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May 30, 2013  

 

Mr. Hans Hoogervorst  

Chairman, International Accounting Standards Board  

30 Cannon Street  

London EC4M6XH  

United Kingdom  

 

 

Re: Request for Information on Rate-regulated Activities March 2013  

 

 

Dear Mr. Hoogervorst:  

 

The Canadian Electricity Association (“CEA”) is the national forum and authoritative voice of electricity in 

Canada. CEA members represent approximately 90 percent of all generation, transmission, distribution 

and marketing of electricity in Canada, as well as leading manufacturers and suppliers to the industry.  

CEA appreciates the opportunity to provide comments on the Request for Information March 2013 

regarding rate-regulation. CEA’s Finance and Accounting Committee, which includes more than 25 

representatives from some of the largest member organizations, have reviewed the Request for 

Information.  

 

The CEA is encouraged that the International Accounting Standards Board (“IASB”) has reactivated its 

Rate-regulated Activities (“RRA”) research project. The CEA continues to believe that the IASB should 

give priority to the clarification of the accounting rules for RRA. The lack of clear guidance under the 

International Financial Reporting Standards (“IFRS”) with respect to RRA has resulted in divergence in 

practice in Canada. The uncertainty around RRA during Canada’s transition to IFRS directly resulted in 

the vast majority of Canadian entities with qualifying RRA deferring their adoption of IFRS. 

Subsequently, a significant portion of Canadian entities with RRA decided to adopt United States 

Generally Accepted Accounting Principles (“US GAAP”) as opposed to IFRS. They have suggested that 

existing IFRSs fail to consistently provide a faithful presentation of the financial position and 

performance of the Canadian utility industry. Of the utilities that adopted IFRS in 2011, some had similar 
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facts and circumstances, but reached very different conclusions with respect to the continued 

recognition of assets and liabilities arising from the effects of rate regulation. As a result, the ability of 

key stakeholders such as investors and regulators, to evaluate and compare financial results of 

companies that are subject to rate regulation is impaired. These stakeholders will likely incur additional 

effort and costs as a result of this diversity in practice. As more countries join the IFRS community, it is 

imperative that the IASB addresses this divergence in practice if it wants to support the production of 

globally accepted financial reporting standards. 

 

CEA’s responses to matters on which specific comments are requested are included in the attached 

Appendix 1. Should you have any questions or require any additional information about our comments, 

please contact Richard McCabe, Chair of the Accounting & Finance Committee. Mr. McCabe may be 

contacted as follows:  

 

Email: Richard.McCabe@Altalink.ca  

Telephone: 403-267-4407 

Altalink  

2611 - 3rd Avenue S. E.  

Calgary, Alberta T2A 7W7 

Canada  

 

 

 

Sincerely,  

 

 

 

Francis Bradley 

Vice-President, Policy Development, Canadian Electricity Association 

   

mailto:Richard.McCabe@Altalink.ca
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Question 1 – The regulated industry and why it should be considered 

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 statements preparer, auditor, user or other 

(please specify);  

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

(c) whether that jurisdiction is a recent adopter of IFRS; and  

(d) whether the main suppliers of the rate-regulated goods or services (ie the rate-regulated 

entities), including your company if applicable, are predominantly private-sector entities, 

government entities or closely related to the rate regulator. 

Response: 

(a) The Canadian Electricity Association’s (“CEA”) members are all financial statement preparers. 

CEA is the national forum and authoritative voice of electricity in Canada. For greater clarity and 

to provide some context for the following discussion, a brief example of how regulation 

functions in Canada has been prepared. An individual utility, whether a generation, distribution, 

transmission or retail utility, files a tariff or rate application with its independent rate regulator 

that includes a detailed revenue requirement. This tariff or rate application is reviewed by the 

regulator and other interested parties, such as intervener groups representing customers. The 

regulator issues a decision approving a revenue requirement for each utility which the utility 

then collects through the approved rates either from the Independent System Operator (“ISO”) 

for generation or transmission utilities, or each individual customer or retailers for distribution 

or retail utilities. 

 

(b) CEA has members operating within each province and territory in Canada. Generally, each utility 

is regulated in their respective province or territory by an independent, quasi-judicial agency 

that is granted its powers through various pieces of provincial and federal legislation. Through 

their decisions, statutes and related regulations, the regulators have a very significant impact on 

our tariffs, rates, construction, operations and financing. 

