Resolution Accepting White Paper on International Accounting

WHEREAS, Since from at least 2002, the Financial Accounting Standards Board (FASB) and
the International Accounting Standards Board (IASB) have had a public commitment to making
their existing financial reporting standards as fully compatible as soon as practicable; and

WHEREAS, Two-thirds of U.S. investors own securities issued by foreign companies that
report their financial information using International Financial Reporting Standards (IFRS); and

WHEREAS, On November 14, 2008, the Securities and Exchange Commission (SEC) issued
for comment a Roadmap it proposes using when reaching a decision in 2011 as to whether to
mandate the use of international accounting and reporting standards for all U.S. companies
beginning in 2014; and

WHEREAS, There are a number of important differences between current U.S. generally
accepted accounting principles (GAAP) and international accounting and reporting standards;
and

WHEREAS, A survey of members of the Institute of Certified Public Accountants (AICPA)
indicated that most think that a three to five year period will be required to prepare for the
transition from GAAP to IFRS; and

WHEREAS, The Staff Subcommittees on Accounting and Finance and International Relations
have prepared a white paper on International Accounting that provides background on the
possible transition to IFRS and identifies a number of issues that regulators may have to consider
should the SEC mandate the use of IFRS for U.S. companies; now, therefore be it

RESOLVED, That the Board of Directors of the National Association of Regulatory Utility
Commissioners (NARUC), convened at its 2009 Winter Committee Meetings in Washington,

D.C., commends the staff for their work on this white paper, and directs that it be available from
NARUC’s Washington office as an official NARUC document.

Sponsored by the Committee on International Relations
Adopted by the NARUC Board of Directors February 18, 2009
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Introduction and Background

This report is intended to provide an overview of the topic of International Accounting as
it relates to the regulation of public utilities' in the United States of America. The issue of
whether publicly traded companies in the United States, including public utilities, should move
from the mandated use of U.S. generally accepted accounting principles (GAAP) to international
financial reporting standards (IFRS) is currently under consideration by the Securities and
Exchange Commission (SEC). This report is intended to assist regulators, public utilities, and
policy makers in identifying and understanding the issues surrounding the current discussion of a
possible move to International Accounting. Once these issues are identified, regulators and
others should be better able to weigh into the debate on the matter, if it is deemed appropriate to
do so.

This report is intended to be a high-level summary of the International Accounting issues,
rather than a detailed treatise on the topic. The NARUC Staff Subcommittees on Accounting
and Finance and International Relations who have authored this paper will continue to monitor
and study the issues identified in this report and provide appropriate follow-up as is seen to be
necessary and appropriate. In addition to any follow-up written reports, the two Subcommittees
intend to actively engage the utility industry in further discussions regarding the topic of
International Accounting. We anticipate that this may be an on-going topic of discussion for the
next several years.

What is International Accounting?

International Accounting is the general term used in this report to describe the mandatory
accounting pronouncements issued by the International Accounting Standards Board (IASB).
The pronouncements consist of International Financial Reporting Standards, International
Accounting Standards, and Interpretations of both the Reporting Standards and the Accounting
Standards. Together, these standards and interpretations are intended to form

a single set of high quality, understandable and enforceable global accounting
standards that require high quality, transparent and comparable information in
financial statements and other financial reporting to help participants in the
various capital markets of the world and other users of the information to make
economic decisions.”

More specifically, the International Financial Reporting Standards are applied to the
general purpose financial statements of all profit-oriented entities. They establish the protocol
regarding the “recognition, measurement, presentation, and disclosure requirements dealing with
transactions and events that are important in general purpose financial statements.” In other

! For purposes of this report, the utility industry includes the telecommunications industry as well as energy, water,
wastewater, and any similar entities. We note this to avoid the legal debate as to whether telecommunications firms
are legally defined in all jurisdictions as public utilities.
2 JASC Foundation Education, A Guide through International Financial Reporting Standards (IFRSs) 2008,
gInternational Accounting Standards Committee Foundation), p.8.

Ibid.



words, they establish the rules for how financial transactions are recorded in the books of for-
profit entities and the requirements for how those transactions are reported in publicly issued
financial statements. These protocols are the equivalent of (although different in form) the rules
and standards established by the Financial Accounting Standards Board (FASB) and the SEC in
the United States.

The United States has adopted the standards generally referred to as GAAP. These are
the general set of accounting and reporting rules that are established by FASB and the SEC.
Other countries have adopted their own set of accounting and reporting standards specifically as
applicable to entities subject to each individual country’s jurisdiction or oversight. The
international standards, however, are currently mandated or allowed to be used in more than 100
countries around the world, including all of Europe. Thus, they have a broad reach and are
quickly becoming a common reporting standard worldwide.

