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Court File No.: CV-15-535019-00CP

ONTARIO
SUPERIOR COURT OF JUSTICE

BETWEEN:

BILL BENNETT
Plaintiff

- and -

HYDRO ONE INC., HYDRO ONE BRAMPTON NETWORKS INC., HYDRO ONE
REMOTE COMMUNITIES INC., NORFOLK POWER DISTRIBUTION INC., and
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AFFIDAVIT OF M. LILLY IANNACITO
(sworn April 13, 2016)

I, M. Lilly Iannacito, of the Town of Richmond Hill, in the Regional Municipality of York,

MAKE OATH AND SAY:

1. I .am a Law Clerk with the law firm of LAX O’SULLIVAN LISUS GOTTLIEB LLP,

co-counsel for the Plaintiff and, as such, have knowledge of the matters contained in this affidavit.

2. Attached to this affidavit and marked as Exhibit “A” is a copy of the “Hydro One

Cornerstone: Case Study”, dated 2008, which I have accessed online.

3. Attached to this affidavit and marked as Exhibit “B” is a copy of the “Shared Services —

Cornerstone Capital”™, filed on July 13, 2009, which I have accessed online.



-

4. Attached to this affidavit and marked as Exhibit “C” is a copy of the “Shared Services

Capital — Cornerstone”, filed on May 19, 2010, which I have accessed online.

5. Attached to this affidavit and marked as Exhibit “D” is a copy of “Hydro One Inc.
Submissions to the Board of Directors”, dated May 12, 2011 and filed on June 15, 2012, which I

have accessed online.

6. Attached to this affidavit and marked as Exhibit “E” is a bundle of documents filed on June
15, 2012, including: “Hydro One Cornerstone Phase 4 CIS Replacement Stakeholder Session”,
dated June 29, 2011; “Hydro One Stakeholder Consultation Notes”, dated October 19, 2011; and
“Hydro One Stakeholder Consultation Notes”, dated June 5, 2012. I have accessed these

documents online.

7. Attached to this affidavit and marked as Exhibit “F” is a copy of “Hydro One Customer
Information System Replacement, Project Update, Cornerstone Phase 4 Update for Stakeholders”,

dated October 19, 2011, which I have accessed online.

8. Attached to this affidavit and marked as Exhibit “G” is a copy of “Hydro One Annual

Report 20127, which [ have accessed online.

9. Attached to this affidavit and marked as Exhibit “H” is a copy of the “Shared Services

Capital — Cornerstone”, filed on May 28, 2012, which I have accessed online.

10.  Attached to this affidavit and marked as Exhibit “I” is a copy of the “Non-Typical Capital -

Customer Information System”, filed on June 15, 2012, which I have accessed online.



11.  Attached to this affidavit and marked as Exhibit “J” is a copy of a number of
interrogatories, along with Hydro One’s responses thereto, filed on October 11, 2012 regarding

Ontario Energy Board file number EB-2012-0136, which I have accessed online.

12. Attached to this affidavit and marked as Exhibit “K” is a copy of “Hydro One Annual

Report 20137, which I have accessed online.

13.  Attached to this affidavit and marked as Exhibit “L” is a copy of “Hydro One Inc.
Management’s Discussion and Analysis for the three and six months ended June 30, 2013 and

20127, which I have accessed online.

14.  Attached to this affidavit and marked as Exhibit “M” is a copy of a Hydro One News
Release headed “Hydro One Releases 2013 Third Quarter Financial Results”, dated November 14,

2013, which I have accessed online.

15, Attached to this affidavit and marked as Exhibit “N” is a copy of “Hydro One Annual

Report 2014”7, which I have accessed online.

16.  Attached to this affidavit and marked as Exhibit “O “ is a copy of the excerpt from Chapter
3 of the 2014 Annual Report of the Office of the Auditor General of Ontario”, Section 3.11

entitled “Smart Metering Initiative”, which I have accessed online.

17. Attached to this affidavit and marked as Exhibit “P” is a copy of a Hydro One News
Release headed “Hydro One Releases 2013 Year-End Financial Results”, dated February 13,

2014, which I have accessed online.
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18.  Attached to this affidavit and marked as Exhibit “Q” is a copy of a Hydro One News
Release headed “Hydro One Releases 2014 Year-End Financial Results”, dated May 7, 2014,

which I have accessed online.

19.  Attached to this affidavit and marked as Exhibit “R” is a copy of “Hydro One Inc.
Management’s Discussion and Analysis for the years ended December 31, 2014 and 20137, which

I have accessed online.

20.  Attached to this affidavit and marked as Exhibit “S” is a copy of a report prepared by PwC
entitled “Hydro One Customer Service and Billing Issues — Lessons Learned”, dated December

2014, which I have accessed online.

21. Attached to this affidavit and marked as Exhibit “T” is a copy of the Ontario Ombudsman

Report entitled “In the Dark”, dated May 2015, which I have accessed online.

22, Attached to this affidavit and marked as Exhibit “U” is a copy of “Scorecard - Hydro One
Networks Inc.” dated September 28, 2015 with attached “Appendix A — 2014 Scorecard
Management Discussion and Analysis Template” dated May 22, 2015, which I have accessed

online.

23. Attached to this affidavit and marked as Exhibit “V” is a copy of the Ontario Energy Board

“Retail Settlement Code”, revised on October 8, 2015, which [ have accessed online.
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24.  Attached to this affidavit and marked as Exhibit “W” is a copy of the Huffington Post
media report dated December 4, 2015 entitled “Hydro One Billing Complaints Probe Ends,

Because Company Is Being Privatized”, which I have accessed online.

SWORN BEFORE ME at the City of Toronto,
in the Province of Ontario on April 13, 2016 {

Commissioner for Taking Affidavits M. LILLY TANNACITO

LISA S. LUTWAK
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This is Exhibit “A” referred to in the Affidavit of M. Lilly lannacito
sworn April 13, 2016

Commissioner for Taking Affidavits (or as may be)

LISA S. LUTWAK
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Hydro One:
At A Glance

One of the largest electricity delivery Systems in the World
Wholly owned by the Province of Ontario

Board regulates Transmission and Distribution

Ontario Energy
separately

« $7.3 Billion in assets + $5.4Billion in assets

« 28,900 KM network — over 96% of * 123,000 KM system — spans 75%
capacity in Ontario of Ontario

* 51 LDCs, 61 large industrials * 1.3 Million rural and urban customers

« 26 Interconnection facilities incl. 32 LDCs, 50 Large industrials

273 Transmission stations
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Ontario Footpr

Our mission is to be an
efficient and dynamic
electricity transmission
and distribution company
that is best in North
America in the areas of
safety, customer service
and reliability, while
focusing on our people
and creating shareholder
value

Generafion Supply
2 Hydro i )
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* Ensure public confidence as stewards of provincial assets
e Best safety record in the world

« Top quartile reliability

« Customer satisfaction: 90% across all segments

« Skills development and retention

« Shareholder returns: Productivity/ “A” category Rating
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/ Alternative 1 \

Best-of-Breed
Point Solutions
Emphasis

+ Use of point
solutions scaled to
individual business
process
requirements

+ Minimal use of
enterprise systems

\-

" IT Strategy:
yst for Char

ﬁurrent Hydro @r&

Three Customized

Enterprise Systems

with Custom Point
Solutions

+ Multiple highly
customized
enterprise systems
supporting a subset
of business
processes

- Many processes
supported by
independent point

solutions

\ AN

ge

/ Alternative 2

Solutions

solutions for
differentiated
business processes

« Use of enterprise

or undifferentiated
processes

Enterprise Systems
with Multiple Point

« Targeted use of point

systems for common

Alternative 3
Enterprise

Minimal Point

+ Use of principal
__enterprise systems
_as the established
default for new

* Useofpoint
solutions where
justified by

e

System(s) with

Solutions

applications

incremental value

&

€

Alternative 4 \

Single Enterprise
System Emphasis

= Functionality
consolidated to
single enterprise
system

o

Use of point
solutions limited to
processes not
supported by single
enterprise system

