























Auditors’ Report

To the Members of the Alberta Electric System Operator Board

We have audited the balance sheets of the AESO as at December 31, 2007 and 2006 and the
statements of operations and comprehensive income and cash flows for the years then ended. These
financial statements are the responsibility of the company’s management. Our responsibility is to express
an opinion on these financial statements based on our audits.

We conducted our audits in accordance with Canadian generally accepted auditing standards. Those
standards require that we plan and perform an audit to obtain reasonable assurance whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the
overall financial statement presentation.

In our opinion, these financial statements present fairly, in all material respects, the financial position of
the company as at December 31, 2007 and 2006 and the results of its operations and its cash flows
for the years then ended in accordance with Canadian generally accepted accounting principles.

Dbt £ Tt 2o

Chartered Accountants
Calgary, Alberta

January 31, 2008
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Balance Sheet

As at December 31 (in thousands of Canadian dollars) 2007 2006
ASSETS
Current assets
Cash $ 61,672 127,651
Accounts receivable (note 4) 182,645 191,762
Prepaid expenses and deposits 2,686 2,489
MSA deferral account receivable = 16
247,003 321918
Capital assets (note 6) 42,994 43,970
$ 289,997 365,888
LIABILITIES
Current liabilities
Accounts payable and accrued liabilities (note 7) $ 192,927 308,428
AESOQ deferral accounts payable (note 8) 58,006 11,651
MSA deferral account payable 5 =
Security deposits (note 13) 1,541 1,689
Deferred government grants (note 5) 267 =
Bank debt (note 9) 35,700 42,600
288,446 364,368
Deferred rent 1,551 1,620
EQUITY (note 1) - -
$ 289,997 365,888

Asset retirement commitment (note 70)
Contingencies and commitments (note 71)

On behalf of the AESO Board:

o A

Harry Hobbs

Chairman
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William D. Burch, FCA

AESO Board Vice-Chair
and Audit Committee Chair
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Statement of Operations
and Comprehensive Income

For the Year Ended December 31 (in thousands of Canadian dollars) 2007 2006
REVENUE
Transmission tariff $ 905,079 $ 946,303
Energy market charge 13,654 12,712
Load settlement charge 5,136 4,820
Interest and other 5,327 1,413
929,196 965,248
OPERATING COSTS AND EXPENSES
Wire costs 441,185 444,931
Ancillary services costs 235,848 235,176
Line losses 183,787 231,927
General and administrative 52,187 39,947
Amortization (note 6) 9,190 9,234
Other industry costs 4,809 3,685
Interest expense (note 9) 2,190 449
929,196 965,248
NET INCOME AND COMPREHENSIVE INCOME $ - $ =
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Statement of Cash Flows

For the Year Ended December 31 (in thousands of Canadian dollars) 2007 2006
OPERATING ACTIVITIES

Net income $ = $ =

Amortization 9,190 9,234
Changes in non-cash working capital * (106,462) 105,008
Net cash provided by operating activities (97,272) 114,242
INVESTING ACTIVITIES

Capital asset additions (8,214) (24,419)
Net cash used in investing activities (8,214) (24,419)
FINANCING ACTIVITIES

(Decrease) increase in bank debt (6,900) 12,600

Increase in deferred rent 31 55

Increase (decrease) in AESO deferral accounts 46,355 (5,4792)

Increase (decrease) in MSA deferral account 21 (193)
Net cash provided by financing activities 39,507 6,890
INCREASE IN CASH (65,979) 96,713
CASH, BEGINNING OF YEAR 127,651 30,938
CASH, END OF YEAR $ 61,672 $ 127651
Cash interest paid $ 2,155 $ 828

* Consists of changes in accounts receivable, prepaid expenses and deposits, accounts payable and accrued liabilities, deferred
government grants and security deposits.
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1.

Notes to the Financial Statements

December 31, 2007 and 2006 (All amounts are in thousands of Canadian dollars unless otherwise indicated)

NATURE OF OPERATIONS

The Independent System Operator (ISO), operating as the Alberta Electric System Operator (AESO),
is a statutory corporation established on June 1, 2003 under the Electric Utilities Act (EUA) of the
Province of Alberta.