The International Financial Reporting Standards are based on an overall generally
defined framework which facilitates the consistent and logical formulation of IFRSs. The
framework deals with*:

a. the objective of financial statements;

b. the qualitative characteristics that determine the wusefulness of
information in financial statements;

c. the definition, recognition and measurement of the elements from which

financial statements are constructed; and

d. concepts of capital and capital maintenance.

In discussing the objective of financial statements based on International Accounting, the
framework is concerned with general purpose financial statements and the fact that many users
rely on such financial statements as their major source of financial information. Hence, it is
important that the financial statements be prepared and presented from the standpoint of their
needs. Financial statements should also show the results of the stewardship of management, or
the accountability of management for the resources entrusted to it.’

The four principal qualitative characteristics of International Accounting are:
understandability, relevance, reliability, and comparability. However, other items that are
considered within each of these major categories include materiality, faithful representation,
substance over form, neutrality, prudence, completeness, timeliness, the balance between benefit
and cost, the balance between qualitative characteristics, and true and fair presentations.

The financial effects of transactions and other events are grouped into broad classes
according to their economic characteristics. These are then presented on the financial
statements. These broad classes are referred to in the International Accounting framework as
elements. These broad elements consist of assets, liabilities, equity, income, and expenses.

The last major matter addressed by the International Accounting framework relates to the
concepts of capital and capital maintenance. Capital may be viewed two ways. Under a

*Ibid, p.18.
> Ibid, p.20.



financial concept of capital, such as invested money or invested purchasing power, capital is
synonymous with the net assets or equity of the entity.® Under a physical concept of capital,
such as operating capability, capital is regarded as the productive capacity of the entity based on,
for example, units of output per day.” Which view of capital dominates in the financial reporting
should be based on the primary needs of the users of the financial statements. For example, the
financial view would prevail if the primary concern of the users is with the maintenance of
nominal invested capital or the purchasing power of invested capital. Alternatively, the physical
concept of capital would dominate if the users are more concerned with the operating (physical
productive) capability of the entity. The accounting model used in preparing the financial
statements will depend on which capital maintenance concept is selected.

Some have indicated that the International Financial Reporting Standards are intended to
be a more principles-based set of standards rather than the rules-based approach of U.S. GAAP.®
One clear explanation of the difference between principles-based and rules-based accounting is
found in the following analogy:

Consider, for example, the difference between telling your child to be home at a

reasonable hour (principles based) and telling her to be home at 11 p.m. and then

providi})lg for the 15 contingencies that might justify a different time (rules
based).

There are, however, also some more substantive, conceptual differences between
international and U.S. accounting. These will be described in a later section of this report.

What have the FASB and the SEC been Doing Regarding International
Accounting?

Since at least 2002, the FASB and the IASB have had a public commitment to make their
existing financial reporting standards as fully compatible as soon as practicable. Specifically, the
two boards entered into a Memorandum of Understanding (“The Norwalk Agreement”) in
September 2002 that committed the necessary resources to:

a. Undertake a short-term project aimed at removing a variety of individual
differences between U.S. GAAP and IFRS;

b. Remove other differences between IFRS and U.S. GAAP that remain at
January 1, 2005, through coordination of their future work programs;

c. Continue progress on the joint projects that they are currently undertaking,
and

d. Encourage their respective interpretive bodies to coordinate their
activities.

® Ibid, p.37.

7 .
Ibid.
¥ Lawrence M. Gill, “IFRS: Coming to America,” Journal of Accountancy (June 2007), pp.70-73.
9 .
Ibid.



In February 2006, the two boards reaffirmed their “shared objective of developing high
quality, common accounting standards for use in the world’s capital markets.”'® Both FASB and
the IASB also reiterated their belief that

a common set of high quality accounting standards will enhance the consistency,
comparability and efficiency of financial statements, enabling global markets to
move with less friction."'

While FASB and the IASB continue their work aimed at the creation of one single set of
high-quality international accounting standards, they also acknowledge that they have not yet
reached that goal. As noted on FASB’s website:

At present, a single set of high-quality international accounting standards that is
accepted in all capital markets does not exist...

So, while progress has been made toward the goal of convergence of U.S. and
international reporting standards, the work has been tedious and slow. Meanwhile more and
more globalization has occurred, such that

The increasing integration of the world’s capital markets, which has resulted in
two-thirds of U.S. investors owning securities issued by foreign companies that
report their financial information using IFRS, has made the establishment of a
single set of high quality accounting standards a matter of growing importance. A
common accounting language around the world could give investors greater
comparability and greater confidence in the transparency of financial reporting
worldwide."?

With the above statement, the Securities and Exchange Commission summarized part of
their reasoning for their vote to publish, for public comment, a Roadmap that could lead to the
use of International Financial Reporting Standards by U.S. companies beginning in 2014.
Pursuant to this SEC Roadmap, a decision would be made in 2011 on whether “adoption of IFRS
is in the public interest and would benefit investors.”"> The result could be a dramatic change in
some of the accounting and reporting that would apply to U.S. companies — including public
utilities — no later than 2014.

