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Responses to the questions are provided as a joint submission of the Coalition of Large 
Distributors (the “CLD”). The CLD consists of Enersource Hydro Mississauga Inc., 
Horizon Utilities Corporation, Hydro Ottawa Limited, PowerStream Inc., 
Toronto Hydro-Electric System Limited, and Veridian Connections Inc. The Ontario 
Energy Board (“OEB”) regulates electricity distribution in Ontario, Canada including the 
CLD member companies. 

Any distributor of electricity in Ontario is subject to rate regulation which is described 
further in the response to question 2.  Including the effects of rate regulation in 
International Financial Reporting Standards (“IFRS”) financial statements will provide 
more relevant information as the volatility from the changes in the rate regulated assets 
and liabilities (which can fluctuate materially) would otherwise not occur. This would 
create less volatility in net income and a more accurate statement of position that reflect 
often substantial amounts that are either recoverable or payable to customers.   

If regulatory assets and liabilities were derecognized, these changes would be 
recognized through the statement of comprehensive income. The background on these 
accounts is discussed further in the response to question 4. In Canada, rating agencies 
and regulators are asking for the financial statements to include the effects of rate 
regulation in order to provide comparability amongst peers.  

Question 1 

For the types of rate regulation that you think would be useful for us to consider 
in the Discussion paper (or would not be useful to consider, if applicable), what 
types of goods or services are subject to the rate regulation being described? 

In providing this information, please also tell us: 

(a) Whether you are a rate-regulator, a financial statement preparer, auditor, 
user or other (Please specify) 

The CLD members are all financial statement preparers. 

(b) What  jurisdiction the rate regulation that you are describing is in; 

Province of Ontario, Canada. 
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(c) Whether that jurisdiction is a recent adopter of IFRS; and 

Canada has formally adopted IFRS but the Canadian Accounting Standards 
Board (“AcSB”) has granted an optional deferral that allows enterprises with rate 
regulated operations to delay the adoption of IFRS until January 1, 2015. As a 
result, the Canadian accounting landscape is made up of enterprises who have 
1) adopted IFRS, 2) remained  under Canadian Generally Accepted Accounting 
Principles (“GAAP”) under Part V of the Canadian Institute of Chartered 
Accountant Handbook, or 3) have transitioned to United States GAAP. 
 

(d) Whether the main suppliers of the rate-regulated goods and services (i.e. 
the rate-regulated entities), including your company if applicable, are 
predominantly private-sector entities, government entities or closely 
related to the rate regulator.   

All of the CLD members are electricity distribution companies that are private 
companies owned by municipal governments.  This is similar to most electricity 
distribution companies in Ontario.   

Hydro One Inc. is the largest electricity distribution and transmission company in 
Ontario and is owned by the Province of Ontario.  

There is also a major provincially-owned generation company (Ontario Power 
Generation Inc.).  As well, there are two very large rate regulated natural gas 
companies and a few other transmitters that are investor owned. 
 

 
Question 2 

What are the objectives of the rate regulation and how do they influence the 
interaction between the rate regulator, the rate-regulator entity and customers? 

In providing this information, please tell us: 

(a) What are the high-level objectives of the rate regulation (for example, to 
restrict prices or to influence the levels of supply and demand or to restrict 
or encourage competition); and 

The OEB derives its powers from the Ontario Legislature primarily under the 
Ontario Energy Board Act (“OEB Act”) and the Electricity Act, 1998. 
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The objectives that the OEB must follow in discharging its responsibilities are 
identified in Section 1 of the OEB Act, 1998. 

The OEB, in carrying out its responsibilities under this or any other Act in 
relation to electricity, shall be guided by the following objectives: 

1. To protect the interests of consumers with respect to prices and the 
adequacy, reliability and quality of electricity service. 

2. To promote economic efficiency and cost effectiveness in the generation, 
transmission, distribution, sale and demand management of electricity and to 
facilitate the maintenance of a financially viable electricity industry. 

3. To promote electricity conservation and demand management in a manner 
consistent with the policies of the Government of Ontario, including having 
regard to the consumer’s economic circumstances. 

4. To facilitate the implementation of a smart grid in Ontario. 

5. To promote the use and generation of electricity from renewable energy 
sources in a manner consistent with the policies of the Government of 
Ontario, including the timely expansion or reinforcement of transmission 
systems and distribution systems to accommodate the connection of 
renewable energy generation facilities.  

