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Requests for Information NP 2008 GRA

Q. Has NP provided a response to the AcSB’s request for comments or does it intend to
do so? If so, please provide a copy?

A Attachment A is a copy of Newfoundland Power’s response, dated June 29, 2007, to the
Exposure Draft on Rate-Regulated Operations issued by the Canadian Accounting
Standards Board (AcSB) in March 2007.
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NEWFOUNDLAND Newfoundland Power Inc.

‘ OWER 55 Kenmount Road

A FORTIS COMPANY P. O. Box 8910
St. John’s, NL A1B 3P6

Business: (709) 737-5600
Facsimile: (709) 737-2974
www.newfoundlandpower.com

May 31, 2005

Ms. Karen Jones, CA
Principal

Accounting Standards Board
277 Wellington Street West
Toronto, Ontario M5V 3H2

Dear Ms. Jones:

This letter is in response to the Accounting Statsl@oard (“AcSB”) Invitation to Submit Fact
Patterns on Rate-Regulated Operations, which réegiebe provision of actual fact patterns
demonstrating how a regulator’s actions can craat®nditional rights and obligations meeting
the criteria of Section 158Business Combinationgor recognizing an identifiable intangible
asset separately from goodwill. Although the iattdn requested that comment not be made on
the recognition criteria to be applied, the rectgni criteria is especially important to rate-
regulated entities that could be significantly iroiea by the future direction taken by the AcSB.
The scope of our response, therefore, extends Heyenspecific limitations set by the invitation,
addressing more than the issue of unconditionhtsignd obligations.

In the following discussion we will outline how thgenerally accepted accounting principles
(“GAAP”) conceptual framework should be applied alijjto all entities, whether or not they are
subject to rate-regulation, and demonstrate hoagalator’s actions could give rise to an asset or
liability as defined in Section 1006jnancial Statements Concept#s requested, we have also
included general information on how NewfoundlandwBo Inc. (“NP”) is subject to rate-
regulation, the process by which NP’s rates areay@nl, and actual fact patterns as they relate to
the recognition of certain regulatory assets aaailliies.

SECTION 1581 VERSUS SECTION 1000

It is our position that the AcSB is incorrect is firoposed application of the recognition criteria
under Section 1581. In order for the GAAP concabftamework to be applied equally to all
entities, a rate-regulated entity should demorssthatv a regulator’s actions could give rise to an
asset or liability as defined in Section 1000, wmdtether or not a regulatory asset meets the
recognition criteria for separately identifying amangible asset apart from goodwill, as defined
within Section 1581.

ey
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Furthermore, the application of recognition craeninder Section 1581 results in the establishment
of a separate, more restrictive, recognition andasueement standard giving the incorrect
impression that regulatory assets and liabilitiess subject to more uncertainty and more risk than
the assets and liabilities of other commercialtesti If anything, the opposite is true and the
probability of recovery and settlement of regulgtassets and liabilities is greater as a direatltres
of the involvement of the regulator. The regulgtenvironment provides a forum for rigorous
review and discussion of regulatory assets anditiab prior to the approval of their recovery fino

or refund to customers. As part of the approvatess, NP along with other parties, including the
regulator’s staff, the consumer advocate and expprovide due diligence, evidence and arguments
in a quasi-judicial setting. The result of thatiesv and discussion is the recognition of a reguiat
asset or liability with a higher probability of m@eery or settlement than would otherwise exist.

Section 1581 establishes the standards for theynégcamn, measurement and disclosure of business
combinations and is used to identify intangibles inusiness combination separate from goodwill.
It impacts balance sheet disclosure and go-fornmacdunting, but not asset or liability recognition.
This section requires the transfer of net asseggjoity interests for the recognition of an intdog)i
asset, which is not at all comparable to the cistamces under which the actions of a rate regulator
give rise to assets and liabilities. Requiring dgplication of Section 1581 would establish
contractual or legal rights as the foundation aedgecognition, which is an unnecessary and
inappropriate standard.