Effective June 1, 2003, the AESO assumed responsibility for the operation of the competitive power
pool; determining the order of dispatch of electric energy and ancillary services; providing system access
service on the electric transmission grid; directing the safe, reliable and economic operation of the
interconnected electric system; planning the capability of the transmission system to meet future needs;
and regulating and administering load settlement. As of January 1, 2008 the responsibility for regulating
the rules associated with load settlement transitioned from the AESO to the Alberta Utilities Commission
(AUC).

The AESO is governed by the AESO Board, whose members are appointed by the Alberta Minister of
Energy and are independent of any person or entity having a material interest in the Alberta electric
industry. The AESO Board has an Audit Committee and a Human Resources, Compensation and
Governance Committee.

The EUA requires that charges to industry, including the transmission tariff, energy market charge and
load settlement charge, be set to recover the costs required to operate the AESO, and that the AESO
be operated so no profit or loss results on an annual basis from its operations. The AESO has no equity.

The AESO's transmission-related financial activities are regulated by the AUC (Regulator) and approved
based upon the AESO'’s annual General Tariff Applications.

Management views the operations as one fully-integrated operation; therefore, segmented information
is not applicable.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

These financial statements have been prepared by management in accordance with Canadian generally
accepted accounting principles (GAAP). Preparation of these financial statements requires estimates
and assumptions that affect the amounts reported and disclosed in the financial statements and related
notes. These estimates and assumptions include information, regulatory decisions and other matters
that are periodically influenced by third parties that may impact the timing of revenue and/or expense
recognition. Actual results may differ from those estimates and assumptions due to factors such as the
useful lives and impairment of capital assets, accrued liabilities, settlement of an asset retirement
commitment and regulatory decisions. Any changes from current estimates or assumptions are
accounted for in the period that they are determined.

63

I AESO 2007 ANNUAL REPORT I




Deferrals — The AESO utilizes deferral accounts to facilitate a matching of revenues and costs. On an
individual basis for the transmission, energy market and load settlement operations, in circumstances
where annual collections are in excess of the costs, the excess amount is recognized in the deferral
accounts and refunded in the subsequent year. In circumstances where annual collections are less than
the costs, the shortfall is recorded as revenue, recognized in the deferral accounts and collected in the
subsequent year.

A portion of the energy market charge collected by the AESO is remitted to the Market Surveillance
Administrator (MSA), a separate statutory corporation, according to its revenue requirement as provided
in the EUA. When the annual revenue collected on behalf of the MSA through the energy market charge
collection process is in excess of the funding payments made to the MSA, the excess is recorded as
deferred revenue and is incorporated into the estimated per megawatt hour (MWh) charge for the
following year.

Capital Assets — Capital assets are stated at cost. These assets are amortized on a straight-line basis
over their estimated useful life as follows:

Software development 5 years

System coordination facility Over the land lease term ending in 2025
Energy trading system 8 years

System coordination computer systems 8 years

Computer hardware, furniture and office equipment 3 years

Leasehold improvements Over the lease term ending in 2014
Facility infrastructure 10 years

Interest costs attributable to and incurred during the development phase of large capital projects are
capitalized. Capitalization ceases when the projects are substantially complete and ready for productive
use. Payroll and payroll related costs associated with staff directly involved in software and hardware
development are capitalized.

Revenue Recognition — The AESO’s revenue is primarily derived through three separate charges:
(1) the transmission tariff; (2) the energy market charge; and (3) the load settlement charge. Each of
these charges is set to recover those costs directly attributable to one of the AESO’s main functions as
well as a portion of shared corporate services costs. Consistent with the requirements of the EUA, which
requires the AESO to operate with no annual profit or loss, revenue is recognized equivalent to the
aggregate of annual operating costs on a function-by-function basis.

The EUA requires the AESO to provide funding for the MSA with the amount to be recovered through
the energy market charge. The energy market charge included in the AESO’s statement of operations
and comprehensive income does not include amounts recovered related to the MSA's funding
requirements and the AESQO's costs do not include amounts related to the operations of the MSA. The
difference in the revenue collections and the monthly payments associated with the MSA are recorded
in the MSA deferral account.

Deferred Rent — The lease costs associated with the 10-month, rent-free period will be recognized over
the 10-year lease term.

Deferred Government Grant — The AESO recognizes government grants as a reduction to expenses
in the period the expenses are incurred. Government grants received or receivable in advance of
expenses incurred are recorded as deferred charges.

