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May 25, 2009
Ontario Energy Board

2300 Yonge Street

Suite 2700

Toronto, Ontario

M4P 1E4

Attention:  
Ms. Kirsten Walli, Board Secretary

Re:
EB-2008-0408 – Union’s Submission on Transition to 
International Financial Reporting Standards (“IFRS”)
Dear Ms. Walli:

The following is Union Gas Limited’s (“Union”) submission on the Ontario Energy Board (“OEB”) staff’s document “IFRS Consultation: List of Issues – Proposal for Discussion” as well as responses to presentations made during the May 4 – May 5, 2009 stakeholder conference on transition to IFRS.  

BACKGROUND
Canadian publicly accountable enterprises are required to adopt IFRS, for statutory financial reporting purposes, effective January 1, 2011 including 2010 comparative figures.  

Board staff led a consultative process with the assistance of KPMG, and the participation of various utilities and other stakeholders to identify changes to regulatory filing requirements and rate setting methodologies resulting from the conversion from Canadian Generally Accepted Accounting Principles (“CGAAP”) to IFRS.

SUMMARY
In this submission, Union is proposing that the Board adopt a policy as soon as practical that:

· Confirms the use of IFRS as the default accounting standard for rate making in the same manner that CGAAP is now;

· Identifies any necessary modifications to IFRS applicable to all utilities;

· Confirms that where further modifications to IFRS are required, the Board will review and approve modifications on a utility specific basis, balancing the impact on ratepayers and the company; and

· Identifies the Board’s expectations on the timing and filing requirements for utility-specific applications related to the conversion to IFRS.

Most gas distributors are currently under an incentive regulation mechanism (“IRM”).  Board Staff proposes that gas distributors under an IRM will incorporate any impacts of converting to IFRS as part of their rebasing proceeding.  However, it is Union’s intent to file a rate application with the Board that would seek approval of the implications of converting to IFRS, including the impacts of  the proposed modifications to IFRS on rates, prior to rebasing in 2013.
RESPONSE TO STAFF’S PROPOSAL
A. Scope 
Union agrees with Board Staff that the scope of the Board’s changes to filing and reporting requirements and rate setting methodologies as a result of this consultation should be limited to utilities required to adopt IFRS for financial accounting and reporting purposes. Union also agrees that potential impacts on the utility’s risk profile as a result of the adoption of IFRS are beyond the scope of this consultation.  An assessment of risk will require more detailed information than is currently available.  If necessary, the impact on utility risk can be addressed in utility specific rate applications when more information is available. 
B. Principles 
Union submits that although the methodologies currently used by the Board to set rates are not always the same as those used for statutory financial reporting purposes, the current filing and reporting requirements and rate setting methodologies are sufficiently aligned with CGAAP. Adjustments from CGAAP for the purposes of regulatory accounting are limited. Consistent with the current approach, and with the ultimate elimination of CGAPP, Union believes that regulatory accounting should be aligned as much as possible with IFRS. One common set of financial information provides the greatest clarity and understanding for users of financial statements and will minimize the ongoing administrative costs associated with regulatory filings and reporting. 

Impact on Rates

Union recognizes that the initial adoption of IFRS for rate setting could impact rates. Consistent with changes in accounting practices in the past, it is Union’s view that the Board should allow recovery of these impacts from ratepayers.  Union recognizes, however, that rate impacts may need to be managed and phased in over a period of time if the rate impacts are significant.   

Union also recognizes that using IFRS after the initial adoption may result in an impact to rates.  For example, under IFRS, accounting standards may not allow the recognition of deferral accounts, requiring regulatory assets and liabilities to be recorded against income as incurred. Union expects the Board will continue to allow recovery of regulatory assets and liabilities in rates. A rate setting mechanism may be necessary to adjust the timing of this recovery to balance the impact on ratepayers and the company. 

Rate impacts will vary from utility to utility. Solutions to manage the rate impacts will need to be specific to each utility and developed through individual utility applications.  These solutions should be designed to phase in the rate impacts over time, if necessary.  At the end of the phase in period IFRS will be adopted for rate making. 
Modified IFRS

There may be situations where the best regulatory accounting solution requires a modification by the Board to the IFRS accounting standard rather than a phased in approach. This will require the development and maintenance of a regulatory accounting handbook since the current CICA handbook will be replaced by IFRS.  Modifications requiring separate regulatory accounting standards should be limited to minimize the cost to administer.

