the regulatory asset will be amortized as the utility recovers those costs.

That amortization will result in a charge to income.  The end result is that income will be the same as if the utility expensed the cost of the storm over the recovery period.

Now, it is probably a little difficult to follow all of those numbers in your head, so I will give you some hard numbers that might make it easier to follow.

The top line shows what income would be if there wasn't the storm.  Income would have been 10 million in the first year, and would continue to be 10 million in the following five years, years 2 through 6.

However, there was the storm damage, resulting in additional costs of 5 million, and, in subsequent years, additional revenue and addition -- additional revenue of 1 million.

If we do not recognize a regulatory asset, what would happen is income would fall to 5 million and rise to 11 million, before falling back to 10.

I would argue that that does not represent economic reality.  The utility has a right to recover that 5 million in the future.  At the end of the year 1, yes, they have incurred additional costs of 5 million, but the shareholders and the utility haven't been made worse off by 5 million, because they have the right to recover that cost from ratepayers.  By recognizing a regulatory asset, we correct that problem.

When we recognize a regulatory asset, we get a credit to income of 5 million in the first year, which brings us back to the $10 million.

In the subsequent years, when we amortize that regulatory asset, there is a charge to income, bringing our income back down to $10 million.

Now, the end result is that the income is very similar to what would have been if the utility had followed the regulatory accounting policies.  But I would like to be very clear I am not, in any way, implying that financial accounting is accepting or adopting regulatory accounting policies.

What has happened is those regulatory accounting policies had an economic impact.  They resulted in economic benefits that, at least to my mind, met the definition of an asset.  Financial accounting just recognized those financial impacts, and the end result was that income looked much like what it would have been if they had followed regulatory accounting policies.

Well, I think, as we all know, there is some question as to whether utilities will be able to continue recognizing regulatory assets and liabilities.  What does that mean?

Well, I think the first thing to remember is that the economic benefits and obligations will still be there, whether financial accountants recognize them or not, but there will likely be negative implications.

First of all, it's going to tend to be confusing.  You'll have regulators recognizing income on one basis, financial accountants reporting it on another.  You'll have regulators recognizing assets and liabilities the financial accountants don't.

That's going to make it much more difficult to understand the economic performance of a utility, to understand what the true relevant costs of the period are, to understand how regulation is affecting the performance of a utility.

It will certainly make things more confusing, possibly even for regulators.

Now, mitigating action could be taken by regulators and utilities, and KPMG gave some examples of that earlier this morning.  I don't know if it was mentioned at that time, but the only thing I would add is it would be probably useful to have a reconciliation from regulatory accounting to financial accounting and an explanation of the difference.  That might help avoid some of the confusion, if you didn't mention that already.

But even with that, it probably will be more confusing than the current state, where we do recognize the economic impacts of rate regulation.

Another possible negative consequence is that it may increase the cost of capital.  If you do not recognize the regulatory assets and liabilities, reported income will be much more variable.  Let's just go back to that example.

If you don't recognize the regulatory asset, income goes from 10 million down to 5 million, up to eleven, and then back down to 10.  It is more variable.

Moreover, the $5 million hit to income, if you don't have the offsetting credit, reduces reported equity.  Increases in variability of earnings, lower equity, those are measures of risk.  Higher risk, higher cost of equity, higher cost of debt calls for more equity, which is more expensive than debt, all of that leading to a higher cost of capital that will eventually be passed on to ratepayers.

Now, the counter argument is investors should see through all of this.  The economic benefits and obligations will still be there, and a sophisticated investor, at least, should see through to that and not be confused by the financial reporting.

But at the very least, it's going to take more work on their part.  It's going to be more confusing.  And whether or not at the end of the day there will be an increase in the cost of capital, personally I can't tell you, but there certainly is the risk.

Now, whether or not utilities -- therefore, whether or not utilities can recognize regulatory assets and liabilities may be a factor in choosing appropriate regulatory accounting policies.  Regulators may want to avoid those negative consequences that I just referred to.

However, I would like to emphasize, those negative consequences are not the only consideration.  Yes, they're one of the considerations, but regulators should consider the impact of any policy on -- on all of the relevant regulatory objectives.

And the group I am working with was pleased to see that the Board's proposals appear to recognize that principle, in particular, that you don't automatically follow International Financial Reporting Standards, and there may be other considerations that should be factored into the decision on which policy to choose.

I should also quantify that our group has not come to a consensus on any policy, but on that broad view that you can't -- you shouldn't just follow International Financial Reporting Standards, was one that everyone in the group did agree on.

I'm going to go more briefly over this part, because I think John and the other members of KPMG did a fairly good job of going over this this morning.

And in essence, it looks rather promising that there will be a standard to recognize regulatory assets and liabilities, and therefore the negative consequences I just spoke of may not be a major consideration, or at least in most cases may not be a major consideration.

I suppose one thing I would just like to elaborate on is that, based on documents prepared by the IASB staff, it would appear that any standard will look very similar to FAS 71.  And under the FAS 71 framework, there are no special rules for rate-regulated entities.  There are no exceptions.  Rate-regulated entities would apply financial accounting principles the same as any other entity.

In addition, where appropriate, they would also reflect or I guess -- also recognize the economic impacts of rate regulation.  In particular, where rate regulation results in economic benefits and obligations that meet the definition of an asset or liability, they should be reported as such.

KPMG, I think, also did a fairly good job of talking about the uncertainty out there and about how the -– you know, they're only drafting the exposure draft right now, so it is difficult to say exactly what will be done.  However, I think two points I would like to emphasize for the Board, because the way standards are developed may affect how boards should regulate utilities.

One possible change would be that the standards will require clear direction from boards that amounts will be deferred.  Situations where boards say:  Collect the amount and we'll decide later, may not be acceptable for recognition as a regulatory asset.  They may require some clearer statement to the boards' intention.

Also, I think as mentioned this morning, will current forms of regulation meet that cost of service standard?  And maybe there is a need for some changes in methodologies to ensure that the methodologies will allow for the recognition of regulatory assets and liabilities.

And presumably that would be tweaking, not major changes to the methodology.  Presumably if there is a good reason for using a methodology that wouldn't fall within it, presumably the Board should go with that.

Okay.  Well, let me just sort of summarize those underlying issues that we just went through.

There is a need for ongoing principles and procedures for the development and maintenance of regulatory accounting policies.

Regulatory accounting and financial accounting are different.  Most of those differences are timing differences.  The same costs are recognized, just in different periods.

Those timing differences usually give -- result in economic benefits and obligations which are currently recognized, at least where appropriate conditions are met, as regulatory assets and liabilities.

If utilities are not allowed to continue recognizing regulatory assets and liabilities, there could be negative consequences.  It will tend to be more confusing.  There may be implications for the cost of capital.

However, at the current time, it looks promising that there will be a standard that will allow for the continued recognition of regulatory assets and liabilities.

I would like to go on then and start talking about the guiding principles that the group I'm working with has proposed.

These principles represent basic principles to guide the development and maintenance of regulatory accounting policies.  Now, our proposals do not break new ground.  They are often reflected in practice.  However, our group believes that they should be specifically and clearly stated, and consistently followed.

Now, the first two principles essentially state that regulatory accounting policies should be set by the OEB, not financial accountants, and should reflect regulatory objectives.

This principle follows from the fact that regulatory and financial accounting have very different objectives, and regulatory accounting policies should reflect the application of regulatory principles to the circumstances of Ontario utilities.

The third principle: regulatory accounting policies should stand until changed by the OEB.  The policy should not automatically change just because there's a change in International Financial Reporting Standards.

This basically follows from the previous two principles, that regulatory accounting policy should be set by the OEB and should reflect regulatory accounting objectives.

This principle would also help to avoid windfall gains and losses.  Let's say shortly after rates are set, the principles for capitalizing costs were to change, such that the maximum amount that utilities could capitalize were reduced.  That would mean operating expenses would go up during the rate period and the net book value of the assets at the end of the period would be reduced by the amount of that increased expense.

And therefore the utility would never have an opportunity to recover the costs associated with that increase in expense.

The current rates were based on the old policy, so they won't recognize the increase in operating expense.

And the net book value is reduced by the amount of the increase in expense, so the utility won't have an opportunity to recover it in the future.  And of course, it could go the other way.

So by following this principle, the old policy would stand, presumably until the next -- rates were next set.

And the difference would be deferred, and presumably included in the determination of future rates, whether it was a positive or negative variance.

The fourth principle: there should be an evaluation of the impact of any change in regulatory accounting policies on all utilities.

This follows from the belief of our group that no change should be automatic, and that in choosing an accounting policy, it must be demonstrated that that policy best meets regulatory objectives.

The fifth principle: estimates that affect the recognition of costs should stand until changed by the OEB.

Now, the type of estimates we're thinking of here are estimates such as those that underlie the depreciation expense, the estimated useful life of an asset or remaining useful life of an asset, or those estimates that underlie the future employee benefit expense.


And the purpose for this principle is, again, to avoid windfall gains and losses.


Let's say, shortly after rates are set, the estimates underlying the depreciation rates change and, as a result, the depreciation expense is increased.

That means that depreciation expense over that rate period will be higher than estimated when rates were set.  The net book value of the assets at the end of the period would be lower by the increase in depreciation expense, and, therefore, the utility would never have an opportunity to recover the costs associated with the increase in depreciation expense.

Current rates are based on the old estimate, so the increase won't be recovered in current rates.  So if the amount that is expensed is no longer a net book value, the utility will not get an opportunity to recover it in future rates.

With this proposal, the estimates would not change until the Board gets to address them, and, therefore, the depreciation expense for regulatory purposes, at least, would remain until the Board changed them.

Therefore, if you are required to make a change for IFRS purposes, the difference would be effectively deferred and included in the determination of future rates, thereby avoiding any windfall gain or loss.  Of course, it could work the other way if there was a decrease in depreciation rates.

The sixth principle, regulatory accounting policies should be consistently applied unless differences are justified.  I think -- I guess we had a fair discussion on that already.  If you have differences, it's going to get confusing.  It will be difficult to compare one utility to the next.  It will be difficult to determine whether regulation is being applied consistently.

But, of course, where it can be demonstrated that different policies are appropriate, of course differences should be employed.

So those are the six principles that were set out in the document prepared by the group I am working with.  And, for the most part, I think what it really boils down to is this: Regulatory accounting policies should reflect the application of appropriate regulatory accounting principles to the circumstances faced by Ontario utilities.

Now, one of the principles I just mentioned is that, in considering any change in regulatory accounting policy, there should be an evaluation of that policy, which gets to the next issue I would like to discuss.

Now, the evaluation framework sets out the information to be provided for a proposed change in regulatory accounting policies.  Its purpose?  To provide the information necessary to evaluate a proposed policy; and, two, to focus the discussion on relevant criteria that reflect established regulatory principles.

Now, the first five items in the framework set out basic information:  A description of the proposed regulatory accounting policy, a description of the change from the existing policy, a comparison to International Financial Reporting Standards, the transition.  And what we're referring to here is the transition from the old policy to the new policy.

Changes in accounting policy often result in an over- or under-recovery of cost.  For example, let's say the Board, for whatever reason, decided to move from the taxes payable method to the accrual method for recognizing income tax expense.  If they were to make that decision, they would have to deal with the future tax liabilities of the various utilities, which probably totals something in the hundreds of millions of dollars.

Those future tax liabilities represent amounts that were never recognized in the past under the taxes payable method, because they're not payable yet, and they will never be recognized in the future under the accrual method, because they relate to a prior period.

So what are you going to do with them?  That's what we would like to know.

The last item, the fifth item, is the impact.  What's the impact of this policy compared to the current policy on an ongoing basis?  What's the impact of dealing with the transition?  All of that, I believe, is just basic information you need to evaluate a proposed regulatory accounting policy.

Now, the sixth item deals with the evaluation of the proposed policy and the transition against criteria that should reflect appropriate regulatory accounting policies.

I would like to emphasize that you can't consider a policy without the transition.  Using the example of a change in how you account for income taxes, you can't say, Let's go to the deferral or the accrual method, and worry about the hundreds of millions of dollars in future taxes later, because that will very likely affect any decision on whether or not you should move forward, assuming, of course, you wanted to move forward.

Now, the first criteria, cost recovery, does the proposed policy and the transition meet the cost of service standard?  Does it allow the utility an opportunity to recover its cost of providing service, including a fair return, no more, no less?

If a policy in the transition do not meet that criteria, you would probably have to go back to the drawing board.

Next, matching costs to benefits.  Does the policy best match costs to the periods in which the related service is provided?  In other words, is it consistent with intergenerational equity?

Now, financial accounting principles usually produce this result, but not always.  For example, write-offs, adjusting for errors and estimates are examples of where it may be argued they do not necessarily meet this principle.

Also, although the principle of intergenerational equity is one that regulators strive to achieve, it may be in conflict with other regulatory accounting objectives, which leads us into the next two criteria.

Rate stability, does the policy enhance rate statement and predictability?  Quite often, when faced with a large unusual cost or a large unusual gain, regulators will defer the amount and bring it over a period so as to avoid variability in rates, or, in dealing with a deferred amount, they may bring it over a period of years, again, so as to minimize the impact on rates.

This may justify an exception to the principle of intergenerational equity.

Next, earnings stability, will the policy reduce variability in the earnings that is largely outside the control of the utility?

This is an issue with costs, gains, losses, et cetera, that are difficult to predict and in which the actual amounts could vary significantly from any estimate that might be made.

For example, gas distribution utilities often have variance accounts to deal with the cost of gas.  Differences between the actual and the estimated amount are deferred.  So instead of that difference falling to the net income of the utility, it gets deferred and recovered in future rates, reducing the variability in the utility's earnings.

Again, this may be an exception or justify an exception to the principle of intergenerational equity.

Now, I apologize for the confusion, but we had two earning stability criteria.  The first one that I just spoke of is -- I would refer to as the real variability in earnings.  This second one deals with variability due to not recognizing regulatory assets and liabilities, the variability in reported earnings that may result.

As we discussed earlier, if regulatory assets and liabilities are not recognized, differences between regulatory accounting and financial accounting could have some negative consequences.  You know, things may be more confusing.  There may be an increase in the cost of capital.