 

(c) Canadian Publicly Accountable Enterprises adopted International Financial Reporting Standards 

(“IFRS”) beginning January 1, 2011, with a transition date of January 1, 2010. However, optional 

deferrals were granted allowing enterprises that have rate regulated operations to delay the 

adoption of IFRS until January 1, 2015.  Those enterprises that qualify for the deferral could 

retain Canadian Generally Accepted Accounting Principles (“GAAP”) as per Part V of the 

Handbook of the Canadian Institute of Chartered Accountants.   In addition, certain temporary 

exemptions were also granted to utilities by provincial securities commissions, which allowed 
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certain utilities to report under United States GAAP, instead of IFRS, until no later than January 

1, 2015.  The lack of recognition of regulatory assets and liabilities under IFRS was a significant 

issue reflected in the majority of applications to securities regulators for these exemptions.   

 

As a result of these exemptions, significant divergence in practice has resulted. There are now at 

least four different forms of accounting methodologies employed in Canada by rate- regulated 

utilities: IFRS, Canadian GAAP, United States GAAP, and in limited circumstances, IFRS amended 

by government regulations to explicitly require the recognition of regulatory assets and 

liabilities. Further, for those entities that have adopted IFRS, there is disparity in practice as to 

how regulatory assets and liabilities are recognized. 

 

(d) CEA members fall into two general categories within Canada. Many of our members are 

government-owned utilities, while others are investor-owned utilities. The latter are most 

prevalent in provinces that have gone through significant deregulation of the electrical industry.  

 

In both circumstances, explicit rules are in place to ensure the regulated utility remains 

independent and at an arm’s length from the rate regulator and the ISO.   
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Question 2 – The objectives of the rate regulation 

What are the objectives of the rate regulation and how do they influence the interaction between the 

rate regulator, the rate-regulated 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 

(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); 

(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);  

(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 

(iv) are there other aspects of the rate-setting mechanism that reflect any specific objectives 

not envisaged above? 

Response: 

(a) In summary, the high level objective of rate regulation in Canada is to balance the fair return 

earned by a utility with reasonable rates charged to customers based upon prudently incurred 

costs. In addition, regulators attempt to ensure that customers of varying types pay their fair 

share of the costs incurred. Governing legislation typically mandates that the regulator must 

approve tariffs or rates that are just, reasonable, and not unduly preferential, arbitrary or 

unjustly discriminatory.  In the event that the regulator was to issue a tariff or rate that was 

contrary to these principles, its decision could be challenged by a motion to the regulator to 

vary the decision or in a court.  

 

(b) See responses to each point below: 

(i) In Canada, certain regulators review and approve tariff or rate applications based on a cost-

of-service regulatory model under a test year basis. Under this model, the regulator 

provides the utilities with a reasonable opportunity to a) earn a fair return on equity and (b) 

recover forecasted costs, including operating expenses, depreciation, borrowing costs and 

income taxes associated with the regulated business.  
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The regulator may consider whether it would be appropriate to establish a regulatory 

deferral or variance account in order to ensure the above objectives are met without having 

to retroactively adjust rates. A deferral or variance account may be created if the following 

criteria are met: where a timing difference arises between incurrence of costs and cash 

collection, a deferral or variance account is established to capture prudent expenditures 

which for various reasons cannot be reasonably forecasted. This can also apply to items for 

which the regulator decides that the economic benefits associated with incurring these 

costs should be realized by the company at a future point in time. Deferral or variance 

assets are created when recoverable costs incurred exceed the revenue from an approved 

tariff or rate received for the period. In this case, the deferral or variance account is a 

receivable for the company, which will be recovered in the future. In addition, when 

revenue received from an approved tariff or rate exceeds recoverable costs incurred for the 

period, a liability is created. Historically, the treatment of such accounts, and the 

expectation for the future, is that the utility will be entitled or obligated to collect from or 

refund to customers these costs or revenues.  

 

In some cases, in order to meet its legislated objective to protect the interests of consumers 

with respect to prices, the regulator may determine that customer bill impacts must be 

mitigated, typically by deferring (rather than denying) the recovery of certain costs.   

 

There are also circumstances in Canada, where a utility operates under an incentive-based 

form of regulation. Typically, the rates set under incentive-based regulation are determined 

based on costs-of-service plus a reasonable return.  For subsequent periods, the rates are 

modified using a formula-based approach that establishes rates that the utility can charge 

its customer.  Periodically, the utility submits a cost estimate to reset the rate based on 

costs.  This is commonly known as “rebasing.”    