(b) How these objectives are reflected in the nature of the rate-setting 
mechanism? For example, to what extent: 
 

i. Is the rate-setting mechanism designed to give the rate-regulated 
entity a ‘fair rate of return’ (for example, a cost-plus mechanism) or is 
the focus more on reducing the cost to customers (for example, a 
price-cap or other incentive-based mechanism); 

The OEB is focused both on providing a fair rate of return to the utility and 
reducing the cost to the rate-payers. 

The OEB’s regulatory framework functions on a four year cycle, with a 
single rebasing year based on Cost of Service (“COS”) followed by three 
years determined under an Incentive Rate Mechanism (“IRM”).   
 
COS rates are set on a forecast cost of service basis to recover prudently 
incurred costs plus the approved return. In general, there is no true-up of 
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rates to reflect forecast to actual variances (unless those variances are 
specifically identified in advance to be tracked in OEB-approved regulatory 
accounts).  
 
Under the three years of IRM, such rates are still based on the previously 
approved COS rate application adjusted for a price cap mechanism. The 
COS rates are mechanically adjusted based on OEB-approved factors to 
reflect certain inflation assumptions and productivity expectations. Also, an 
IRM includes approved criteria available to determine if adjustments 
should be made for unexpected circumstances. Examples of adjustments 
include, large unforeseen losses outside the company’s management 
control (termed “Z factors”), new capital investment needs that arise during 
the incentive regulation plan term which are incremental to a materiality 
threshold determined by the OEB’s methodology, (using an “incremental 
capital module” or “ICM”), and excessive over or under earnings (an “off 
ramp”). This in effect keeps incentive rates substantively based on the 
original COS basis. 
 
This rate setting model applies to the operations of the distribution utility 
only.  In addition, local distribution utilities in Ontario are required to bill 
customers not only for the approved rates of their operations but also for 
generation and transmission costs that are  passed on to distribution 
customers. Distribution utilities are only allowed to recover from customers 
the actual costs of generation and transmission incurred.  The distribution 
utilities are required to keep regulatory accounts to track the difference 
between the forecast costs charged to the customers and the actual costs 
incurred and record the difference in the regulatory account.  Distribution 
utilities are then required to bring forth the balances in the regulatory 
accounts for review and approval by the OEB prior to crediting or debiting 
the customers’ account.      

 
In 2012, the OEB changed the length of the IRM term and has extended it 
such that the COS year is now followed by four years of IRM, commencing 
with applications filed for electricity distribution rates effective May 1, 2014. 
Furthermore, an additional rate setting model (“Custom Incentive 
Regulation”) is being proposed to allow utilities with substantial capital 
investment requirements additional flexibility in having their rates set. 
While the mechanics, which have yet to be finalized, may differ from those 
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currently in effect, it is not expected that the principles governing utility 
regulation, providing timely cost recovery, the fair return standard, and the 
maintenance of operational efficiency for the customer will be negatively 
affected. 

ii. Are there incentives to meet targets that are not directly related to 
the cost –rate relationship (for example, efficiency, service levels, 
infrastructure  investment, increased supply capacity or reliability, 
use of alternative resources or reduction in customer demand or 
usage); 

The CLD members have to report, and the OEB routinely tracks a number 
of reliability metrics as follows: 

• System Average Interruption Duration Index - is an indicator of 
system reliability that expresses the length of interruptions that 
customers experience in a year on average  

• System Average Interruption Frequency Index - is an indicator of 
the average number of sustained interruptions each customer 
experiences. 

• Customer Average Interruption Duration Index - is an indicator of the 
speed at which power is restored. All planned and unplanned 
sustained interruptions should be used to calculate this index. 

CLD members also track service metrics (i.e. customer response time, 
connection time, telephone accessibility, etc.), and the savings related to 
implementation of Conservation Demand Management (“CDM”) initiatives.  
There are currently no direct incentives to meeting safety or reliability 
targets other than the prudent management of the distributor. 

Financial incentives are offered for exceeding CDM targets. 