However, since it currently looks as though there may be a standard that will allow the continued recognition of regulatory assets and liabilities, this issue may not be that significant, and therefore this criteria may -- we might just or the Board might just ignore this criteria, depending of course on what is finally resolved with regards to regulatory assets and liabilities.

Next, administrative burden.

I think everyone agreed that it's in everyone's interests to minimize the administrative burden on utilities and the administrative cost that eventually gets passed on to ratepayers.  But of course it is just one consideration in the overall decision.

The last one, "other," is obviously a catch-all.  Inevitably there will always be some situation where some special criteria is appropriate.

The seventh item in the framework is the conclusion, just a summary of why the OEB should accept the proposed regulatory accounting policy, or perhaps why they should reject it.

So what the framework sets out is basic information needed to evaluate the proposal, an evaluation proposal on the transition against relevant criteria that reflect established regulatory principles and a conclusion.

Anyway, that is the end of my presentation.  I would certainly be happy to answer any questions.

MS. LEA:  Do the Board Members have any questions at this time?
Questions by Mr. Quesnelle:


MR. QUESNELLE:  I just have one.  Yeah, I have one, and it is more of a general question, Mr. Browne.  And it is just, I would like you to perhaps discuss a little further the -- perhaps the starting point of where the Board Staff proposal is, with the default of being IFRS, and first of all, correct me if I am wrong, but I am characterizing yours as a different starting point, that basically we look to the regulatory principles first and that is our default.

So I hesitate to use this in this context, but a GAAP analysis of the two and where the starting point in one versus starting point in the other, if there are common intentions and common objectives.  Do you see that we'll be that far off if we stick to the principles at a high level and approach it from one end or the other?  Did you assess that?

MR. BROWNE:  In some way -- it depend what happens in practice.  I think it is a lot of how you interpret what you mean by IFRS being the default.

I think within our group the view was -- is that what you drive at is appropriate regulatory accounting policies.  And that's what, you know, if you have got a policy in front of you, you shouldn't say:  Oh, automatically IFRS says this, unless someone objects.  I think the thing is you should analyze it and determine whether it is the policy that best meets regulatory objectives.

Now in some of the discussions we've had with some of the Board Members, or Board Staff members, sometimes it almost seems as though we're saying almost the same thing.  I suppose a lot of it is how you interpret what you mean by default.  If you mean it's a default -- that's what we stick to unless something come up, ask to reargue against it and you're not going to consider it, any other option, unless someone can bring a good argument, our group would probably object to that very strenuously.

I think if you follow our view that, well, what you should be doing is always evaluating whether regulatory accounting policy should be met, I get the sense the Board is not objecting too much to that.  Probably they're betting off speaking to it than I am.  But certainly from our point of view -- is if you have got a policy in front of you, the Board should be determining whether that policy best meets regulatory objectives, whether that is consistent with IFRS or not.

MR. QUESNELLE:  As opposed -- going through that exercise, obviously we'll have to assign a weight to the downside of perhaps doing that and the additional administrative costs, which I see is certainly one of your objectives, to minimize that.

MR. BROWNE:  Mm-hmm.

MR. QUESNEELLE:  So that's always the –-

MR. BROWNE:  That would be a consideration.  Certainly I think, as was mentioned this morning, let's just assume for argument's sake that all other things being considered, whether you capitalize these extra costs or not doesn't make a lot of difference for other regulatory objectives.  Clearly the administrative burden should dominate.

Now when it comes to, let's say, a variance account like -- well, as I mentioned a gas distribution utility may have a variance account for the cost of gas.  In a case like that, probably the administrative burden would have a much lower weight because of the perceived benefits associated with that variance account.

So it is very much a subjective judgment that ultimately the Board will have to make.

MR. QUESNELLE:  That's all I had, Ms. Lea.

MS. LEA:  Thank you.

MR. QUESNELLE:  Thank you.

MS. LEA:  Questions from the audience?  I see Ian Mondrow.  I'm sorry, I don't remember your name, sir.  Brian -- Yes, of course.  And James, is it?  Okay, so just one moment, please.

Ian, Brian and James.  And who else?  Okay.  Frank.  Thank you.

Let's start with Ian Mondrow for the Industrial Gas Users Association.
Questions by Mr. Mondrow:


MR. MONDROW:  Thank you, Jennifer.  And Dr. Browne --It's doctor?

MR. BROWNE:  No, it's not.

MR. MONDROW:  It's not?  Oh.  Well, would you like to be a doctor, Dr. Browne?  Mr. Browne.  Just for today --

MR. BROWNE:  Thank you for the title, though.

MR. MONDROW:  Well, that shows you how impressed I was with your presentation, which was actually very helpful.  Thank you very much.

I wanted to come back to one point you made relatively early, and I apologize if I've misunderstood it, so I will recap what I think I heard and then I'll ask you the question.

You were talking about FAS 71 as a potential standard under IFRS, as I understand it, and the standard would dictate -- to paraphrase what I think you said -- that where regulatory treatment reflected the characteristics of an asset or a liability as recognized under IFRS, the subject of that regulatory treatment could be recognized as an asset for public reporting purposes.

Is that -- have I stated that roughly correctly?

MR. BROWNE:  If I could change some of the wording -–

MR. MONDROW:  Sure.  Please.

MR. BROWNE:  -- first of all.

MR. MONDROW:  Yeah.

MR. BROWNE:  IFRS wouldn't adopt FAS 71.  It is a standard they're currently working on that looks very similar to FAS 71.

MR. MONDROW:  Okay.

MR. BROWNE:  And that statement was actually made by members of the IASB staff.  I think there is one major difference; they're talking about valuating -- valuing the regulatory assets and liabilities at a probability weighted average.  But according to them, that's the major difference.  So the first -- if I could just, the first clarification is that they're not going to adopt FAS 71.  It is just what they're preparing, it will probably look very similar to FAS 71.

MR. MONDROW:  Okay, and -- but am I understanding you correctly in -– in taking that FAS 71 and therefore what the -- what IFRS, what the standards board might adopt for IFRS, would evaluate asset or liability treatment for public reporting purposes, based on whether the subject of that treatment reflects the characteristics of an asset or a liability as conventionally recognized under public accounting, public reporting?

MR. BROWNE:  If I can make a few clarifications there, regulators change the cash flows of a utility.  That's an economic impact.  As I say, that creates economic benefits and obligations.

And at least under certain conditions, they meet the definition of an asset.

There's a question of debate, or has been debate whether they meet the definition of an asset, but those that believe it does, or those that believe that you should recognize the effects of rate regulation do believe they meet that standard.

And I am getting a little off track here.  Perhaps I could get back to your question.

MR. MONDROW:  Oh, sorry.  So let me -– let me tell you why I am just trying to pursue this clarity.  It seemed to me that what you were suggesting is that if a standard is ultimately adopted under IFRS that allows the recognition of what we term regulatory assets or liabilities -- a deferral account is a prime example.

MR. BROWNE:  Mm-hmm.

MR MONDROW:  I thought what you were suggesting is that the existence of that standard under IFRS might dictate the particulars of regulatory treatment for a deferral account, or the clarity of approach by the regulator to recognition of a deferral account.

And I took that to mean, for example, that the debate that is currently largely deferred for a future date, which is whether that cost that is captured in that account would be recovered from ratepayers or not, might -- to be consistent with IFRS -- have to be accelerated, and the determination would be made at the time that the deferral account was established.

MR. BROWNE:  Let's go back to another statement I made.  It's one of the big differences with FAS 71.  They're talking about a probability weighted average to value them.


So it doesn't have to be absolutely certain, but it would be on a probability weighted approach.  And the more certainly the boards can give -- for example, if the boards were to say -- I mean there's a couple of things boards say.  Sometimes they say:  Well, collect it and we will make a decision later on.  What they're really saying is so long as the cost is prudently incurred, you can collect it.  That latter statement probably allows auditors -– and I will defer to auditors in the room -- to better evaluate the probability of its recovery and I think, therefore, make it easier to justify an increase in the chances that it can be recognized.

MR. MONDROW:  Let's assume that the conventional practice currently is the former practice, which is collect it and we will determine later on whether it is a cost that is subject to recovery, and then the amount of that cost, the prudence of the particulars of the cost, is a third issue.

So it seems to me what you're suggesting is either that determination of whether the amount can be recovered in principle from ratepayers needs to be accelerated to the time when the deferral account is established to meet this potential standard under IFRS, or, alternatively, you need the separate regulatory and public reporting accounting systems, and they're not aligned.

Really what I want to ask you is:  Do you think that one of those approaches is preferable to the other?

MR. BROWNE:  Okay.  Let me clarify something.  Things aren't known yet.  At the current time, when boards don't make clear statements, I think what is often done is they look at past practices, et cetera.  That might even be allowed to continue in the future.

I think what I was really trying to say was not so much the Board should change their practices, but they might just be a little more careful about their wording; that if, in essence, they really meant, So long as it is prudent, we will recover it, a clear statement might help utilities justify the asset.

So I wasn't talking about a major change in the way they regulate, just being a little more careful about the wording that is used.

MR. MONDROW:  I guess, then, you're suggesting that, similarly, if the Board actually does mean to defer the decision, it should be clear about that, and then you would need a separate regulatory accounting process, separate from the public reporting process.

You're assuming that through clarity you can align the two, and I am suggesting, what if you can't?

MR. BROWNE:  It would depend upon the rules.  And, I mean, at the current time, quite often these amounts are shown as regulatory assets and liabilities, just on the basis that they go back and they say, Well, look, under current practice, history shows that these amounts will probably be recovered.

Now, as far as -- the point is this:  If in the future auditors say, No, you don't have enough certainty here, or it's not probable, or we cannot meet the standards, then, yes, you will not be able to recognize the regulatory asset, in which case there will be that difference.

MR. MONDROW:  If I could conclude, Jennifer, with the final point, then, here.

I take it, Mr. Browne, that from your perspective or from the perspective of the groups that you represent, Board Staff has proposed the continuation of deferral account treatment, despite the current status of IFRS.  Do you see a problem with that?

MR. BROWNE:  Let me say, first of all, the group itself did not come to any consensus.  Personally, I don't see a problem in it, no, in continuing deferral accounts and variance accounts.  No, I think they have a lot of history in the regulation, and for a lot of good reasons.

MR. MONDROW:  Thank you.

MS. LEA:  Thank you, Ian.  Brian D'Amboise for the Electricity Distributions Association.

MS. LEA:  Is your mic on, Brian?
Questions by Mr. D'Amboise:


MR. D'AMBOISE:  There we go.  I have two questions, Mr. Browne, unrelated, just to get a clarification on your presentation, the first one with respect to your guiding principles.

When you illustrated the third principle, you identified that one of the benefits would be the avoidance of windfall gains or losses and that should an IFRS change be introduced, that differences in ultimate revenue requirement or costs would be deferred, to be dealt with at the next rebasing.

Could you comment on the fact or on the circumstances where utilities are currently rebased at different intervals, that if you had an IFRS change introduced in a particular year and the deferral option until the next rebasing was dealt with, how that would line up with the comparators and cohorts cost comparisons, if some of these utilities had these changes adopted and others did not, as a result of the timing of the rebasing cycle?

MR. BROWNE:  I apologize.  It was a bit of a long question.  I think I lost the train a bit.

MR. D'AMBOISE:  Perhaps I could clarify.  What I was saying is because the notion was you would defer the cost differential until the next rebasing, to the extent that not all utilities are rebased at the same time, if you are -- going back to your illustration, for example, and your storm, if one utility had the same economic circumstances, but in one case it was deferred and in another case it was not, when you are comparing similar utilities in between rebasing cycles, how would that be dealt with under your approach?

MR. BROWNE:  Well, in essence, I think what this would mean is that for an individual utility obviously -- not obviously, but for an individual utility, you would defer it until its next rate decision.  I think that would certainly justify the difference.  If people have different cycles, I think that would be a justification for a difference of when you actually implement a change, assuming that you ever make the change to the IFRS.

MR. D'AMBOISE:  My second question was with respect to your evaluation framework.  Obviously, you know, ongoing changes in IFRS is going to impact all utilities from an external reporting standpoint at the same time.

If that is going to be dealt with in the context of rebasing applications, following through from that first guiding principle, how do you see these changes getting evaluated by the OEB?  Would it be an individual utility raising issue with the OEB Staff every time there is an IFRS change, start off the process?

Could you comment on how you see the process working to ensure that not everybody has to open up a file on that particular change?

MR. BROWNE:  Well, I think what the Board is doing is trying to address it separately from a rate proceeding.  It makes a lot of sense.  You have a lot of change coming in that is going to affect a lot of utilities.  To sit down and try to address it all at once, to my mind, makes a lot of sense.

Going forward, presumably in the -- for the distribution utilities, I imagine you would generally want to deal with all of the utilities at once, or at least different groups of utilities.  This has already been discussed.  Maybe you want to separate out the large distribution utilities from the smaller ones.

So the details of it we haven't thought through, but certainly what the Board is doing trying to address this up front seems to make a lot of sense.

MR. D'AMBOISE:  Okay, that's it.

MS. LEA:  Thank you.  James, could you spell your last name for the record, please, and indicate who you are representing?
Questions by Mr. Cochrane:


MR. COCHRANE:  Yes.  My name is James Cochrane, C-O-C-H-R-A-N-E.  I am representing the Power Workers' Union.

My question has to do with the evaluation framework, and you mentioned the impact, in terms of, for example, dollars or percentages, of reverting to an IFRS-based number for regulatory accounting purposes.

We also heard this morning from KPMG that for many issues, that impact is going to be very difficult to quantify in advance of seeing the actual data.

So I guess my question to you in that context is:  If there is little evidence to substantiate a particular quantification of an impact, would your position be that that means there should be no change until that impact is quantified, or do you still consider the framework as a whole, for example, the knowledge of the additional administrative burden and other consequences of not making the change to the IFRS-based number?

MR. BROWNE:  As a general rule, I don't think boards should make decisions when they don't have any idea of what the impact will be.  So I think they should, as a general rule, gather the information before making the decision.

Now, that being said, there is one thing I would like to emphasize, is you don't need two-decimal-place accuracy in your estimates.  You just need to have a reasonable estimate that gives you a basic idea of what the impacts will be.

So I think some people seem to talk about you have to go to these detailed estimates.  I'm not -- I guess you have to leave it up to the utilities about the various ways of doing it, but I would assume there could be hopefully some way of making estimates without going into all of the detailed work.