C. Major Points Of Departure Between Existing Regulatory
     Accounting And Rate Making AND Ifrs 
2. Regulatory Assets and Liabilities
2.1  Union supports the position to continue to use deferral and variance accounts for rate making whether or not deferral accounts are recognized as assets and liabilities under IFRS.
In addition to deferral and variance accounts that are supported by specific accounting orders issued by the Board, Union has other regulatory assets and liabilities recorded in its current financial records.  Regulatory assets are created by the expectation that costs incurred in the current period will be approved for recovery from customers in future rates.  An example of a regulatory asset is the amount of the expected recovery of future income taxes in rates.  Regulatory liabilities are created by the expectation that future rates will be reduced due to cost reductions or revenues realized in the current period.  An example of a regulatory liability is the amount of asset removal cost recovered in rates where costs have not yet been incurred. 
Union expects that these types of costs will continue to be recovered in future periods and is proposing that the Board confirm this expectation as part of its policy on the conversion to IFRS. 
3. Property, Plant and Equipment (“PP&E”)
3.1  Union supports the use of historical cost as the basis for setting opening rate base values.  For statutory financial reporting purposes, Union intends to use the same carrying values as its opening PP&E balance under IFRS either by meeting the criteria to apply the proposed IAS 1 exemption or by supporting the position that the carrying value in rate base is equal to fair value.  If successful, there will be no opening balance difference between the records for statutory reporting and regulatory reporting. 
3.2  Union supports the use of historical cost as the basis for regulatory reporting of PP&E.  

3.3  Union supports the adherence to IFRS capitalization requirements after adoption of IFRS.  Union expects the IFRS capitalization policy to result in a lower gross plant additions, and related depreciation expense, offset by an increase in operating expenses.  
Union currently recovers the revenue requirement associated with capital additions in rates.  The revenue requirement includes the depreciation expense, the financing costs and a return on the investment over the life of the asset and related income taxes.

As the costs incurred will be the same under IFRS as they were under CGAAP, Union’s position is that rates would continue to recover these costs.  The major difference between the two methodologies is the amount that is capitalized and amortized over a number of periods versus the amount that is included in the current period expense.  

Union has not estimated the impact specifically related to adopting IFRS for the capitalization of costs. The impact of the change in capitalization under IFRS on Union’s ratepayers and the company, however, should be considered in conjunction with all IFRS impacts and be addressed in a utility specific rate application that identifies the impact and proposes the rate making treatment.  If there is a temporary deferral to phase in recovery of these costs, the regulatory asset should continue to be included in rate base consistent with the existing PP&E asset treatment. 

3.4
Borrowing costs:  Union supports the position that borrowing costs used for rate making purposes be compliant with IFRS.  The impact of this change is not expected to be significantly different from the current method prescribed by the Board. 


Customer contributions:  Union supports the position that for regulatory reporting and rate making purposes customer contributions will be treated as deferred revenue and included as an offset to rate base and amortized into income over the life of the asset to which it relates.  There should be no impact on rates. 


Asset reclassifications:  Union supports the proposal to include in rate base intangible assets reclassified from PP&E.  Further, Union supports the proposal to include the related amortization expense as depreciation expense for the purpose of determining the revenue requirement. This reclassification preserves the continuity of rate base. 
Asset retirement obligations:  Union currently recovers asset removal costs in rates; an estimate of legal and non-legal asset removal costs is included in the approved depreciation base and related rates.  These costs are recorded as part of the depreciation expense.  

On the balance sheet, the legal asset removal costs are classified as asset retirement obligations in accordance with CGAAP.  The non-legal asset removal costs, recovered from customers, are classified as a regulatory liability because in the event that Union does not incur the estimated level of asset removal costs, future depreciation rates will be reduced. 

Under IFRS, charges for asset removal costs that are not related to either legal or constructive obligations will not be recorded as expenses in the same period that they are recovered from customers.  The impact will be a reduction in depreciation expense; the regulatory liability will no longer be recorded under IFRS.

Union’s position is that rates should continue to recover all asset removal costs as part of the depreciation expense.  The liability created by the expense will continue to be reflected in rate base. This will be a difference between regulatory and statutory reporting.

Gains and losses on disposition of assets:   Union agrees that gains and losses for rate setting purposes should continue to be captured in accumulated depreciation for future recovery from rate payers.  

Union is proposing to maintain the use of group depreciation for rate making to continue to capture gains and losses in accumulated depreciation. This will be a difference between regulatory and statutory reporting.

Treatment of asset impairment:  Union supports the position to reclassify an IFRS impairment loss to PP&E.  The loss can then be separately identified and reflected in rates. 
4. Depreciation 
4.1  Union does not support the need for a joint depreciation study for gas distribution utilities.  

Union is proposing to continue to maintain the current group asset depreciation methodology for rate setting purposes.   Charges for depreciation will continue to recognize the salvage value, the cost of removal and the gains and losses within the group.  

Adjustments to the depreciation rates for rate making will continue to be made in conjunction with a utility-specific depreciation study filed as part of the ratemaking process. 

5. Other Issues 

5.1 
Inventory valuation:   Union proposes to follow IFRS to value gas inventory for both rate setting and statutory reporting.  Gas inventory will be valued at the lower of cost and net realizable value.  The impact will be to include purchased gas cost variances in inventory until the gas is sold.  Purchased gas cost variances will be recorded at the point of sale rather than the point of purchase.   Union does not expect this to have any material impact on rates.
Future income taxes payable:  Union agrees that gas utilities should maintain the existing practice of including an estimate for current income taxes in rates. Future income taxes would be deferred for recovery until the point that they become current. 