In fact, there are assets and liabilities thatdiselosed separately within the financial statemmerft

an entity not subject to rate-regulation which may meet the criteria of unconditional rights and
obligations as discussed within Section 1581. d@mple, pre-operating costs are costs incurred
but recovered over the future operation of thetgntiThese costs meet the criteria for asset
recognition under Section 1000 and this is reiggtdly AcG-11 Enterprises in the Development
Stage,which states that pre-operating costs may be idefevrhen it is probable that these costs are
recoverable from future operations. This assetlavéail the test of Section 1581 as there is no
contractual or legal right to recover this asset, is it possible to sell, transfer or exchange thi
asset. Pre-operating costs, however, are recajagassets pursuant to Section 1000.

We maintain that the correct criteria for evalugtiegulatory assets and liabilities are contaimed i
Section 1000.

REGULATION

Regulation is necessary to set electricity ratesrggd to customers where competition is not
practical or possible, as is the case in the Poaviof Newfoundland and Labrador. Other
jurisdictions, however, do have competitive aspects

NP is a fully regulated, investor-owned public itiloperating under cost of service regulation
administered by the Newfoundland and Labrador Badr@ommissioners of Public Utilities (the
“PUB”). The PUB is an independent quasi-judicigeacy of the Government of Newfoundland
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and Labrador governed by tHeublic Utilities Act (the “PU Act”) and the provisions of the
Electrical Power Control Act, 1994 (S.N. 1994, CteayE-5.1) (the “EPCA”). An Order of the
PUB has the force of law, is binding on the paréiad can only be appealed to the Court of Appeal
on an issue of law or jurisdiction of the PUB.

Section 4 of the EPCA provides for the PUB to immpbait the power policy of the Province as
construed in the EPCA and also mandates the PUI® &b using generally accepted sound public
utility practice.

Section 3 of the EPCA contains the power policthef Province.

Section 3(a)(iii) of the EPCA mandates th#te’ rates charged for the supply of power
within the province should provide sufficient rewerto the producer or retailer of the

power to enable it to earn a just and reasonabltune as construed under the Public
Utilities Act so that it is able to achieve and ntain a sound credit rating in the financial

markets of the world ...".

Section 3(b)(iii) mandates thgpbower be delivered to consumers in the provincetha
lowest possible cost consistent with reliable smrvi”.

The EPCA codifies the PUB'’s obligation to ensugenues are sufficient to permit reasonable
returns to shareholders and that customer ratessatew as possible, within the constraints of
‘sound public utility practice’.

The PU Act largely contains the rules under whioh PUB, regulated utilities and other involved
parties act in the determination of customer rates.

The PU Act provides further guidance on the ‘just aeasonable return’ that is required to be
provided under the EPCA. Section 80(1) states that

“a public utility is entitled to earn annually a i1 and reasonable return as determined by
the (PUB) on the rate base, as fixed and determiethe (PUB) for each type or kind of
service supplied by the public utility but where {fPUB) by order requires a public utility
to set aside annually a sum for or towards an amation fund or other special reserve in
respect of a service supplied, and does not irotider or in a subsequent order authorize
the sum or a part of it to be charged as an opaagxpense in connection with the service,
the sum or part of it shall be deducted from thevamt which otherwise under this section
the public utility would be entitled to earn in pext of the service, and the net earnings
from the service shall be reduced accordingly.”

This section obligates the PUB to provide a just esasonable return as referenced by rate base,
and also provides for the establishment of regufateserves in the determination of the just and



Ms. Karen Jones, CA
May 30, 2005
Page 4 of 8

reasonable return provided to NP. In some insgnaetions of the PUB may permit recovery of
allowable costs in a future period or refunds tstomers.

Section 80(2) of the PU Act states that:

“the return shall be in addition to those expensiest the (PUB) may allow as reasonable
and prudent and properly chargeable to operatingamt, and to all just allowances made
by the (PUB) according to this Act and the ruled aegulations of the (PUB).”

This codifies NP’s right to recover from customatfk prudently incurred costs. As such, if the
current customer rates do not reflect the recoeérprudently incurred costs, the costs may be
deferred to better match the recognition of theesponding revenue in some other accounting
period, pursuant to Section 1000 of the Handbook.

NP operates under cost of service regulation. K#¥enues are based on a forecast cost of service,
which includes all prudently incurred costs as vaslla return to the company’s shareholders. The
PUB determines the return to shareholders basedreturn on rate base with reference to a return

on equity.

The forecast cost of service determines the reveageirement and is expressed in dollars. The
revenue requirement is then translated into a sdbeuf rates for each customer class. Allowable
costs included within NP’s revenue requirement ahéfgr from the actual costs incurred.

