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General remarks

Effects of rate regulation usually have a significant impact on a company operat-
ing in a regulated business. Therefore our understanding is that financial state-
ments of such a company have to include these effects to allow interpretation and
analysis of the core business and its financial effects.

It should be kept in mind, that comparison of financial performance of each com-
pany is enabled only, if all major business transactions and factors of influence
are shown within its financials. Comparability — even of entities of the same cate-
gory — requires in our opinion the visibility of all major financial effects. Thus, the
effects of rate regulation shall be included in the IFRS financial statements to
submit a clear and comparable set of financial information about the underlying
business.

The very general principle of the IASB to provide relevant and decision-useful
financial information is not met. IFRS shall represent “financial statements for
general purpose” but given the fact, that significant financial information about the
core business is missing, the very general principle of the IASB is in our reflection
not applicable for regulated entities. As long as such significant financial effects
are being excluded from any financial reporting under IFRS we believe the afore-
mentioned statement is not valid in any case. We would appreciate taking into
consideration the fact, that financial effects of rate-regulation arise and reflect a
significant part of the core business and also have significant volume for entities
operating in regulated markets.

Depending on the overall impact of rate regulation on the regulated entity, it can
be argued, that a fair presentation of financial statements can be reached in dif-
ferent ways. If a massive impact is given, then a lot of information shall be pre-
sented to allow a best possible interpretation of the financial effects arising from
the regulation scheme. In that case, it is fairly clear to provide as many and rele-
vant information about the content and the nature of the financial effects, as the
true and fair view allows. It is also possible, that for certain entities effects of rate
regulation are of minor interest. Even then the entity might have an opinion or
interest to state some more detailed information in its financial statements.

The type of information as well as the level of detail should be generally in line
with conclusions about relevance, usefulness and materiality on a company’s
level. This should be clarified by the management within the management com-
mentary as well as within sufficient notes about the regulatory regime, effects and
any other important aspects of the economic environment of the regulated com-
pany.
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Information to be provided within financial statements 55%’1"’20 -
... within the statement of financial position gﬁi;_efumfang

If rate regulation has a significant impact on the entity, then a total balance sheet
position covering the total number of rights and obligations resulting from the rate
setting mechanism in accordance to DP 4.72 seems necessary. These positions
reflect the total volume of Euros to be considered in future periods as adjustments
of cost or revenue and also regarding the fact that with some certainty respective
cash flows will arise out of these positions.

The fact of regulation itself supports our opinion, that the recognition of rights and
obligations based on or resulting from the regulatory regime are relatively sure
and predictable. Such a high degree of certainty is caused by the legal framework
and the corresponding rules and regulations as well as by the existence of a regu-
lator. Additional enforcement mechanisms make sure, that regulated companies
are on the one hand able to measure the respective figures and information relia-
bly and on the other hand willing to provide a true and fair view about their busi-
ness operations.

Even if — based on current discussions — the definition criteria of assets and liabili-
ties cannot be met by the rights and obligations arising from the regulation
scheme, the creation of a new position within the statement of financial position
seems logical. We therefore support the idea of IFRS 14 to show effects of regu-
lation separately within the statement of financial position, but in our view this
must be done within the statement and the other positions. This way of presenta-
tion allows either to interpret its volume and importance in comparison to other
elements or it easily enables everybody to eliminate the figures if they are not
important for specific purposes. This is one major supportive aspect for the bene-
fit of rate regulation under IFRS.

Besides other positions of the balance sheet it is important to understand, how
the regulatory framework would affect the overall financial position. Furthermore a
separate recognition within the statement of financial position allows interpreting
how impacts of the regulation affect the entity in terms of working capital man-
agement. Separation of various effects can be important to determine and also to
proof cost of debt towards the regulator.

... within the statement of profit or loss and other comprehensive income

In our opinion effects of rate regulation have to be presented also within the net
result as their variances show significant movement between calendar years.