On November 14, 2008, the Securities and Exchange Commission issued its proposed
Roadmap™* for public comment. The Roadmap sets forth milestones which, if achieved, could

' Financial Accounting Standards Board, News Release: FASB and IASB Reaffirm Commitment to Enhance
Consistency, Comparability and Efficiency in Global Capital Markets, Released February 27, 2006.
11 :

Ibid.
'2U.S. Securities and Exchange Commission, Press Release: SEC Proposes Roadmap Toward Global Accounting
Standards to Help Investors Compare Financial Information More Easily, released August 27, 2008.
13 1.

Ibid.
4 Roadmap for the Potential Use of Financial Statements Prepared in Accordance with International Financial
Reporting Standards by U.S. Issuers, (Release Nos. 33-8982; 34-58960; File No. S7-27-08), released November 14,
2008.



lead to the eventual use of IFRS by all U.S. issuers.”” As described in the proposed Roadmap,
the following are the key milestones to be examined and monitored by the SEC as it decides
whether or not to move U.S. companies away from GAAP and onto International Accounting.

a.

Improvements in Accounting Standards. The SEC intends to monitor the
activities of the Financial Accounting Standards Board and the International
Accounting Standards Board and the progress of their convergence efforts. The
SEC urges the two Boards to “continue working towards the completion of their
joint work plan estimated to be completed in 2011”'® as it will examine the
quality and comprehensiveness of International Accounting in 2011 — the date at
which the SEC currently plans to decide whether or not to mandate the use of
International Financial Reporting Standards.

Accountability and Funding of the International Accounting Standards
Committee (IASC) Foundation. The IASC Foundation is based in London and
selects, oversees, and funds the International Accounting standard setting body.
However, the operations of establishing international accounting standards
historically have been financed largely through voluntary contributions from a
wide range of market participants. In 2006, the IASC Foundation agreed that four
elements should govern the establishment of a funding approach designed to
enable the Foundation to remain a “private-sector organization with the necessary
resources to conduct its work in a timely fashion.”'” These four principles are:
broad-based financing with an expanded base of support; a compelling system
that makes free riding difficult; open-ended funding commitments that are not
contingent on any particular action that would inhibit independence; and country-
specific funding where major economies of the world provide funding on a
proportionate basis, using gross domestic product (GDP) as a factor of
measurement. Prior to mandating the use of International Accounting for U.S.
firms, the SEC intends to examine whether the IASC Foundation has achieved its
goal of “securing a stable funding mechanism that supports the independent
functioning of the IASB.”'® The SEC also intends to examine changes that are
currently underway to provide for more linkage and accountability between the
IASC Foundation and securities regulators in the various countries in which
International Accounting is used.

Improvements in the Ability to Use Interactive Data for IFRS Reporting.
The SEC is actively engaged in a project to require the filing of financial data in
an interactive format — a format that allows the data to be downloaded directly
into spreadsheets and analyzed in a variety of ways. The SEC intends, as part of
its Roadmap process, to examine the level to which the International Accounting
data meets the interoperability criteria being established.

" Ibid, p.20.
' Ibid, p.23.
7 Ibid, p.24.

¥ Ibid, p. 25.



Education and Training. The SEC intends to examine the current status of the
“overall education, training and readiness of investors, preparers, auditors and
other parties involved in the preparation of financial statements” ' prior to
mandating the use of International Accounting. In listing this particular milestone
to be examined, it is noted that most of the education and training for accountants
in the U.S. is based on domestic accounting principles and that only in the last
year or so, has there been much focus by the larger accounting firms regarding
International Accounting training. Furthermore, it is noted that the purpose of
moving to a single set of global accounting standards would be negated if the
investors failed to understand the internationally based financial statements.

Limited Early Use of IFRS Where This Would Enhance Comparability for
U.S. Investors. The SEC is proposing changes to its rules that would permit (not
mandate) some of the largest U.S. companies in industries in which International
Accounting is the most-used set of standards globally to report domestically using
International Accounting rather than U.S. GAAP prior to the SEC’s planned 2011
decision on the use of International Accounting. The changes are being proposed
in order to allow investors to benefit from the “enhanced ability to compare
investment opportunities™’ between domestic and international companies. The
SEC also anticipates that this permitted voluntary use of International Accounting
may broaden awareness and attention to the international standards. It is noted
that foreign firms are already allowed to file their financial reports with the SEC
using International Accounting without reconciling those statements to U.S.
GAAP if the financial statements were prepared to fully conform to international
standards as developed by the International Accounting Standards Board.