Further, under incentive regulation, the allowed rate of change in the price 
of electricity distribution rates (i.e. price cap) is generally restricted by the 
growth in an inflation factor, minus (1) a productivity offset and (2) a 
stretch factor. A lower stretch factor therefore allows a utility to raise its 
rates at an amount closer to the rate of inflation. Top performers, based on 
a cost benchmarking system developed by the OEB, are rewarded with a 
lower stretch factor (relative to middle and bottom performers).  
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iii. Does the rate regulation fix the price per unit or does it provide some 
flexibility for the entity to set prices (for example, through price 
ranges or caps, based on either unit prices or total revenue or total 
profitability); and 

Specific rates are approved by the OEB for each customer rate class. 
These rates in aggregate are designed to recover the utility’s approved 
revenue requirement, including the approved return. The utility has no 
flexibility in pricing. Every amount billed to a customer through a rate must 
be based on rates specifically approved by the OEB. 
 

iv. Are there other aspects of the rate-setting mechanism that reflect 
any specific objectives not envisaged above? 

No 

 

Question 3 

What sort of rights or obligations does the regulation create? 

In providing this information, please consider: 

a) Whether the rate-regulated entity has an exclusive right to operate in the 
market; 

The Local Distribution Company (“LDC”) does not have an exclusive right to 
operate in a specific geographic location, but for all intents and purpose, operates 
as a natural monopoly with immaterial risk of another entity being granted a 
license to serve the same service area as the OEB has historically only issued a 
single license for any given geographic area. The OEB licence gives the local 
distribution company rights and obligations to provide distribution services 
(including connection) to the customers in the areas covered by the licence.  The 
licence may be amended with approval by the OEB to adjust the service area or 
customer base, in relation to those of other licensed distributors.  The LDC has 
specified customers and has an obligation to serve its customers within the terms 
of its licence in a geographic area. 

b) If the entity’s right to operate in the market is established by licence: 

Under provincial legislation, OEB-approved licences are required for certain 
entities that are involved in transmission, distribution, generation, purchase or 
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sale of electricity, among others, and such licences are effective for a specified 
time period and can be routinely renewed. 
 

i. Is there a cost to acquire the licence; and 

There is a cost to acquire the license, $1,000 for a new license and $200 
for each renewal. A licensee must also pay an annual registration fee for 
every year of its license of $800. 

Each licensee must comply with the all relevant Codes and Regulations, 
specifically, the OEB’s Distribution System Code, Affiliate Relationships 
Code, Retail Settlement Code, Standard Supply Service Code and CDM 
Code. 

ii. Can the licence be revoked, renewed or transferred; 

The license can be renewed upon expiry and amended at any time.  A 
license can be revoked with cause or cancelled upon application. It can be 
transferred, amended or suspended by the OEB, and the OEB can cause 
the licensed entity to surrender its business, under the OEB’s  
‘emergency’ power to issue an interim licence if it considers this necessary 
to ensure the reliable supply of electricity to consumers.  

 
c) How competition is excluded or encouraged; 

For the electricity distribution sector, competition is excluded by the OEB 
by issuing only a single license for any given geographic area.  In addition, 
natural barriers of entry exist, particularly significant capital infrastructure 
investments.  

For the electricity transmission sector, there is currently an initiative to 
introduce greater competition in the construction of major transmission 
capital projects. This effort is being administered by the OEB, which has 
the authority to pre-approve such projects for future inclusion in rate base. 
Under the OEB’s transmission contestability rules, a transmission 
customer may elect to construct a connection facility that is dedicated to 
serving that customer and then transfer those facilities to the transmitter 
once constructed. Transmitters are prohibited from constructing new 
customer-owned transmission connection facilities. A distribution customer 
may construct, and transfer a facility to the distributor once constructed, 
under some circumstances. 
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Ontario’s existing electricity system was designed to facilitate transition to 
an open wholesale market for electricity supply. This transition began in 
2002. However, significant adverse rate impacts and price volatility 
combined with other issues led to changes in government policy such that 
a truly open market was not created and an open, competitive market for 
supply of electricity does not currently exist.  
 

d) How the rights and obligations are expressed, for example, as a cap on the 
rate of return, as the right to recover entity-specific costs, as a right to 
recover an allowed level of costs (Whether or not incurred by the entity), or 
as a right to recover specific types of costs without limit if and when 
incurred; and 

Electricity distributors have the right to charge OEB-approved rates designed to 
recover its forecast costs and regulated rate of return. The electricity distributor 
can earn above or below its regulated rate of return as the rate of return is not 
guaranteed.  However, the OEB has the right to trigger a new COS proceeding in 
cases where this rate of return is significantly exceeded or eroded.  Similarly, 
utilities have the right to request an early rebasing should their actual rate of 
return fall significantly below the regulated rate.  