The estimates may not be as accurate as you ideally want, but may be workable in giving the utility -- or, sorry, the Board a reasonable estimate of what the impacts of their decision will be.

MR. COCHRANE:  I just have a follow-up question.

MS. LEA:  Are you all right there, Michael?

MR. PENNY:  Yes, just.

[Laughter]

MR. COCHRANE:  Looking at the implications of having differences between regulatory accounting and financial accounting, you mentioned earnings volatility and earnings stability is in fact part of the criteria to be considered.

Leaving alone examples like deferral accounts, if there is a situation where the IFRS rules on timing are not inherently superior or inferior to the existing regulatory accounting rules, would it be your view, then, that it makes sense to then move to the IFRS-based accounting in that case?

MR. BROWNE:  Just to be clear, what we're saying is if ignoring the administrative burden doesn't make much difference, then obviously the administrative burden would dominate, and, therefore, you would probably be consistent with International Financial Reporting Standards.  I assume that was the case you were considering?

MR. COCHRANE:  Yes.  I am talking about any situation where it's -- there is no inherent better way for regulatory accounting purposes.  Do we necessarily have to default to the existing and prove that the proposed is superior, or that the -- that if there is a benefit obviously in efficiency to aligning financial reporting to regulatory reporting, where it is reasonable.

MR. BROWNE:  Okay.  What I am taking from what you're saying is that if we fill in this form, nothing is different except for the administrative burden.  Therefore, if there is more administrative -- you chose the one that has the lowest administrative burden, then, which would be consistency with International Financial Reporting Standards.

Mr. COCHRANE:   Right.  Okay, thanks.

MS. LEA:  Thank you.  Frank D'Andrea from Hydro One.
Questions by Mr. D'Andrea:


MR. D'ANDREA:  Mr. Browne, I just -– I wanted to clarify in my own mind how the principles work in the framework, and I think this will get back to what one of the Board Members started off with this question.  And I think you said at the beginning that these aren't anything really new in terms of regulatory principles.  We've always followed them; they're just here on a nice piece of paper.  And I think that is a fair comment.


MR. BROWNE:  Mm-hmm.


MR. D'ANDREA:  And I don't disagree that we should continue to use deferral and variance accounts, because those are regulatory instruments.  People who have been in the industry long enough know that.

I guess my question is what is the base that you're working from?  Because if IFRS had not come along -- let's say it never came along -- the principles that you have here could be applied to Canadian GAAP; is that fair to say?

MR. BROWNE:  Yes.

MR. D'ANDREA:  And whenever there is an accounting change in Canadian GAAP, we would use the principles and the framework, let's say, that were in place.


MR. BROWNE:  Mm-hmm.


MR. D'ANDREA:  I guess my question is:  On a go-forward basis, what is the base that you are comparing it to?  And I guess I am struggling a little bit because all of the utility companies in here have to do their big bang to IFRS.  And if you believe that, then if a new IFRS came along, then we would use your principles and your framework and away we would go.

And I guess it is back to where the Board Member asked the question, is what is the base reporting that you are assuming these -– these are assessed against?  Is it IFRS as the starting point?  Or is it the current Canadian GAAP, which I heard this morning that -– well, we all know no longer exists?

MR. BROWNE:  Okay.  Why don't I start with my thinking?  The Board has adopted regulatory accounting policies either explicitly or implicitly.  That includes just accepting Canadian GAAP for regulatory purposes.

And presumably they've done that for a good reason, and they have been doing that for years.  So I would take it as, since the Board has presumably been very happy with what's going on, they should justify why they're changing now.  So I would in that regard say what's been done is the base that you should be evaluating going forward, because presumably it is what has been chosen as appropriate in the past, and so I think you should be justifying why something different is now called for.


MR. D'ANDREA:  Okay, so would you suggest that IFRS would not be the base, as is proposed in the Staff proposals?

MR. BROWNE:  I believe the base should be what is currently being done.


MR. D'ANDREA:  Okay.


MR. BROWNE:  Because that in essence has been the policies, either explicitly or implicitly, that have been accepted by the Board up to now.  And again, I would assume those decisions were made for a very good reason.

MR. D'ANDREA:  And then I heard you say in your commentary several times that -- and the focus of the discussion was on regulatory assets and liabilities for deferral variance accounts, that if they weren't recognized -–

MR. BROWNE:  Mm-hmm.


MR. D'ANDREA:  That they would be confusing, potential cost of capital, difficult to assess the performance of the utility.


MR. BROWNE:  Mm-hmm.

MR. D'ANDREA:  KPMG's report on page 13 says almost the identical same things, that reconciliations would become increasingly difficult and the overall credibility of the financial information would be difficult to rely on.

I guess I'm struggling a little bit because if you said just in the context of regulatory assets and liabilities, this is confusing and difficult to assess a utility, how do we ever get anywhere closer if you are assuming that we're comparing it to the Canadian GAAP and a totally different IFRS, because you will have many more differences?

MR. BROWNE:  Sorry.  I didn't quite follow your question.

MR. D'ANDREA:  If I was to use IFRS as the start point.


MR. BROWNE:  Yes.


MR. D'ANDREA:  Okay?  And we apply your principles, then I understand that, because we can assess it relative to IFRS.

I think what you're suggesting is that we wouldn't start with IFRS as the base.  We would start as -- whatever we know is there today.  And for any particular utility, the differences between what we know today versus IFRS could be significant.

And so how do I assess this utility if I am not talking the same language?  I think what I'm really suggesting is I think if we were to apply your framework, I think we would do it as a one-time transition amount for IFRS.

Let's move over so we're all taking the same language, and then what happens is if there is a new IFRS, I have got a benchmark to compare it against.  Like how can I keep comparing the IFRS new policies against a framework which doesn't exist anymore?

MR. BROWNE:  Okay.  And I guess a difference I have is that the policy -- I see regulatory accounting policy as different, or regulatory accounting policies as different from financial accounting principles.

And I'm saying there is a set of -– like even if Canadian GAAP goes away, there are policies which are a continuation of whatever policies the Board has been using up to now.  And I would say that's the base.

Now going forward, you might say:  Well, things are changed, and therefore maybe we should change our policies.  Some might argue that adopting International Financial Reporting Standards would significantly increase the burden, and therefore some cases where current policies, there is not a lot -– much benefit to them, therefore we should change over.

But I would say the appropriate basis is what you have been using and what presumably has been chosen as the best policies in the past.

MR. D'ANDREA:  And just to complete that, I thought you were very clear that if you don't have regulatory assets and liabilities, assuming that is the only difference, then it is very confusing and difficult to assess the performance of the utility.

MR. BROWNE:  There is --

MR. D'ANDREA:  Your model seems to -– and I don't disagree with you that financial and accounting -- financial accounting and regulatory reporting are two different objectives.  I guess I am struggling with you totally separated the two spectrums, and how do I -- to go back to your comments, how do I assess the cost of capital, predictability of cash flow, the impacts of ratemaking and performance of the utility when you have separated the two worlds?

MR. BROWNE:  Okay.  You are combining two issues that I don't think should be combined where you are combining them.  I see it -- an analysis of:  Here's where we are; should we make some changes?

Some of the input to that changes are the negative consequences that I spoke of if you can't recognize regulatory assets and liabilities.  So I see that as input to the decision on whether you should change from current policy or not.

So going back to the framework, if we're going to change from what's currently being done, we do the analysis, and as part of that analysis, let's say regulatory assets and liabilities can't be recognized.  Then those negative impacts would be considered in the analysis of whether to change or not.


MR. D'ANDREA:  I guess my problem is even if I accept the fact that regulatory assets and liabilities will be accepted –-

MR. BROWNE:  Mm-hmm.


MR. D'ANDREA:  -- and so they're exactly the same, I think there is many more accounting differences that you need to look at, and I think you have separated the two.

MR. BROWNE:  What are the additional ones that --

MR. D'ANDREA:  Well, it could be anything.  It could be your taxes, your pensions, your OHIP, any one of those.  So if we follow certain regulatory policy today, and IFRS says three or four or five different areas, they're all different –-

MR. BROWNE:  Mm-hmm.


MR. D'ANDREA:  -- then how do I ever – how do I ever assess those same variabilities that you told me about -- cost of capital, performance of the utility -- when they're totally different spectrums?

MR. BROWNE:  I am having trouble with the question.  It's, again, I say you've got – if -- so your question, your latter question assumes regulatory assets and liabilities are recognized.

MR. D'ANDREA:  I assume they're recognized.

MR. BROWNE:  So what is the problem --

MR. D'ANDREA:  We have gone through a whole suite of IFRS differences.


MR. BROWNE:  Yes.


MR. D'ANDREA:  Okay?  And what you're suggesting is we apply this framework on the regulatory construct that we know today.

MR. BROWNE:  To the regulatory accounting policies we have today.

MR. D'ANDREA:  Right.

MR. BROWNE:  And that we've got new policies that are being considered.  We evaluate them against the existing policies, and one of the factors that we would consider there are things like administrative burden or possible confusion from not making the change.

MR. D'ANDREA:  But you have introduced – you have introduced dual reporting, because you are telling the utilities to report to the regulator, knowing all the practices that they're accustomed to and the regulatory policies that they're accustomed to, whereas every utility in here now has to do IFRS.

So we have got two totally different pictures of the world.


MR. BROWNE:  Mm-hmm.


MR. D'ANDREA:  I would suggest that would be confusing and difficult to assess cash flow and performance of the utility.

MR. BROWNE:  Right now there are significant differences –-


MR. D'ANDREA:  You said it -– you said it --

MS. LEA:  One moment, please.  We do -- this is really a question period as opposed to a debate period.

So we will need to bring this debate to a close.

My understanding is that each of you gentlemen are starting from very different places.  And I am not sure that this can be resolved in the room.  And we would certainly welcome hearing from all points of view, but we need to keep this an orderly question and answer period, please.  Thank you.

MR. BROWNE:  We can talk to you afterwards, Frank.

MR. D'ANDREA:  Okay.

MS. LEA:  Although if you want to get it on the record, put it in your submission, okay?  Because the debate, if you are asking the Board Members to take account of it, of course has to be on the record.

Other questions from the floor?  I had just one, which kind of arises out of what people have already asked.

MR. BROWNE:  Mm-hmm.

MS. LEA:  And I will try not to go too far with it.
Questions by Ms. Lea:


MS. LEA:  Looking at your fourth, fifth and sixth principles, you are suggesting that changes should be undertaken only after we have considered the implications of the changes on all regulated entities.  And I am presuming that includes, to some degree, information about impacts.


MR. BROWNE:  Yes.

MS. LEA:  And that estimates should not be changed, again, until we have had a good look at it and the changes have been considered and approved by the OEB.  Again, that might rely, to some degree, on evidence of impacts or the way that this is going to flow in rates?

MR. BROWNE:  Actually, on the estimates it was more a matter to avoid windfall gains and losses.

MS. LEA:  As we have to, then, decide on IFRS, when is it that you think -- considering we don't have impact information now, when would we go about making these decisions, because it sounds as if we'd have to wait for the individual rate cases of each utility to make the decision as to whether each change to IFRS-based or not, wherever we propose to make a change -- we would have to wait for the individual rate cases.

Yet, we do want to - and it appears in your last principle - we do want to ensure consistency.

So are you suggesting that depending on the level of impact, one utility would change to IFRS and another would not, because the impact was very severe, and when would we make this decision?

MR. BROWNE:  It depends on the facts you have.  I mean, the big difference that -- in the Board Staff proposals deals with the capitalization policy.  I understand you're working towards coming up with an estimate.

I thought you were sort of leaning to the fact it shouldn't be all that material, and, therefore, it makes a lot of sense to be consistent with International Financial Reporting Standards.

I think as long as you can come and say the overall result is not that material - there's a burden to keep things separately, so let's be consistent - I would think that that is about the level you have to go to.  Again, you don't have to know down to the dollar what the impact will be.

If you can end up saying, Look, the impact is a certain percentage of overall revenue requirement and, in your view, that is immaterial, that is probably enough to stop.  I don't think you're going to need to go any further.

MS. LEA:  Okay, thank you.

Despite the fact that, for any one individual utility, the impact could be very significant?

MR. BROWNE:  Yes, it could be, but perhaps -- I guess that's getting enough information.  Is that a potential problem out there?  I think once you have narrowed it down to it probably is not going to be that material, then you can probably make a decision.  If it is there may be a material impact, then probably you should get that information before making the decision, or at least working to getting at some sort of estimate, some sort of magnitude of what it is.

MS. LEA:  So it is possible, then, that for a utility with a very large impact, we might decide not to go to an IFRS-based decision, if that was causing an impact, but, for other utilities, we would accept a change to an IFRS-based principle, because there was not so much impact there?

MR. BROWNE:  Or you might develop a transition plan for the utility so that they can more gradually move towards consistency with everyone else.  You really have to have the facts in front of you, I think, to make those decisions.

MS. LEA:  Thank you.  Any other questions?  I see Ian Mondrow, and I see also -- was there someone at the very back there?  No, just Michael Penny.  Anyone else?  Okay, just Michael.

[Laughter]

MS. LEA:  Sorry, it was just Michael Penny.  Okay, fine.  Yes, right.  In that case, Michael, I am going to get you to go first, since I was so unkind as to put that adjective in front of your name.  Please go ahead.
Questions by Mr. Penny:


MR. PENNY:  Thank you.  I was just picking up on a comment you made earlier, Mr. Browne, about the fact that the Board had previously adopted Canadian GAAP principles.

I guess I would have thought that one of the reasons that the Board has previously adopted Canadian GAAP principles is because they were Canadian GAAP principles; in other words, they had been approved by the accounting standards people for adoption in Canada.

Now those people are adopting international standards.  I, therefore, would have thought that there might be a similar logic that we would adopt those principles simply because they are Canadian standards, not because the Board has - this Board, in other words - has independently assessed all of those things and decided that they're in the best interests of the regulatory process.  I don't think they did that for Canadian GAAP.  I am not sure they're going to do that for international standards either.

I guess I am left a little bit wondering what status you think the adoption of international standards by the Canadian people who are responsible for these things actually has in this process.

MR. BROWNE:  That last part, say that again?

MR. PENNY:  What is the relevance for you of the fact that international standards have been adopted by Canadian accounting standards officials?