/

| : —
Best-of-Breed Enterprise Single
Point Systems with Enterprise

Solutions

Point Solutions

System
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ven Program takes Shape

Business Dri

Business and IT Challenges make opportunity right for a
more transformational program. “This is not an IT project”

A consolidated and integrated

Patchwork of highly customized,
platform...

unsupported legacy systems

have led to will enable

Simplified and standardized end-

Siloed and complex processes
fo-end processes...

and creafed

and support
Barriers to achieving integration

cost savings Sustained integration cost

savings
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Support the Corporate Mission

Provide renewing and sustaining support for Hydro One’s Internal Controls
Create more effective and efficient business operations

Enable achievement of corporate regulatory objective

Drive Employee Engagement

Customer Information System
Enterprise Asset Mgmt Tools
‘System Extension”

Finance/HR/Pay |
‘System Extension” |

Enterprise Asset Management
“‘System Foundation”




Phase One — The Project Team

33

“The power of Four
“Vanilla tastes great!

73
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Cornerstone:
Phase One - Scope

Phase One will replace current Passport functionality in supply
chain, work management, asset management, and accounts
payable, with SAP functionality.

Supply Chain ECC 6.0
-MM, SD, PM, PS
Accounts Payable -WM, HR*
-FI (G/L, AR, AP)
Work Initiation SRM (APQO)
SCM
Preventative Maintenance Pl

EP



Cornerstone:
Phase One

[ Finance

To-Be Application Landscape
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Financial Accounting & /
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Cornerstone:
Phase One

Business benefits were identified, prioritized and driven down to
detailed value levers. KPI creation

Value Streams

=

Is under

jay.

i Capability Areas  Value Levers Detailed Yalue Levers
. SCM Benefifs
I e 1 5 Whar
e s : 7% ot savings potential T
A Source-to-Pay 4 Swuring and Cafegory WManagement
SR A5 of savings polenial
" 4 Trapsacionat Processing
i ¥ i x . RIS O RighET productivity .
& - Lo SCh ! imventory Reduciion
. gp 20-30% of savings pofentisl
'* o { Reduction n Labow Costs
J— e ‘ s o ity
Demand & Supply Planning i s “Price Reductons
5 ) et 1-5% of savings potential
o . Lower Crder Lead-fime
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Comerstone |
Phase One — Project Timeline

Project Mobilization January 2007

Go-Live of June 2™ 2008

Project Post Go-Live suspended July 31st 2008
Project Close-out Sept 12, 2008

2007 2008

Jan Feb Mar Apr May Jun Jul ‘/—"\ug’{ Sep Oct MNowv Dec | Jan Feb  Mar  Apr May i Jun Jul

Mobilize

# Person days/# People on the project: # Test Scenarios executed/Total SIRs: 868/1097
43,265/468

# Tasks on Cutover Plan: 1287
# Deliverables produced: 861

# People Classroom Trained prior to go-Live:
# Issues raisedfaddressed: 721 2221

# Change Requests addressed: 436




Cornerstone: |
Phase One — Transition to Enablement

The ‘Project’ Phase of the Project may be over — but the “real”
work is just beginning.

Hydro One has set up an Enablement organization to continue
to drive value from Cornerstone long-term

The Enablement Organization will drive productivity

through enterprise process improvements and
ensure we leverage the Cornerstone Assets to their

full potential




Comerstam |
Phase One — Transition to Enablement

Enablement Structure and Guiding Principles

Enablement Director

|

| |
k sz;ess & Qata . f?erfiarfﬁ‘iamse -
~ Manager Improvement Manager

Enablement Guiding Principles
« Continuously leverage the Cornerstone investment

« Improve impacted business processes on an ongoing basis

Identify and prioritize business improvements based on measurable and
verifiable value

Govern data as an asset to drive better analysis and decision making

®

Increase end user productivity and quality of work



Cornerstone:
Project/Program Success

Cornerstone “Why Projects Fail” Placemat




Comerstone

Project/Program Success

 Collaborative relationships

* Respect and frust for one another
« Badgeless

« Client focused

« Transparency

e Sponsor support

« Empowered teams
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Brian Martin
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This is Exhibit “B” referred to in the Affidavit of M. Lilly lannacito

sworn April 13, 2016

Commissioner for Taking Affidavits (or as may be)

LISAS. LUTWAK
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SHARED SERVICES - CORNERSTONE CAPITAL

1.0 OVERVIEW

The Cornerstone Project is part of the overall information technology (“IT”) strategy to
replace several of Hydro One’s key enterprise information systems as they reach their
‘end of life’. The Comnerstone Project is also a major business process transformation
initiative that provides a platform for further effectiveness and efficiency gains at Hydro

One. The Cornerstone Project is to be carried out in four phases as summarized below:

Phase 1 (Completed June 2008): Replace end of life Passport application and
functionality associated with work management, supply chain, procurement, accounts
payable and asset registry with a modern Enterprise Asset Management (“EAM?)

solution using SAP. This phase was completed successfully in June 2008.

Phase 2 (In-Service Q3 2009): Replace end of life Peoplesoft application for
Finance/Human Resources/Payroll processing with functionality provided by SAP that is
integrated with the EAM solution installed in Phase 1. Also address the currently
anticipated analytical and reporting business needs and requirements for International
Financial Reporting Standards (“IFRS™) compliance. It is expected that additional
releases will be required in late 2009 or early 2010 to address any late changes in IFRS

requirements.

Phase 3 (In-Service 2012): Enhance integrated planning by expanding Hydro One’s SAP
solution and integrating key systems/technologies and specialized packaged point
solutions to drive additional business value, improve end-to-end process efficiency and
improve asset lifecycle management analytics/decisions. This includes adding SAP

functionality by turning on new SAP modules (including workflow for process control);
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integrating specialized software applications for reliability centred maintenance
optimization and scheduling/dispatch; interfacing key enterprise systems (e.g. graphical
information system (“GIS™), operating, fleet, telecom, protection & control, etc);
incorporating new assets into the asset registry (e.g. I'T assets, real estate assets, metering

assets, etc); deploying enterprise mobile strategy across the province; and consolidating

end-user databases/applications.

Phase 4 (2016): Replace end of life customer service system (“CSS”) or Customer-1

application.

Table 1 below identifies the capital expenditures and savings for the Cornerstone

program for the period 2006 to 201 1.

Table 1
Cornerstone Capital 2006 — 2011 ($ Millions)

. . . Allocated to

Historic Bridge Test Distribution

2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2010 | 2011

Minor Fixed 0 32| 72| 53 13 | 15 | 07 | 08
Assets

Development 0 | 60.4 | 99.9 972 | 227 | 193 | 100 | 85
Projects

(T::’)Z“:' Capital 0 | 636 | 1071 | 1025 | 240 | 208 | 107 | 93

Savings 0 0 0 (8.0) | (10.5) ] (19.9) | 3.1) | (6.1)

Net Capital Cost | 0 | 63.6 | 107.1 | 945. | 135 | 09 | 7.6 | 32

The Cornerstone capital expenditures consist of Minor Fixed Assets and Development
Costs. The latter include all the costs to acquire, install and place into service the new
Cornerstone systems.  Cornerstone capital expenditures support the Sustainment,
Development, and Operations work programs of Hydro One Networks Inc. As such they

consist of assets that are largely shared by both the Transmission and Distribution
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businesses. The differences in year to year expenditures are the result of the phasing of
Cornerstone implementation. This table also shows the forecast capital savings arising

from Cornerstone process improvements and the result of netting these savings against

the total capital costs. These savings are discussed later in this schedule.