 

This form of rate regulation is typically designed for stable utilities where significant 

variability in operation is not expected in the short-term. The overall high level objectives of 

rate regulation as described above still apply to a utility operating under an incentive-based 

mechanism for rate setting. The regulator typically continues to approve deferral or variance 

accounts for certain costs incurred by the utility or revenues collected due to the inherent 

risk associated with the utility’s operation. It is CEA’s view that these explicitly approved 

variance and deferral accounts under incentive base mechanism share the same 

characteristics as variance and deferral accounts included in a cost-of-service rate setting 

mechanism. 

 

(ii) In general, the rate regulator may provide specific incentives for certain utilities. All utilities 

in Canada must ensure the costs they incur are prudent and in the best interest of 

ratepayers due to the risk of disallowance if the cost is determined to be imprudent. Other 

utilities as discussed above have incentive-based rate setting mechanisms built into their 

rates to encourage operational efficiencies over a longer period of time. 
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(iii) Generally, the price that can be charged by a utility to the ISO or a customer is set by the 

regulator. This price cannot vary throughout the term covered by the regulator’s decision 

unless a revised decision is issued. For distribution utilities, the rate charged to a specific 

class of customers may be either a fixed or variable rate determined by the regulator. 

However, in this case the variability is dependent upon demand and not on the costs of the 

utility.  Amounts recorded in deferral and variance accounts are typically recovered through 

a rate per kilowatt hour surcharge on the base rate.   

 

To the extent that the fixed price rates do not properly recover the utility’s costs (over- or 

under- recovery) and a deferral or variance account mechanism is approved, the utility 

expects to recover or refund these amounts in the future. Tariff or rate adjustments arising 

from deferral, reserve and variance accounts relate to services already rendered in a past 

period and their settlement is not contingent on providing future services.  

 

(iv) The regulator commonly permits the recovery of specific costs that cannot be forecasted. 

However, deferral accounts also arise because the regulator decides to account for a 

transaction in a different way than prescribed under IFRS.  

 

In some cases, the regulator may issue a decision which prescribes the differences between 

regulatory and IFRS accounting and how the utility should report these differences to the 

regulator. As a result, certain deferral accounts may be created and recognized by the utility 

for these accounting policy differences.  A common example is a deferral for gains and 

losses recognized upon disposal of assets. Whereas IFRS requires that these amounts be 

recognized immediately in the year the asset is disposed of, a regulator often defers these 

amounts into rate base and settles the difference over the life of the assets. This difference 

exists as the presumption is that depreciation rates are set in advance by the regulator to 

ensure all assets are depreciated over their appropriate useful life. This creates a timing 

difference between the incurrence of the cost and the receipt of cash.   

 

In other cases, some regulatory assets and liabilities are established based on the manner in 

which the items have been included in the revenue requirement and in rates based on prior 

rate proceedings.  These regulatory balances are typically recorded based on the manner in 

which the utilities are regulated, not through authorized variance and deferral accounts.  

For example, regulators often require companies to recover income taxes on a cash basis. 

Under IFRS, companies are required to record a deferred income tax asset or liability for 

temporary differences.  Regulatory balances are recorded to reflect the future recoveries or 

refunds to ratepayers.  These regulatory balances are reversed when their rate impacts are 

realized (e.g. when the temporary difference reverses).   
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Question 3 – The rights and obligations established by the rate regulation 

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;  

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

(i) is there a cost to acquire the licence; and  

(ii) can the licence be revoked, renewed or transferred; 

(c) how competition is excluded or encouraged; 

(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 

(e) whether the entity can choose to stop providing the goods or services that are subject to rate 

regulation and, if so: 

(i) how is this achieved; and  

(ii) what are the consequences for the entity? 

Response: 

(a) In general, utilities tend to operate within pre-determined geographical service territories as 

approved by the rate regulator. In some circumstances, an explicit franchise agreement exists 

that restricts other entities from providing services within a certain area. Competition in the 

utilities market is inherently low due to a number of barriers to entry. In addition to the high 

infrastructure costs, the utility cannot simply finance the assets without adhering to the debt 

and equity structure approved by the regulator. Furthermore, there are numerous regulatory 

approvals that a potential entrant needs to obtain to be able to provide services and construct 

assets. Finally, expertise in financing and operating utility assets is required.  

 

(b) Please refer to our response in 3(a) above.  Licences are generally required. There are costs 

associated with the acquisition of licences, but they could be independent of the regulation 

which establishes regulated prices.  

