
 Scotia Capital Inc. 
 Global Fixed Income  
 Scotia Plaza, 68

th
 Floor 

 40 King Street West 
 Toronto, Ontario M5H 1H1 
 
 

 Tel: (416) 945-4982 
  

 

Attention: Mr. Hans Hoogervorst 
Chair, International Accounting Standards Board 
30 Cannon Street 
London, EC4M 6XH 
 
Via electronic submission at: go.ifrs.org/comment 

 
 
Dear Mr. Hoogevorst, 
 
Re: Discussion Paper DP/2014/2 Reporting the Effects of Rate Regulation 
 
 
I was a participant in the IASB Roundtable videoconference discussion from Toronto, Canada last 
December 12, and I was very grateful for the opportunity to express my views in a constructive and open 
forum.  
 
I am a credit analyst, now Director of Corporate Bond Research for the Canadian investment grade 
corporate bond market at Scotiabank. I previously worked at Standard & Poor’s in New York and 
Toronto. I have conducted credit research on regulated utilities in Canada for 25 years.     
 
My team analyzes and publishes credit research on many rate-regulated entities. We find great value in 
what we believe is the clear and comprehensive disclosure under rate-regulated accounting. I am very 
pleased that the IASB is studying how best to report the effects of rate regulation in financial reporting. I 
understand the difficulty in establishing broadly acceptable standards, and I applaud the IASB for 
undertaking this task.  
 
During the roundtable discussion, I expressed my misgivings with some of the alternatives presented, 
compared to what Canadian investors have been accustomed to. One of my misgivings was that I 
thought Canadian regulatory assets should quite satisfactorily meet an accounting definition of assets. 
This is because, in Canada, ultimate collection of regulatory assets is almost always assured, subject to 
prudency review. I could not think of a case where a regulatory has disallowed collection of a regulatory 
asset. This high certainty of collection or disposition is an important element of Canadian investor 
support for recognition of these regulatory deferral accounts as assets and liabilities.  
 
However, the fact that the Canadian investment community is, I believe, overwhelmingly supportive of 
rate-regulated accounting does not reflect complacency on the part of the profession that all regulatory 
assets will be recovered in full, even though full recovery is typical in Canada.  
 
Rather, it reflects a desire to have the audited financial statements of regulated utilities reflect the 
economic substance of the regulated utility business’s revenues, expenses, and cash flows, and to 
clearly and appropriately convey to the reader of the F/S the revenues, expenses, and cash flows in 
each accounting period. I believe that rate-regulated accounting accomplishes this vital objective of 
financial reporting. Respectfully, I also must say that I believe that the various alternatives presented by 
the IASB in its discussion paper, at least in the case of Canadian regulation, do not accomplish this. 
 
In addition to my comments at the roundtable discussion, I offer the following example of why I feel 
strongly that recognition of regulatory assets (and of course, regulatory liabilities) on the balance sheet, 
why recognition of the recovery or disposition of regulatory assets in revenues and expenses should 
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match customer billing, and why the cash flow statement is complementary to the statement of earnings, 
and an essential part of the financial statements in detailing the underlying economic reality that the 
financial statements ought to reflect as accurately as possible.   
 
Consider this example from the province of Alberta in the fall of 2000. Electricity prices spiked, due to a 
range of factors, primarily (but not exclusively) an extraordinary series of events in Western U.S. power 
markets, which are connected to, and thus influence, the Alberta market.  
 
The provincial government passed legislation capping the amount per kilowatt hour that could collected 
by utilities for the electricity commodity from consumers receiving the regulated rate. The full cost of 
procuring electricity, normally passed through to consumers in the period, was not all collected in the 
period. Rather, the regulator authorized deferral accounts, allowing collection over a two-year period.  
 
These costs were quite material.  
 
Under rate-regulated accounting, the uncollected electricity costs were classified as an asset, not an 
expense, in the accounting period the collection cap was applied. Reported earnings did not reflect an 
extraordinary loss. The cash flow statement showed the amount of under-collection in the period. The 
balance sheet showed the regulatory asset. And more explanatory detail was available in the Notes to 
the Financial Statements.  
 
Subsequent periods showed the amounts in the deferral account being collected, with matching amounts 
reflected in both revenues and expenses. Again, these subsequent accounting periods would show no 
unusually large profits from these extra revenues. The cash flow statement showed the extra cash 
inflows. The deferral account asset on the balance sheet was drawn down. 
 
Throughout all this, the income statement reflected what customer bills were showing. This allowed 
“matching” between what investors were seeing in the financial statements and what customers were 
experiencing. Since what customers were experiencing was reflected in media headlines and debate and 
legislation passed by elected politicians, it also allowed “matching” between what investors were seeing 
in the financial statements and what was showing up in media headlines.  
 
This disclosure allowed investors and debt rating agencies to track, in the financial statements, the 
political, legislative, billing and regulatory reality. I believe it was important that the financial statements 
reflected amounts billed to customers, since customer billing drove the political debate and subsequent 
legislative and regulatory actions. Respectfully, I don’t believe the alternative disclosures offered in the 
September 2014 discussion paper achieve this objective as well.  
 
In particular, it was very important for investors and the debt rating agencies to observe that amounts 
that were deferred were in fact collected in full. Rate regulated accounting accomplishes this very well, 
from the Canadian investor’s perspective.  
 
Beyond the fullness and completeness of disclosure, and the ease of use of financial statements to 
users, a more important issue for Canadian utilities is the cost of capital.  
 
As of now, some utilities in Canada have adopted IFRS. In those cases, management provides 
disclosure of on the effects of rate regulation in the MD&A. This is certainly better than nothing. And to 
date, users are comfortable with this.  
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I’m not certain, however, that we can infer from this that MD&A disclosure of the economic substance of 
regulatory decisions is a model for optimal, or even satisfactory disclosure. It could be that management 
of these companies still enjoy the glow in the investor community of a long reputation for transparency.  
So their cost of debt and equity capital hasn’t risen as a result of the move to IFRS.  
 
We don’t know if this benign outcome would be the same for all companies, at all times well into the 
future.  
 
As well, such MD&A disclosure may not be uniform, hindering comparability across companies.  
I think it would be optimal to have recognition and disclosure of regulatory assets and liabilities in the 
financial statements. In the long run, this will enhance transparency and comparability, and in the long 
run, transparency and comparability play a big role in determining a firm’s cost of capital.  
 
In the utility sector, the cost of capital isn’t just of concern for the shareholders and debt investors. It’s a 
concern for the regulators and utility customers as well. This is because, under Canadian cost-of-service 
regulation (and even under performance based regulation implemented to date), the cost of capital is 
allowed to be recovered and must be recovered in rates. Customers must pay the cost of capital. If the 
cost of capital goes up, rates must go up. And it’s the regulators’ job to protect customers from 
unnecessary rate increases.  
 
I appreciate the opportunity to convey my views to the IASB and I thank you for your patience in 
considering them.  
 
I would be happy to continue this discussion. Please contact me directly should you have any questions 
or wish to discuss this further, or should another opportunity such as the December roundtable arise.  
 
 
Yours sincerely, 
 
 
 
 
Stephen Dafoe 
Director, Corporate Bond Research 
Tel: (416) 945-4982 
stephen.dafoe@scotiabank.com 
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