Several financial effects are a result of the regulation scheme and have an impact
on regulated entities' figures. Various effects often were caused by past events
and lead to compensation via tariffs in the future. Due to the fact that a lot of fore-
cast information is used for the tariff calculation it is necessary to wrap up with the
actuals after closing of the calendar year. This true-up mechanism results in vari-
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ances, which lead to the financial effects that impact the profit or loss in following 5:_’;’;‘:'2015
periods. In accordance to the regulatory framework these effects are sometimes

realized long term, some are quite of short term, but all are following a strict and fﬁ‘f’”mfﬁng
binding system set out by law and/ or the regulator. A variety of different schemes

exists in various regulated systems; therefore it has to be paid attention to the

respective financial effects and also their occurrence regarding the specific share

within the result of a period.

Taking into consideration the regulatory framework and its basic function it is
necessary to understand the impact it will have on the results of a regulated com-
pany. Due to very long underlying periods (lifetime of assets up to 50 years,
amortization periods under the regulatory regime between 1 and 10 years) a lot of
effects spread over more than just one or two reporting periods. The mismatch
caused by not taking into account the effects of regulation is significant for certain
companies within a regulated environment. Useful financial information which
enables proper decision-making is in need of consideration of the respective
regulatory effects consequently.

Our intention does not at all mean eliminating every source of seasonal influence
to the performance of the period of a regulated company, but to allocate certain
effects of regulation to periods where they belong, where they were initiated or
where they can be measured in comparison to the underlying transaction. Sea-
sonal effects are also seen on the face of the statement of profit or loss of a regu-
lated company (e.g. due to weather conditions and influencing of energy costs).

In our opinion it seems difficult to argue, that any financial statements are for
general purpose, if effects of rate regulation (if significant) are not shown and
therefore not visible to any external party. As long as IFRS intend to be the
standards fitting and supporting the most entities in the world, it should be con-
sidered allowing at least the recognition of certain amounts of rate regulation un-
der a specific and separated area in the statement of financial position and also
within profit or loss.

... within the statement of cash flows

The type of information presented within the statement of cash flows should al-
low evaluating how the financial flows of regulation occur and if they have also a
significant impact (compared or in relation to financing and investing activities) to
the entity. As the regulation scheme also sets the frame for investing activities for
infrastructure-dominated entities, the occurrence and the volume of financial flows
gives a better understanding about the economic surroundings of regulation.

Investors usually evaluate the ability of possible investment targets under strong
analysis of the financial flows, which are caused by its framework of business
operations. The core businesses are affected by regulation massively. As regu-
lated companies gain significant portions of cash flow based on their regulation
scheme, the visibility of effects is important for an investor's view. Investors hav-
ing a very long term interest are strongly interested in monitoring the company's
performance besides the various effects of regulation that are not representing
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the current performance of the period. It is in that context important to submit
detailed information about the ability to gain and recover funds from business
operations.

Any information provided by the regulated entity shall allow the evaluation of the
financial performance and ability to finance own business activities. A big ad-
vantage is given to the fact, that if regulatory positions were allowed to become
accounted under IFRS, then they would also benefit the investor’s information, as
all the information would be subject to an audit/ review of the auditors. The benefit
indeed would arise from the fact, that an auditor runs several audit work through-
out the numbers of regulatory positions and the supporting information as well.
Depending on the will of investors the supported information can easily be elimi-
nated from the financial statements if they were presented and disclosed in a
transparent and informative way.

.. to note disclosures

A pure approach of disclosures on regulated activities seems helpful in compari-
son to the current situation of non-recognition and non-disclosure under IFRS, but
without making any quantitative effects visible within the key elements of financial
statements, a pure disclosure approach seems not to make sense and also does

not allow interpretation of the financial development.

Any disclosures on rate regulation should give additional information about finan-
cial figures and effects that are shown within the financial statements together
with a good explanation of the regulatory framework and its basic functionality.
Disclosures shall also support the needs of investors with split ups and useful
information and finally give more useful details as well as some forecast infor-
mation about future financial outflows caused by the regulatory scheme.

The specific level of information presented within the financial statements or the
notes might be subject to a management decision, as not all information is al-
lowed or relevant to be distributed in public. Local laws might be applicable and
some information also can be classified by law, by the regulator or by other obli-
gation.

.. the management commentary

Consequently the management commentary should cover the main effects and
influences on the financial statement of the reporting period. The management
commentary itself in our view cannot be the first choice to submit information
about the regulatory framework and its respective effects on the company. As the
level of detail within the commentary is more reduced and on a high level general-
ly, the usefulness is not that high compared to the other ways of presentation (see
above).