MR. BROWNE:  On that last one, I guess go back to the beginning of my presentation, that financial accounting and regulatory accounting have very different objectives.

I believe that regulatory accounting policies should be developed on a basis that best reflects regulatory objectives.

If you are going to make a change, I think not make a change because it happens to suit financial accountants.  I think that that should be reviewed and analyzed.

Now, I would think in many cases we're not talking about a huge, you know, like, six-month project to do the analysis.  You go through, and I wouldn't expect that it's going to take that much to analyze a lot of these items.

Now, there are some items where the impacts may be difficult, but most of the rest of that framework to fill it in is not -- usually wouldn't be a lot of work.  I believe that if the -- we keep coming back to that point that regulatory accounting policies should be developed to best reflect regulatory objectives.  I think that is part of the mandate of the Board.

MS. LEA:  Thank you.  Ian Mondrow, Industrial Gas Users Association.  I should have said Michael Penny is with Union Gas, and Ian Mondrow, Industrial Gas Users Association.
Questions by Mr. Mondrow:


MR. MONDROW:  Thank you, Jennifer.  Mr. Browne, are there currently material differences between the regulatory accounting used by this Board, for example, and Canadian GAAP principles?

MR. BROWNE:  Yes.  Just look at the financial statements.  All the regulatory assets and liabilities and the notes to the financial statements would identify those differences, those -- right now.

MR. MONDROW:  When external standards --

MR. BROWNE:  Almost all of them.  I don't think they bring in differences in the property, plant and equipment accounts, but most of the other differences would be identified.

MR. MONDROW:  When external standards bodies abolish Canadian GAAP, this Board's -- I assume your view is that this Board's regulatory accounting policies will remain, given that they're currently articulated and they are different from Canadian GAAP?

MR. BROWNE:  I understand they should -- or what we actually propose is they should stay there until the Board has decided that there are policies that better meet the objectives, which, again, to emphasize, in some cases may  -- the only relevant consideration may be the administrative burden, in which case you would move to minimize that.

MR. MONDROW:  Thanks.

MS. LEA:  Thank you.  Any other comments from the floor before I turn to the Board Members?  Yes, April?  Please identify yourself and your company.

MS. BARRIE:  April Barrie from Hydro Ottawa.  Just to go off Ian's last point, I guess he was pointing out there is currently differences between GAAP and regulatory accounting.

But would you consider them the same level of differences as what would be between IFRS and regulatory accounting if we didn't transition towards IFRS?

MR. BROWNE:  I haven't gone through all of the changes to tell you exactly.

MS. BARRIE:  If you just looked at, for instance, PP&E?

MR. BROWNE:  The difference we have talked about is some differences around the AFUDC.  There may or may not be differences in the capitalized -- the amounts you can capitalize.  That would probably -- you know, I don't think there is anything other that really pops out.

MS. BARRIE:  I guess I was looking at more high level versus transactional level, that currently most of the differences between a GAAP and regulatory accounting are very high level and they can be tracked and -- not to say simply, but, in comparison to transactional level, very simply.

MR. BROWNE:  Well, I think most of the differences that could be justified are going to be material ones.

So if you're talking about minor differences, there's not going to be much benefit to having a difference from International Financial Reporting Standards.  So it would only be big items, for example, using the taxes payable method versus the accrual, that sort of thing.

MS. LEA:  Thank you.  Last chance from the floor?  Board Member Ken Quesnelle?
Questions by Mr. Quesnelle:


MR. QUESNELLE:  Yes.  Just following up on this line of questions/debate, I am still -- maybe it is just me here, but I am still seeing that we're at slightly cross-purposes here, and I think it is perhaps being hung up in the terminology, perhaps.

I am looking at the proposed principles as laid out from the Board Staff, and it is number 4, where you're talking about:
"The future regulatory accounting and regulatory reporting requirements established by the Board will be aligned with IFRS requirements as long as that alignment is not inconsistent with sound regulatory rate making principles."

I emphasize the principles here.  What I see is this exercise - and this is why I went to this question to begin with - is one of establishing that the environment will have different accounting rules as the backdrop, and they will be IFRS.  There will be a discontinuation of Canadian GAAP.

In making that transition, we will look at the tools that that provides us and see if they are adequate to do -- to inform our regulatory principles and the objectives of those principles and the decisions we make, that are -- that those principles are overarching too.

What I am hearing is a debate as to whether or not there is a preference to looking at the -- whether there's a competing interest in the regulatory principles versus the accounting principles of IFRS, and I don't see that that is a question we have to answer.  I don't think that is a sensible question.

I guess what I am getting at is when we look at this from a point of view of what does the regulatory -- what does the regulator need to do its job, and we'll see what tools and what information is presented through the accounting rules of IFRS, and where we need more, we will develop that reporting requirement to satisfy that need from a regulatory perspective.

Is that how you see it, Mr. Browne?

MR. BROWNE:  Slightly different nuance, and I think that's where -- I am not too sure that we had that much difference with the Board Staff proposal.

MR. QUESNELLE:  I will bring it back just for one second, though.  If the nuance is the starting point as to whether or not you hold up the regulatory principle, and then go look at what is available versus looking at what you -– what I am saying available as meaning the new IFRS reporting or accounting requirements, if that is the nuanced difference, could you concentrate on that then?

MR. BROWNE:  I think that is where the starting point is.

I mean I guess taking our perspective, there is a change in financial accounting principles that may increase the administrative burden.  Therefore there is a reason to go back and re-evaluate the current policy.

You then evaluate the policy against, you know, criteria that reflect established regulatory principles, including minimizing the administrative burden, and come to a conclusion.

MR. QUESNELLE:  And if your conclusion is that the information provided in the new accounting does not provide you with sufficient or the appropriate information to uphold the regulatory principle, then you will ask for a different type of reporting?

MR. BROWNE:  Presumably, yes.

MR. QUESNELLE:  Okay.  Thank you.

MS. LEA:  Thank you very much, Mr. Browne, for your presentation today.

I think we will take our afternoon break now, and I would ask folk to return by 10 past 3:00.  There should be fresh coffee out there.  Let's hope there is.

And 10 past 3:00, please, which is about 13 minutes.  And we will be resuming with Ian Mondrow making a presentation for the Industrial Gas Users Association.  Thank you.

--- Recess taken at 2:52 p.m.

--- Upon resuming at 3:10 p.m.

MS. LEA:  Good afternoon.  Welcome back.  We will recommence with a presentation from Ian Mondrow, who is speaking on behalf of the Industrial Gas Users Association.  Ian, please go ahead.
INDUSTRIAL GAS USERS ASSOCIATION PRESENTATION
Presentation by Mr. Mondrow:


MR. MONDROW:  Thank you.  Good afternoon, Board Members.

IGUA has the luxury of a position on IFRS adoption uncluttered with the details, where apparently the devil lies, but fortunately for me, IGUA doesn't get that deep into it, and so I am really just going to take a few minutes to characterize the position and explain it just a little bit.

The position effectively is that the adoption of IFRS for external financial reporting does not change the underlying economics of the utility service being provided, and so reporting changes should not lead to rate increases.  That's really it in a nutshell.

If I can reference page 9 of Staff's proposal at issue 8.3, there are some suggestions provided for minimization of IFRS implementation costs, and the second of those suggestions is worded as:  Minimization of differences between IFRS requirements and regulatory requirements.

IGUA would accept that minimization of differences for the sake of transparency and administrative ease and controlling the costs of implementation of IFRS, but not at the expense of rate increases.

So to that principle, IGUA might add as an adjunct the principle of minimization of rate increases as a result of alignment of regulatory accounting with IFRS reporting requirements, where minimization in that characterization is a nod to some of those pesky details that I have the luxury of avoiding, unlike most of my colleagues in the room, admittedly.

So on some of the bigger issues that are put forward in Staff's proposal, IGUA supports, for example, the use of regulated net book value as the basis for setting opening IFRS rate base values.  IGUA supports the use of historical acquisition costs as a basis for reporting PP&E for regulatory purposes.

And on many of those larger issues, it seems to us there isn't a significant amount of debate or difference among the stakeholders in the room.

If I could just spend a minute and focus, then, on the cost impacts of adoption of IFRS, at page 7 of Staff's proposal in section E, there are three types of cost impacts identified.

The first type of cost impact is the one-time administrative cost of switching over to IFRS.  This is costs to the utilities.  The second type of cost impact is the ongoing administrative cost for IFRS reporting by the utility.  The third type of cost identified is the revenue requirement impact.

I should make it clear that IGUA accepts recovery in rates of the first two categories of costs, the one-time transition costs and the ongoing administrative costs.  In IGUA's view, those costs are not, in principle, different from other legitimate costs of operating a utility, and subject to the normal prudence and materiality reviews and subject to consideration of any IRM principles or settlement terms that are relevant for the particular utility, IGUA would see no objection to recovery of those administrative costs from ratepayers.

As I have already stated, however, in respect of revenue requirement impact, the third category of impact -- cost impact of the adoption of IFRS identified in the Staff proposal document, again, it remains IGUA's view that changes in financial reporting should not lead to rate increases, per se.

So the area where this is manifested perhaps most clearly is capitalization of indirect overhead and administrative costs.  The Staff document posits that IFRS capitalization practices will lead to less costs capitalized and more costs expensed.

This would lead to a lower rate base, but increased O&M, and the two should, everything else being equal, over time offset each other, because the underlying economics of service have not been changed.

IGUA recognizes, however, the potential for timing differences and the overlap of groups of ratepayers through the transition period, and, in the interests of expediency, practicality and transparency, the arguable wisdom of adopting an IFRS standard versus a historical or Canadian GAAP-based standard.

But in IGUA's view, the general principle for this change and any other changes that the Board considers, as it considers adoption of IFRS, should remain to minimize rate impacts.  The outcomes in the proposals put forward in the Staff proposal document seem to IGUA to be generally consistent with the principle that I have tried to identify, and IGUA expresses no specific concerns with the Staff proposal document.

Really, the entire point of my appears here today on behalf of IGUA is to urge the Board to bear in mind that, as development and particularization of the impacts of adopting IFRS by the regulated utilities continues, the Board should remember the basic principle that rate impacts be minimized, and use that principle as one of the primary tests in considering any proposed approach for dealing with the adoption of IFRS.

In fact, given the economic reality, as I've said a few times, that no change in costs to serve arise simply by virtue of a change in how those costs are reported, in IGUA's view, a proper transition treatment that utilizes standard regulatory tools -and in that toolbox we include deferral accounts and variance accounts, where appropriate - should result in no material rate impact over time.

The Board has materiality tests for rate impacts when they do arise, and the Board will likely have to be cognizant, in our view, of timing differences and, again, the impacts of those timing differences, both on the current level of rates and on which group of ratepayers costs are recovered from.

There may be some overlap that the Board will have to deal with.  In so doing, it must bear in mind, in our view, the principle that rates should not be increased simply because the external reporting standard has been changed.

The one additional point, which is kind of a secondary point to the main point I have tried to make, is that IGUA does support the audit assurance regarding regulatory accounting and IFRS reporting, and the recovery of those audit costs in rates that Board Staff has proposed.  It's at page 12 of Staff's proposal, section 10.5.

So, really, on behalf of IGUA, that is all we wanted to present, and we appreciate the time.

MS. LEA:  Thank you.  I have one preliminary question.  When you say that there should be no rate increase as a result of the sort of costs that are listed in the third bullet point that are really timing differences, you would agree, then, no rate decreases either?  So where a utility experiences an actual decrease in its operating expenses due to, for example, increased capitalization, that should not be passed on to ratepayers?

MR. MONDROW:  Yes.  IGUA would agree with that.

MS. LEA:  Thank you.  Do the Board Members have any questions at this time?

MR. QUESNELLE:  No.

MS. LEA:  Thank you.  Questions from the floor.  Okay.  Yes.  One moment, please.  So I have Colin Fraser.  I have April Barrie and Colin McLorg.  Others?  Start with Colin Fraser from Hydro One, please.
Questions by Mr. Fraser:


MR. FRASER:  Ian, I understand the theoretical basis for your position.  Can you tell us what you would propose in terms of actual provision of regulatory guidance for the regulatory accounting model that you are putting forward?

MR. MONDROW:  I'm sorry?

MR. FRASER:  The actual provision of guidance for utilities, what are you actually proposing, in terms of -- is it complete status quo or is it some selective modification?

MR. MONDROW:  IGUA isn't putting forward a proposal.  IGUA's very simple and very narrow point is when the Board considers proposals, it needs to have as an express principle that rates should not increase simply as a result of the change in external reporting.

MS. LEA:  Thank you.  April Barrie for Hydro Ottawa.
Questions by Ms. Barrie:


MS. BARRIE:  So you were saying you would agree with some of the changes because, overall, it may be an increase in rates now, but it is just a timing difference; that later on then rates would lower, but, overall, you should come down to the same cost to the consumer?

MR. MONDROW:  No.  Well, what I tried to say is that given that the underlying economics of provision of the service have not changed simply because the external reporting framework has changed, logically, in the fullness of time, there should be no rate impact from adopting that reporting change.

In IGUA's view, what the Board needs to be conscious of is the potential for interim rate impacts, and the Board needs to evaluate those interim rate impacts and should have, as a principle, minimization of those interim rate impacts as it considers the proposals being brought forward

MS. BARRIE:  So you don't have any problem necessarily with a change of capitalization policies going forward?

MR. MONDROW:  No.  Subject to whatever mitigation may be appropriate, if there is a material rate impact.

MS. BARRIE:  All right.  So then it brings me to the fact that with the rate impacts that you agreed -- or, sorry, with costs, you agreed with the first two, but not the third, which was the impact of revenue requirement.

Basically, I guess I would sort of argue that that is somewhat of a timing thing, as well, because of -- if the change in the capitalization occurs prior to you rebasing, that your revenue requirement is based on a capitalization level that is no longer going to be at that height.  It is going to be lower.

So it is just another way that the timing is affecting the implementation of IFRS.


MR. MONDROW:  And sorry, the question?


MS. BARRIE:  So I guess I'm not sure why you are opposed to that one, because it is also really a timing issue, because for instance, if I come back for rate base in 2012, I am going to miss this capitalization that happened in '11.  But if I come back in '11, I am actually going to have it change my status of my -- like, I will be able to bring it into my rates sooner.


