
2009 NASUCA ANNUAL MEETING
November 16, 2009

Regulatory Issues from GAAP to IFRS:
Why Should We Care?

Prepared by

Bente Villadsen
Amit Koshal

The Brattle Group

jenna curto
Text Box
Copyright © 2009 The Brattle Group, Inc.




22

Overview

Timeline (evolving), but

Key issues for rate-regulated entities, customers and regulators
• International Financial Reporting Standards (IFRS) do not currently 

recognize rate-regulated entities as having unique accounting requirements
• Book value of asset likely to change
• Income likely to become more volatile

Magnitude of impact

Why consumers, regulators, and utilities should care

US GAAP Converge IFRS

2009 2014
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Some Key Items that will be Affected 

International Financial Reporting Standards (IFRS) will significantly 
impact rate regulated companies as well as their customers and 
regulators. 

• Regulatory assets and liabilities are not currently recognized by IFRS 
although there is a proposal to include them.  As a result

► Regulatory assets and liabilities may disappear or be reduced
► Allowance for Funds Used During Construction (AFUDC) is expensed under IFRS

• Asset values likely to change and may become more volatile because:
► Property Plant and Equipment (PPE) may be subject to periodic revaluations
► More long-lived assets likely to be written down (impaired) and possibly revalued 

later
► Asset retirement obligations are subject to more management discretion

• Income likely to become more volatile because: 
► Changes in asset values lead to change in income
► Larger reliance on fair value (estimates or market value)
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Regulatory Assets and Liabilities are a Significant 
Component of the Average Utilities’ Balance Sheet

Value Line’s electric, gas, and water utilities: For the average utility, a removal 
of regulatory assets and liabilities from the balance sheet as current IFRS indicate 
would have a substantial impact on assets, liabilities, and equity.  
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What is the Regulatory Effect of IFRS?

Under current IFRS: Very Substantial
Regulatory assets and liabilities will be removed from the IFRS balance sheet

• Creates a need for additional regulatory reporting: Regulatory, GAAP and IFRS
• Expensive and possibly confusing

Under the proposed IFRS:  Moderate but not unimportant
• Proposal only pertains to traditional cost-of-service regulation, not revenue / price 

regulation or some forms of incentive regulation
► Lack of flexibility 
► Transition issues

• Assets and liabilities are measured at their discounted present value which differs from 
the amount that the entity will recover over time

► Transition Issues and possibly lack of transparency

Essential to prepare early and recognize that regulatory practices have to change
• Important that parties agree on transition and regulatory accounting changes
• Earnings are likely to be more volatile from year-to-year
• Any test of earnings reasonableness / incentive rate making needs to be modified to 

take this change into account
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Asset Values and Implications

Changes:
• Regulatory assets and liabilities, under IFRS’ proposal, will be 

measured at the present value of the underlying cash flows which will 
result in a reduction in the book value of assets, liabilities, and equity.

• More long-lived assets are likely to be subject to a write-down as it 
becomes harder to satisfy the impairment test

► But assets can also be re-valued under certain circumstances
• Asset retirement obligations will be subject to larger management 

discretion as IFRS calls for the measurement to be “management’s 
best estimate” rather than fair market value

• AFUDC is not capitalized under current IFRS but is expensed as 
incurred. 

Implications:  
• Book value of assets, liabilities and equity will change & fluctuate
• Capital structure per IFRS books will change
• Changes in asset values lead to changes in income, so

► Income will become more volatile
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Asset Impairment – an Example

US GAAP IFRS

$0 $50 $100 $150 $200

Original Asset Value: $190

Sum of Cash Flows: $200

Ending Asset Value: $190

No Write down

Example:  Utility ABC has a plant on its books at $190 million and expects it to generate 
$20 million in cash flow each year for the next 10 years.  Utility ABC uses an after-tax 
discount rate of 7% under IFRS.

$0 $50 $100 $150 $200

Original Asset Value: $190

Present Value of Cash Flows: $140

Ending Asset Value: $140

Write Down: 
$50
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Why Should Consumers, Rate-regulated Entities 
and Regulators Care?

Likely three sets of books will be need during transition
• Costly and possibly confusing
• Could lead to controversy - - especially if regulatory accounting 

is not agreed to up front

Need to change regulatory accounting and procedures
• The determination of the regulatory capital structure will need 

to be revisited as assets and hence equity is re-valued (up or 
down)

• Incentive mechanisms that allows for a range of earned returns 
will need to be revisited as income becomes more volatile 
across years 

► A larger range or an average over several years may be 
warranted if IFRS is used

• The treatment of items such as AFUDC needs to be revisited 
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Would Rates or the Financial Health of Utilities be 
Affected?

Transition costs: 
• Three sets of books
• Lack of transparency / controversy

Cost of service: 
• Yes, unless regulatory accounting deviated from IFRS

Cost of capital
• Cost of debt: Not affected substantially according to credit agencies
• Cost of equity: The $ amount will change unless

► Regulatory accounting determines rate base according to the traditional 
measure rather than using IFRS

► Regulatory accounting measures capital structure differently than IFRS
Or
► The allowed RoE is determined differently than is current practice 
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What can Consumers, Rate-regulated Entities, and 
Regulators do now to Prepare?

Build consensus on how to handle the transition and 
eventual implementation:

• How should rate base issues be handled?

• How should capital structure be determined?

• Should measures relied upon in incentive mechanisms be 
changed?

• Are guidelines on how to handle asset retirement obligations 
for assets in rate base merited?

• . . .
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A Few Additional Resources

Proposal to include regulatory assets and liabilities in IFRS: 
http://www.iasb.org/News/Press+Releases/IASB+publishes+proposals+on+rate-
regulated+activities.htm

Comparison of IFRS and GAAP:
PWC, IFRS and US GAAP similarities and differences, September 2009. 
http://www.pwc.com/us/en/issues/ifrs-reporting/publications/ifrs-and-us-gaap-similarities-and-
differences-september-2009.jhtml
KPMG, IFRS GAAP comparison (US and Canada)
http://www.kpmg.com/Global/IssuesAndInsights/RegularPublications/Pages/IFRS-GAAP-
comparisons.aspx

Rating agency perspective:
Standard & Poor’s: Will IFRS Affect U.S. Electric Utilities Credit Quality? May 4, 2009.

Discussions on the impact on Canadian consumers, regulators, and utilities: 
http://www.camput.org/Conference_Presentations_2009.html
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Bente Villadsen is a principal of The Brattle Group, where she specializes in 
regulatory finance and accounting.  During her more than 10 years of experience in 
energy and utility consulting, Dr. Villadsen has concentrated on cost of capital 
estimation, cost-of-service rate making including depreciation, cost allocation, and
pension issues.  In addition, she has worked on capital budgeting, accounting 
disclosure, accounting principles, and their application.

Her regulatory work includes pertain to electric, pipeline, gas distribution, and 
water utilities.

Bente Villadsen has testified on regulatory matters as well as on accounting issues 
and damages. Her recent experiences include regulatory matters and accounting 
issues related to disclosure, the classification of hybrid financial instruments, 
impairment of assets, mark-to-market issues as well as the differences between 
US GAAP, IFRS, and Brazil GAAP. 

Prior to joining The Brattle Group, she served as a faculty member at Washington 
University and University of Iowa.  Dr. Villadsen holds a Ph.D. from Yale University 
and an M.S in mathematics and economics from the University of Aarhus, 
Denmark.
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