The PUB determines NP’s revenue and return on lyag® on a forecast basis. Annually, NP
reports actual results to the PUB and in the etleattactual results yield a return in excess of the
allowed return on rate base (ie: more than whraPtiB has determined to be just and reasonable),
the PUB provides for the reduction of NP’s reventigeugh the use of reserve accounts. Section
69 of the PU Act states that:

“the (PUB) may by order require a public utility tveate and maintain a reserve fund for a
purpose which the PUB thinks appropriate...”.

In the case of earnings in excess of what the Pé&tBrohines to be just and reasonable, this creates
a liability pursuant to Section 1000.

FACT PATTERNS

Under Section 1000 assets must have three esseimdidcteristics for recognition: they embody a
future benefit to contribute directly or indirectly future net cash flows; the entity can control
access to the benefit; and, the transaction orteyieimg rise to the entity’s right to the bendfs
already occurred. Liabilities must also have thessential characteristics for recognition: they
embody a responsibility for the future transferuse of assets; the responsibility leaves little@r
discretion to avoid it; and, the transaction orrgvabligating the entity has already occurred.
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Furthermore, under Section 1000, the foundatioasset and liability recognition is tipeobability
that future economic benefits will be obtained meg up. Cash receipts or payments, prior to the
criteria for recognition of revenue or expense gesatisfied, may be deferred in accordance with
accrual accounting. Furthermore, expenses thatirdted to revenue generating activities in a
cause and effect relationship are normally matohehl the revenue in the accounting period in
which the revenue is recognized. These are theactmmistics and standards to which the
recognition of regulatory assets and liabilitiebe.

Excess Revenue Account

The excess revenue account, approved by Order Nb. 38 (1998-99), is the deferral of any
revenue in excess of the upper limit of NP’s alldwange of return on rate base (the just and
reasonable return as defined by the PUB). NP isnttled to accrue revenues in excess of this
allowed range to the benefit of its shareholders.

A credit balance in the excess revenue accounesepts an obligation which NP cannot avoid.
The disposition of the account is subject to tlgulator’s discretion (which has been confirmed by
the Newfoundland Court of Appeal). In 2001 and 208P was ordered to rebate the balance in
such accounts to customers. However, the PUBhalsdhe jurisdiction to utilize the balance in the
excess revenue account for other purposes sutie asduction of future customer rates.

Pursuant to Section 1000, the excess revenue aadsoam obligation to settle revenues in excess of
the allowed range of return on rate base andasedeas a liability on the balance sheet.

Rate Stabilization Account

The Rate Stabilization Account (“RSA”), approved®yder No. P.U. 34 (1985), is directly linked
to the approval of a Rate Stabilization Plan fomieindland and Labrador Hydro (“Hydro”).
Hydro is NP’s principal supplier of electricity amgl subject to the same regulatory authorities as
NP. The RSA principally provides for the recovaryd flow through of fuel cost associated with
Hydro’s thermal generation (ie: Hydro incurs fuelsts and bills NP, NP bills its customers for
these fuel costs via a rate rider).

The RSA contains the deferral of fuel costs inaliioy Hydro but not yet reflected in the rates
being charged to customers by NP. These fuel @stsleferred to be matched with the revenue
recognized to recover such costs. The deferrddchsts are recovered from customers as part of a
subsequent annual rate change representing a foaste flow. The subsequent rate change is
applied for by NP and Hydro, and is approved byrdggulator each year. Therefore, pursuant to
Section 1000, the RSA is treated as an asset dvathace sheet.
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Hydro Production Equalization Reserve

The Hydro Production Equalization Reserve (“‘HPER/As originally approved by Order No.
P.U. 32 (1968), which statetiThe Company shall maintain and create a reservedfto which it
shall credit the value of additional kilowatthougenerated in its hydro plants in years when the
total precipitation is above average, and to whithall debit the cost of purchasing additional
kilowatthours in years when the total precipitatisrbelow average.”The HPER normalizes NP’s
purchased power expense for annual variations mmaloprecipitation to its hydro plants, and
operates under the regulatory principle that ratseain stable and predictable to the extent
possible. The theory behind the HPER assumesdifatred costs and deferred savings would
balance out over time (ie: weather will ‘tend’ tormal). Each year, subsequent to year end, the
PUB approves the balance in the HPER.