MR. MONDROW:  And IGUA's constituents are obviously large gas consumers and they're served by gas utilities, but I think each one of those constituents would be loath to see its rates increase, because the gas utilities have to adopt IFRS for external reporting purposes.


So to the extent that the revenue requirement impact would result in a material rate increase, IGUA would urge the Board to consider a phase-in or regulatory adjustment mechanism that would preclude that significant rate increase, so that the consistent underlying economics over time would be recognized and material swings in rates, in particular, increases in rates, would be avoided.


MS. BARRIE:  Right, so I guess I am just saying I, I guess, support the third one, and I think it could be mitigated, and it is a timing difference as well.  So I guess I'm not sure that you --


MR. MONDROW:  I don't think we are at odds.

MS. BARRIE:  Okay.


MS. LEA:  Colin McLorg for Toronto Hydro.

MR. McLORG:  Thanks, Jennifer.  Hi, Ian.

MR. MONDROW:  Hi, Colin.

Questions by Mr. McLorg:


MR. McLORG:  I think that I would like to put a different slant on your position to you, and see whether you think it is a fair understanding.


I think that, you know, most people would agree that a difference in rates shouldn't be driven by a quote, "difference in accounting requirement," as though that were thin and insubstantial.


But I guess what I am really getting at is under IFRS, one of the things that does change, if the Board adopts it or doesn't adopt it, is the financing of certain overhead costs which have been capitalized up to now, which I understand in my simple way as being financed by the utilities.


And the alternative construction would be that somehow they are brought forward into expenses, and that in effect, they are financed by ratepayers at that point.  If they're not capitalized by the utility, but they are charged right away to ratepayers, then the services that persist from those expenses in future years are, in effect, financed right now by ratepayers.


So then going back to Economics 101, I expect that your members probably feel that their cost of capital or their discount rate is higher than those of utilities, so that it is actually undesirable for you to incur costs right now and more desirable to incur costs in the future, because, you know, relative to utilities, the future for you is more heavily discounted.  See where I am going with this?


MR. MONDROW:  I see vaguely, I think, where you're going with this.  I guess the principle that, if I am understanding you correctly, I think IGUA would return to is that the costs recovered in rates should match in terms of timing the use of the utility assets for provision of service.


MR. McLORG:  Yes.


MR. MONDROW:  Under IFRS, as I understand it, there will be a -– there could be a shifting of costs from future ratepayers to current ratepayers vis-à-vis the current protocol.


And so the question arises:  Is the new matching of costs and benefits superior or inferior to the previous matching of costs and benefits?  IGUA doesn't have an answer for that question.


IGUA's concern is that rates not be increased simply because IFRS is adopted for external reporting purposes, and that when the Board evaluates, to use this example, whether a new and higher level of O&M costs should be recovered from current ratepayers as opposed to future ratepayers, it needs to bear in mind and indeed mitigate, as required, the rate impact that arises simply because of the accounting change.


In addition to the rate impact that arises from the accounting change, the Board will obviously have to evaluate whether the prospective rate impact is more or less fair than the historical rate impact.  That's a separate consideration.


IGUA is not saying that fair rate impacts shouldn't be passed through.  What it is saying is that impacts that arise solely because the utilities have to report externally in a different way should not be visited on current ratepayers.


MR. McLORG:  And just for clarification -- and Jennifer, not for debate --


MS. LEA:  Go right ahead.


MR. McLORG:  Do I understand then fairly that one of IGUA's principles is that there should be a matching between costs and benefits of utilities' services over time or through time?


MR. MONDROW:  Absolutely.


MR. McLORG:  Okay, and just to be clear, is it your view that a difference in capitalization or a difference in the financing of certain costs is not, in fact, a real cost of utilities, but is simply an accounting cost somehow?


To make it a more pointed example, if we take a certain cost, maybe it is $10 million in training costs, and it could either be financed over time by being capitalized by a utility or expensed right away, do you -- would you acknowledge that if the utility, under Board direction concerning capitalization, is directed to capitalize that, would you agree that the utility incurs a cost to finance that?


MR. MONDROW:  Which costs presumably matches the time value of the money.


MR. McLORG:  Well, people could have different views on that, because we have a regulated rate of return, but individual companies or consumers might have a higher or lower discount rate than the one that is implicit in rates, if you see what I mean.


The one that is implicit in rates is the awarded weighted average costs of capital.


MR. MONDROW:  But I don't think that the Board considers the cost of capital of the gas consumer, for example, when it sets a fair return for the utility.  So I am not really clear where you are going, Colin.


MR. McLORG:  Well, what I was asking you is whether or not you do regard it as a cost borne by utilities in the first place, that they finance this $10 million in my example over a number of years.


MR. MONDROW:  Presumably that is a cost to the utility that it recovers in rates over the years vis-à-vis recovering the revenue immediately, yes.


MR. MCLORG:  Okay.  Thank you.


MR. MONDROW:  Whether it is a net cost or not, I am not qualified to say.  If you are asking me whether there is a net cost to the financing, not simply a time difference, I am not qualified to do the analysis and give you an opinion on that.


MR. McLORG:  Well, I don't mean to belabour it, but only to say that by some definitions, if you adopt for your analysis a discount rate equal to the utility cost of capital and it is a complete wash, and money now versus money later is -- you are completely indifferent to because --


MR. MONDROW:  It's a wash over time, but it is not a matter of indifference to the ratepayer that is paying rates today.


MR. McLORG:  Precisely.  So one of my earlier points, I think, was that for customers that have a high discount rate, that is higher than the utility discount rate --


MR. MONDROW:  Yes.


MR. McLORG:  -- it certainly makes sense to have the utility capitalize as much as possible.  And consumers with a lower discount rate, well, they don't want that because their situation is the opposite.


MR. MONDROW:  Right, and so I don't think the Board considers either particular group of consumers when it sets its policies.


MR. McLORG:  Yes.  So really, whether you are better or worse off under a move from where we are right now is not so much governed, I think, by whether expenses go into this period or future periods, but rather what your discount rate as a customer is relative to the utilities.


MR. MONDROW:  Would be, yes.


MR. McLORG:  Thanks.


MS. LEA:  Thank you, Colin.  Jay Shepherd wanted to ask some questions.

Questions by Mr. Shepherd:


MR. SHEPHERD:  Yes.  Ian, I thought I understood your presentation, IGUA's position, until I heard April's questions and then I got confused.  So let me -- let me see if -– let me take Colin's training costs example and see if I understand what your position is.


You have $10 million of training costs, which currently would go into -- would be capitalized and would be charged to rates, a million dollars a year over ten years.


MR. MONDROW:  Okay.


MR. SHEPHERD:  Under IFRS, it would be charged $10 million dollars this year.


MR. MONDROW:  Okay.


MR. SHEPHERD:  Is IGUA saying that is okay because it is only a timing difference?  Or is IGUA saying:  Put them in a deferral account or put them in PP&E and charge them over the same 10 years?  Assuming that the only difference is presentation; there is no difference in the underlying economics overall.


MR. MONDROW:  Over time?


MR. SHEPHERD:  Yes.


MR. MONDROW:  I think IGUA is saying don't recover the whole $10 million this year, because that would have a material rate impact which arises simply because you changed your accounting standards.


Whether the right answer is to recover it over 10 years or some other matching of costs and benefits, I don't know.  But it is not -- IGUA's position is that the Board can't and shouldn't ignore the rate impact of simply adopting the IFRS treatment and flowing that through to rates in the current year.


MR. SHEPHERD:  So in  --


MR. MONDROW:  Does that answer the question?


MR. SHEPHERD:  Yes.  So on the same example, if the old method of a million dollars for a year for 10 years properly matched the costs to benefits from an economic point of view, then you would say don't change that, no matter what IFRS says?

MR. MONDROW:  No.  I think IGUA would recognize that the burdens and costs associated with tracking two different treatments, one for public reporting purposes and one for regulatory reporting purposes, need to be borne in mind.

All IGUA is saying is that in addition to the principles laid out in Board Staff's proposal, there has to be an express and primary principle that rate impact needs to be a primary consideration of the Board when it evaluates the competing options.

MR. SHEPHERD:  Thanks.

MS. LEA:  Other questions from the floor?  Do the Board Members have any questions at this time?

MR. QUESNELLE:  No.

MS. LEA:  Thank you very much, Ian Mondrow, and we will have a changing of the guard.  Could Hydro One please come forward?  While we are doing that, I will just turn off the mics temporarily.
HYDRO ONE NETWORKS INC. PRESENTATION

Frank D'Andrea

Colin Fraser

Ruth Greey

MS. LEA:  Thank you.  I understand for this presentation from Hydro One there is no slide deck, as such; also, that Michael Engelberg, counsel for Hydro One, will be asking questions to prompt the presentation; is that correct?

MR. ENGELBERG:  That's correct.

MS. LEA:  All right.  So perhaps if you could introduce the folks from Hydro One and we will begin.  Thank you.
Presentation by Mr. Engelberg, Ms. Greey, Mr. D'Andrea, and Mr. Fraser:


MR. ENGELBERG:  Furthest to your right is Ruth Greey, then is Frank D'Andrea, and then Colin Fraser.  Perhaps if each one of you could tell us your titles and what you do?

MS. GREEY:  Yes.  I am director of regulatory affairs.

MR. D'ANDREA:  I am the director of corporate accounting and reporting.

MR. FRANK:  Manager of financial reporting, accounting policy.

MR. ENGELBERG:  Thank you very much.  The presentation is in the form of questions that are addressed to Mr. D'Andrea, and the other two parties are there simply to help answer any questions that people in the audience may have after Mr. D'Andrea is finished with his presentation.

Mr. D'Andrea, do you have an accounting designation?

MR. D'ANDREA:  I do.  I'm a Canadian chartered accountant.

MR. ENGELBERG:  Thank you.  I would first like to ask you if Hydro One supports Board Staff's proposed principles?

MR. D'ANDREA:  IFRS for is replacing Canadian GAAP, or generally accepted accounting principles, and therefore will become the accounting framework upon which publicly accountable entities will prepare their financial statements.

With the elimination of Canadian GAAP, IFRS also becomes the new accounting framework upon which rate regulation principles and practices must be anchored.  This will necessitate redefinition of some of Hydro One's business practices and processes in a way that maintains regulatory principles, including intergenerational equity, fair and reasonable rates, and rate stability.

It is our view that regulatory principles included in the Staff's proposal should be followed when determining the ongoing regulatory accounting and reporting requirements.

Specifically, we support the proposal to adopt IFRS as the default regulatory accounting model for all distributors, and the need to balance the effects on both customers and shareholders.

In the Board Staff paper, the first principle enunciated is that IFRS accounting requirements will not be the sole driver of regulatory requirements.  Hydro One comments that even though IFRS may not be the sole driver, it should be a major driver due to its broad international implementation.

MR. ENGELBERG:  Mr. D'Andrea, why should the Board fully adopt IFRS as the basis for future regulatory accounting and reporting requirements?

MR. D'ANDREA:  IFRS has been mandated to be implemented by all publicly accountable entities as a result of a decision by Canada's national accounting standards that are the Accounting Standards Board.  As a result of this decision, existing Canadian GAAP will cease to be maintained after 2010.

The adoption of full IFRS for regulatory accounting will provide a clear line of sight between the audited financial statements and regulatory filings and decisions.

IFRS will result in changes to the costs Hydro One allocates to work programs and projects, which will move costs from capital to OM&A.

These changes will have the initial effect of increasing the revenue requirement, but the impact of these changes can and should be addressed through rate mitigation, if necessary.

Hydro One believes that it would be inappropriate for the Board to continue to anchor its principles and practices upon a GAAP accounting framework which will be abandoned by the Canadian National Accounting Standards Board.

Continuing to follow Canadian GAAP would mean that the Board will need to make repeated patchwork changes in order to recognize and directionally align with future changes in IFRS practices and principles.

MR. ENGELBERG:  Sorry, I didn't understand that last sentence.  What kind of changes will Hydro One need to make?

MR. D'ANDREA:  We would have to change our business practices and processes to align.  So IFRS is not only an accounting change.  It permeates throughout the entire company.  So we would have to make business processes change, as well.

MR. ENGELBERG:  You mentioned something about repeated changes?

MR. D'ANDREA:  We would suggest that continuing to follow the Canadian GAAP would mean that the Board here would have to make -- would make patchwork changes in order to recognize a direction in line with future changes in practices and principles, meaning if the Canadian GAAP framework were retained, we would have to introduce or the Board would have to introduce patchwork changes to align with IFRS on a go-forward basis.

MR. ENGELBERG:  Thank you.  Could you expand on that a bit, please?

MR. D'ANDREA:  Many utilities have responsibilities to a variety of stakeholders, including the rate regulator, the shareholder, securities regulator, bond holders, credit rating agencies and ratepayers.  All stakeholders will have access to and utilize the same set of financial statements; thus ensuring, as far as possible, that a consistent view of an insight to the financial results is provided.

The impact of trying to maintain two sets of financial records will become increasingly complex and costly over time.  Two separate treatments of overhead costs, in particular, will necessitate the use of two separate ledgers.  We heard this morning from KPMG that, on a transactional basis, this would require dual information systems to capture that information.

Maintaining the two ledgers, in our view, is not sustainable.  The costs and inefficiencies of doing so would be prohibitive, because it would result in the need for dual planning, budgeting, reporting and performance management processes and systems.

We believe there would be no ability to reconcile two completely different ledgers where accounting values are maintained at a transactional level.  Since Canadian GAAP will cease to be maintained after 2011, users and stakeholders would always be comparing current IFRS with a 2010 version of Canadian GAAP.

MR. ENGELBERG:  Could you highlight some of the major reasons that you seek to avoid the use of two ledgers?

MR. D'ANDREA:  We believe there are three main reasons why we would not want to use two ledgers on a continual go-forward basis.  First, project costs would differ, because different standard labour and material and fleet rates would be used between IFRS and regulatory reporting.

These two very different transactional bases of accounting would lead to two different financial reports and would cause different costing for capital programs and projects, resulting in different fixed asset values, leading to other impacts, for example, such as depreciation.

Hydro One's business plan would need to be prepared under two alternative views.  Hydro One would not be able to reconcile between the two views and would be forced to plan, report, assess performance and balance priorities.