The Cornerstone Project O&M spending and the percent allocation to Distribution over
the Historic, Bridge, and Test years are shown in Exhibit C1, Tab 2, Schedule 10. In
Exhibit C1, Tab 5, Schedule 3 the appropriate cost allocation drivers that have been

utilized to derive the Distribution allocation of the Cornerstone Project are shown.

2.0 BACKGROUND

The capital work program for Cornerstone commenced in 2007. Phase 1 of the project
was successfully completed in June 2008, Phase 2 is scheduled for completion in August
2009 and work has begun on Phase 3. The four phases of the Cornerstone Project are

discussed below:

Phase 1 — Enterprise Asset Management Core Functionality (Completed June 2008)

The EAM initiative replaced the existing Passport applications with a modern EAM
solution in June 2008. The result is an integrated EAM application to allow for more
effective information transfer within the Company and provide the basis for connectivity

with other core systems as they are replaced or upgraded.

Hydro One started Phase I after obtaining Hydro One Board of Director approval in
February 2007 and successfully implemented (“go-live”) Phase 1 on June 30, 2008.
Phase 1 delivers an EAM solution that replaces existing Passport functionality; provides

additional enhancement/capability to facilitate business process improvements;
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establishes data governance and data structure for ongoing data collection and
management activities; addresses Bill 198 and other regulatory compliance requirements;
and provides the basis for future phases of the project by turning on and utilizing

additional modules within the same application suite.

The benefits from Phase 1 are based upon a complete understanding of the benefits from
the SAP application. These benefits are derived from three key value levers underpinned
by Cornerstone Phase I application, process and organizational changes. These value

levers are:

e Centralizing to a single asset registry with a uniform hierarchy and selective

integration to legacy databases;

* Providing greater process transparency, integration and collaboration (enabled
through the application and process changes) across Hydro One’s lines of

business (“LOB”); and,

e Enhancing compliance to the underlying processes and data requirements.

Phase 1 savings (both Transmission and Distribution) total $200 million over a seven

year period starting in 2009 to 2015. Total savings of $50.4M are expected in the test
years 2010 and 2011 as shown in Table 2.
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Table 2
Total Cornerstone Phase 1 Savings ($M) (Transmission & Distribution)

2010 2011
OM&A 13.0 16.5
Capital 9.2 11.8
Total 222 28.3

The bulk of the total savings are through the following:

Optimize O&M and Capital spend through enhanced asset analysis and
maintenance by managing operational risks over the asset life cycle (Expected
Savings $50.3M).

Enhanced crew productivity due to better materials availability through more
efficient forecasting, planning and execution. The contribution to improvement in
crew productivity results from having the right materials available at the right
time and the right location (Expected Savings $35.5M).

Improve internal & supplier contract compliance through reduction in non —
Purchase Order spend for direct purchase of materials and services. This benefit
is derived from all users purchasing standardized materials and services off

negotiated contracts at agreed prices and terms (Expected Savings $35M).

Each of the future phases build on the foundation set by Phase 1. Each of Phases 1, 2 and

3 will utilize the interconnected SAP application platform. Each phase is stand-alone to

the extent that each will add its own benefits to the overall Cornerstone program.
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Phase 2 — Replace PeopleSoft Finance/Human Resources/Payroll Functionality (In-

Service Q3 2009)

By Q3 2009, Phase 2 will replace existing end-of-life PeopleSoft Finance, Human
Resources (“HR”) and Payroll processing with functionality provided by SAP that is
integrated with the EAM solution installed in Phase 1. Phase 2 also addresses the current
anticipated analytical and reporting business needs and the requirement to be compliant
with International Financial Reporting Standards by January 1, 2011 as discussed in the
project investment justification document shown in Exhibit D2, Tab 2, Schedule 3. It is
expected that additional releases will be required in late 2009 or early 2010 to address

any late changes in IFRS requirements.

The PeopleSoft Finance, HR and Payroll processing modules were installed in 1998 and
the HR module was upgraded in 2002 and subsequently customized. These systems are

core to Hydro One’s financial reporting and human resource management capability.

Cornerstone Phase 2 proposes to expand Hydro One’s SAP solution footprint to replace
PeopleSoft; provide one integrated system of record for all finance, HR and asset data
and bring a greater proportion of Hydro One’s core business systems under vendor

support. The scope also covers the following:

e replace the in-house application, Business, Regulatory Planning & Reporting
(“BRPR™), which tracks the release of work from Asset Management to the field,
with SAP business planning and investment management functionality;

e replace legacy data warchouse applications and databases with a single SAP
business data warehouse and a reporting tool, to provide one source of reliable

business data; and
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e address currently anticipated International Financial Reporting Standards

(“IFRS”) requirements to accommodate IFRS compliance by January 1, 2011. A
parallel IFRS Project will be carried out to review Hydro One accounting
policies/practices and recommend changes to meet IFRS compliance
requirements. It is expected that many of these recommendations will be
incorporated into the Phase 2 SAP solution while others will be addressed in
subsequent releases of SAP, to address any late changes in IFRS requirements so

as to provide full IFRS compliance before the January 1, 2011 deadline. A full
discussion of IFRS is provided in Exhibit A, Tab 13, Schedule 1.

Phase 2 of Cornerstone was undertaken following a competitive RFP selection and
discovery process completed in 2007 and early 2008, respectively, which was used to
confirm cost and scope. Hydro One started Phase 2 after obtaining Hydro One Board

approval in April 2008 and after successfully completing Phase | in June 2008.

As in Phase 1, the main objective is not only to install an off-the-shelf solution, but also
to adopt industry-standard practices. Integration of the new finance and HR application
with the modules installed in Phase 1 will enhance reporting capabilities. This will be
done by providing Business Intelligence / Business Warehouse capability in Phase 2.
Business intelligence is the capability of collecting and analyzing internal and external
data to generate knowledge and value for the organization. Business Warehouse is

making information readily accessible and available for analysis.

Inergt is working closely with Hydro One, in its role as outsource business service
provider and as an end user of the applications and revised business processes. Inergi and
its parent company, Cap Gemini, are working with Accenture, the system integrator, to
ensure the solution delivered meets Hydro One’s needs. Accenture, SAP and Cap

Gemini/lnergi have all committed to delivering the required solution and working in a
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collaborative and open process. Governance over the project includes oversight by a sub
committee of the Hydro One Board of Directors, Executive and project level reviews and

an ongoing Quality Assurance /Quality Control process implemented by Accenture.

The Phase 2 benefits build on the benefits derived from three key value levers
underpinned by the Cornerstone Phase I application for technology, process and
organizational changes. The Phase 2 savings total approximately $50 million with
expected savings of about $9.4 million in the test years 2010 and 2011 as shown in Table
3 below,

Table 3
Total Cornerstone Phase 2 Savings ($M) (Transmission & Distribution)

2010 2011
OM&A 2.6 32
Capital 1.3 2.3
Total 3.9 5.5

The Phase 2 savings are based upon the following benefits identified over a seven year

period starting in 2010:

I. Replacement of the core Finance / Human Resources / Payroll Functionality

Expected Benefits $20M:

e Provide efficiency improvements that are driven by having a standardized
platform for business process, technology and reporting and an integrated system
of record within SAP for all asset and financial data;

» Improve [T security and internal control; and
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e Avoid costs associated with maintaining and reconciling two separate financial
system applications and having to implement IFRS compliance requirements in
both (the SAP financials implemented with Phase 1, and the legacy PeopleSoft

application.).

2. DBusiness Intelligence/Business Warehouse

Expected Benefits $30M:

Provide field supervisors with key operational data, standard reports and

analytical tools to enable further workforce productivity improvements;

e Provide the centralized Asset Management group with a common and single
source for information and better analytical tools to improve asset investment
decisions; and

e Provide the Company with a tool to help realize and measure progress in realizing

the business benefits of Cornerstone.