Pensions and employee future benefit costs:  This is an area where the current ratemaking treatment varies between utilities; Union is currently in compliance with CGAAP and recovers pension and employee future benefit costs on an accrual basis including the amortization of actuarial losses. 
On transition to IFRS, unamortized actuarial losses will be written off.  Union proposes that the Board establish a new regulatory asset to identify these costs and to approve the recovery of them in future rates. To the extent that the rate impact associated with the write-off of unamortized actuarial losses is large, mechanisms to mitigate rate impacts may be required to balance the impact on ratepayers and the company.  

D. External Uncertainties 

6. Decisions of Accounting Standard-Setting Bodies 

6.1    Union agrees that the Board will need to establish appropriate policies and practices for filing and reporting requirements and rate setting methodologies without the benefit of the final decision for the International Accounting Standards Board (“IASB”) on the issues of deemed cost at transition or the accounting treatment of regulatory assets and liabilities.
It is reasonable to assume that there will always be some differences between the methodologies currently used by the Board to set rates and those used for statutory financial reporting purposes such that the Board will be required to maintain a process for identifying and documenting the differences.  In the event the decisions from the IASB align with the regulatory process the impact will be a reduction in the number of differences.  
E. Impacts
7. Rate Impacts
7.1    Union does not agree with Board Staff’s proposal that gas distributors under an IRM file results under both the current regulatory framework, and on the basis of modified IFRS, for the years 2010 and beyond.  Further, Board Staff proposes that gas distributors must present financial information using both the current regulatory framework, and modified IFRS in their rebasing proceeding. Under Union’s current IFRS implementation work plan, Union will not be able to report under current regulatory accounting beyond 2010.  
Accordingly, Union proposes to use actual results from 2010, prepared under both CGAAP and IFRS, to identify the financial differences and any resulting revenue requirement impacts that arise from the adoption of IFRS requirements.  Union will file this information including proposed modifications to IFRS and resulting rate proposals to address any impacts in a rate application in the second quarter 2011 for the Board’s approval. The utility-specific modifications to IFRS for rate making as a result of the Board’s decision in that application would be incorporated into the regulatory reporting at a high level in 2011 and into rates, business processes, systems and regulatory reporting in 2012.

8. Utility and Company Impact 

8.1    Union agrees with Board Staff that prudently incurred costs directly related to the transition to IFRS should be recovered from ratepayers. These costs are material and result from a requirement outside of management’s control.   Options for recovery include: inclusion of implementation costs in a test year forecast, a rate adjustment under an incentive regulation mechanism (Z factor) and/or through a deferral account for future recovery of actual cost.  Union requested Z factor treatment for IFRS costs as part of its 2009 rate application (EB-2008-0220). The Board denied Union’s request on the primarily on the basis that Union had not justified its forecast of its IFRS implementation costs. Subsequent to the Board’s EB-2008-0220 decision, Union applied for a deferral account to capture IFRS implementation costs.  
Further, Union believes that utilities that prudently started the process prior to 2009 and incurred costs in 2008 should not be penalized, relative to those utilities that waited until 2009, by imposing a January 1, 2009 cut off date.  The costs incurred should be recoverable from the date of the beginning of the IFRS conversion work. 

8.2     Incremental ongoing (i.e. post transition) administrative costs directly related to the compliance with IFRS should be recovered from ratepayers on the same basis. 
F. Filing and Reporting Requirements 

To ensure that the required information is available after the conversion to IFRS, utilities need to know what the filing requirements will be as soon as practical.  For statutory financial reporting, only 2010 will be reported using both CGAAP and IFRS.  Beginning in 2011, Union will maintain and report using only IFRS-based financial statements.  If the Board requires Union to maintain records following the current methodologies (i.e. modified CGAAP) for rate setting beyond 2010, this will result in incremental unplanned recordkeeping and associated costs.
As indicated above, Union proposes to use the 2010 information to identify the rate impacts resulting from the transition to IFRS and establish any required utility-specific modifications to IFRS.  This will reduce the effort required to maintain records using the current methodology for a number of additional years and will avoid the complexity of dealing with forecast information as part of a rebasing filing at the same time the impacts of IFRS are being examined. 

The utility-specific modifications to IFRS approved by the Board will be the basis for the information filed and reported to the regulator, for periods ending after the decision is received (expected to during 2011). Once these modifications are incorporated into the utility’s regulatory reporting process, reports based on the current methodologies will not be available. 

Union is proposing that the financial information for 2013 rebasing be filed using modified IFRS only, as existing CGAAP information will not be available beyond 2011.

If you have any questions concerning Union’s submission, please contact me at

(519) 436-5275.
Yours truly,

Mark Kitchen
Director, Regulatory Affairs
cc:   M. Penny (Torys)
P. O. Box 2001, 50 Keil Drive North, Chatham, ON, N7M 5M1  www.uniongas.com
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