Our view is that such a multi-dimensional approach would be unsustainable and would lead to increased costs.

Second, our stakeholders, such as debt holders and credit analysts, rely on our external financial systems to assess credit quality.  Their ability to predict our forecast key financial metrics, such as cash flow, would be impaired.

We heard this morning from John Browne about the cost of capital.  We support that view.  For a utility, cash flow predictability is a very fundamental principle that underpins credit quality.  While inclusion of additional disclosures in the MD&A results and the notes to the financial statements will mitigate this to some extent, there is still could be adverse impacts on financing costs with diminished predictability.

Third, as Canadian GAAP will cease to exist after January 2011, it is our view that modifying IFRS to retain some or all of the status quo accounting would put all industry participants, including the OEB, distributors, intervenors and auditors, in an untenable position in the long run.

The CICA rules, which much of the OEB Accounting Procedures Handbook is based, would need to be frozen.  It is our view that the OEB Staff would have to take on the ongoing interpretation duties currently provided by the Accounting Standard Boards.

In addition, future industry staff would not be trained in CICA rules and, as such, use of an obsolete accounting model over the long run is not sustainable.

MR. ENGELBERG:  What effect will IFRS have on Hydro One's existing rate base?

MR. D'ANDREA:  Hydro One intends to ensure the continuity of the rate base between the current accounting regime and IFRS.  We will achieve this by using existing or proposed elections available under IFRS that allow the opening carrying value to be equated with the closing carrying value under Canadian GAAP.

MR. ENGELBERG:  For Hydro One, what area in accounting is most affected by the adoption of IFRS?

MR. D'ANDREA:  The largest and most complex impact for Hydro One in the transition to IFRS is on property, plant and equipment.  This is related primarily to changes in overhead capitalization amounts, as well as changes in depreciation methodology and treatment of premature retirement losses.

MR. ENGELBERG:  What affect will the change in overhead capitalization have on the costs of property, plant and equipment?

MR. D'ANDREA:  Hydro One expects a certain overhead cost that we capitalize today will no longer qualify for capitalization under IFRS, such as shared services and training costs.  Going forward, this will reduce the rate base.  As a result, depreciation, capitalized interest and return on rate base will also be reduced.

We are in the process of identifying the specific types of costs and the related amounts that are currently being capitalized that may be disallowed for capitalization under IFRS.

In our upcoming cost of service application for 2010 and '11 rates, Hydro One Distribution will indicate the specific 2011 costs that are not expected to be capitalized under IFRS.

This cost of service application will be filed in July 2009, and the 2011 rate submission will be filed on a IFRS basis, incorporating the impacts known at this time.

MR. ENGELBERG:  And what effect will IFRS have on Hydro One's depreciation methodology?

MR. D'ANDREA:  Hydro One currently uses a group depreciation method supplied by our external consultants under an approved -- under a Board-approved depreciation study.

Under IFRS, distributors will be required to depreciate their asset components separately.  We strongly agree with the proposal to allow utilities that wish to submit a separate depreciation study to continue to do so.

We believe there is no assurance that an industry-wide Board-mandated set of depreciation rates would meet the requirements of IFRS.

In addition, use of a common set of depreciation rates would require standard asset componentization.  The asset components that we expect to use under IFRS are very similar to the ones we have used in the past.  Any changes to these components would be disruptive to Hydro One's business and its IT systems, and would likely result in significant incremental costs.

MR. ENGELBERG:  What effect will IFRS have on the treatment of losses related to property, plant and equipment?

MR. D'ANDREA:  Group depreciation, which has the effect of smoothing premature retirement losses to future years, can no longer be practiced under IFRS.  Under IFRS, all asset components will need to be separately depreciated and a loss will be recorded for any components that are retired before being fully depreciated.

These losses will have to be recovered from future customers to maintain full capital recovery.

MR. ENGELBERG:  How does Hydro One propose that any rate impacts of moving to IFRS be treated for regulatory purposes?

MR. D'ANDREA:  We believe that IFRS should be adopted as the basis for regulatory accounting and reporting requirements.

If this results in an increase in our revenue requirement, that rate impact should be mitigated if necessary.  One mitigation option is to treat the rate impact similar to the approach followed for rate harmonization in 2008's distribution rates hearing.

In summary, this mitigation approach would limit customer impact to meet the OEB guidelines on customer bill impact.  Rate increases above the OEB bill impact guideline could be phased in so as to smooth out customer impacts.  Mitigation could take various forms.  We intend to propose options in our July submission once we have a better indication of what the likely impacts are to our distribution business.

Another option that we discussed today is the continued use of deferral accounts to smooth the impacts of any cost transfers to future years if required.  We expect the adoption of IFRS for regulatory purposes might require the use of new and variance accounts, and we would support the appropriate use of such mechanisms.

We also believe there may be some opportunities for the Board to increase the assurance of recovery over some of these accounts, to further support the use of regulatory accounting options that may be offered.  As such, the Board might want to consider what types of tools and mechanisms would be appropriate for rate mitigation with a fully implemented IFRS.  A separate consultation should be considered by the Board.

MR. ENGELBERG:  Well, what message would Hydro One like to leave the Board today about consistently applying IFRS and regulatory accounting starting in 2011?

MR. D'ANDREA:  The one thing that we need to remember about IFRS is it is not a choice.  It is indeed being imposed upon publicly accountable entities, including utilities.  That said, the transition is not only about moving an entirely different reporting language, but so too on the impact of business processes that permeate through the entire utility, from the costing to planning to budgeting, and ultimately to pricing.

Given the permanency of IFRS, the transition is to be addressed now, as it will underpin the landscape upon which rate-setting is built.

There are no easy answers here.  We recognize that.  And indeed, we are cognizant of adhering to regulatory principles in this transition.  It is our view that measures will be ultimately chosen to address any ensuing rate impacts must be considered in totality with IFRS as the new and ongoing reporting framework.

Piecemeal or modified patches --

MS. LEA:  Sorry?

MR. D'ANDREA:  It is our view the measures -- we are –- but it is our view that the measures will ultimately be chosen to address any ensuing rate issues must be considered in totality, with IFRS as the base, as the new and ongoing reporting framework.

MS. LEA:  Ongoing.  Thank you.

MR. D'ANDREA:  Piecemeal or modified patches to the issue will not have longevity, given the complexity and pervasiveness of what we are dealing with today.

MR. ENGELBERG:  Thank you, Mr. D'Andrea.

I have no further questions.

MS. LEA:  Thank you.  Do the Board Members have any questions at this time?

Okay.  I have a few questions, but I also have some questions from the floor.  Jay Shepherd, Ian Mondrow, Colin McLorg.  One moment.

Perhaps I can ask a couple of what I hope are preliminary questions.
Questions by Ms. Lea:


MS. LEA:  Do I understand correctly from your presentation that not only should IFRS be a major driver, but that the Board should for regulatory purposes fully adopt IFRS without modification?  For regulatory purposes?

MR. D'ANDREA:  The proposal is very consistent with the Staff proposals, that we move to IFRS as full, so that we don't have different reporting between regulatory and financial reporting.  But then where the transition to IFRS does lead to rate impacts or rate mitigation, we would support those measures.

MS. LEA:  Well, let me try to be more specific.

There are several places in the Staff proposals where we do not propose that IFRS be followed completely.  For example, regulatory assets and liabilities, regardless of what the final decision is from the Accounting Standards Boards, we were proposing that those accounts, the use of those accounts be continued.

Is Hydro One agreeing with that, or saying that if they're not recognized in IFRS, they should – they should be discontinued?

MR. D'ANDREA:  No.  We would support that.

MS. LEA:  Okay.


MR. D'ANDREA:  The proposal is that you do use IFRS, and that if that IFRS is impactive, then the Board should continue to use its deferral and variance accounts.

MS. LEA:  Okay.  And 3.1, where the Board is recommending the use for regulatory purposes of regulated net book value as the basis for setting the opening rate base values, that is -- also may be different from what IFRS prescribes.

I think I heard you say that you were going to propose that that also be the case, that the opening balance equal the closing balance.  I wonder if you could elucidate that a little bit for me?

MR. D'ANDREA:  Okay.  Well, as was discussed at some length this morning, there is one option available today currently in IFRS that says you can deem the fair value of your property, plant and equipment to be your opening value.

We have put a proposal forth in front of the International Accounting Standards Board that says we should be allowed to use regulatory rate base or current net book value as the opening positions.

We are very helpful that will go through.  It would be very simple.  If not, we as Hydro One would go to what we would call our plan B, and we would pursue the exemption that is already available and argue that fair value is the same as regulatory rate base in a utility.

MS. LEA:  So your position is not different, then, from ours under 3.1 at this time?

MR. D'ANDREA:  It is not.

MS. LEA:  Okay.  Can I ask you to look at Issue 3.4, please?  Particularly customer contributions, the second bullet, and it is on page 4 of the Staff proposal.

Are you suggesting, then, that our proposal here is not the best one, that there should be a different one?  Because we are differing from IFRS in that regard.

MR. D'ANDREA:  On customer contributions?

MS. LEA:  Yes.

MR. D'ANDREA:  Our view is that we would do customer contributions the same way as IFRS tells us to do it.  And if the Board feels that regulatory overlay is still necessary, then we continue to support that.  It is just when we report, we want to use a set of audited financial statements that the Board can rely upon.  We think that that set of financial statements is IFRS.

If there are additional regulatory requirements, say, related to customer contributions, and that the Board feels that it should follow a different rate-setting treatment, we would support that, and that we would have to determine what level of assurance would be needed to be provided to the Board.

MS. LEA:  Okay.  And the same considerations would apply with respect to asset reclassifications, which is the third bullet under 3.4?

MR. D'ANDREA:  Yes.

MS. LEA:  Thank you.

Could you tell us, again, what your plans for your rate filing are?  I didn't write it down and I should have.

MR. D'ANDREA:  We will file our distribution rate application in July 2009.  Those will be for 2010 and 2011.

2011 will be provided both on a Canadian GAAP basis and an IFRS basis.  There you will clearly see, in the areas of property, plant and equipment, a difference in capitalization policies for property, plant and equipment.

MS. LEA:  What does your preliminary analysis of that indicate about the level of impact we can expect?

MR. D'ANDREA:  We are still working through those numbers right now, and we are still determining some of our interpretation on IFRS.

MS. LEA:  Can you give us any guidance as to impacts at this time?

MR. D'ANDREA:  I don't have that number.

MS. LEA:  You mentioned a separate consultation, and I wasn't quite clear as to what that was a suggestion about.

MR. D'ANDREA:  We believe that if you start with IFRS as a basis for financial reporting, then we would support rate measures or rate mitigation measures where the rate impacts are significant.

We believe that the Board should consider what tools it has available, what mechanisms it has available, be they deferral accounts, variance accounts, phase-in plans, whatever suite is available to the Board in any cases where the rate impacts of adopting IFRS would be material.

MS. LEA:  And you are suggesting that that be done through a separate consultation, or do you like the mechanisms that are, for example, proposed in the Staff proposal?

MR. D'ANDREA:  Well, I like the ones that are in the Staff proposal, but I don't pretend to know all of the mechanisms that are available to the Board.

MS. LEA:  You would also accept that an individual utility might wish to propose certain mechanisms in its application, if they were suitable for its own circumstances?

MR. D'ANDREA:  Yes.  And that's what we will do once we have a better idea of the impact.

MS. LEA:  Thank you.  Thank you.  Jay Shepherd, please, for the School Energy Coalition.

MR. SHEPHERD:  I think I have six questions.

MS. LEA:  That's all?

MR. SHEPHERD:  My hand got tired.
Questions by Mr. Shepherd:


MR. SHEPHERD:  Jennifer asked my first question.  I understand -- if I understand your answer, you are assuming that regulatory assets are still available to you under IFRS.  If they're not available to you, then I take it you will agree we've got to rethink the whole thing?  We can't just take IFRS as it is?

MR. D'ANDREA:  Sorry, I am having trouble hearing you.

MR. SHEPHERD:  If regulatory assets are not available to you under IFRS -- that is not sure yet; right?

MR. D'ANDREA:  Right.

MR. SHEPHERD:  If they're not available to you, then I assume that means we have to rethink -- you have to rethink your position on this?  You are not proposing that we adopt IFRS without regulatory assets?

MR. D'ANDREA:  Well, whether you have regulatory assets, i.e., deferral or variance accounts, is the Board's decision.

So what happens is, if IFRS allows it, that is great.  I get to put it on my balance sheet, and then you will have some consistency between the financial results.  If not, then the Board still can use them.  I would propose to put them in my notes to give my users and viewers all of the information they need to assess the performance of Hydro One.

MR. SHEPHERD:  You said that IFRS doesn't just change your accounting.  It changes your business practices.  And we didn't hear a lot about that this morning with KPMG, but perhaps you could describe some of the -- what you are talking about in terms of changed business practices.

MR. D'ANDREA:  People keep thinking about IFRS as just accounting.  We are trying to manage a very capital intensive business.  So we need to think about, in terms of taking a project and trying to cost it out, how do we cost that project?  Do we cost out that project?  Do we cost it out in terms of IFRS, or Canadian GAAP or some other measure?

We have to do budgeting, for example.  Do we do budget into different bases?  One of the things, if a manager is responsible for a pool assets, for example, how do we measure his performance if it is under two different bases?

If we can get some consistency, then I think that makes the business processes a lot more easier, because one of the things you have to do with IFRS is you have to educate your business.  It is not only the finance people who are doing this.  We have to go out to the lines of business and they have to know, when they assess a project, for example -- and we heard some discussion this morning about what is a qualifying asset?  When do you add interest to the cost of an asset?

So one of the business processes we have to do with the engineers is say, when you put this asset and you are ready to go in -- or it is ready to go into construction, you have to make a conscious decision of how long it is going to take to build.  If it's going to take two months or three months to build, then under IFRS, you wouldn't capitalize interest.  If it is going to take a year, then it would.

Fortunately, a lot of our projects are long-term, but those ones that are on the cusp, wherever we land on that issue, that is a change in business processes.

MR. SHEPHERD:  Is one of the changes in business practices you're talking about how you would do a business case for a new project, for example?

MR. D'ANDREA:  Well, I mean, when you're looking at a business case, you have to look at the all-in costs.  So that's what you would do in terms of preparing a business case.  The question is how you report against that business case.