Anticipated Timing of Future Rulemaking by the Commission. The SEC is
already asking its staff to identify portions of its rules that might need
modification if the decision were to be made to mandate the use of International
Accounting beginning in 2014. This early work is consistent with the concept
that an early decision on any mandated change would allow firms some time to
transition from the current accounting and reporting system, and thus, the SEC is
looking to make its decision in 2011. One of the challenges associated with this
transition relates to the idea that while the first year of reporting using
International Accounting would be 2014, that financial report issued in 2014
would likely require comparable financial data also using internationally-based
reporting for 2012 and 2013.%' To assist on these and other matters related to any
decision that might be made to mandate the use of International Accounting, the
SEC has directed its staff to undertake a study “on the implications for investors
and other market participants of the implementation of IFRS for U.S. issuers.”*

" Ibid, p. 30.
* Ibid, p 32.

I SEC Roadmap, page 34, “Because the initiative to require the use of IFRS by U.S. issuers relates to the set of
accounting principles that is used for financial reporting and not the periods for which financial reporting is
required, the Commission expects that it would require three years of audited financial statements in the first year of

IFRS reporting.”

2 1bid.



Implementation of the Mandatory Use of IFRS. The SEC is considering
whether it might be prudent to implement the mandatory use of International
Accounting, should it so mandate, in stages rather than for all U.S. issuers in one
step. However, as part of this consideration, there is concern about the resulting
non-comparability of financial statements among companies or even within an
industry (if the staging were to occur based on the size of the firm). Thus, the
SEC is also considering whether it should expand the criteria of those firms who
would be permitted to voluntarily file using global standards earlier than
mandated to do so. As part of its Roadmap, the SEC intends to consider the
circumstances in which the early use of International Accounting “would be most
appropriate for investor protection and capital formation.”*

Other Considerations. The SEC recognizes that other considerations may also
be important to take into account in its decision-making process. These other
considerations include:

-- interaction between the decisions of the SEC relative to financial
accounting standards and the content of financial information
provided to other government regulators (such as utility regulators,
the Internal Revenue Service, and others);

-- changes required to systems and procedures used to identify,
collect, analyze and report financial information and the
corresponding controls;

-- impacts on audit firms and their ability to be properly prepared to
conduct audits of statements based on international standards; and

-- the likely reduction of interaction, relevance, and influence of U.S.
capital market participants in the international accounting and
reporting standards setting process, compared to the current levels.

The SEC is quite serious in its consideration to mandate a move from U.S. GAAP to
International Accounting in the foreseeable future, in spite of the number of items that it has
identified that require examination and monitoring as part of its decision-making process. It is
seeking comments (with a current comment deadline of February 19, 2009) on a number of
specific questions, all of which relate to its proposed Roadmap, as generally described above. If
the SEC determines that it is in the public interest to mandate the use of International Accounting
in the near future, there are a number of questions and issues that regulators will then have to
face that relate to the change. Additionally, there would be a number of serious challenges
related to the transition timing and activities. Several of these are identified in the remainder of
the report that follows.

2 Ibid, p,36.



What Are Key Differences between U.S. GAAP and International Accounting?

The two Subcommittees authoring this report have only recently begun to gain familiarity
with some of the specifics of International Accounting to the point where comparisons and
contrasts can be made to U.S. GAAP. However, with the assistance of the utility industry and
accounting professionals, a number of key, significant differences, particularly for the utility
industry, have been identified.** These are not the only differences that have been identified but
are representative of the matters that are likely to continue to be discussed among utility
regulators as the decision of whether International Accounting will be mandated is awaited.

Regulatory Assets and Liabilities

One of the major differences between U.S. GAAP and International Accounting is that
under International Accounting utilities may not report regulatory assets and liabilities. U.S.
GAAP, on the other hand, requires rate-regulated utilities to record regulatory assets and
liabilities for items, such as fuel and gas cost adjustment mechanisms, if certain criteria are met.
Consequently, without that regulatory asset and liability provision, many accounting conventions
followed by utilities, would not be permissible under U.S. GAAP. This lack of ability to
continue to report regulatory assets and regulatory liabilities is one of the larger frustrations that
some of the Canadian utilities and regulators have expressed with Canada’s move to
international standards.*

Prompted by filings and requests of several Canadian entities, including the National
Energy Board and the Canadian Association of Members of Public Utility Tribunals
(CAMPUT), the International Financial Reporting Interpretations Committee (IFRIC) has
recently heard some of the concerns about the issues of regulatory assets and liabilities. The
IFRIC Staff concluded that regulatory assets and liabilities do not currently fulfill the recognition
criteria set for assets and liabilities under international standards®® although there is some
divergence of opinion by various analysts. In response to this conclusion, the IFRIC Staff
recommended that the issue be referred back to the International Accounting Standards Board to
be added to their agenda to address the matter directly,”’ rather than trying to reinterpret existing
standards to allow regulatory assets and liabilities that have not historically been allowed by
global standards.