Licences can be revoked, as they are dependent on several criteria including the utility meeting 

technical and safety standards. Licences can also be renewed, and transferred, subject to a 

regulator’s approval. 

(c) Please refer to our response in 3(a) above. Any entity wishing to compete within a utility’s 

service territory (assuming franchise agreements or other licences do not exist) would need 

approval by the regulator to operate and construct such facilities. As a result, barriers to entry 

are typically the high cost of building the assets, and the acquisition of sufficient expertise to 
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build, own, operate and maintain safely and reliably the assets at a reasonable cost. Historically, 

the risk of new competition entering a utility’s geographic service territory has been low. 

 

(d) As established in legislation and case law, all utilities in Canada have a right to the opportunity 

to recover prudently incurred costs of providing service, including a fair return on rate base.  

 

The regulator typically approves a revenue requirement based on forecast cost estimates during 

the test period rather than approving specific costs to be included in the revenue requirement.  

Unless deferral or variance accounts are also approved, the utility could be at risk if actual costs 

differ from those costs approved and reflected in approved rates.  Amounts recorded in deferral 

and variance accounts are subject to a prudence review.     

 

(e) If a utility chooses to cease providing regulated services within Canada, it may first need to 

obtain approval from the regulator. The business’s net assets would then be approved for sale 

by the rate regulator to a qualifying purchaser. Generally, at no time would the provision of 

services cease. Note that for many utilities in Canada where the entity is government owned it is 

unlikely that the entity could simply choose to cease the provision of services. 

 

An example of a sale exists in Alberta, Canada, when AltaLink acquired transmission assets from 

TransAlta in 2002. In this transaction, AltaLink acquired the associated regulatory assets and 

regulatory liabilities at the same time. This transaction was reviewed and approved by the 

Alberta Utilities Commission (“AUC”) prior to the sale being finalized.  
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Question 4 – The enforcement of rights and obligations 

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 other asset transfers to or from parties outside the rate-regulated entity (such as individual 

customers or groups of customers, the rate regulator or the government);  

(b) are the rights and obligations separable from the business; and  

(c) what happens to the rights or obligations when the entity ceases to provide the rate-

regulated goods or services? 

Response: 

(a) Retrospective rate making is not permitted. In certain situations where there is significant 

uncertainty regarding whether certain costs would be incurred or if the amounts cannot be 

reasonably forecasted, the regulator approves predetermined deferral or variance accounts 

including a methodology for how each deferral or variance is calculated. If the utility were to 

under- or over- recover amounts in its revenue requirement, and a deferral or variance account 

has been approved, then an amount to be collected or refunded has to be approved by the 

regulator. The amounts that are approved for deferral or variance account treatment are just as 

much subject to recovery as are dollars otherwise reflected in rates. For instance, the regulator 

would not determine an artificially higher standard to support the recovery of property, plant 

and equipment from customers than it would for the recovery of a deferral and variance 

account as both are grounded in the principle that the costs incurred are prudent.   

 

An arbitrary disallowance of recovery by the regulator, not validly based on a prudence 

disallowance, could be legally challenged. There are few examples of this type of challenge in 

Canada, since the practice of our regulators has been to honour their legal obligations regarding 

recovery of prudent costs.   

 

(b) Yes, in Alberta, Canada the AUC has ruled previously that a deferral account of FortisAlberta, 

which is a regulated electricity distribution utility in Alberta, was permitted to be sold. By 2007, 

balances in the Alberta Electric System Operator Charges Deferral Account of FortisAlberta had 

grown to be significant.  To preserve and enhance its credit metrics, FortisAlberta applied to the 

AUC to be able to factor or sell its deferral account collection entitlement to a bank.  In 

approving that course of action (Decision 2007-049), the regulator was asked to confirm that a 

deferral account represents “property of the utility owner”, and the regulator did so, 

recognizing expressly that the balance in a deferral account that the utility is entitled to recover 
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from customers is a “transferable asset” of the utility.  The regulator gave permission for the 

asset to be sold.  

 

Further, a company in another jurisdiction has established the ability to collect/obligation to 

refund amounts in the authorized regulatory accounts even if it ceases operations.  This is 

because balances in the regulatory accounts are calculated based on past operations.  Hence, 

rights and obligations established in regulatory accounts are separable from future operations.  

 

(c) As discussed in the response to Question 3(e), the rights and obligations do not cease to exist 

when an entity exits the business of providing rate-regulated services. Examples have been 

provided where rights and obligations have been transferred to a different entity through a 

purchase transaction. This includes deferral accounts previously approved by a regulator.   

