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Background

In 2002, the Canadian Institute of Chartered Accountants (CICA) published a Research Report entitled, “Financial
Reporting by Rate-Regulated Enterprises” which recommended that the AcSB issue a new Section on accounting for
the effects of rate-regulation. The report suggested that the new standard should be converged with US Financial
Accounting Standards Board'’s (FASB) Statement of Financial Accounting Standards No. 71, “Accounting for the Effects
of Certain Types of Regulation” (FAS 71), with the exception of accounting for income taxes. As a result, the Accounting
Standards Board (AcSB) created a project to address:

(a) Whether and, if so, under what circumstances rate-regulation may create assets and liabilities meeting the
asset and liability definitions of Section 1000, Financial Statement Concepts;

(b) If rate-regulation creates assets and liabilities meeting the conceptual framework definitions in Section 1000,
how these items should be measured; and

(c) What sort of disclosures were needed for users to understand the financial statements of rate-regulated entities.

Since the CICA Handbook — Accounting is silent or provides limited guidance in certain specific areas, in 2003
the AcSB issued Section 1100, Generally Accepted Accounting Principles (GAAP) which gives guidance on sources to
consult when selecting accounting policies and determining appropriate disclosures when a matter is not dealt with
explicitly in the primary sources of GAAP. The AcSB granted temporary relief to entities subject to rate-regulation
from the requirement of having to apply the section to the recognition and measurement of assets and liabilities
arising from rate-regulation pending completion of the project on rate-regulated operations.

Prior to the amendments in December 2007, Sections 1100, 1600, Consolidated Financial Statements; 3061, Property,
Plant and Equipment; 3465, Income Taxes, 3475, Disposal of Long-Lived Assets and Discontinued Operation and Accounting
Guideline 19, “Disclosures by Entities Subject to Rate-Regulation” were the only Sections or Guidelines that contained
additional or different requirements for recognition, measurement and disclosure specifically relating to
rate-regulated operations.

In May 2006, the AcSB decided to discontinue the rate-regulation project since the Strategic Plan adopted in
January 2006 will result in publicly accountable enterprises moving to International Financial Reporting Standards
(IFRS) in 2011. The AcSB still decided to reconsider the following:

(a) The temporary exemption in Section 1100; and

(b) The Handbook guidance relating specifically to rate-regulated operations in Sections 1600, Consolidated Financial
Statements; 3061, Property, Plant and Equipment; 3465, Income Taxes, 3475, Disposal of Long-Lived Assets and Discontinued
Operations; and Accounting Guideline 19, “Disclosures by Entities Subject to Rate-Regulation”.

This is a publication of BDO Dunwoody LLP on developments in the area of Audit and Accounting. This material is general
in nature and should not be relied upon to replace the requirement for specific professional advice. The information in this
document is current as of March 13, 2009.



Eliminations of Exemptions for Rate-Regulated Entities

Despite the majority of respondents to its Exposure Draft taking the position that Sections 1100, 1600, 3061,
3465 and 3475 should be left as is until the changeover to IFRS, in December 2007, the AcSB removed the
Section 1100, GAAP exemption and amended Section 3465, Income Taxes to be consistent with US Financial
Accounting Standard 71. The AcSB retained the requirements pertaining to rate-regulated entities in Sections
1600, 3061 and 3475 but they will disappear for publicly accountable enterprises at the changeover to IFRS.
A summary of the specific requirements for rate-regulated enterprises that remain is included in Appendix A.

The most significant amendment relates to Section 3465, Income Taxes which removed the exemption for
rate-regulated entities from having to recognize future income taxes. As a result of the amendments, all
rate-regulated entities must recognize future income liabilities and assets as well as a regulatory asset or
liability for the amount of future income taxes expected to be included in future rates and recovered from
or returned to customers. These amounts must be presented on a gross basis in the financial statements.
The regulatory asset or liability for the future income taxes expected to be recovered or returned is shown
separately from future income tax assets and liabilities.

The AcSB was not aware of any other jurisdictions that exempted its entities subject to rate-regulation from the
requirement to recognize future income taxes. They also believed that the regulators may want to know the tax
effects of applying accounting standards when making their decisions about the period over which associated
increases in costs are recovered through rates. The AcSB also noted that its decisions just accelerated some
of the changes for rate-regulated entities that will occur in any case when publicly accountable entities fully
adopt IFRS.

The AcSB removed the exemption in Section 1100, Generally Accepted Accounting Principles that excluded
rate-regulated entities from having to apply the section to the recognition and measurement of assets and
liabilities arising from rate-regulation because the exemption was only meant to temporarily exist while
they completed the project on rate-regulated operations. Since the AcSB had discontinued the project and
had previously concluded that the GAAP conceptual framework and hierarchy should apply equally to all
entities, whether or not they are subject to rate-regulation, they removed the exemption to make the
requirement to follow the GAAP hierarchy rules in Section 1100 the same for all entities. Rate-regulated
entities will now have to follow the exact same requirements of the section as all other entities when
determining what constitutes Canadian generally accepted accounting principles. The section will not result in
not recognizing regulatory assets and liabilities, but it does give rate-regulated entities the freedom to look at
US FASB Statement of Financial Accounting Standards No. 71 for guidance when there is no specific guidance
in the Canadian Handbook.

In AcG-19, “Disclosures by Entities Subject to Rate-Regulation”, some consequential amendments were made to the
disclosures as a result of the changes in the other Handbook sections.

All the above changes are effective for years beginning on or after January 1, 2009. A sample disclosure for the
changes in accounting policies that will occur as a result of the Handbook amendments has been provided in
Appendix B.