.. how will information be used by investors and lenders?
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In addition to our remarks above we would like to state, that detailed information s
on the regulatory scheme is highly relevant and important for long term invest-
ment decisions of investors and that any support of useful information on the kind Seite/Umfang
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of framework a regulated entity is located in, will in general improve the financial 1

reporting and the view on the entity and its performance drivers besides the pure
rendering of essential goods and services.

One major aspect of stakeholders in regulated companies is the evaluation of
recoverability of variances which arise from the rate setting mechanism. Based on
the stability and level of certainty as well as the track record of past periods it can
be measured quite reliably if certain amounts will be reimbursed via tariffs in the
future or how excess income will be dealt with.

Question 2

Elia group and also 50Hertz are very familiar with the use of financial statements,
which consider the recognition of balances arising from regulatory operations.

Under Local Gaap in Germany the recognition of regulatory liabilities is without
any exemption a mandatory obligation. Also for German tax purposes the recog-
nition is an obligation.

For the purposes of internal group reporting within Elia as well as for the consoli-
dated financial statements of Eurogrid GmbH it was decided by the management
to fully recognise regulatory claims and obligations within the consolidated finan-
cial statements under IFRS. The main part of Eurogrid Therefore we fully apply
the recognition and measurement of such balances on regular basis. We are of
the opinion, that financial information is incomplete if such balances were not
included in our financial statements.

Eurogrid is rated “Baa1” by Moody’s Investors Service.

Despite the fact, that IFRS does not allow the recognition of regulatory balances
we have made very positive cbservations throughout the presentation of our con-
solidated financial statements to banks, investors and rating agencies. The infor-
mation submitted was helpful to support the needs of external stakeholders and
enabled a better interpretation of our net results than without the additional finan-
cial information.

Internally we made the observation, that after processes and existing information
were brought together, the processing of regulatory information to figures within
the financial statements is quite easy. Information about regulatory transactions is
usually available anyway within the company and also subject to detailed man-
agement reporting. Thus and also due to the fact that the regulator requires the
specific reporting of various facts and figures, the use of such information for ex-
ternal reporting is not a significant issue for regulated companies.

In our view complexity is no proper argument against the recognition of regulatory
balances within financial statements, as any regulated company will be forced to
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fects available for internal steering purposes as well as for reporting requirements

of the regulator. Seite/Umfang
712

Question 3

Defined rate regulation seems to be a good initial point to start. Due to the fact,
that regulation shows so many different aspects within Europe and abroad it
seems logic to have a wide scope to start and to further evaluate the specific re-
quirements, which might be useful.

Generally it should be possible to include as many regulatory regimes in most
countries of the world into the defined rate regulation, as the characteristics of a
rate setting mechanism and its financial effects will be in a certain way similar in
various regulatory regimes.

Question 4

In our understanding we do not see any market rate regulation within the scope of
a new standard.

But given the fact, that also market rate regulation is a way of regulation which
might have impact on regulated entities under their regime, we would support to
further evaluate whether specific IFRS guidance can be useful for such compa-
nies. Furthermore we see the possibility to allow and engage disclosures on spe-
cific regulatory transactions that lead to financial effects in a reporting period for
such entities.

Question 5
We agree with the scope and description of defined rate-regulation.

Scope of defined rate-regulation

In our view the focus of defined rate-regulation should be on regulated systems
and transactions instead of regulated entities. We would appreciate having a new
standard that covers the wide range of regulated businesses independently from
the legal setup of companies and / or groups of companies.

We are of the opinion that regulatory mechanisms are to be considered by the
IASB irrespectively of the fact whether they are significant for the entity or not.
Regulatory activities are not comparable to other competitive activities in busi-
ness; therefore in terms of comparability and transparent financial reporting under
IFRS we absolutely support the evaluation and development of new reporting
requirements caused by a new standard.
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from a rate setting mechanism as described in DP 4.72. The revenue requirement

is a good basis for argumentation regarding the existence of rights and obliga-
tions out of the rate setting mechanism.