Pursuant to Section 1000, the HPER meets theiaritdéan asset or liability. The HPER represents
either a future benefit obtained by incurring cosisbe recovered from customers or a future
obligation by incurring less costs, a savings, éorbfunded to customers. The balance of this
account is recoverable or refundable in the deteaition of future rates.

Further evidence of this position can be seen enféitts surrounding an assessment of the debit
balance in the HPER in 2000. The assessment agttlinat a portion of the reserve would not be
reasonably expected to reverse through the norpeafation of the reserve over time, due to
changing tax rates, purchased power rates and alopmecipitation’ since the inception of the
reserve. The PUB concluded that the reserve balaepresented prudently incurred costs in
providing regulated service and that NP be alloaedasonable opportunity to recover the balance
in the reserve.

Order No. P.U. 19 (2003) ordered that the portibrthe HPER debit balance that would not
reasonably be expected to reverse over time (appadely $8.6 million pre-tax), should be
recovered directly from customers by amortizinglth&ance to expense over five years beginning in
2003. NP’s revenue requirement (and thereforeooust rates) were increased by $1.7 million per
year for a five year period from 2003-2007, and nbe-reversing portion of the balance is being
amortized over that time accordingly.

Degree Day Normalization Reserve

The Degree Day Normalization Reserve (“DDNR”) opesaas a result of the regulatory principle
that strives to ensure that rates should be asestadnl predictable as possible. In periods when
weather is abnormally cold, due to temperature \aimdl speed, customers use more energy and
therefore NP’s contribution margin would otherwiserease. In periods when the weather is
abnormally warm the opposite will happen and N®stabution margin will decrease. The DDNR
operates to minimize the fluctuations in NP’s cimition margin that are related to weather
temperatures and wind speeds.
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The DDNR was approved by Order P.U. 1 (1974) wisigties that NPshall normalize its gross
operating revenudand gross purchased power expen&e] average degree days during the
preceding 30 years and shall set up an accounthichvcredits and debits are to be recorded”.

Each year, after the financial statements areified] the balance in the DDNR is submitted to the
PUB for review and approval. The current debitabak in the DDNR represents an accrual of
future revenue (a future benefit), to be colledteth customers and is an asset pursuant to Section
1000.

Regulatory Hearing Costs

In its 2003 General Rate Application, NP includepogtion of the cost of participating in that rate
hearing ($1.2 million) as part of its reasonabld prudent operating costs. NP proposed that these
rate hearing costs be deferred and amortized oveer@d of three years beginning in 2003,
representing the period of time for which customates would be expected to be set as a result of
the rate hearing, in accordance with the matchiimgiple of Section 1000.

Order No. P.U 19 (2003), resulting from the ratarivg, approved NP’s proposal. This order was
consistent with Order No. P.U. 36 (1998-99), foliogvNP’s 1998 General Rate Proceeding, which
approved the amortization of external hearing cadts1.2 million over a three year period
beginning in 1999. $0.4 million per year was adttedNP’s revenue requirement, and customer
rates were increased accordingly.

The deferral of regulatory hearing costs is treaisdan asset on the balance sheet, pursuant to
Section 1000, as it represents future benefit toeloevered from customers through the rates set
during the hearing, and also provides better magrcbf the expense to the revenue generated.

Unbilled Revenue I ncrease Reserve

In Order No. P.U. 36 (1998-99) the PUB ordered #ratnbilled revenue increase reserve account
be established. The purpose of this account wasfald: to record (i) the difference between
recognizing revenue based on meter reading vemsumption; and, (ii) the difference arising
from a delayed implementation of an approved nateease or decrease. The dispensation of the
reserve balance has not yet been determined, antidem formally delayed by the PUB in Order
No. P.U. 19 (2003) until such time in the futurattiNP files a study associated with its revenue
recognition.

The delayed implementation of a rate increase oredse results in a shortfall or excess on the
revenue requirement for that 12 month period. U of this account allows matching of allowed

revenues to incurred expenses and the recognifitineorevenue requirement as approved by the
PUB.
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A debit balance in this account represents a sibitf the revenue requirement and is a future
benefit to be collected from customers. A credibce in this account represents the collection of
revenues in excess of the revenue requirement saadfuture obligation to refund the excess to
customers. The eventual recovery or settlemetiti®faccount will be achieved through application
to the PUB. Therefore, pursuant to Section 1008 ,Unbilled Revenue Increase Reserve is treated
as either an asset or liability on the balancetslaseappropriate.