MR. SHEPHERD:  Well, no.  I'm sorry, I'm asking a different question there.

For example, training costs are currently capitalized.  You build them into a project cost in the case of big software change; right?

But, presumably, if you are not allowed to capitalize them, you wouldn't necessarily treat them as part of your project costs under IFRS; is that right?

MR. D'ANDREA:  Well, I wouldn't suggest that the accounting treatment drive it.  If there are training costs to be associated with it, and I am doing a cash flow, then my cash flow is irrelevant from that perspective.

It's what it costs to do this project.

MR. SHEPHERD:  So it is what bucket you put it in, not how much is included in the project cost?

MR. D'ANDREA:  Right.

MR. SHEPHERD:  I see, okay.

You talked about using opening book value for PP&E.  You accept that you might not be able -- might not be allowed to use that under IFRS; right?

MR. D'ANDREA:  Yes.

MR. SHEPHERD:  If that's the case, you're going to assume that fair market value is equal to rate base?

MR. D'ANDREA:  We have already gone down that path with our external auditors, and we are close to finalizing our position on that.  So we are attempting to use the fair value option that is available today.

MR. SHEPHERD:  Are you proposing that that be used by other utilities, as well?

MR. D'ANDREA:  Other utilities should be able to make the same argument, given the same regulatory environment, but I can't talk to every other utility's particulars.

MR. SHEPHERD:  The reason I ask is we heard Michel this morning talk about the problem associated with that, particularly with utilities that got a bump in 2001.

What do you do if valuators come back and say, no, your assets are worth twice what you have them on the books for?

MR. D'ANDREA:  Then you would have to assess each utility's particular circumstances.  I can't speak to those.

MR. SHEPHERD:  Okay.

MR. D'ANDREA:  We have looked at our circumstances.  We are not faced with that issue.

MR. SHEPHERD:  You said that you are going to have -- under IFRS, you are going to have different standard labour rates?

MR. D'ANDREA:  Correct.

MR. SHEPHERD:  Can you help me understand that?

MR. D'ANDREA:  When we drive out the cost of our project, we know what our standard labour rate is.  So if it takes an engineer or a polesman to climb a pole, we know what his labour dollars are, but in our standard labour rates, we have some administrative costs, for example.

So if we have administrative staff who handle our supplies, that would not be considered directly attributable.  So that standard labour rate would have to be reduced.

MR. SHEPHERD:  So you are going to reduce the indirect burden on your labour rates, but you are also presumably going to increase the employee benefits costs that are included?

MR. D'ANDREA:  I am not clear why I would increase the employee benefit costs.

MR. SHEPHERD:  Isn't that something new in IFRS, that employee benefits now have to be -- yes, they have to be included?

MR. D'ANDREA:  Well, they are included today.

MR. SHEPHERD:  You are already doing that?

MR. D'ANDREA:  Yeah.

MR. SHEPHERD:  Okay.  You said that -- maybe I misunderstood you.  You were talking about the province-wide depreciation study and proposing that it not apply to Hydro One, as I understand it; right?

MR. D'ANDREA:  Correct.

MR. SHEPHERD:  And do I understand your reason being that IFRS won't result in a big change for you in terms of how you depreciate, in terms of your total depreciation amounts?

MR. D'ANDREA:  There's two different issues with depreciation.  One is your asset componentization.  So it's where we talked about taking those big assets and putting them down.  We have a very refined and rigorous asset hierarchy.  Everybody does that for our purposes.

The issue for us is we've got group depreciation which is not acceptable under IFRS.  So we have to convert that depreciation methodology to a straight line.  Our proposal is that because our componentization is already at the level that we have and it's probably already IFRS compliant, that part of it won't be impactive for us.

It is the actual change in methodology.

MR. SHEPHERD:  So how would a province-wide study impact you negatively?

MR. D'ANDREA:  There is two issues.  One is to do the province-wide depreciation study, you have to set your components.  The components that are set under the depreciation study may not be necessarily the same components we would use.  So it's a question of materiality.

Then the second piece of it is you would have to demonstrate, no matter what the depreciation policy is, whether or not it's IFRS compliant.  So if you determine particular rates, for example, you would have to demonstrate they are IFRS compliant, and they may be.  I just don't know.

MR. SHEPHERD:  So is Hydro One proposing to do an annual update of its depreciation rates, as IFRS requires?

MR. FRASER:  I think today Hydro One does a periodic depreciation study when it rebases, but we can deal with an issue of doing a technical update more frequently without significant cost.  So there is the ability to do that.

MR. SHEPHERD:  Sorry, does that mean that you would then have to come in for cost of service every year or some sort of adjustment to get it reflected in rates?

MR. FRASER:  I think the whole issue of handling changes in cost structures that come up between rebasings would have to be dealt with, you know, generically.

MR. SHEPHERD:  Okay.  My last question is -- which I think is number 6 -- is you're proposing to adopt IFRS essentially entirely, with maybe a few exceptions like regulatory assets, but generally adopt IFRS, and then mitigate, using something similar to harmonization, to what you did in harmonization?

MR. D'ANDREA:  If harmonization would work.  We are still assessing what our options are.

MR. SHEPHERD:  Now your mitigation in harmonization was based on average rate impacts within a class, right?

MS. GREEY:  Correct.

MR. SHEPHERD:  So what you are proposing, then, is that if there is a change in accounting rules that has a rate impact, then the average rate within a class would be the mitigation test, but individual customers could have hundreds of percent impacts, and that would be okay?

MS. GREEY:  No.  Well, in -- we're saying it's not just accounting.  It is the whole business processes that we feel are -- will be changing with IFRS and will be impacted.

But what we will do is it will be the OEB threshold of the 10 percent on the average, and then if there are customers -- because it will be our fourth year of harmonization in 2011 -- if there are customers that are beyond that, that we are recommending mitigation or we will lengthen the length of harmonization for those customers.

MR. SHEPHERD:  Sorry.  I have a narrower question.  My narrower question is:  Are you proposing to mitigate on class averages, or are you proposing to mitigate customer by customer?

MS. GREEY:  On class averages, as the Board --

MR. SHEPHERD:  So in harmonization, you had some customers that had 200 percent rate increases, right?  Individual customers?

MS. GREEY:  We mitigated appropriately for the customers on an average basis.

MR. SHEPHERD:  Thanks.

MS. LEA:  Thank you.  Ian Mondrow, Industrial Gas Users Association.

MR. MONDROW:  Thank you, Jennifer.  I can't see if my light is on.  Oh, it is on.

We were told this morning that IFRS is not a stable platform of standards.  How do you think the Board should deal with this instability, given that you are planning to file an IFRS application in a matter of months?

MR. D'ANDREA:  IFRS does change and it will continue to change.  And what we're doing is preparing this -– our IFRS for submission on the basis that it will give the Board some flavour of what it actually looks like.  And we know we are not going to be right, and we know it is going to be change.  What we will propose in our rate submission is an initial -- and whatever the right term is, a transitional variance account.  So to the extent that we're too high or too low, based on whatever assumptions we made about IFRS, we would be willing to true that up.

MR. MONDROW:  I see.  When was your last distribution rate determination made by the Board?

MS. GREEY:  Our last, we actually have a pending decision for our 2009 through the third-generation IRM.

MR. MONDROW:  So you were in in 2008?

MS. GREEY:  Yes.

MR. MONDROW:  As I recall.  You were in again for 2009, which is the decision you just referred to?

MS. GREEY:  Yes.

MR. MONDROW:  And then you are coming in in July for 2010 and 2011?

MS. GREEY:  Yes.

MR. MONDROW:  And is that -- to me that seems to be a bit of a rush to get in an IFRS application.  Is it IFRS that is driving your desire to come in months from now, or is there another driver for that?

MS. GREEY:  No.  We are coming in in July, so hopefully, that we can implement new rates in January of 2010.

MR. MONDROW:  Because you are in -- 2009 is the last year of an IRM plan?

MS. GREEY:  We are only using the one year for the IRM.

MR. MONDROW:  I see.  So you are going to need new rates for 2010?

MS. GREEY:  Right.  So those -- we only have 2009 pending rates, so we need to come into '10 and '11, and to implement them in January, we feel a July application is necessary.

MR. MONDROW:  And if you did -- I am just trying to think this through.  Maybe you can help me.  If you didn't file -– if the application that you filed in July was not an IFRS application, when would you then have to come in with an IFRS application, in your understanding of the Board Staff's proposal?

MS. GREEY:  We -–

MR. MONDROW:  Let's assume you didn't file it now but you waited until the next window; when would that window be?

MS. GREEY:  We -- if we want to -– we want to come in now for '10 and '11, so we are --

MR. MONDROW:  I understand.

MS. GREEY:  Yeah, we are obligated then to use IFRS for '11.

MR. MONDROW:  You are obligated to use IFRS for '11?  Okay.

MS. GREEY:  Yes.

MR. MONDROW:  So you really , you feel, have no choice but to file IFRS now?

MS. GREEY:  Yes.

MR. MONDROW:  In July?

MS. GREEY:  Yes.

MR. MONDROW:  Okay.  Thanks.

MS. LEA:  Thank you.  Colin McLorg for Toronto Hydro.
Questions by Mr. McLorg:


MR. McLORG:  Thanks, Jennifer.  I thought Hydro One was going to mention its participation in the frequent filet program, but --

[Laughter]

MR. McLORG:  I just have one question, and that is:  Suppose that the Board did find that there was a rate impact of a certain discrete amount of dollars, and that rate impact was to be mitigated by deferring it into the future or recovering that amount over a period of N years into the future.


Are you with me so far?  Okay.  So then my question is:  What rate of return should apply to that amount that's being deferred?

MR. D'ANDREA:  What does the amount being deferred relate to?

MR. McLORG:  It's the amount that the Board decides is the unacceptable portion of the rate impact of moving to IFRS, however that might be construed.  And it is just hypothetical.  I am not saying that you will have one.


MR. D'ANDREA:  Mm-hmm.


MR. McLORG:  Okay?  But if there were one that resulted from a move to expense more overhead costs, for example, than you do right now, and there were a rate impact that arose from that as a result of those expenses now hitting the current revenue requirement instead of being capitalized, and let's suppose that that amount of money is -- pick a number, but $20 million, okay?

So the Board finds hypothetically that you have a $20 million rate impact that is attributable to the change in overhead capitalization, and it wants to mitigate that not by disallowing the cost to Hydro One, but rather by spreading out its recovery over N years in the future.

Okay, so that is the scenario that I am talking about.

And then my question is:  What rate of return should apply to that amount in the deferral account?  The same rate of return as you would have gotten if it were an asset, or another amount?

MR. D'ANDREA:  It could be.  If it's -- without having considered what that rate might be, it could be something as simple as the same rate of return you got on your property, plant and equipment.


MR. McLORG:  Yeah.


MR. D'ANDREA:  It could be a short-term rate, depending if it is a short-term item.  I don't know what it relates to, so it is hard to say.  But if you were to compensate the utility, you would have to compensate them for the time value of money, however that is defined.  And if they would have normally earned a rate of return, then potentially that is one option available.

MR. McLORG:  I am not trying to be cute in the question.  All I'm trying to say is that if it turns out that the amount in the mitigation deferral account attracts your standard weighted average cost of capital, just the same way as an investment in PP&E would, then I am wondering whether you would agree that what's happened is that the amount has been for reporting and regulatory analysis purposes has been reported in one way, but for recovery it's been reported in exactly the same way as might have occurred were it just an ordinary investment.  In other words, there is no net change.

MR. FRASER:  Colin, I think you are dealing with almost a different view than a mitigation mechanism.  To me, that is more of maybe a deferral account, almost trying to parallel the GAAP treatment, because I think the -- you have to bring in the period of recovery if you're going to –MR. McLORG:  Yeah.


MR. FRASER:  -- start going down that road.

MR. McLORG:  I think that would be the big difference, is:  Is that period of recovery different than the one that would have been implicit were it, you know, an ordinary investment in PP&E?

MR. FRASER:  I think the key thing is we're speaking in terms of mitigation.  So I mean obviously that hasn't -- that structure hasn't been put in place yet and a lot of those thoughts haven't really --

MR. McLORG:  Well, not meaning to belabour, but can I just confirm with you, I talk about mitigation as a way, first of all, to reduce the initial revenue requirement that might be needed, but after that revenue requirement is established and approved by the Board, okay, and if it's still found that mitigation of rate impact is required, then I would certainly argue that mitigation does not mean cost disallowance to the utility, but rather that the cost that's been approved be recovered over a longer period.

MS. GREEY:  Correct.  That's what we're looking at.  That's why when we put we put in our application, we will put in our proposal how we will address the changes with IFRS, capitalization overhead being the main one.

So then we will look at what, as we say -– and we haven't done that analysis, we are in the process of doing that -- what the rate impact would be.  If it is over a threshold, and assuming that the Board does approve our revenue requirement as being necessary, then we will look at rate mitigation.  And that's what we're saying.  We are looking right now at a number of proposals.  Whether we do it similar to our harmonization, whether we have some sort of deferral or variance account as we have used, or whether there is even a, you know, longer-term mechanism.  And that's what we're looking, is that -- and what Frank mentioned is that we would look for opportunities to discuss the various options.  But that is what we're looking at, rate mitigation.

So it is all part of -- yes, we are -- our goal, too, is to have minimum rate impact to the customers through this process.  We recognize there will be some, and we want to make it best for customers.

MR. McLORG:  Okay.  Well, thank you.

MS. LEA:  Thank you.  I think Bill Cowan had a question, and I also saw that John Browne had a question, so, Bill?

MR. COWAN:  Okay, thank you.  Is that --

MS. LEA:  You are good.
Questions by Mr. Cowan:


MR. COWAN:  The question relates to the particulars around the depreciation and methodology for dealing with like assets.

We've heard this morning that the notion of pooling or the notion of group assets, I guess, is not particularly well received in the IFRS environment.

We have heard, however, words like "pooling of like assets of low value", and we have heard of the notion of using vintages of assets brought in year by year.

When you made your remarks, you didn't use any of those words, like "pooling" and "vintage".  You said that since group methodology is moving on -- is not going to work, if I am quoting you correctly, you said, rather, that you would be using specific methods that were consistent with asset componentization methodology.