Phase 3 (In-Service 2012): Enhance Integrated Planning

Phase 3 will enhance integrated planning by expanding Hydro One’s SAP solution and
integrating key systems/technologies and specialized packaged point solutions to drive
additional business value, improve end-to-end process efficiency and improve Asset
Lifecycle Management analytics/decisions. This includes adding SAP functionality by
turning on new SAP modules (including workflow for process control); integrating
specialized software applications for reliability centred maintenance optimization and
scheduling/dispatch; interfacing key enterprise systems (e.g. GIS, operating, fleet,

telecom, protection & control, etc); incorporating new assets into the asset registry (e.g.
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IT assets, real estate assets, metering assets, etc); deploying enterprise mobile strategy

across the province; and consolidating end-user databases.

Hydro One business information consists of many different components that reside in
many different sources even after completion of Phases 1 and 2. The key is to integrate
these sources to allow for asset and other business data to be captured once and used
consistently throughout the Company to provide asset and asset work information from a
variety of perspectives e.g. system performance, asset condition, labour, cost (historical
and forecasted), work accomplishment, performance and work metrics, customer
reliability, outage management, etc. This facilitates breaking down the information silos
and driving enterprise integration and improvements via process, people and technology.
An essential element of this vision is to provide seamless integration of data between the
asset registry, work orders, scheduling/dispatch and GIS system using mobile technology.
This phase enhances and streamlines end-to-end business processes by expanding and
leveraging the SAP application functionality to implement workflow for process control,
consolidate and eliminate duplicative and disparate end-user databases/applications to
increase the assets being managed in SAP and integrating/interfacing key systems (e.g.
operating, real estate, fleet, protection & control, telecom, metering, etc) to provide a

centralized asset repository and single source of truth across all lines of business.

Phase 3 will also integrate SAP to the enterprise GIS system and to operating scheduling/
dispatch using standard mobile technology that is deployed to field staff across the
province. It will integrate legacy historical information with current SAP data to
facilitate trend analysis and performance forecasts and integrate new reliability centred
maintenance optimization software to provide ongoing analysis of preventative
maintenance results, validation of asset models, and facilitate strategic/scenario planning

that is focused on improving asset lifecycle management decisions.




20

21

22

Filed: July 13,2009
EB-2009-0096
Exhibit D1

Tab 3

Schedule 7

Page 11 of 11

Hydro One expects savings from improved processes, elimination of duplicative data
systems and improved transparency across the organization. The Phase 3 savings total

approximately $130 million over a seven year period with expected savings of $14

million starting to flow in the test year 2011 as shown in table 4 which follows.

Table 4
Total Cornerstone Phase 3 Savings ($M) (Transmission & Distribution)
2010 2011
OM&A 0 8.7
Capital 0 5.2
Total 0 14.0

Phase 4 (In-Service 2016) - Replace Customer Information System Functionality

The CSS or Customer-1 application was purchased in 1997 from Andersen Consulting
(now Accenture). The application has undergone significant modifications in order to
address the changes in the Ontario regulatory environment and to meet Ontario Energy
Board requirements. This is an extensively customized product which is very costly to
maintain and very costly to modify to meet new regulatory and business needs.

Accenture no longer supports the application.

To obtain full functionality with the newer systems, and to improve workflow and
improve customer satisfaction, the intent of Phase 4 is to replace the existing Customer-1
system with a more integrated application which would interface with the application

suite implemented in Phases 1, 2 and 3.
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SHARED SERVICES CAPITAL - CORNERSTONE

1.0 OVERVIEW

The Cornerstone Project is part of the overall information technology (“IT”) strategy to
replace several of Hydro One’s key enterprise information systems as they reach their
‘end of life’. The Cornerstone Project is also a major business process transformation
initiative that provides a platform for further effectiveness and efficiency gains at Hydro

One. The Cornerstone Project is to be carried out in four phases as summarized below:

Phase 1 (Completed June 2008): Replaced end of life Passport application and
functionality associated with work management, supply chain, procurement, accounts
payable and asset registry with a modern Enterprise Asset Management (“EAM™)

solution using SAP. This phase was completed successfully in June 2008.

Phase 2 (Majority Completed August 2009, minor items to be completed in 2010):
Replaced end of life PeopleSoft application for Finance / Human Resources / Payroll
processing with functionality provided by SAP that is integrated with the EAM solution
installed in Phase 1. The phase 2 implementation also addressed the analytical and
reporting business needs for work management, finance, investment management, HR
and Pay and requirements for International Financial Reporting Standards (“IFRS™)
compliance. Additional releases will be required in 2010 to address the most recent

requirements for IFRS and final phase 2 reporting and analytical requirements.

Phase 3 (In-Service 2010-2012): Enhance integrated planning, Enterprise Asset
Management / Enterprise Resource Planning systems, tools and processes by expanding
Hydro One’s SAP solution and integrating key systems/technologies and specialized

packaged point solutions to drive additional business value, improve end-to-end process
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efficiency and improve asset lifecycle management analytics/decisions. This includes
adding SAP functionality by turning on new SAP modules; integrating specialized
software applications for reliability centred maintenance & optimization, scheduling &
dispatch enhancements; interfacing key enterprise systems (e.g. geospatial information
system (“GIS”), operating, fleet, telecom, protection & control, etc); incorporating new
assets into the asset registry (e.g. IT assets, real estate assets, metering assets, etc);

integration with enterprise mobile technology, enhancing functionality for HR, Finance,

Work Management and Supply Chain and consolidating end-user databases/applications.

Phase 4 (2016): Replace end of life customer information system (“CIS™). Core product
is Customer-1 application with numerous best of breed and custom applications fulfilling

the remaining functionality of the CIS.

Table 1 below identifies the capital expenditures and savings for the Cornerstone

program for the period 2007 to 2012.

Table 1
Cornerstone Capital 2007 — 2012 (§ Millions)

Historic Bridge Test TX Allocated

2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2011 | 2012
Minor Fixed 321 721 02| 20 15 1 21 ] 06 | 09
Assets
Development 60.4 | 999 | 908 32.9 194 | 272 | 109 | 152
Projects
Egz' Capital 636 | 1071 910 | 349 | 209 | 293 | 115 | 16.1
Savings 0 0 * (10.8) [ (13.9 | 2.0 | (9.5) | (15.9
Net Capital Cost | 63.6 | 107.1 | 91.0 24.1 70 | 72 | 20 0.2

* 8.0 million in savings realized in 2009
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The Cornerstone capital expenditures consist of Minor Fixed Assets and Development
Costs. The latter include all the costs to acquire, install and place into service the new
Comerstone systems.  Cornerstone capital expenditures support the Sustainment,
Development, and Operations work programs of Hydro One Networks Inc. As such they
consist of assets that are largely shared by both the Transmission and Distribution
businesses. The differences in year to year expenditures are the result of the phasing of
Cornerstone implementation. This table also shows the forecast capital savings arising

from Cornerstone process improvements and the result of netting these savings against

the total capital costs. These savings are discussed later in this schedule.

The Cornerstone Project O&M spending and the percent allocation to Transmission over
the Historic, Bridge, and Test years are shown in Exhibit C1, Tab 2, Schedule 10. In
Exhibit C1, Tab 5, Schedule 3 the appropriate cost allocation drivers that have been

utilized to derive the Distribution allocation of the Cornerstone Project are shown.