But, instead of focussing on the pure existence of enforceable rights and obliga-
tions we would like to point out, that not always strict and binding claims can be
made within a regulatory framework to recover certain amounts of money. We
see the risk, that by using “enforceable” together with rights and obligations it
could be argued, that only legally existent claims and obligations are in scope,
whether all others were out-scoped by definition. This would not be of benefit, as
the regulatory frameworks not always create standalone legal claims by them-
selves. But usually regulated entities can proof a certain track record of past peri-
ods and also a certain degree of experience with the regulator which is outflow of
the rate setting mechanism and the legal regulatory framework. Therefore it
should paid attention to the fact that a reasonable level of certainty of the rights
and obligations can be drawn out of the experience with the regulator. In that
constellation it would be useful not setting a fixed requirement in the existence of
enforceable rights and obligations, but instead allow to proof whether rights and
obligations will be recovered in future periods.

The existence of a specific rate regulator can vary in different jurisdictions. There-
fore we support the idea of making use of indicators, which can be used to assess
the existence and the function of a regulated system and a regulator. As a result
of the existence a regulated entity will be forced to fulfil several duties and follow
certain obligations. All of these represent the regulatory framework which sets the
frame for its business environment.

In terms of the unit of account it should be allowed to not only focus on the rela-
tionship to individual customers, but instead also to the customer base as a
whole, if the regulatory environment does not foresee any recoverability of claims
for individuals but for all customers as a group. Given that, it is also important to
know, that regulation is not always based on individual customer's contracts, but
instead directly based on laws and other regulation.

Additional features

We currently do not see any additional features to be included.

Question 6

Additional things to consider

Rights and obligations are a result of the rate setting mechanism. As long as the
existence and occurrence of such will be allowed to be taken into account under
IFRS, this will enhance the quality and comparability of the financial reporting at
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all. In saying that we do not believe that more than the true up mechanism for Patum
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rights and obligations will be necessary to consider by the |IASB.

Seite/Umfang
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Specific accounting quidance

As noted above already we think that IFRS do not fully support decision useful
financial information as long as regulatory positions are not included in the key
elements of financial statements under IFRS. For us it is important to include such
balances into our financial statements.

Taking into consideration the long timeline for implementation of new IFRS stand-
ards we would also suggest taking again into consideration the following aspects,
which can be helpful to analyse whether or not other possible solutions than de-
veloping a new IFRS standard for rate-regulation may lead to similar or better
results. We still believe that a new IFRS standard for rate regulation best fits the
needs of the industries and also of the various stakeholders, but for further dis-
cussion we would also like to raise the public attention to the following aspects:

e Conceptual framework project: allow recognition of assets and lia-
bilities arising from defined rate-regulation

We understood that rights and obligations arising from regulatory activi-
ties currently do not meet the definition criteria of assets and liabilities un-
der existing IFRS. A change of definitions together with some additional
guidance — as now presented within the discussion paper on defined rate-
regulation — might be also helpful to finally allow the recognition of regula-
tory balances under IFRS. We are aware of the current IFRS project, but
also know that good reasons are to be seen to support such an initiative.

¢ IFRS 14 application to all IFRS users and allowance to fully recog-
nise rights and obligations

If IFRS 14 would be applicable not only to first-time-adopters, then recog-
nition of regulatory liabilities in Germany was allowed. If then also regula-
tory claims would be allowed, a solution for recognition could be not that
far away from realization. In our opinion IFRS 14 has some acceptance in
Europe, but unfortunately it was only created for the benefits of first-time-
applicants. A change could be an alternative.

¢ IFRS 15 modification

IFRS 15 deals with performance obligations and therefore could be uti-
lized to make use of in terms of rate-regulation. As long as the regulatory
true up mechanism is based on past events any future change in tariffs
arising from the rate setting mechanism can be also seen as sort of per-
formance obligation. In dependence of the identified contract and/ or the
group of customers an application of a slightly modified IFRS 15 seems
possible.
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Best approach to follow

Following our arguments above on where the effects of defined rate-regulation
shall be shown in the best way we are of the opinion that a helpful approach ena-
bles regulated companies to account for variances in cost or revenue in a proper
way. The total position of future increases or decreases in tariffs, which arose
from past periods shall be shown in the balance sheet representing the overall
quantity of regulatory deferrals. In addition some helpful disclosures underline and
further explain the figures shown in the statements of financial position as well as
profit or loss and cash flow.