On December 18, 2008, the IASB decided to add to its agenda a project on rate-regulated
activities. The issue to be addressed is whether regulated entities could or should recognize an

 Two of the most relied upon references relative to identifying differences between U.S. GAAP and International
Accounting as contained in this section of the report were documents issued by PriceWaterhouseCoopers, IFRS and
U.S. GAAP Similarities and Differences, IFRS Readiness Series (September 2008) and Deloitte, International
Finance Reporting Standards: Considerations for Power & Utilities, Power & Utilities IFRS Webcast Series.

» Media Release Communique, Canadian Accounting Standards Board Confirms Changeover Date to IFRS,
February 13, 2008, “The Canadian Accounting Standards Board has confirmed that use of International Financial
Reporting Standards (IFRS) will be required in 2011 for publicly accountable profit-oriented enterprises.”

26 [FRIC Meeting, Information for Observers, Regulatory Assets and Liabilities — Background (Agenda Paper 6A),
November, 2008, pp. 11 and 12.

77 IFRIC Meeting, Information for Observers, Regulatory Assets and Liabilites — Staff Analysis and
Recommendation (Agenda Paper 6), November, 2008, p.12.



asset or a liability as a result of rate regulation imposed by regulatory bodies or governments.
While the scope of the project is yet to be fully developed, it is most likely to address assets and
liabilities developed under cost-of-service type rate regulation and exclude price-cap type
regulation.

Nonetheless, as International Accounting currently stands, there is no opportunity to
report regulatory assets or regulatory liabilities on the financial statements. Absent a change by
the International Accounting Standards (IAS) Board, regulatory assets arising from a contractual
or legal basis may fit the definition of an Intangible Asset, IAS 38, or Provisions, Contingent
Liabilities and Contingent Assets, IAS 37. Companies and regulators could be forced to
reinterpret these accounts. Alternatively, maintenance of separate off-book records could be
required to track the transactional effects of specific regulatory decisions.

Equity Financing Costs

International Accounting does not permit the capitalization of equity based financing
costs. U.S. GAAP permits utilities to capitalize the equity as part of the Accumulated Funds
Used During Construction (AFUDC) which is applied to longer-term utility construction costs,
as a regulatory asset. Thus, unless there is a change to current international standards, the equity
portion of carrying charges incurred during a period of construction would not be capitalized as
part of the plant.

The fact that equity is not capitalized is specifically addressed in International
Accounting Standard 23, Borrowing Costs. In describing the scope of this accounting standard,
it is specifically stated, “This Standard does not deal with the actual or imputed cost of equity,
including preferred capital not classified as a liability.” Thus, the Standard explicitly allows for
borrowing costs to be part of the cost of the asset, but specifically and intentionally does not do
the same for equity costs.

Property, Plant & Equipment

International Accounting requires the different components of a fixed asset to be
identified and depreciated separately. For instance a power plant now would have separate
components with different useful lives and depreciation rates (turbine rotor, turbine blades,
boiler, electronic equipment, and so on). The detail for older plants or acquired plants may be
limited making componentization more difficult. The costs eligible for capitalization may also
be different. One such difference is that group depreciation methods that are commonly used by
power and utility companies may not be permitted. In addition, all gains and losses on
retirements would be recognized in earnings, and not recorded in accumulated depreciation.

Asset Impairment Test

Assets may be impaired earlier under International Accounting as it uses a single-step
method for impairment write-downs rather than the two-step method used in the United States.
Thus, many have expressed the opinion that write-downs are more likely under International
Accounting than under U.S. GAAP.

10



Specifically, the International Accounting test compares the carrying amount of an asset
to the recoverable amount which is measured as the higher of the asset’s fair value less costs to
sell or the asset’s value in use (i.e., discounted cash flows). This is compared to the current U.S.
GAAP method of first determining whether the carrying amount is lower than the undiscounted
cash flows to determine whether an asset is impaired. If it is, then the impairment loss is
measured as the difference between the carrying amount and the fair value, with fair value
generally defined as the price that would be received to sell an asset.

Last-in, First-out Inventory Accounting

The last-in, first-out (LIFO) inventory accounting method is not permitted under
International Accounting while it is permitted under U.S. standards. LIFO is not permitted even
if the taxing authority (such as the Internal Revenue Service) permits LIFO as one of its
acceptable costing methods.

Major Inspection or Overhaul Costs

While major overhauls and inspections are generally expensed under U.S. GAAP, the
same is not true under International Accounting. International Accounting Standard 16,
paragraph 14 explains that these types of costs are capitalized:

A condition of continuing to operate an item of property, plant and equipment (or
example, an aircraft) may be performing regular major inspections for faults
regardless of whether parts of the item are replaced. When each major inspection
is performed, its cost is recognized in the carrying amount of the item of property,
plant and equipment as a replacement if the recognition criteria are satisfied...”