2.0 BACKGROUND

The capital work program for Cornerstone commenced in 2007. Phase 1 of the project
was successfully completed in June 2008. The majority of Phase 2 was completed in
August 2009. Work has begun on Phase 3. The four phases of the Cornerstone Project

are discussed below:

Phase 1 - Enterprise Asset Management Core Functionality (Completed June 2008)

The EAM initiative replaced the existing Passport applications with a modern EAM
solution in June 2008. The result is an integrated EAM application that has enabled more
effective information transfer within the Company and provided the basis for

connectivity with other core systems as they are replaced or upgraded.
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Hydro One started Phase I after obtaining Hydro One Board of Director approval in
February, 2007 and successfully implemented (“go-live”) Phase | on June 30, 2008.
Phase 1 delivered an EAM solution that replaced legacy Passport functionality; provided
additional enhancement/capability to facilitate business process improvements;
established data governance and data structure for ongoing data collection and
management activities; addressed Bill 198 and other regulatory compliance requirements;
and provided the basis for future phases of the project by turning on and utilizing

additional modules within the same application suite.

The benefits from Phase 1 are based upon a complete understanding of the benefits from
the SAP application. These benefits are derived from three key value levers underpinned
by Cornerstone Phase 1 application, process and organizational changes. These value

levers are:

e (Centralizing to a single asset registry with a uniform hierarchy and selective
integration to legacy databases;

* Providing greater process transparency, integration and collaboration (enabled
through the application and process changes) across Hydro One’s lines of business
(*“LOB™); and,

* Enhancing compliance to the underlying processes and data requirements.

Phase 1 savings (both Transmission and Distribution) total $200 million over a seven
year period starting in 2009 to 2015. Total savings of $60.4M are expected in the test
years 2011 and 2012 as shown in Table 2.
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Table 2
Total Cornerstone Phase 1 Savings ($M) (Transmission & Distribution)
2011 2012

OM&A 16.5 19.0

Capital 11.6 13.3

Total 28.1 32.3

The bulk of the total savings are through the following:

» Optimize O&M and Capital spend through enhanced asset analysis and maintenance
by managing operational risks over the asset life cycle (Expected Savings $50.3M).

e Enhanced crew productivity due to better materials availability through more efficient
forecasting, planning and execution. The contribution to improvement in crew
productivity results from having the right materials available at the right time and the
right location (Expected Savings $35.5M).

¢ Improve internal & supplier contract compliance through reduction in non - Purchase
Order spend for direct purchase of materials and services. This benefit is derived
from all users purchasing standardized materials and services off negotiated contracts

at agreed prices and terms (Expected Savings $35M).

Each of the future phases build on the foundation set by Phase 1. Each of Phases 1, 2 and
3 will utilize the interconnected SAP application platform. Each phase is stand-alone to

the extent that each will add its own benefits to the overall Cornerstone program.
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Phase 2 — Replaced PeopleSoft Finance / Human Resources / Payroll Functionality

(Majority Completed August 2009, minor items to be completed in Q1-Q3 2010)

In August, 2009, Phase 2 replaced existing end-of-life PeopleSoft Finance, Human
Resources (“HR”) and Payroll processing with functionality provided by SAP that is
integrated with the EAM solution installed in Phase 1. Phase 2 also addressed analytical
and reporting business needs and helped to fulfill the requirement to be compliant with
International Financial Reporting Standards by January 1, 2011 as discussed in the
project investment justification document shown in Exhibit D2, Tab 2, Schedule 3.
Additional releases are currently underway to address additional changes in IFRS

requirements and final reporting and analytical requirements.

The PeopleSoft Finance, HR and Payroll processing modules were installed in 1998 and
the HR module was upgraded in 2002 and subsequently customized. These systems were

core to Hydro One’s financial reporting and human resource management capability.

Cornerstone Phase 2 expanded Hydro One’s SAP solution footprint by replacing
PeopleSoft; providing one integrated system of record for all finance, HR and asset data
and bring a greater proportion of Hydro One’s core business systems under vendor

support. The scope also covered the following:

e replaced the in-house application, Business, Regulatory Planning & Reporting
(“BRPR™), which tracked the release of work from Asset Management to the field,
with SAP investment management functionality;

e replaced legacy data warehouse applications and databases with a single SAP
business data warehouse and the business objects reporting suite, to provide one

source of reliable business data; and
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e Addressed International Financial Reporting Standards (“IFRS”) requirements to
accommodate IFRS compliance by January 1, 2011. A parallel IFRS Project has
been carried out to review Hydro One accounting policies/practices and recommend
changes to meet IFRS compliance requirements. Many of these recommendations
were incorporated into the Phase 2 SAP solution while others will be addressed in
subsequent releases of SAP, to address any late changes in IFRS requirements so as

to provide full IFRS compliance before the January 1, 2011 deadline. A full
discussion of IFRS is provided in Exhibit A, Tab 13, Schedule 1.

Phase 2 of Cornerstone was undertaken following a competitive RFP selection in late
2007 / early 2008 and the discovery process completed in 2008, which was used to
confirm cost and scope. Hydro One started Phase 2 discovery work after obtaining
Hydro One Board approval in May, 2008 and continued project delivery after

successfully completing Phase 1 in June 2008.

As in Phase 1, the main objective was not only to install an off-the-shelf solution, but also
to adopt industry-standard practices. Integration of the new finance and HR application
with the modules installed in Phase | has enhanced reporting capabilities. This was done
by providing Business Intelligence / Business Warehouse capability in Phase 2. Business
intelligence is the capability of collecting and analyzing internal and external data to
generate knowledge and value for the organization. Business Warehouse is making

information readily accessible and available for analysis.

Inergi worked closely with Hydro One, in its role as outsource business service provider
and as an end user of the applications and revised business processes. Inergi and its
parent company, Cap Gemini, worked with Accenture, the system integrator, to ensure
the solution delivered met Hydro One’s needs. Accenture, SAP and Cap Gemini/Inergi

committed to delivering the required solution and working in a collaborative and open
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process. Governance over the project included oversight by a sub committee of the
Hydro One Board of Directors, Executive and project level reviews and an ongoing

Quality Assurance /Quality Control process implemented by Accenture.

The Phase 2 benefits built on the benefits derived from three key value levers
underpinned by the Cornerstone Phase 1 application for technology, process and
organizational changes. The Phase 2 savings total approximately $50 million with
expected savings of about $5.5 million in the test year 2011 and $7.0 million in 2012 as

shown in Table 3 below.

Table 3
Total Cornerstone Phase 2 Savings (M) (Transmission & Distribution)
2011 2012
OM&A 3.2 4.1
Capital 2.3 2.9
Total 5.5 7.0

The Phase 2 savings are based upon the following benefits identified over a seven year

period starting in 2010:

21 Replacement of the core Finance / Investment Management / Time Reporting

/ Human Resources / Payroll Functionality

Expected Benefits $20M:

e Provide efficiency improvements that are driven by having a standardized platform
for business process, technology and reporting and an integrated system of record
within SAP for all asset and financial data;

e [mprove IT security and internal control; and
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e Avoid costs associated with maintaining and reconciling two separate financial
system applications and having to implement IFRS compliance requirements in both
(the SAP financials implemented with Phase 1, and the legacy PeopleSoft

application.).

2.2 Business Intelligence/Business Warehouse

Expected Benefits $30M:

e Provide field supervisors with key operational data, standard reports and analytical
tools to enable further workforce productivity improvements;

e Provide the centralized Asset Management group with a common and single source
for information and better analytical tools to improve asset investment decisions;
and

e Provide the Company with a tool to help realize and measure progress in realizing the

business benefits of Cornerstone.