I wonder if you could help me to understand this a little bit more fully as to whether in fact you really are stepping away from pooling and vintaging of like assets and going almost for specific identification of things like poles, transformers, et cetera?

MR. FRASER:  I think the key thing is that our view, and I think the view shared by our read of the -- for accounting firms is that group depreciation, as it is practiced today, is no longer acceptable and can't be sustained under IFRS.

We would actually prefer to have it sustained, but there is an inability to do that.

So to meet the requirements of IFRS, what we are trying to do is determine the appropriate level of componentization that gives you a reasonable saw-off in terms of meeting the accounting requirements, but also getting -- avoiding getting into an administrative nightmare, potentially having to separately depreciate immaterial components, for example.

So the view that we've taken is that the componentization that we actually have in our records gives us the ability to come up with an IFRS-compliant item-specific straight-line depreciation.

We may be different than some utilities in having that ability because of the state of our records and because of our past practices from Ontario Hydro's time through the early days of Hydro One.

One of our concerns is that if there is an industry-wide depreciation study, that, from our perspective, would necessitate consistent componentization.  You can't require consistent depreciation rates if you've got different components that are being applied to it, because it becomes nonsensical.

So our view of it is that consistent depreciation methodology would require consistent componentization, and we already believe that we have an ideal componentization that meets IFRS requirements that also has been somewhat hard-wired into our systems and into our business practices.

MR. COWAN:  Okay.  But I am still trying to grasp what it is that the methodology is going to entail.

So, for instance, let's say that we have concrete poles of a certain height and certain configuration.

MR. FRASER:  Right.

MR. COWAN:  Let's say you have 100,000 of those poles.

MR. FRASER:  Okay.

MR. COWAN:  Are you anticipating including those in one account vintage by year, or how are you anticipating recording those in the books?

MR. FRASER:  Okay.  We already have those in separate accounts vintage by year.  For example, we would have concrete poles in one account.  We would have wood poles into another account.  They would be vintaged by year.  So we will apply an appropriate depreciation rate to each account.

We also have quantities in those vintages.  So we are able to determine the actual accounting consequences of retiring one item.  Again, that is a fairly refined level of accounting that not all utilities I think will be able to do, but that's how we are proposing to do it.

MR. COWAN:  Just to go back, that then suggests that in a particular account you will have layers, or vintages by year, where you are able to identify the number that were added to the -- that were in the pool at that point?

MR. FRASER:  Correct.

MR. COWAN:  So then the approach you are proposing here is to apply a straight-line depreciation to the balance in the account or to the vintage?

MR. FRASER:  We are still working through the mechanics.

MR. COWAN:  Okay.

MR. FRASER:  But the idea is base basically to appropriately reflect the depreciation of the remaining service life of the assets by vintage.

MR. COWAN:  Okay, thank you very much.

MR. FRASER:  You're welcome.

MS. LEA:  John Browne for the "Group of 8" ratepayer groups.
Questions by Mr. Browne:


MR. BROWNE:  Thank you.  Frank, I was just seeking a clarification on our earlier discussion.

What our group was suggesting is you only change from what you are currently doing to IFRS if it can be proven that it better meets regulatory objectives.

With that framework, if, other than administrative burden, there was no material difference in the achievement of regulatory objectives, you would adopt International Financial Reporting Standards, because it better meets regulatory objectives in that case.

I understand your position is you start with the entire package of IFRS, and then go through and identify where you should deviate from IFRS, because it better meets regulatory objectives.

Now, I appreciate that you wouldn't necessarily get the same exact result from those two approaches, but would you not expect to get very similar results, and, if not, why not?

MR. D'ANDREA:  I can't speak to the circumstances of every utility.

I believe even if you envision in one particular case that IFRS would be acceptable to the Board, and then we had an audited set of financial statements, IFRS, I don't -- in my own view, how would the Board ever regulate the entire industry if somebody is using IFRS as a base, and then using some other modified type of accounting?  So, to me, I think you need consistency.

MR. BROWNE:  I guess my point was if you take those two approaches, I guess your approach and what I initially suggested, would you not very likely end up with the same result?  I appreciate that there are problems and differences, et cetera.

I'm just saying these two approaches, would you not expect them to produce the same result, starting by saying you have to prove that IFRS is better, as opposed to starting with IFRS and changing where you say something else is better?

MR. D'ANDREA:  My suggestion was that you have to start off with IFRS on transition.  I don't believe, unless I misunderstood your proposal, that IFRS on transition was an option.

So to me, I would take your reporting framework and say, okay, let me do it for the entire suite of IFRS.  Therefore, now I have a common reporting framework.  Everyone in the province uses that common reporting framework.  It is audited.  Now I can assess future IFRS changes.

MR. BROWNE:  I'm sorry, maybe I am not being clear on it.  I was just saying I thought the two results would probably produce about the same end result.

Maybe I haven't explained that well.

MR. D'ANDREA:  I don't know that.

MR. BROWNE:  Okay.

MR. D'ANDREA:  All I'm saying is to achieve consistency and transparency, my suggestion is that we would start off with IFRS, and then adopt your accounting principles or your regulatory principles on top of that.

MS. LEA:  Thank you.  Any further questions from the floor?  Yes, Bill Harper for the Vulnerable Energy Consumers Coalition.
Questions by Mr. Harper:


MR. HARPER:  Yes.  Actually, I just wanted to follow up on something you said, Frank, about qualifying assets.  I am asking Hydro One, because they are the first utility that was up after KPMG talked about qualifying assets.

My understanding of qualifying assets, qualification is a matter of:  What's the construction period, or how much time does it take to actually get it into service?  I was interested in getting whether Hydro One had developed a view in terms of what would be the period of time involved in order to qualify -- in order to sort of -- a distribution asset to be deemed as a qualifying asset, and whether there was any usefulness in this particular area in terms of the Board itself establishing some common practice or common policy across all utilities, in terms of what should be used as a period of time under which you would have to -- the construction would have to take place before something was deemed as a qualifying asset?

MR. D'ANDREA:  Unfortunately, you have probably picked one of the most contentious issues in IFRS for utilities.  Utilities across Canada right now, generally speaking, when they open up a work order, we attract interest.

We are not used to the IFRS methodology where you have to get a qualifying asset.

Qualifying asset generally means that.  It is the period of construction, so it is not really whether it is the distribution or transmission.  It is really:  How long does it take to build this asset?

Different firms have different views, and, you know, we've seen as low as one to three months.  We've seen a year.  We're trying to land on a position.  Of course, it is a little bit longer, but we are trying to nail that down right now.

So we are looking anywhere between six months and a year, potentially.

MR. HARPER:  Maybe with that answer, you've answered my second question, as well, is whether this is an area where the Board itself should be coming involved to add some consistency across utilities or whether that's --

MR. D'ANDREA:  At the end of the day, this is one that the utility has to demonstrate to its auditors and say, Based on our business, three months is a significant period of time, or six months or 12 months, whatever it is.  But I think at the end of the day, it will be up to the individual utility.

Can some of the utilities use us or the industry as a sounding board?  I wouldn't say – I wouldn't see why not.  But we have seen varying practices across Canada, and none of them have been signed off, of course, because everyone is still in transition.

And so we are still waiting to see those decisions, so we will land there, but we don't know yet what the final amount is.

MS. LEA:  Thank you.  Other questions from the floor?  I see Ian Mondrow.  Anyone else?  Oh, Jay Shepherd.  Okay.  Ian Mondrow, IGUA?
Questions by Mr. Mondrow:


MR. MONDROW:  Thanks, Jennifer.  I wonder if I could just follow up, Frank, on that last discussion of qualifying assets.

Can you elucidate for us a bit what specific utility circumstances would make six months long-term for one utility, but not for another utility?

MR. D'ANDREA:  If your utility generally has -- you have to look at almost -- one of the guidelines is you use between six months and a year, for example.

And let's say a company has -- all their projects are around six months.  It just happens to be that way.  Then clearly, three months would not be a qualifying period.

If they're in the range between six months and a year, then whether you pick six months or nine months or 12 months largely wouldn't make a material difference.  And you would have to demonstrate there is a materiality argument there a little bit.

If it's the type of -– and I don't know, you know, other industries, but if generally your projects are all three to four months, I would suggest that that would be a significant period of time because you really don't have anything five or six or eight or nine months.  We're in sort of a mix of the distribution and transmission business, so generally our distribution projects take less time.  So we might end up expensing more interest costs there, but definitely the transmission ones that take two years sometimes or three years, we would still continue.  So it is not really an issue on the transmission side.

MR. MONDROW:  Just to follow up on the distribution side, then, is it your view or your impression that for different utilities in -- distribution utilities in Ontario, the same project will take significantly different amounts of time, depending on how the utility approaches the project, what work force they use?  I mean what would be some of the variables --

MR. D'ANDREA:  That's what I have seen across Canada right now.  So as -– and as I've said, I've seen as low as one month.  I've seen three months.  I've seen --

MR. MONDROW:  For the same sort of project?

MR. D'ANDREA:  Well, I can't tell all of the projects.  It is the positions that the utilities are putting forth.  So they're arguing on their own set of circumstances what they deem to be a significant period of time.

MR. MONDROW:  Thanks.

MS. LEA:  Thank you.  Jay Shepherd, School Energy Coalition?
Questions by Mr. Shepherd:


MR. SHEPHERD:  I am -- once more, I am in the same position as I was like I was with Ian.  I thought I understood when you made your presentation, then questions got me confused.

Do I understand that you are adopting the IFRS as a default position?  That is, assume IFRS is the right answer unless there is a good reason not to use it; is that right?

MR. D'ANDREA:  Sorry, use it for what?  For rate-setting purposes?

MR. SHEPHERD:  Yeah.

MR. D'ANDREA:  No.  What I am suggesting is we will file the pure IFRS, and then we will look at what the resulting rate impacts would be.  If the resulting rate impacts would be excessive or material, we would propose rate mitigation.

MR. SHEPHERD:  So you are saying no exceptions to IFRS?

MR. D'ANDREA:  Right, as the start -– as the start point.  Just so that we're filing –- just that whatever I am providing the Board is the same set of audited financial statements I'm doing for financial reporting.

If there is disparity between financial accounting and regulatory accounting, then that's the objective of the Board here.

So then the question becomes if the Board does something and they accept our mitigation or deferral or variance, then the question comes back to me:  What do I do from a financial reporting perspective?  Which is not really an issue here.  All we're suggesting is that the base reporting language should be IFRS.

MR. SHEPHERD:  So you agree there is -- like for example, PILs, you agree that that should be an exception still, as it was in the past?

MR. D'ANDREA:  We haven't tackled the PILs yet, right now.  So I would suggest that all -- we would do a full IFRS suite, and then I don't pretend -- I don't know what's in the minds of the Board.  If they believe that the cash basis of PILs is still the appropriate basis, then what we will do is reflect that in our financial accounting records, whether or not the IFRS allows it.

MR. SHEPHERD:  Well, you are filing in July, so presumably your rate application is pretty close to done?

MR. D'ANDREA:  Well --

MS. GREEY:  No.

MR. D'ANDREA:  No.

MS. GREEY:  No.  We honestly don't have the numbers yet.  We are still working through our business planning process.

MR. SHEPHERD:  Well, I am not asking for numbers.  What I'm trying to understand is -- take PILs as an example.  Are you filing for 2011 on the basis of the accrual basis for PILs?

MR. D'ANDREA:  No.  We have assumed -– and we haven't got that far.  So for purposes of the IFRS filing, we have assumed that PILs on a cash basis is the same as on accrual basis.

Where we have quantified and where we will present the impacts is on the property, plant and equipment side.

MR. SHEPHERD:  All right.  What about pension and employee benefits?

MR. D'ANDREA:  The same; same as taxes.

MR. SHEPHERD:  That is you're using the old method; you are not going to IFRS --

MR. D'ANDREA:  We are assuming they're one and the same.

MR. SHEPHERD:  Okay.  But you use the corridor method, right?

MR. D'ANDREA:  For?

MR. SHEPHERD:  For pension.

MR. D'ANDREA:  No.  We are on a cash basis for pension.

MR. SHEPHERD:  All right.  Thanks.

MS. LEA:  Any further questions from the floor?  Do the Board Members have any questions at this time?
Questions by Mr. Quesnelle:


MR. QUESNELLE:  It's not so much a question, but if Hydro One cares to comment on it, that's fine.  But maybe it is just a matter of getting something on the record that we would like to see in advance of the written submissions later.

And it's – and we may have another utility that may be in a situation that they'll comment to comment on it.  And it goes back to a transition issue that's been discussed, and it goes to the 2001 valuations that were done and any problems that might create in doing the -- this switchover and the ending balance and starting balances.

And I just want to have it clarified on the record somewhere that that truly is the problem that it was purported to be this morning in KPMG's presentation.

And the reason I am questioning that is my understanding was that that accounting was for tax purposes and not necessarily for the accounting that would be seen by the IFRS situation, and those valuations that were done wouldn't necessarily be the balances that you would use for the accounting purposes in the transition.

So whether you want to comment on that, or Board Staff tomorrow or Toronto Hydro or someone could comment on that.

MR. D'ANDREA:  My understanding of the issue -- and I've confirmed with out tax department that we don't face this issue -– was that it was strictly for tax purposes.  So I think the issue from -- which KPMG arose is, if there is a fair value, just even for the tax side of it, can you make the argument that fair value is equal to rate base?  And does that pose a problem when you try to apply for the IFRS 1 exemption?

MR. QUESNELLE:  Okay.  I just asked -– and thank you for that.  And I would ask others, if they have a different view, to comment on that.

Thank you.

MS. LEA:  Thank you.  Thank you very much to Hydro One for your presentation.

It is coming up to 4:30.  Mr. D'Amboise, do you wish to proceed today, or would --

MR. D'AMBOISE:  My preference would be to go first in the morning.

MS. LEA:  Is that acceptable to the Board?

MS. BARRIE:  Yes.  We want to finish tomorrow.

MS. LEA:  Well, there is some hope that we may finish tomorrow.  It is unpredictable because the length of the question periods is not known, but if that is acceptable to you, then we will adjourn this afternoon and begin tomorrow morning at 9:30 a.m. with the presentation from the Electricity Distributors Association.

Thank you all very much for your attendance today, and we look forward to a continuation tomorrow.

--- Whereupon the conference adjourned at 4:29 p.m.


















PAGE  