Capital Assets

Within Section 3061Property, Plant and Equipmenthe cost of an item of property, plant and
equipment that is acquired, constructed, or dewslopver time may include construction period
carrying costs. As allowed by the PUB, in Order. NboU. 37 (1981), this cost includes the
allowance for funds used during construction (“ARUD This allowance is based on an interest
cost and a cost of equity funds, and reflects tbst ©f financing construction through both
borrowings and equity. These costs are therefwkided within the value of the property, plant
and equipment accounts that make up the rate bHse.depreciation of these accounts is included
within the calculation of the cost of service (ahérefore customer rates) and is recovered from
customers over the useful life of the assets. Eetie equity portion of AFUDC is collected in
future rates and therefore meets the test of at,gasrsuant to Section 1000.

CONCLUSION

In conclusion, we reiterate that in order for th&A®R conceptual framework to be applied equally
to all entities, a rate-regulated entity should destrate how a regulator’s actions could give tise

an asset or liability as defined by Section 10@&sets and liabilities of traditional, commercial,
non-regulated entities that are disclosed sepgratghin financial statements may not meet the
criteria of unconditional rights and obligationsitlmo meet the recognition criteria within Section
1000. The fact patterns we presented demonstmaethe actions of our regulator give rise to
assets and liabilities for NP pursuant to Sectidd0L The establishment of a separate standard for
the recognition of regulatory assets and liabsitie inappropriate. Instead, additional guidance is
needed to ensure that the GAAP conceptual framewagplied equally to all entities.

Sincerely,
[Original signed by]
Lisa Hutchens, CA

Vice President, Finance
& Chief Financial Officer
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June 29, 2007

Mr. Peter Martin, CA

Director, Accounting Standards

Accounting Standards Board

The Canadian Institute of Chartered Accountants
277 Wellington Street West

Toronto, Ontario M5V 3H2

Dear Mr. Martin:
Re: Exposure Draft, Rate-Regulated Operations

Newfoundland Power Inc. (“Newfoundland Power”) appates the opportunity to respond to the
Canadian Institute of Chartered Accountant’s (“CICMarch 2007 Exposure Draft of proposed
changes to accounting standards for rate-regutgiechtions.

Newfoundland Power operates an integrated genardatemsmission and distribution system
throughout the island portion of Newfoundland amtbilador and serves approximately 85% of all
electricity consumers in the province. Newfoundl&udver is an investor-owned public utility
regulated by the Newfoundland and Labrador Boatdahmissioners of Public Utilities.

Please find below Newfoundland Power’'s responseaimments requested by the Accounting
Standards Board (“AcSB”).

1. Do you agree with the proposed elimination fromCanadian generally accepted
accounting principals (“GAAP”) of all recognition and measurement guidance relating
specifically to rate-regulated operations? If notwhy not?

No, Newfoundland Power does not agree with the ggeg elimination from Canadian GAAP of
all recognition and measurement guidance relatipgcifically to rate-regulated operations.
Newfoundland Power does not believe that such mactiould improve Canadian GAAP or
contribute to the orderly implementation of the MBS Strategic Plan to converge with
International Financial Reporting Standards (“IFRS”

In the absence of Canadian guidance, rate-regudgtigties in Canada would look to corresponding
accounting guidance in the United States. Withetkeeption of the recognition and measurement
guidance specifically found in Section 3465 (iptian for rate-regulated operations to follow the
taxes payable method), Newfoundland Power belitheesemaining references in the CICA
Handbook is generally consistent with the U.S. antiog guidance for rate-regulated operations.
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Newfoundland Power strongly believes that it isnpagure to eliminate all recognition and
measurement guidance relating specifically to ragedated operations when the joint project on
the conceptual framework between the U.S. Finaraabunting Standards Board (“FASB”) and
International Accounting Standards Board (“IASBS)still ongoing.