We would not support an approach that ends up in recognizing an intangible as-
set, as the underlying regulatory mechanisms are varying and also using a lot of
different assumptions on amortization periods. The valuation of such an intangible
would be highly insecure and volatile as so many influencing factors would de-
termine its total value.

We would not support disclosure-only-approaches and any solution that were
based on regulatory accounting requirements. Such solutions would not benefit
the users of financial statements. Our company would finally never support any
solution which ends up in a prohibition of recognition of regulatory balances, as
we are of the strong opinion that for regulated entities a true and fair presentation
of financial statements is required to show regulatory balances and corresponding
information and disclosures.

Other approaches to consider

The current stage of discussion does not expand on the implementation of any
solution that consists of the use of the other comprehensive income (OCI). In our
view it could be worth to further analyse the results and possible benefits of an
accounting approach that affects the OCI. Changes in tariffs cause variances of
profit and loss but do not necessarily belong to the period they were incurred.
Using the OCI to allocate certain amounts to equity when incurred and to be re-
leased from the equity when the amounts shall be recovered would allow a better
performance measurement for the reporting period.

Question 8

Yes, 50Hertz does carry out regulated activities.

50Hertz is a german high-voltage electricity network operator being regulated
under an incentive-based regulation scheme (“Anreizregulierung”) since 1% Janu-

ary 2009. This scheme is incentive-based and provides so called revenue-cap-
regulation over regulation-pericds of five years,
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Question 9 e
The prohibition of recognition of regulatory balances under IFRS would in our

opinion decrease the acceptance of IFRS within the utilities industry massively.

The current project shows that good reasons can be named to include regulatory

balances into IFRS financial statements and therefore we strongly believe that the

IASB will decide wisely and in a supportive way ... and in benefit for financial

reporting purposes. The allowance of recognitions clears out a significant ac-

counting mismatch in our industry and we hope to have given transparent insight

into our arguments and the underlying assumptions.

As noted above we would not support disclosure-only-approaches. We are not
convinced, that pure disclosures would allow a good and fair presentation under
IFRS.

Question 10

In our opinion IFRS 14 can only function as a starting point, but will not be the role
model for future regulatory accounting models. Based on the information gained
by the current rate-regulation project we assume that the IASB will have good
insight and proper knowledge to develop further guidance on the need of prepar-
ers, investors and analysts, banks and other stakeholders.

Question 11

We do not believe that a presentation separated from assets and liabilities ena-
bles good interpretation of the respective financial effects. Therefore our sugges-
tion is to fully include regulatory balances into the statements of financial position
and profit or loss as well as into the statement of cash flows.

In our opinion there is no reason for separation. Given the fact, that uncertainty is
much bigger in recognition of other elements (IAS 12, deferred tax assets) under
IFRS we strongly recommend to include regulatory balances into the key ele-
ments of IFRS financial statements. Comparison and good understanding is only
enabled, when all information about financial effects is presented in a common
way without separation of single elements.

Question 12

In our view it is not important whether specific arrangements fall into the scope of
rate regulation or not. We would strongly encourage further evaluating and defin-

ing the facts and circumstances set out by the discussion paper regarding the fact
whether defined rate-regulation exists or not.
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The existence and the kind of regulation is to be evaluated in dependence of
laws, regulatory framework and local specifications. Regional specifications might
also be relevant to consider. The indicators regarding essential goods or ser-
vices, no or just limited level of competition and a specific or required level of
quality of supply and availability are helpful to assess the existence of a regulated
framework.

If the regulator is a separate legal entity authorized by the government, a sepa-
rate unit of the government or which legal form else does not materially matter.
The fact, that regulation is performed by an authorized legal body is in our view
the relevant fact pattern to be recognized.

Question 13

At the current stage of discussion we do not see a specific field of discussion or
attention here. In the further development process and based on a more clear
view of the IASB regarding possible next steps it will be necessary to analyse
more in depth which constellations are worth to evaluate and elaborate more
deeply.

50 hertz

Datum
08.01.2015

Seite/Umfang
12112

www.50hertz.com