Employee Future Benefits — The AESO’s employee future benefit program consists of a defined
contribution plan. The AESO's contributions to employee future benefit plans are expensed as incurred.
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Financial Instruments — The Canadian Institute of Chartered Accountants (CICA) has published five
new accounting sections to the CICA Handbook: Section 1530, Section 3855, Section 3861, Section
3865 and Section 1506.

» Section 15630: Comprehensive Income addresses fair value accounting and reporting and disclosure
standards for comprehensive income.

» Section 3855: Financial Instruments — Recognition and Measurement addresses when financial
instruments should be measured and how measurement should occur.

» Section 3861: Financial Instruments — Disclosure and Presentation provides standards for how
financial instruments should be classified on the financial statements as well as related disclosure
requirements.

» Section 3865: Hedging specifies the criteria under which hedge accounting may be applied, how
hedge accounting should be performed under permitted hedging strategies and the required
disclosures. These standards require that entities categorize financial instruments and measure certain
financial instruments at fair value.

» Section 15606: Accounting Changes addresses the required disclosures when an entity has not applied
a new source of GAAP that has been issued but is not yet effective.

All of these new standards were adopted by the AESO on a prospective basis in accordance with the
recommendations of the CICA for the period commencing January 1, 2007. In accordance with
the transitional provisions, prior periods have not been restated as a result of adopting these standards.
The AESO has evaluated the impact of these new standards and the adoption of these recommendations
has not had an impact on the financial statements. Comprehensive Income is the same as Net Income
during the period.

The AESO has evaluated the five classifications of financial instruments, namely held for trading,
available for sale, held to maturity, loans and receivables and other financial liabilities, and designated
its financial instruments as follows:

» Cash is classified as assets held for trading at fair value.

» Accounts receivable and deferral accounts receivable are classified as loans and receivables and are
measured at amortized cost, which, upon initial recognition, is considered equivalent to fair value.
Subsequent measurements are recorded at amortized cost using the effective interest rate method.

» Accounts payable and accrued liabilities, deferral accounts payable, security deposits and bank debt
are classified as other financial liabilities and are initially measured at their fair value. Subsequent
measurements are recorded at amortized cost using the effective interest rate method.

It is management'’s opinion that the AESO is not exposed to significant interest rate, currency or credit
risks arising from these financial instruments.

Upcoming Pronouncements — CICA Handbook Sections 3862: Financial Instruments Disclosures,
Section 3863: Financial Instruments Presentation, and Section 1535: Capital Disclosures are required
to be adopted for fiscal years beginning on or after October 1, 2007. Section 3031: Inventories is required
to be adopted for fiscal years beginning on or after January 1,2008. The AESO will adopt these standards
on January 1, 2008 and it is expected the only effect will be incremental disclosures regarding the
significance of financial instruments for the entity’s financial position and performance and the nature,
extent and management of risks arising from financial instruments to which the entity is exposed.
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FINANCIAL STATEMENT EFFECTS OF RATE REGULATION

Regulatory assets represent certain costs, incurred in the current period or in prior periods, that are
expected to be recovered from customers in future periods through the rate-setting process. Regulatory
liabilities represent future reductions of revenues associated with amounts that are expected to be
refunded to customers as a result of the rate-setting process.

As of December 31 2007 2006
Regulatory asset

Regulatory hearing costs $ 7 $ 91
Regulatory liabilities

Transmission deferral $ 50,657 $ 4278

During 2007, $0.1 million was incurred in legal and consulting fees related to the AESO's 2007 General
Tariff Application regulatory proceeding. The AESO expects to receive approval for recovery of these
costs with the completion of the regulatory process. The Regulator will issue a Utility Cost Order that
approves allowable and recoverable hearing costs. If approved, the regulatory asset will become an other
industry cost and will be recovered from customers in that year. If the cost claim is disallowed, the amount
will be included in general and administrative costs in that year. In the absence of rate regulation, GAAP
would require that such costs be included in operating results in the year in which they are incurred. The
regulatory asset is included in accounts receivable on the balance sheet at December 31, 2007.