Strategic Plan to Converge with IFRS

The proposal to eliminate recognition and measun¢rgaidance for rate-regulated operations is
not conducive to the orderly convergence with IFRSis Newfoundland Power’s understanding
that, in accordance with the AcSB’s implementatman for incorporating IFRS into Canadian
GAAP, new standards would not be implemented dutinregtransition period if it could result in
significant changes in those new standards at #te df changeover to IFRS. To remove all
recognition and measurement guidance for rate-adgailoperations now, before it is known how
rate-regulated operations will be addressed un@RiS] contradicts the AcSB’s implementation
plan.

Removal of all recognition and measurement guiddaceate-regulated operations would require
some Canadian entities, including Newfoundland Rpwe change their current accounting

practices during the transition period, most notalth respect to future income taxes. Then at the
IFRS changeover date, these companies may be edqarmake additional changes or reverse
previous changes depending on how the IASB dedls agcounting for rate-regulated operations.
It would be confusing to require the implementatmitwo accounting changes in such a short
period of time.

The development of and conversion to IFRS by varipuisdictions worldwide has been, and

continues to be, a collaborative effort. The eipliecognition of the economic effects of rate

regulation, through the recognition of regulatorssets and liabilities, is consistent with the

conceptual framework of Canadian GAAP and is theseasus Canadian position. The removal of
all recognition and measurement guidance relatedate-regulated operations from Canadian
GAAP could appear to represent a rejection of thecepts of rate-regulation and could diminish

the visibility of the Canadian position relative tteat of other standard-setters, most notably, the
IASB.

Rate-Regulated Accounting and Canadian GAAP Conceptual Framework

Newfoundland Power believes that the recognitiomegiulatory assets and liabilities is consistent
with the conceptual framework of Canadian GAAP.gatory assets and liabilities fairly reflect
the economic impacts of the regulator’s decisioR&cognition of regulatory assets and liabilities,
when accompanied by appropriate note disclosurakeathe financial statements of rate-regulated
entities more relevant to their users by increatiiegy predictive value.
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In May of 2005, Newfoundland Power responded toAb8B’s invitation to submit fact patterns on
rate-regulated operations and provided fact paternich demonstrated how a regulator’s actions
could give rise to an asset or liability as defimedection 1000. That letter has been attached fo
reference.

Newfoundland Power’s regulatory assets and liadsliclearly met the characteristics required in
Section 1000 for the recognition of assets andliis. Furthermore, the regulatory environment
provides a forum for rigorous review and discusgibregulatory assets and liabilities and the ttesul
of that review and discussion is the recognitionreulatory assets or liabilities with a higher
probability of recovery or settlement than woullerivise exist.

2. Do you agree that AcG-19 should be amended asgposed and retained? If you do not
agree that it should be retained, why not? If yowo not agree with the proposed amendments,
what changes would you suggest and why?

Newfoundland Power believes that AcG-19 shoulddbaimed, whether or not the AcSB chooses to
remove recognition and measurement guidance fa-regulated operations from the CICA
Handbook.

3. Do you agree with the effective date for the pppsed amendments to Section 1100,
1600, 3061, 3465 and 3475, and that the proposal®ald apply to both interim and annual
financial statements for periods beginning on or dér that date? If not, what alternative(s) do
you propose and why?

No, Newfoundland Power believes that any amendmenthe CICA Handbook in this regard
should be deferred at least until the IASB’s fipakition on guidance for rate-regulated entities is
known. If amendments are made they should apghptb interim and annual financial statements.

4, Do you agree that the effect of any changes ic@unting policy required as a result of
the proposal to remove the temporary exemption in &tion 1100 should apply prospectively,
in accordance with paragraph 1100.33? If not, whaalternative do you propose and why?

Yes, Newfoundland Power agrees that any changasacounting policy required as a result of the
proposal to remove the temporary exemption in 8ectil00 should be applied prospectively, in
accordance with paragraph 1100.33.
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5. Do you agree that when initially applying Sectio 1100 to the recognition and
measurement of assets and liabilities arising fromate regulation, and when this results in a
change in the accounting for such assets and liaiiés, entities should be required to repeat
the disclosures made in the comparative period undeparagraph 8 of AcG-19, in order to

assist financial statements users in performing aotnparative analysis? If not, why not?

Yes, Newfoundland Power agrees.

Should you require additional information we wobklpleased to discuss this matter further.
Sincerely,
Jocelyn H. Perry

Vice-President, Finance
& Chief Financial Officer