 

Further, it has been determined that, in some cases, the regulator has the obligation to establish 

a rate or payment amount that would allow the entity to recover or disburse prudent amounts 

recorded in deferral or variance accounts if operations cease.   
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Question 5 – The recovery or reversal of cost and income variances 

How does the rate regulation ensure the recovery or reversal of under- or over-recoveries of 

allowable costs (ie variance amounts) (if applicable)? Are these mechanisms effective in recovering or 

reversing those amounts within the targeted time frame? 

In providing this information, please tell us: 

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

(b) how does the rate-setting mechanism adjust for unexpected changes in demand for the rate-

regulated goods or services; 

(c) has there been a recent trend whereby the balances of the variance amounts have been 

increasing? If so: 

(i) is this caused by an increase or a decrease in the demand of the rate-regulated goods or 

services;  

(ii) has the trend resulted in a net debit position (ie under-recovery of costs) or a net credit 

position (ie over-recovery of costs); and  

(iii) what are the main components of the variance amounts (ie what are the main categories 

of cost or income variances)? 

Response: 

(a) Generally, in each rate application, the utility applies for certain deferral and variance accounts 

to be specifically authorized for the period covered by the application. The utility also provides 

details of changes in each deferral and variance account, including any funding previously 

received, any subsequent costs incurred in the period and the closing balance. The recovery or 

refund of these accounts occurs through amortization or a draw-down based on approved 

recovery/refund methods.  Typically, these draw-downs are measured based on amortization 

period or production. 

 

In addition, the utility includes a forecast of what it expects to happen within the deferral and 

variance account during the period covered by its application. Further, the utility often files a 

separate deferral and variance account application which reconciles and provides support for 

any changes in each deferral and variance account.  

Some deferral and variance accounts are long-term in nature and naturally unwind over the life 

of the assets, whereas other deferral and variance accounts are short term in nature.   

For example, some regulators permit the collection of cash in advance to finance the eventual 

retirement and salvage of assets in service. Each year the regulator provides the utility with a 

specific amount of cash which is deferred into this account, and actual expenses incurred are 

recorded against the regulatory liability as incurred. This liability is expected to continue for the 

foreseeable future as the utility obtains additional funding from the regulator and incurs salvage 

costs over the life of its assets. With regard to shorter term deferral accounts, a common 
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deferral account exists for costs incurred by the utility and interveners to participate in various 

hearings with its regulator. In this circumstance, it is difficult to forecast the costs to be incurred 

in a specific proceeding. As a result, the regulator approves the utility to defer costs incurred in 

the current period and request funding of these costs from the regulator in a future period. The 

costs permitted to be recovered are explicitly defined by the regulator and only prudent costs 

are deferred. This account is commonly settled in a short period of time and can be in either an 

asset or liability position, depending upon the timing of costs and receipt of cash. 

 

(b) Generally, transmission utilities are not exposed to unexpected changes in demand. Distribution 

utilities may have some exposure to changes in demand to the extent their customers have a 

variable rate for services provided. This risk would commonly be minimized through the 

forecasting process which would take into consideration numerous scenarios of expected 

demand.   Generation companies are generally exposed to changes in demand from those 

forecasted.  The impact of prolonged demand changes is factored into subsequent applications.   

 

As noted earlier, if significant uncertainty exists with regard to certain costs, a deferral account 

may be approved by the regulator, provided that the deferral account is adequately supported 

in the application. Deferral accounts record any variances between forecast and actual costs 

incurred or revenues received. To the extent the deferral account is permitted to account for 

changes in demand, and these changes are refunded or collected from rate payers, then these 

differences are included.    

 

(c) Trends in deferral and variance account balances can occur in different jurisdictions depending 

upon the plan of the regulator in that jurisdiction. Generally, amounts in deferral and variance 

account balances build up over a period of time and are collected as approved. Among the CEA 

members, at the end of 2012, there was more than $17 billion of deferral and variance accounts 

in a debit position and more than $2 billion of deferral and variance accounts in a credit 

position. 

 

As discussed previously, there are several types of regulatory accounts.  Deferral and variance 

accounts are generally approved in advance and are provided to ensure the utility does not over 

or under collect amounts for costs that are difficult to forecast.  Regulatory accounts could also 

be set up due to accounting policy differences between regulatory accounting and IFRS.  

In addition, these deferrals can be either short or long-term in nature.  

 