At December 31, 2007, the transmission deferral liability was $50.7 million based upon an accumulation
of variances between transmission revenue collections and costs incurred from 2007 and prior years.
The AESO applies to the Regulator for the approval and settlement of prior years' deferral balances. The
transmission deferral balance is a regulatory asset or liability, based upon the expectation that amounts
accumulated from one year to the next will be approved for collection from, or refund to, customers in
a subsequent year. In the absence of rate regulation, GAAP would require that such balances be included
in operating results in the year in which they are incurred. The regulatory liability is included in the AESO's
deferral accounts payable on the balance sheet at December 31, 2007.

All transmission-related financial activities of the AESO are subject to the Regulator's approval on an
annual basis, thus the recovery of transmission costs through the transmission tariff is subject to
regulatory approval. With the formation of the AESO through the EUA, the AESO must be managed so
that, on an annual basis, no profit or loss results from operations. Management believes that the ultimate
recovery is assured due to the not-for-profit status of the AESO.

ACCOUNTS RECEIVABLE

2007 2006

Transmission settlement $ 176,956 $ 181,164
Energy market settlement 2,881 2734
Trade 2,808 7874
$ 182,645 $ 191,762
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GOVERNMENT GRANTS

In 2007, the AESO undertook an initiative to study the best approach to forecast wind power in Alberta.
The Alberta Department of Energy and the Alberta Energy Research Institute committed to providing
partial funding for this project. These grants related specifically to this project and will not continue in
the future. Full funding is conditional upon the completion of the study and providing a final report on
the project findings. The AESO has complied with the terms of the grant agreements to date and
foresees no issues that would change this status. There is no contingent liability recorded for any
repayment of grant amounts received or receivable. At December 31, $0.3 million in funding has been
received with the remaining funding commitment of $0.4 million recorded in accounts receivable.

In 2007, the financial statements recognize a reduction to general and administrative expenses of
$0.4 million and a deferred charge balance of $0.3 million related to grants accrued in advance of
project expenses. When the project expenses are incurred in 2008, the deferred charge balance will be
netted against general and administrative expenses.

CAPITAL ASSETS

2007

Accumulated Net Book

Cost Amortization Value

Software development $ 27122 $ 10,002 $ 17120

System coordination facility 19,055 1,096 17,959

Energy trading system 11,410 11,410 =

Computer hardware, furniture

and office equipment 7,258 4,396 2,862

Leasehold improvements 2,976 914 2,062

Facility infrastructure 2,561 274 2,287

Work in progress 704 = 704

$ 71,086 $ 28,092 $ 42,994

2006

Accumulated Net Book

Cost Amortization Value

Software development $ 20464 $ 7036 $ 13428

System coordination facility 18,769 84 18,6756

Energy trading system 11,410 9,812 1,698

System coordination computer systems 11,406 11,406 =
Computer hardware, furniture and

office equipment 6,586 3,360 3226

Leasehold improvements 2,798 935 1,863

Facility infrastructure 2,501 21 2,480

Work in progress 2,700 - 2,700

$ 76624 $ 32654 $ 43970

Work in progress in 2007 and 2006 relate to capital acquisitions associated with various hardware and
software development projects that were not commissioned or operational by the end of the year.

For the 12 months ended December 31,2007, $1.4 million of payroll and payroll-related costs associated
with staff directly involved in software and hardware development have been capitalized (2006 —
$1.1 million). No interest costs were capitalized in 2007 (2006 — $0.4 million).
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. ACCOUNTS PAYABLE AND ACCRUED LIABILITIES

2007 2006

Transmission settlement $ 150,465 $ 196,730
Energy market settlement 23,498 89,230
Trade 14,033 16,186
Accrued liabilities 4,931 6,282
$ 192,927 $ 308,428

The accounts payable, trade balance includes flow-through customer contribution amounts of $2.8 million
in 2007 and $11.1 million in 2006.

8. AESO DEFERRAL ACCOUNTS PAYABLE

Energy Load
Transmission Market Settlement Total
Opening balance, January 1, 2006 $ 11,322 $ 6,042 $ (241) $ 17123
2006 Operations (7,044) 568 1,004 (5,472)
Closing balance, December 31, 2006 4978 6,610 763 11,651
2007 Operations 46,379 (298) 274 46,355
Closing balance, December 31, 2007 $ 50,657 $ 6,312 $ 1,037 $ 58,006

9. CREDIT FACILITIES

The AESO has credit facilities of $140.0 million, comprised of a $70.0 million term revolving loan facility
and a $70.0 million demand revolving loan facility. The facilities provide that the borrowings may be
made by way of fixed rate offer loans, prime loans or bankers’ acceptances which bear interest at the
rates specified in fixed rate offer loans, at the bank’s prime rates, or at bankers' acceptance rates plus
a stamping fee.