The general criteria to be satisfied are that (a) it is probable that future economic benefits
associated with the item will flow to the entity, and (b) the cost of the item can be measured
reliability. Thus, for items such as the major inspection of a power plant, this cost would be
capitalized under international standards, rather than being expensed as is the current usual
treatment in the U.S.

Leases

International Accounting lease standards cover a wider range of assets to be classified as
leases. There are Operating Leases and Financial Leases without the bright line distinctions
found in U.S. GAAP. The differences will require a reevaluation from day one of the lease.
Many Operating Leases, such as a lease for a power plant, may need to be reclassified as a
Financing Lease and could increase the cost of the lease. Finance Leases, under International
Accounting, would be treated as either an asset or a liability by the Lessee. This potential
increase in capitalized leases could result in larger rate base requests by public utilities.

11



Employee Benefits and Pension Expense

There are a number of differences in some of the specific employee benefit computations
and pension asset computations between current U.S. GAAP and current International
Accounting. The areas of differences include, but are not limited to treatment of actuarial gains
and losses, expected return on plan assets, asset size limitations, plan asset valuations, and
discount rates.

For example, U.S. GAAP permits the use of a calculated asset value (to spread market
movements over periods of up to five years) in the determination of expected returns on plan
assets. International Accounting precludes the use of calculated value and requires that the actual
fair value of plan assets at each measurement date be used.

Extraordinary Items

U.S. accounting standards generally permit the reporting of items as extraordinary in the
income statement, although only in very limited circumstances. Under International Accounting,
there is no separate reporting of extraordinary items. These unusual transactions are reported
along with the more normal transactions rather than as a separate line item in the financial
statements. This is very clear and explicit in the International Accounting statements: “An entity
shall not present any items of income or expense as extraordinary items, in the statement of
comprehensive income or the separate income statements (if presented) or in the notes.”**

Derivative Instruments

The definition of a derivative differs between International Accounting and U.S. GAAP
meaning that the contracts within the scope of a derivative will also differ. International
Accounting does not have interpretive issues specific to energy transactions. Since International
Accounting is on a fully retrospective basis, each contract will need to be evaluated.

Financial Statement Presentation

There are differences in the way that transactions are presented on the financial statement
pursuant to International Accounting compared to the U.S. domestic financial statements. In
other words, “Users of IFRS statements quickly become aware of the fact that, while IFRS
requires that a balance sheet and an income statement contain certain minimum information,
IFRS does not require a precise format for the display of that information.”*

One specific example of the different presentations relates to the categorization of
expenses. The SEC requires categorization of expenses by their function, except depreciation,
which can be presented as a separate line item. Under international standards, entities may
present their expenses either by function (e.g., distribution expense, administrative expense, etc.)
or by the nature of the expense (e.g., raw materials, employee benefits, depreciation, etc.).

% International Accounting Standard 1, Presentation of Financial Statements, paragraph 87.
¥ Lawrence M. Gill, IFRS: Coming to America, Journal of Accountancy (June 2007), p. 72.

12



Additional disclosure of expenses by nature is then required if the functional presentation option
is used.

Income Taxes

There would be two major effects of a conversion to International Accounting on income
taxes. The differences between IAS 12, Income Taxes (the international standard), and
Statement of Financial Accounting Standard (SFAS) 109, Accounting for Income Taxes (the
U.S. standard), would affect how companies account for income taxes on their income
statements and balance sheets. In addition, the many other differences between U.S. GAAP and
IFRS standards would likely result in additional book-tax differences that would need to be
considered for estimated tax payments, tax return preparation and calculation of deferred tax
provisions and assets / liabilities. Differences in accounting for income tax include:

. Recognition, measurement, and disclosure of liabilities associated with uncertain
tax positions;
. The probable lack of availability of the currently permitted regulatory-created

exceptions (available pursuant to SFAS 71) to U.S. accounting for income taxes
for companies that use or have used the flow-through method of accounting for
certain book-tax differences and the deferred recognition of the effect of changes
in tax rates on deferred tax assets and/or liabilities; and

. The classification of deferred tax assets/liabilities since all are classified as non-
current under International Accounting.

The pre-tax differences between International Accounting and U.S. GAAP would need to
be assessed to determine whether the new methods of accounting are permissible for income tax
purposes. If the International Accounting methods are permissible and desirable for tax
purposes, companies would need to assess whether it is necessary to obtain advance consent
from the National Office of the Internal Revenue Service for the change in tax method of
accounting and determine how the cumulative effect of the change is taken into account for tax
purposes. The new International Accounting methods may result in a mandatory change in tax
accounting (e.g., resulting from LIFO no longer being permissible) or may affect the timing of
the recognition of an item for tax purposes (e.g., certain revenue recognition methods).
Additional recordkeeping requirements may result from new book-tax differences caused by the
conversion to International Accounting accompanied by a question of how these additional
records will be maintained internally to continue to comply with tax reporting requirements.