The Future of Accounting for Rate-Regulated Enterprises

Rate-regulated entities that will have to move to IFRS in 2011 have found that IFRS is posing some unique
challenges for them:

(a) Whether they can continue to recognize assets and liabilities solely as a result of the effects of rate-
regulation under IFRS; and

(b) Complying with IFRS 1, First-time Adoption of International Financial Reporting Standards. BDO Dunwoody LLP
has issued a client publication in 2008 called “IFRS I —in a Canadian Context” on the subject.

While Canadian standards provide some additional guidance for rate-regulated operations, IFRS is currently
silent on rate-regulated operations. Nevertheless, there has been a significant amount of activity with respect
to accounting for rate-regulated operations from an international perspective in recent months. On December
18, 2008, the IASB decided to add a project to its technical agenda to undertake a comprehensive review of
the topic of rate-regulated entities. This is great news for Canadian rate-regulated enterprises! The IASB
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will look at whether, under certain circumstances, rate-regulation can result in assets or liabilities that meet
the Framework definitions. The IASB has tentatively determined the criteria to define rate-regulated activities
in the scope of this project as:

(a) “An authorized body is empowered to establish rates that bind customers; and

(b) The rate-regulation takes the form of a cost-of-service regulation. 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 specified return. The specified return could be a minimum or range and need not be a fixed or
guaranteed return.” !

The IASB has generally agreed with the preliminary conclusions of its staff that cost-of-service regulation
gives rise to items that meet the definition of an asset or a liability in IFRS framework, but they requested
further analyses such as whether the asset would be a financial or an intangible asset before they make any
final decisions.

The IASB plans to issue an Exposure Draft in the second half of 2009 on the effects of rate-regulation, with
the goal of issuing a final standard in 2011. The exposure draft should be out early enough to provide entities
with an early indication of the direction in which the IASB is heading. In the meantime, publicly accountable
rate-regulated enterprises should continue their IFRS implementation efforts, planning for the application
of IFRS as they are written today. Even with the IASB tentatively stating that they believe rate-regulation
creates an asset or liability under certain circumstances, there is no assurance that all assets and liabilities they
have recognized in the past will qualify.

Non-publicly accountable rate-regulated entities should look at the upcoming non-publicly accountable
Enterprises Exposure Draft due by the end of April 2009. This new Handbook will be based on the CICA
Handbook in effect at February 2008. It is expected that the current Handbook requirements pertaining to
rate-regulated entities will remain.

If you have any questions pertaining to accounting for rate-regulated operations, you should consult your
BDO advisor.

"' [ASB Update, February 2009
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Appendix A

Summary of Specific Requirements for Rate-Regulated Entities in the CICA Handbook

Section

Section 1600, Consolidated Financial Statements and
its replacement, Section 1601, Consolidated Financial
Statements (effective in 2011).

Section 3061, Property, Plant and Equipment.

Section 3475, Long-lived Assets and Discontinued Operations.

Accounting Guideline 19, “Disclosures by Entities Subject
to Rate-Regulation.”

Requirements / Exemptions for Rate-Regulated Entities

Allows an exemption for entities subject to rate-
regulation from having to eliminate the unrealized
intercompany gains and losses arising subsequent
to the date of acquisition on assets that remained in
the consolidated group.

Section 3061 permits the capitalization of carrying
costs directly attributable to the acquisition,
construction or development of property, plant and
equipment. In the case of rate-regulated property,
plant and equipment (which has specific criteria
to meet in order to be considered rate-regulated
property, plant and equipment), these costs can
include the regulator-approved allowance for funds
used during construction. This can result in more
items being capitalized than non-rate-regulated
entities since the regulator-approved allowance may
also include a cost-of-equity component.

Section 3475 requires the immediate recognition
of gains or losses on the sale of a long-lived asset.
Where a regulator requires a rate-regulated operation
to include such gains or losses in the determination
of future rates and there is reasonable assurance that
the gain (or loss) will serve to reduce (or be recovered
through) future rates, the rate-regulated entity does
not have to follow that requirement.

Present disclosure and presentation requirements
for entities providing services or products for which
customerrates are established, or subject to approval,
by a regulator or a governing body empowered by
statute or contract to set rates.

© BDO Dunwoody LLP 2009

Page 4 of 5



Appendix B
Example Disclosure

Below is an example disclosure for the changes in accounting policies that are required as a result of the
amendments to Sections 1100, Generally Accepted Accounting Principles and Section 3465, lncome Taxes:

Sample Note Disclosure for the Changes in Accounting Policy

I. Change in Accounting Policy

Effective for year ends beginning on or after January 1, 2009, the Canadian Institute of Chartered Accountants
(‘CICA") amended CICA Handbook Section 1100, Generally Accepted Accounting Principles, Section 3465, lncome Taxes
and Accounting Guideline 19 — Disclosures by Entities Subject to Rate-Regulation.

The revision to Section 1100 removed the temporary exemption pertaining to the application of that Section to
the recognition and measurement of assets and liabilities arising from rate-regulation. Accounting Guideline
19 amended certain disclosures as a result of the changes to the other Sections. Adoption of these amendments
did not affect the company’s results of operations and financial position.

The amendments to Section 3465 require rate-regulated enterprises to recognize future income tax liabilities
and assets, as well as, aregulatory asset or liability for the amount of future income taxes expected to be included
in future rates and recovered from or returned to future customers and to present these amounts on a gross
basis in the financial statements. Entities in this sector were previously exempted from the requirement to
recognize future income taxes. The company adopted this new accounting recommendation without the
restatement of the prior year's figures by making a cumulative catch-up adjustment of SXXXX to opening
retained earnings in the current year and applying the new accounting policy to events and transactions
occurring after the date of the change.
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