There are special circumstances that allow a utility to apply to the OEB to recover 
costs related to extraordinary events outside of the utility’s control – such as a 
major storm; this is referred to as the Z-factor adjustment.  There is also the ICM 
that is available for utilities with substantial capital investment needs that exceed 
the price cap allowed during IRM years.  These costs are still subject to a 
prudency review by the OEB.   

As mentioned previously, the OEB also requires electricity distributors to bill 
customers for all components of the electricity bill and collect revenues for 
electricity supply and transmission on behalf of those entities.  However, 
electricity distributors are only allowed to recover the actual costs of electricity 
supply and transmission, and must track the variance between the forecast costs 
for electricity supply and transmission versus the actual costs incurred in deferral 
and variance accounts.    
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e) Whether the entity can chose to stop providing the goods and services that 
are subject to rate regulation and, if so: 
 

i. How is this achieved; and 

All OEB regulated utilities have a legal obligation to serve customers as 
stipulated in their licences, including the provision of transmission and 
distribution services, connections, and the default supply of electricity as a 
local distribution company. Expansion of service to new customers such 
as large and small distributed generators may be limited by system 
technical capability. All OEB regulated utilities have an obligation under 
their distribution licences to connect customers in their service areas and 
that lie along their distribution lines.  
 

ii. What are the consequences for the entity? 

The consequences include potential revocation or suspension of licence, 
administrative penalties, personal consequences for management and 
Board of Directors, etc.  

Question 4 

For the rights and obligations identified in response to Question 3, how does the 
rate-regulated entity enforce its rights, or how does the rate regulator enforce the 
settlement of the rate-regulated entity’s obligations? 

In providing this information, please tell us: 

a) Does the rate regulation provide for retrospective recovery or reversal of 
under – or over-recoveries of allowable costs?  If so, how is this achieved, 
for example through cash payments or asset transfers to or from parties 
outside the rate-regulated entity (such as individual customers or groups 
of customers, the rate regulator or government); 

In general, retroactive rate making is not applied, as the accepted regulatory 
model is one of forecast rate setting. 
Under specific circumstances, the OEB approves deferral and variance accounts 
to deal with uncertainty, including circumstances that are difficult to forecast and 
that may be beyond the control of the regulated utility. The use of these accounts 
protects the interests of both the ratepayers and the utility. The use of variance 
and deferral accounts is approved in advance of any costs being allocated. 
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A variance account is used to track underestimates or overestimates of specific 
pre-approved costs or revenues; these are later disposed of through higher or 
lower rates established by the OEB in the future. 

A deferral account is used to track a specific cost incurred by a utility with respect 
to a project or circumstance until a future date. The costs incurred are subject to 
a prudence review by the OEB before the utility can recover these from the 
ratepayer. 

The OEB must authorize each variance and deferral account to provide for 
specific under/over recovery and these accounts are utility specific. 

However, as mentioned above most revenues and expenses are generally not 
subject to retrospective recovery or reversal of under or over recoveries. 

b) Are the rights and obligations separable from the business; and  

The right to recover deferral and variance account balances that were previously 
approved and prudently incurred is not specifically dependent on the electricity 
distributor’s ability to carry out or operate its distribution business.  However, the 
rights and obligations are not separable from the on-going business over the 
same time period in which they were or are being exercised. If a regulated utility 
ceased business operations, it would have its rights and obligations to 
collect/refund regulatory balances even if no future distribution activity occurred 
given that these amounts are linked to historic periods. 

In fact, even if a electricity distributor were to cease being a distributor or if it was 
deemed to be unable to operate its distribution system, the OEB under Section 
59 (1) of the OEB Act has jurisdiction to appoint and require another person to 
operate the distribution system on an interim basis to ensure a reliable supply of 
electricity to consumers. Such operator of the system would be responsible for 
and required to continue charging the rates and charges established in the then-
current Final rate Order.  Accordingly, such interim operator would continue to 
recover or disburse amounts through rates that are attributable to deferral and 
variance account balances that the OEB has approved for clearing.     

c) What happens to the rights or obligations when the entity ceases to 
provide the rate-regulated goods or services? 

 
As noted in 4a, if the OEB determines a reliable supply of electricity to 
consumers is required, the OEB has jurisdiction to require or appoint another 
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entity to operate the electricity distribution business and therefore continue to 
provide the rate regulated service.   
 
It is unclear how the OEB would dispose of such account balances upon the 
permanent cessation of operations by a regulated utility in a case where there is 
no successor service provider. The CLD and Hydro One have no knowledge of 
this issue ever being tested in Ontario.  