Revenue Recognition

While the principles underlying revenue recognition appear to be similar between U.S.
GAAP and International Accounting, there is a significant distinction in the number of specific
rules which can create differences in when revenue is recognized. Generally, the International
Accounting guidance regarding revenue recognition is less extensive than U.S. GAAP and
contains little industry-specific instruction. Meanwhile, U.S. GAAP has highly detailed
standards that dictate industry-specific accounting.

13



Environmental Liabilities

International Accounting does not contain a separate accounting direction specific to
Environmental Liabilities as does U.S. GAAP.*® Instead, the standard for this topic is contained
within the general guidance on Provisions, Contingent Liabilities and Contingent Assets®' which
appears to rely more on judgment than does the U.S. standard. Under the international standard,
a liability is recognized when an entity has a legal or constructive obligation as a result of a past
event, it is more likely than not that an outflow of resources embodying economic benefits will
be required to settle the obligation, and a reliable estimate can be made of the amount of the
obligation.

This is different in several ways from the U.S. standard. One difference is that the
threshold for recording a liability under the international standard is lower and thus, it is more
likely to be reflected on the financial statements. A second difference is in the estimation of the
cost of the obligation. Under U.S. GAAP, the most likely outcome should be accrued when there
is a range of possible outcomes, with the lowest amount used if one outcome is no more likely
than another. Under International Accounting, the best estimate should be used, with the mid-
point of the range accrued if no amount is more likely than another.

Asset Retirement Obligations

U.S. GAAP has a specific accounting standard that describes the Accounting for Asset
Retirement Obligations. **  This standard applies to legal obligations associated with the
retirement of tangible long-lived assets. Pursuant to this standard, entities are required to
recognize the fair value of a liability for an asset retirement obligation in the period in which it is
incurred if a reasonable estimate of fair value can be made. When a present value technique is
used to estimate the liability, the discount rate will be a risk-free interest rate adjusted for the
effect of the entity’s credit standing.

There is no specific accounting related to asset retirement obligations under International
Accounting. Instead, the matter falls under the accounting set forth in IAS 37, Provisions,
Contingent Liabilities and Contingent Assets. Under this standard, liabilities are measured based
on the best estimate of the expenditure required to settle the obligation or to transfer the
obligation to a third party, as of the balance sheet date. When a present value technique is used to
estimate the liability, the discount rate is to be a pretax rate that reflects current market
assessments of the time value of money and the risks specific to the liability. Thus, the discount
rate to be used may be different than that currently prescribed under U.S. GAAP. The list of
items that fall under the definition of what is a liability may also be different.

% The U.S. accounting direction relative to Environmental Remediation Liabilities is found in Statement of Position
(SOP) 96-1. It requires accrual of a liability when both the following have occurred: it is probable that an asset has
been impaired or a liability has been incurred at the date of the financial statements and the amount of the loss can
be reasonably estimated.

3! International Accounting Standard (IAS) 37.

32 Statement of Financial Accounting Standard 143.
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How does Accounting Impact Regulation?

Clearly, if the SEC were to mandate the move to International Accounting, the financial
statements issued by domestic firms, including utility companies, would be different in a number
of key ways from those that are currently issued. These financial statements are the foundation,
or starting point, of the numbers provided to and utilized by utility regulators. Many of the
specific decisions of regulators, and mechanisms utilized in regulating rates, are specifically
reflected in the accounting and resultant financial reports. For example, gas cost adjustment
mechanisms are an extremely common regulatory tool. The use of this mechanism generally
results in the recording of either a regulatory asset or a regulatory liability (depending on over or
under collections of costs) that is specifically recorded pursuant to Financial Accounting
Standard 71 — a formal part of U.S. GAAP. So, what would happen to these types of deferral
and true-up mechanisms if the accounting no longer had a special standard that permitted assets
or liabilities to be created as a result of the action of regulators? In other words, does accounting
drive regulation or does regulation drive accounting? The answer to this question is not clear, but
an historical anecdote might be useful to the discussion.

In 1990, the Financial Accounting Standards Board issued a new accounting
pronouncement regarding the recording of obligations related to post retirement benefits other
than pensions.®® This new accounting pronouncement caused quite a stir in the utility and
regulatory community, as it required costs, such as post retirement health care benefits, to now
be recorded on the utilities’ books on an accrual basis, rather than the previous pay-as-you-go
basis. These costs were now to be recorded on the books in a manner similar to pension costs —
the amount that was estimated to be owed in the future to retirees was to be recorded, not only
the amount of that cost that was actually being expended or funded. After a certain amount of
debate and a period of transition, most U.S. regulators agreed to make the ratemaking of these
costs match their accounting and began recognizing the costs on an accrual basis. However, as
was their prerogative as economic regulators, a few jurisdictions chose not to make the change,
and instead, required the post retirement benefits to be recognized in ratemaking on a pay-as-
you-go basis. The point of this is that there is no mandate that the financial statements issued
pursuant to SEC regulations and the treatment of costs for ratemaking have to precisely match.