Phase 3 (In-Service 2010-2012): Enhance Integrated Planning

Phase 3 will enhance integrated planning and Enterprise Asset Management / Enterprise
Resource Planning systems, tools and processes by expanding Hydro One’s SAP solution
and integrating key systems/technologies and specialized packaged point solutions to
drive additional business value, improve end-to-end process efficiency and improve asset
lifecycle management analytics/decisions. This includes adding SAP functionality by
turning on new SAP modules; integrating specialized software applications for reliability
centred maintenance & optimization, scheduling & dispatch enhancements; interfacing
key enterprise systems (e.g. geospatial information system (“GIS”), operating, fleet,

telecom, protection & control, etc); incorporating new assets into the asset registry (e.g.
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IT assets, real estate assets, metering assets, etc); integration with enterprise mobile
technology and enhancing functionality for HR, Finance, Work Management and Supply

Chain and consolidating end-user databases/applications.

Hydro One business information consists of many different components that reside in
many different sources even after completion of Phases 1 and 2. The key is to integrate
these sources to allow for asset and other business data to be captured once and used
consistently throughout the Company to provide asset and asset work information from a
variety of perspectives e.g. system performance, asset condition, labour, cost (historical
and forecasted), work accomplishment, performance and work metrics, customer
reliability, outage management, etc. This facilitates breaking down the information silos
and driving enterprise integration and improvements via process, people and technology.
An essential element of this vision is to provide seamless integration of data between the
asset registry, work orders, scheduling/dispatch and GIS system with mobile integration.
This phase enhances and streamlines end-to-end business processes by expanding and
leveraging the SAP application functionality to implement workflow for process control,
consolidate and eliminate duplicative and disparate end-user databases/applications to
increase the assets being managed in SAP and integrating/interfacing key systems (e.g.
operating, real estate, fleet, protection & control, telecom, metering, etc) to provide a

centralized asset repository and single source of truth across all lines of business.

Phase 3 will also integrate SAP to the enterprise GIS system and to operating scheduling/
dispatch leveraging enterprise mobile technology that is deployed to field staff across the
province. It will integrate legacy historical information with current SAP data to
facilitate trend analysis and performance forecasts and integrate new reliability centred
maintenance optimization software to provide ongoing analysis of preventative
maintenance results, validation of asset models, and facilitate strategic/scenario planning

that is focused on improving asset lifecycle management decisions.
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Phase 3 will be completed late in 2011 and savings are not expected to be realized until
2012. Hydro One expects savings from improved processes, elimination of duplicative
data systems and improved transparency across the organization. The Phase 3 expected

savings total approximately $130 million over a seven year period with expected savings

of $14.1 million starting in 2012 as shown in table 4.

Table 4
Total Cornerstone Phase 3 Savings ($M) (Transmission & Distribution)

2011 2012
OM&A 0.0 8.2
Capital 0.0 5.9
Total 0.0 14.1

Phase 4 (In-Service 2016) - Replace Customer Information System Functionality

The CSS or Customer-1 application was purchased in 1997 from Andersen Consulting
(now Accenture). The application has undergone significant modifications in order to
address the changes in the Ontario regulatory environment and to meet Ontario Energy
Board requirements. This is an extensively customized product which is very costly to
maintain and very costly to modify to meet new regulatory and business needs.

Accenture no longer supports the application.

To obtain full functionality with the newer systems, and to improve workflow and
improve customer satisfaction, the intent of Phase 4 is to replace the existing Customer-1
system with a more integrated application which would interface with the application

suite implemented in Phases 1, 2 and 3.
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Carmine Marcello Laura Formusa
Executive Vice President, Strategy President and Chief Executive Officer
RECOMMENDATION

THAT the Board of Directors of Hydro One Inc. approve the implementation of Cornerstone
Phase 4 at a cumulative capital and operating cost of $180 million. Phase 4 will replace the
Customer Information Systems (CIS) of the company including customer/account services,

billing, settlements and meter data management.

KEY HIGHLIGHTS

¢ Cornerstone Phase 4 eliminates the risk associated with relying on a set of aging, customized,
legacy customer systems which are built on discontinued platforms.

¢ Phase 4 will upgrade capabilities across all customer-facing parts of Hydro One. The
investment yields direct benefits in the range of $144M to $3172M over a 7-year period.

¢ The new CIS solution will act as a key enabler to a broader Customer Service Delivery
Vision that improves the quality of service for customers from a leaner and more productive
service delivery model.

s Phase 4 is expected to take approximately 21 months to complete with an estimated go-live
date of October 2012,

e There is adequate funding in the 2011-2015 Business Plan for this project. The timing of
future OEB rate filings introduces a regulatory risk of cost recovery, which is partially offset
by the substantial benefits to be realized by the CIS investment.

This Board Memorandum was reviewed and approved for submission to the Board of Directors
of Hydro One Inc. by the Business Transformation Committee at its meeting on May 11, 201 1.
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EXECUTIVE SUMMARY

Background

A competitive CIS Cornerstone Phase 4 - Request For Proposal (RFP) was developed and issued
on July 30, 2010. The RFP solicited both a software solution and system integration services to
meet the stated requirements. An extensive evaluation of the responses was conducted during
October and early November 2010. A selection was made and negotiations for the Discovery
Phase were completed in January 2011, A three-month Discovery Phase commenced in
February 2011 resulting in a finalized scope and a fixed price for System Integrator services to
implement the project. Projected in-service is planned for October 2012, to maximize our
leverage entering into the Outsourcing Agreement RFP process. The current Qutsourcing
Agreement with Inergi expires in March 2015 and must be put out to RFP.

1. Strategic Significance:

With the introduction of new programs such as smart meters and associated Time-of-Use
pricing; new Conservation and Demand Management (CDM) programs; and growing
Feed-In Tariff (FIT) and MicroFIT programs, the nature of customer service is rapidly
evolving. Future utility customer programs will likely include personalized
communication channels, specialized segment specific programs (i.e. low income),
services for electric vehicles, and home energy management support. The electrical
energy industry is at the beginning of broad transformational change that will require a
new level of complexity in properly servicing and supporting the utility customer of the

future.,

With these future customer challenges in mind, as well as corporate objectives of
improved Productivity and 90% Customer Satisfaction, a team of Hydro One customer
managers developed a Customer Service Delivery Vision of the future. The Vision
points to the delivery of a more customized service, from a streamlined, laterally
integrated, empowered delivery organization. This new organization will have an
emphasis on simplifying the interactions for customers (first contact resolution) and
driving efficiency and effectiveness through innovation and service delivery
transformation. The Vision will be enabled through the investment in a core set of
foundational technologies. The CIS investment will be one of these key building blocks
to developing the Service Delivery Model of the future Other dependent technologies
include: GIS (Geographic Information Systems), mobile, WEP (Work Execution
Projects) upgrade, and existing SAP modules.
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More specifically, CIS along with the other enabling technologies will allow for a
consolidation and streamlining of customer back-office functions leading to a leaner and
more productive workforce. These functions currently involve approximately 800 staff
(includes both insourced and outsourced resources). Currently, many manual steps are
necessary to meet customer, government and industry demands thus reducing
productivity along the entire process life cycle. The new CIS will drive innovation
through the implementation of best practice approaches to customer services. These
facets of improved customer service have direct relationship on quality metrics that are
key drivers to 90% Customer Satisfaction. In conclusion, the CIS investment enables a

future customer service delivery model that will: meet the needs of the evolving utility
customer of the future; support the achievement of key corporate objectives (Customer
Satisfaction, Innovation, Productivity); and ensure that related strategic technology

investments yield maximum value.

Purpose

The CIS investment serves three primary purposes. First, it is a core enabler of the
Customer Service Delivery Vision of the future (as outlined above). Second, the
mvestment will realize immediate value. And third, it addresses a current need to replace
an aging CIS infrastructure.

Realize Immediate Value:

The planned CIS solution will primarily be built upon a vanilla, out-of-the-box, SAP
solution representing industry best practice in core utility customer functions. The new
solution integrates with existing SAP components providing all customer-facing staff
with a more complete set of service capabilities and customer information. The value
obtained in the new solution will be measureable in the form of several key service
quality metrics such as the items listed below.