 
A scenario of electricity distribution services no longer being provided (i.e. 
technological obsolescence) would occur only over an extended period.  An 
electricity distributor would make applications to the OEB to ensure full 
recovery/refund of the rights and obligations in the deferral and variance 
accounts while the rate regulated services were provided. 
 
 

Question 5 

How does the rate regulation ensure the recovery or reversal or under- or over-
recoveries of allowable costs (i.e. variance amounts) (if applicable)?  Are these 
mechanisms effective in recovering or reversing those amounts within the 
targeted time frame? 

In providing the information, please tell us: 

a) What is the mechanism for tracking the recovery or reversal of such 
variance amounts; 

In establishing deferral and variance accounts, the OEB provides guidance on 
the timing and nature of expenses that are authorized to be tracked and has 
established an Accounting Procedures Handbook for Electricity Distributors 
(“APH”) which includes additional guidelines on financial and regulatory 
accounting procedures and requirements to aid in developing the necessary 
accounting records for regulatory purposes.     

Account balances are tracked in the general ledger where they are subject to 
external and OEB audit. The recovery or refund of variance or deferral accounts 
is generally established by the OEB based on forecast usage by customers over 
a future period to arrive at a rate per unit (a rate rider). The variance and deferral 
account balances are reduced over the authorized period, with a separate 
variance account which tracks any over- or under- collection. 
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b) How does the rate-setting mechanism adjust for unexpected changes in 

demand for the rate-regulated goods and services; 

Distribution rates are set on a prospective rate year.  Generally, distributors are 
at risk for unexpected changes in demand for energy during the rate year.  
However, in exceptional circumstances, a distributor can apply for a Z-factor 
application to address material unforeseen or unexpected changes in demand.  

Regarding deferral and variance accounts, if the demand for the rate-regulated 
goods and services is not as forecasted the ending variance is recorded in a 
separate variance account and subsequently collected through a different rate 
rider.  For example, if the balance in the variance account is $10 million to be 
collected and, due to a decline in demand, only $9 million is actually collected, 
the $1 million is recorded in a separate variance account and a new rate rider is 
established for this variance.  

c) Has there been a recent trend whereby the balances of the variance 
amounts have been increasing? If so: 

There is no recent trend in either direction (either recovery or refund). The 
balances in the variance accounts fluctuate depending on the accuracy of the 
forecast versus the actual incurred costs as well as the length of time between 
clearances.  However, a number of new deferral and variance accounts have 
been introduced in recent years to address the government required introduction 
of new technologies such as smart meters and smart grid infrastructure.  

i. Is this caused by an increase or a decrease in the demand of the 
rate-regulated goods or service; 

Balances in deferral and variance accounts are typically only marginally 
affected by the demand for rate regulated goods.  To a larger extent, they 
are affected by prices or by an extended passage of time before an 
account is cleared. 

ii. Has the trend resulted in a net debit position (i.e. under-recovery of 
costs) or a net credit position (i.e. over-recovery of costs); and 

As noted above these variance accounts fluctuate in both the net debit 
and net credit position. 
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iii. What are the main components of the variance amounts (i.e. what are 
the main categories of cost or income variances)? 

The OEB’s APH lists a number of deferral and variance accounts that are 
available for use by Ontario distributors.  In addition, LDC’s are able to 
apply for deferral or variance accounts specific to their own utility. 

The main types of deferral and variance accounts are Retail Settlement 
Variance Accounts (“RSVA”), and other regulatory variance and deferral 
accounts. 

The RSVA accounts capture variances in “pass-through” costs.  These 
include the cost of power, transmission costs, and wholesale market 
service costs.  LDC’s pay these costs to providers of energy, transmission 
and market services monthly, and are authorized to collect the costs from 
LDC customers through OEB approved rates.  Variances between costs 
incurred and amounts recovered from customers (due to price volume and 
billing determinant variances) are recorded in these accounts. 

Other regulatory variance and deferral accounts include accounts to 
capture variances and/or deferrals of capital costs (i.e. smart meter 
implementation cost), taxes, government initiatives (i.e. special purpose 
charge for CDM activities), market transition costs, or extraordinary 
events. Further, there are also regulatory variance and deferral accounts 
for accounting policy differences between recognition under local GAAP 
and that used for regulatory purposes (i.e. post-employment benefits and 
deferred income taxes). 

 

 

 