Utility regulators could continue to defer costs, capitalize equity, expense overhaul costs
and otherwise use the same cost treatment as they do today, even if the SEC were to mandate a
different set of accounting instructions for financial statement purposes. But, there is no doubt,
things will be much more complicated if significant differences exist between the cost treatment
for economic regulation and financial reporting purposes. Before long, regulators would no
longer be able to rely on published financial statements as a starting point for ratemaking since,
for example, there would be a different plant balance if the utility continued to capitalize equity
for rates but not for reports to investors. If regulators continue to defer expenses and make them
into assets, the expense figures will be different between published reports and those used in
ratemaking. It is not clear what the administrative cost of keeping an extra set of books would

33 Statement of Financial Accounting Standard 106, Employers’ Accounting for Postretirement Benefits Other than
Pensions, effective for fiscal years beginning after December 15, 1992.
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be, but it is clear that increasing the chasm between ratemaking and financial reporting will
diminish the understandability of the numbers.

What Should U.S. Regulators Be Doing Now to Prepare?

The two Staff Subcommittees have taken it upon themselves to open a project to begin to
understand the implications of moving to International Accounting. The early work has revealed
that there are more implications than just the changes described above. There are potential
changes to the Uniform System of Accounts to consider, if the decision is made to try to match
some of the financial accounting and regulatory accounting. History shows that making less
significant changes to the regulatory accounting system than this project may require, can take
many years. Furthermore, utilities will likely need to change their internal processes, their
internal accounting systems, and their software to accommodate the changes to International
Accounting — changes that likely will involve substantial cost as well as time. Regulators, utility
personnel, policy makers, and others will need to become better informed on the topic of
International Accounting in order to better effectuate any mandated transition. Yet, it is difficult
to begin to actually implement change without knowing the decision that the SEC will make on
this matter. It would be senseless to begin to implement a transition to International Accounting
before the SEC decision has been made. Yet, a decision that is made in 2011 for implementation
in 2014 may not provide nearly enough time to prepare for all the changes that are necessary. In
fact, a survey of members of the American Institute of Certified Public Accountants (AICPA)
indicates that most think that a three to five year transition is necessary.”*

Given the difficulties of not knowing whether to begin making changes, or how any
transition to International Accounting might be implemented (for instance, the use of a phased-in
approach or not), it appears that efforts at this time are best spent on education and information
gathering. However, it is important that commissioners as well as staff members begin to
understand that there is a real possibility that issues regarding the transition to International
Accounting may soon be before them. The topic of International Accounting should be added to
the list of topics for discussions among regulators, utilities, consumer advocates and others, in
order to promote a common understanding of the issues that we could be facing jointly.

It is important that regulators become part of the discussion with policy makers on the
topic of International Accounting. It would be a shame for the SEC to make any decision on this
matter without a full understanding of the regulatory perspectives having been relayed to them.
Discussions between NARUC and the SEC would allow for a better informed decision,
regardless of what that decision is.

Furthermore, the International Accounting Standards Board recently opened a project to
examine whether or not to allow regulatory assets and regulatory liabilities. This could be an
opportunity for U.S. regulators to weigh in with the goal of making any transition to

3* AICPA Press Release, AICPA Calls for Three to Five Year Timeline for Reasonable Transition to IFRS, issued
June 17, 2008. “A majority of AICPA members polled in an April 24 to May 12 survey said they believed it would
take three to five years to prepare for IFRS. Thirty-four percent said they would need three years and 31.4 percent
said they would need four or five years. The online survey of 1,240 members had a margin of error of less than 3
percentage points.”
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International Accounting easier and more in line with current U.S. regulatory practice. No
educational opportunity should be overlooked particularly when it comes to interacting with
those who will ultimately be deciding the accounting and reporting rules.

Conclusion and Next Steps

There is a very real possibility that the SEC will mandate — in the very near future — a
significant change to the accounting and reporting standards that will be applied to U.S. firms,
including public utilities. Now is the time for utility regulators and the utility industry to begin to
understand these potential changes and their ratemaking implications.

The Staff Subcommittees on Accounting and Finance and International Relations intend
to continue monitoring this matter. We also currently intend to look for additional ways to
provide opportunities for updates and opportunities to share information with regulators and
others regarding the topic of International Accounting. In doing so, we welcome the input of
others and hope that this report will begin an important dialogue.
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