Service Quality Metric Current Baseline Target based on
Planned Solution

First Call Resolution 87% 82%

Average Handle Time — Calls (1.5M 305 seconds 285 seconds
agent handled calls per year)

Average Handle Time — 250 seconds 234 seconds
Correspondence

(280,000 items per year)
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Average Handle Time — Billing 325 seconds 305 seconds
Exceptions (400,000 items per year)

Escalated Complaints - Agent Lack of 276 complaints per | 97 complaints per year

Knowledge (2959 complaints per year) year

Address Current Need:

The core application components within the legacy CIS functionality is CSS (Customer
Service System) and OMS (Open Market Systems). CSS is based on a Customer]
platform, originally put in-service in 1998. CSS combines many customer-related
functions including billing, customer account management, and initiation of customer-
demand work. OMS scope includes systems that support our interval metered customers,
Distributed Generation (DG) customers, retailer enrolment and billing as well as
wholesale settlements. OMS is tightly integrated with Customerl, and together support
the customer-related functions of our consolidated customer base. Over the last number
of years, many changes to the system have been implemented to support mandated
programs such as Market Opening, Smart Metering and Time-of-Use billing. While this
has been done successfully, it reinforces the concem that the legacy CIS is: expensive to
maintain; expensive to modify to satisfy an accelerated pace of change; increasingly at
risk for instability; and no longer vendor-supported.

Core Deliverables for Phase 4 include:

- Replacement of Customer] and current Open Market systems with a modern system
platform (SAP + ITRON) to support the meter to cash processes across all customer

segments

- Improved customer relationship management capabilities (communication channels,
self-serve capabilities, Conservation and Demand Management (CDM) support to
enable customer choice and assist Hydro One in fulfilling constantly increasing

conservation targets)

- Improved capabilities to support projected DG customer growth. The current legacy
system requires manual processes to pay MicroFIT generators that will not be feasible
at projected future volumes.

- Integration with Comerstone Phases 1 and 2 installed system and processes
- Leveraging SAP equipment management capabilities to support metering devices

- Leveraging SAP Business Warehouse/Business Intelligence (BW/BI) capabilities for
customer analytics, which will enable us to execute a continuous improvement cycle
that drives future improvements to customer satisfaction and productivity
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Alternatives

a) Proceed indefinitely with the current legacy system
For the reasons specified in the last section, we do not recommend this alternative.

b) Wait for OEB commitment to the project before proceeding with the investment
To mitigate regulatory risk, the project could be timed to be executed once OEB approval
of the associated 2012-2013 Distribution rate requirement is approved. The assumed
Distribution Filing would take place in late 2011, with a hearing in summer 2012. The
project would then launch in late 2012 or early 2013 once the OEB Distribution Rate
Filing outcomes were known. Leveraging current work, the CIS Implementation would
still take approximately 24 months. This schedule would lead to an in-service date of
early 2015. The problem that arises with this schedule is that the current outsourcing
arrangements for both IT and Customer Service Operations (CSQO) expire on February
28th, 2015. An open and competitive bid process for this set of services will be
conducted with a possible outcome that a new vendor(s) may be chosen. This timing of
the project 1s not recommended as the risk associated with a change in our key
outsourcing partners at this late stage in CIS project implementation would not be
tolerable. Inergi and Vertex will be required to play key roles in making the CIS project
implementation successful.

¢) Replace CIS after expiry of current outsourcing contract

The implementation of a new outsourcing contract as of March 2015 would require a
transition and stabilization period. Therefore, the CIS project would commence late in
2015. The project would require an entirely new RFP and Discovery period. The earliest
reasonable date to have the new CIS in-service would be late 2018. At this point, the
legacy CIS will be in its 20th year of operation - well past its end-of-life. The additional
5-year delay will mean accommodating incremental regulatory changes that are likely to
introduce new customer requirements which will be expensive to meet and will increase
the risk of instability on the legacy environment. Finally, the benefits expected from this
project would be delayed by 5 years. Therefore, this timing is not recommended.

Cost Estimate and Recovery

Cornerstone Phase 4 project cost is estimated at $180M. This amount includes interest,
overhead, and funds allocated for risk mitigation. Although the amount is within the
approved business plan budget of $197M, spread over 2011 to 2014, it is important to
note that funding will need to be advanced into 2011 and 2012.
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Costs Benefits
(projected over 7
years)
Phase 1 Enterprise Asset Management $127M' $200M
Phase 2 Finance/Human Resources/ Payroll, $166M' $50M
Business Reporting, IFRS in SAP
Phase 3 Enhanced Enterprise Asset Management $60M $150M
Phase 4 | Customer Information System $180M $153M°
Total $533M $553M
Phase 4 Avoided costs associated with unforeseen $19M”
large enhancements, upgrades to OMS to
accommodate MicroFIT volumes.
Total Cornerstone Program $533M §572M

! Actual cost of phase 1 and 2 projects
*The Phase 4 benefits are the midpoint of the range provided on page 1 ($144M to

$172M)

Regulatory

In several recent OEB rate hearings, the Cornerstone program was discussed at length

and described as a 4-phase plan, with the fourth phase being CIS replacement.
Cornerstone has been viewed within these proceedings as a successful transformational

initiative and Phases 1 and 2 were approved for full cost recovery. Similar to past
Cornerstone Phases, approval to proceed with Phase 4 implementation is being sought
prior to discussion of the specific expenditure with the OEB. The likely timing of
planned future Distribution hearings means that the OEB cutcomes will not be known

until late into the Implementation stage of the CIS project. For previous phases,

associated OEB approvals on the investment of the Cornerstone projects were known

earlier in their implementation schedules. Unlike other Cornerstone phases, the CIS

project is not allocated between transmission and distribution so the full expenditure is at

risk of approval in the next Distribution proceeding. Based on the above considerations,

there exists a cost recovery risk. However, the significant benefits associated with the

investment serve to partly mitigate the risk of OEB non-approval. The impact to rates

from the CIS investment is estimated to be approximately 1% of revenue requirement on

average annually over 7 years.
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Risk Analysis
Risk Mitigation
Quality of project Selected a proven systems integrator. HCL Axon is a leader

outcomes and
realization of
targeted project
benefits.

in the CIS SAP utility systems integration marketplace.

They have led over 36 SAP Customer Relationship & Billing
{CR&B) implementations.

HCL Axon approach is benefits-driven. It has included a
focus on benefits during Discovery that will continue through
to final design. The plan also includes comprehensive and
focused change management, communications, and training
programs to accelerate staff preparedness from awareness to
understanding to buy-in and adoption through a proactive,
engaging, and managed process.

Project delivered on

time

Target date of October 2012 is built on Axon’s 17-month
work plan that has been scrutinized in the Discovery Phase
Established a governance framework similar to the model
successfully employed in past Cornerstone Phases

Internal audit will review the project management
methodology at key stages in the project schedule

HCL AXON’s 590 SAP utility professionals is the largest
pool of experienced resources in North America. Their depth
of utility experience includes fully-configured SAP CR&B
specific tools, templates, and pre-configured solutions that
will reduce the risk of project delays

Project delivered on
budget

HCIL. Axon will be contracted for the project through a fixed
price arrangement

The Discovery Phase included several design workshops on
all aspects of the proposed solution. This effort should
greatly minimize the chances of unforeseen scope changes
being required during the Implementation Phase.

The project cost estimate has included a contingency budget
of approximately $25M (20% of project cost) for mitigation
against unforeseen issues.
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1.0

START 1:35pm

Welcome by Allan Cowan, Director, Major Applications

2.0

Allan Cowan welcomed all participants to the Stakeholder update meeting on the CIS Replacement —
Phase 4 of the Cornerstone project. He indicated that Hydro One will be advancing this project to 2012,
ahead of the previous target of 2016. The presenters will provide a background an the Cornerstone
project in general and the Customer Information System (CIS) in more detail, and will be including the
reasons for advancing the system in-service date.