The $70.0 million term revolving loan facility is fully revolving for two year periods with a term to
September 2009 and a provision for one extension. If the facility is not extended, the amount outstanding
would be repayable in full in September 2009. Included in the $70.0 million term revolving loan facility
is the option to request letters of credit.

In addition to the two loan facilities, a demand treasury risk management facility of $9.0 million in deemed
risk content is available to provide for interest swaps for up to $35.0 million in notional debt. This facility
was not used in 2007 and 2006.

At December 31, 2007, $35.7 million was drawn on the demand revolving loan facility and a $10.0
million letter of credit was issued on the term revolving loan facility. The letter of credit was issued as
security for operating reserve procurement.

The amount of interest paid during the year was $2.2 million (2006 — $0.8 million) at an average interest
rate of 4.5 per cent.
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10.

11.

12.

ASSET RETIREMENT COMMITMENT

The system coordination facility is located on leased land. Under the terms of the lease agreement, the
AESO is obligated, at the request of the landlord, to complete site restoration upon termination of the
lease. The landlord’s intentions are not determinable at this time. As the fair value of the obligation
cannot be reasonably estimated due to the broad range of settlement dates and cash flows, any potential
liability has not been recognized. Amounts will be accounted for in the period they are determined.

CONTINGENCIES AND COMMITMENTS

(i)  The AESO leases office space, data processing equipment and land under various operating leases.
The minimum lease payments associated with these leases are as follows:

Year Amount ($ million)
2008 2:3
2009 1.8
2010 1.8
2011 19
2012 2.0
Thereafter 4.8

(i)  To fulfil the duties of the AESO in accordance with the EUA, the AESO manages the procurement
of ancillary services through contracts with third-party suppliers. These ancillary services include
operating reserves, transmission must-run, under-frequency mitigation and system restoration. The
contracts are for generation capacity and load reduction capabilities ranging in contract duration
from one day to 15 years. The amount to be paid under each contract is dependent upon fixed and
variable terms. The variable terms are based upon commodity prices, dispatch volumes and frequency.

(iii) As aresult of events which occurred in 2007, the AESO may become party to a claim or legal action
arising in the normal course of business. While the outcome of these matters is uncertain, the AESO
does not currently believe that the outcome related to these matters or any amount which the
AESO may be required to pay would have a materially adverse effect on the corporation as a whole.

(iv) The EUA requires the AESO to provide funding for the MSA with the amount to be recovered
through the energy market charge. In 2007, $3.0 million was paid to the MSA (2006 — $2.3 million).

EMPLOYEE FUTURE BENEFITS

The contributions to the defined contribution plan are based on a percentage of an employee’s salary with
the AESO matching employee contributions to a maximum percentage. There is no unfunded obligation
related to the plan as contributions are paid to employees when earned. Total expense for the defined
contribution plan was $2.2 million in 2007 (2006 — $1.8 million).
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13.

14.

SECURITY DEPOSITS

Security requirements for financial obligations in excess of unsecured credit limits are met with cash
deposits and letters of credit. All market participants and transmission customers who have financial
obligations to the AESO must adhere to the AESO's rules and transmission tariff terms and conditions
regarding security requirements. Unsecured credit limits are provided for an organization (or guarantor)
with an acceptable credit rating from an AESO recognized bond rating agency, an organization that
does not have a credit rating if they qualify for an AESO determined proxy credit rating, or for an
organization that has an exempt status as determined through government regulation.

FINANCIAL INSTRUMENTS AND CREDIT RISK

The AESO'’s financial instruments consist of cash, accounts receivable, AESO deferral accounts
receivable/payable, MSA deferral accounts receivable/payable, accounts payable and accrued liabilities,
security deposits and bank debt. Due to their short-term nature, the fair market value of the financial
instruments approximates the carrying value.

The credit risk associated with accounts receivable is generally considered to be low since substantially
all counterparties are well established utility or power companies. There is no concentration of balances
with debtors.
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