OPTIMUS |SBR will be providing the note-taking and facilitation. Allan introduced Bob Betts as the
facilitator and to start the meeting.

Opening Remarks by Bob Betts, Facilitator

my
i

R4

1:40pm

Bob Betts welcamed all participants, advising he is facilitating together with OPTIMUS | SBR. Bob
introduced the OPTIMUS | SBR team - Angela Boychuk and Miles Smit - as note-takers.

In his presentation, Bob went over housekeeping items - meeting facilities, refreshments, planned break
around 2:45pm, and the emergency instructions peinting out the exits in case of need. Note-taking will
be done by OPTIMUS | SBR. The session will be recorded and the recordings destroyed once the notes
are approved. Any comments made by individuals are done on behalf of the party they represent.
Participants were advised if they want comments to be off the record to advise beforehand.

Bob reviewed the agenda for the meeting, indicating the ground rules. Presentations and notes will be
posted on Hydro One’s website. All participants were asked to introduce themselves for the record.

Cls Replacement, Cornerstone Phase 4 Update

1:50pm Cornerstone Update - Mike Winters, Senior Vice President, Information Technology

As an introduction to the Cornerstone Project, Mike Winters hegan the presentation with a review and
explanation of Hydro One’s overall IT strategy to rationalize applications and transform business
processes through the implementation of commercial off-the-shelf (COTS) applications.

This strategy aims at reducing system components, supporting productivity improvement via the
business benefits of adopting standard industry processes and best practices, and mitigating the risks
associated with unsupported custom solutions.

The current customer service system {CSS) is expensive and cumbersome to maintain and update, being
built on an IT platform from the mid-1990’s, using Cobol coding and mainframe technology, requiring
programming resources and skills that are becoming more scarce worldwide.
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Currently, Hydro One relies on outsourced IT management. We would like to rely less on specialized and
customized skills and tools, thereby reducing costs on cutsourced premium services, Customer service
and IT account for about 75% of the total Inergi outsourcing contracted by Hydro One.

Mike Winters provided a summary of the 4-phased Cornerstone project, which started in 2006.

e Phase 1 covered SAP’s Enterprise Asset Management including asset management, work
management, investment management, supply chain and some reporting. Phase 1 went live in
Q2 2008.

e Phase 2 included Finance, HR, payrell, time reporting and business intelligence reporting. Phase
2 went live in Q3 2009.

e  Phase 3 comprises a number of smaller scale projects, building on Phases 1 and 2 and includes
such projects as supply chain optimization, advanced asset analytics, engineering design
transformation, and business planning consoclidation all of which are at various stages of
completion and implementation.

@ Phase 4 involves a CIS to replace the customized, legacy CSS built on discontinued platforms, to
simplify interactions for customers and to drive efficiency and effectiveness through innovation
and service delivery transformation.

The current CSS application runs on a totally dedicated IBM mainframe for both primary and backup
systems, costing approximately $2-3million per year to maintain. By moving to a new SAP CIS, Hydro
One can take out the mainframes and eliminate the associated upkeep costs.

Jay Shepherd asked when the predecessor system {CSS) was installed and went live. Mike indicated it
was June 1998, using the Customer/1 platform. Andersen Consulting installed the system, but shortly
got out of that line of business and re-aligned with the SAP customer care system.

Customer/1 was discontinued shortly after Hydro One went live unfortunately. So we were dependent
upon the Customer/1 utility clients to make changes based on unigue business needs. There was no
standard installation ar readmap, so Hydro One could not ask for service or enhancement packs.

The new SAP system is widely used, and they have plans for service and enhancement service packs that
Hydro One can readily install to improve business processes. The SAP system also allows easier
integration with current systems (e.g., asset management, work management, supply chain, etc.),
thereby reducing the linking software needed to tie systems together.

Mike reviewed a summary of the project process:

1) A Request for Information (“RFI”) was issued with focus aimed at software vendors. Hydre One

received responses from Oracle and SAP, the only vendors that could meet the requirements of a

utility of Hydro One’s size;

A Reguest for Proposals (“RFP”) was issued for system integrators with 4 respenses — 2 with Oracle

and 2 with SAP;

3} Arigorous evaluation process resulted in a 3-month discovery phase with the lead integrator and to
finalize scope, establish fixed price and benefits.

%)

Jay Shepherd asked who the integration bidders were. Mike indicated that the bidders were HCL AXON
(SAP), CGl {Oracle), Accenture (SAP) and PricewaterhouseCoopers {Oracle).
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Roger Higgin asked what role “inergi”, Hydro One’s current outsourced services provider, would play in

the solution. Mike replied that Inergi has 2 roles:

1} Through Vertex (the call centre and customer care provider), Inergi will help define detailed
requirements and functional design and assist with testing and implementation.

2} For application and infrastructure management, inergi will ensure the platform stands up correctly,
overseeing capability, load application, and testing.

Jay Shepherd asked if any of the system integrator bidders were related to Vertex or Inergi. Mike
indicated that they were not related. Inergi is an affiliate of CapGemini and CapGemini chose not to bid.

HCL AXON was selected as system integrator and during the discovery phase Hydro One negotiated
software costs for Itron and SAP. Hydro One used Gartner for third party expertise to discern the level of
discount that could be expected from SAP. Hydro One was pleased to report that they were able to
achieve an approximate 85% discount from SAP.

Roger Higgin asked if the discount was based on size. Mike answered that Gartner indicated a price band
and based on various factors mainly size and current footprint of SAP. Roger opined that Hydro One’s
other SAP applications likely played a part in choosing SAP and without those applications, Hydro Cne
would not have achieved such a large discount. Mike agreed.

The Board of Directors’ approval was received in May 2011 with projected in-service date of late 2012.

The planning and the RFP process for the replacement of Outsourced Services will begin in earnest in Q3
or Q4 2012. The target issue date of the RFP is in early to mid 2013 to get to complete outsourced
services switch out in early 2015.

lay Shepherd asked about Vertex” involvement and requested information on the contracted vendor,
contract start date, term and additional costs for the extension, and furthermore whether the extension
contract made unit costs steeper.

Mike answered that the main contract is with Inergi as prime with a sub-contract to Vertex for customer
care services. The original contract started in 2002 for a 10-year term and with a 3-year extension clause
exercised to take Hydro One through 2015. In the extension, Hydro One was actually able to negotiate 2
steeper decline in cost through the various towers, with improved service levels.

Mike added that the RFl and RFP were used to assess the market, confirm fixed costs and set timelines
proceeding to a work-back schedule allowing CIS to go live before having to negotiate new outsourcer
contracts. Mike indicated it is not desirable 1o have a major customer information system change
ongoing in a window when the outsourced customer service provider was distracted by other issues,
such as bidding and being evaluated on a new outsourcing contract. From a simplicity standpoint, this
approach with fewer activities occurring simultaneously also makes for maore faveurable negotiations on
new outsourced services contracts related to customer service and IT once the extension expires: the
more commercial off-the-shelf (COTS) applications Hydro One uses, the lower our costs should be.

Roger Higgin asked if the IT service is far on-going customer care services or system integration of

software systems. Mike replied that the outsourcing contract deals with both customer services,
including customer care, and IT. Specifically to IT services, the [T component involves infrastructure
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management for servers, data centre and end user computing devices, application management
including making changes for regulatory purposes and end user support. For the customer care piece
the expected benefits will be discussed later in the presentation.

Mike Winters reviewed the Cost-Benefit Summary for the Cornerstone Project and noted the net
positive benefit associated with the project.

Roger Higgin requested clarification on the type of costs presented. Mike indicated that the costs broken
out are the project implementation costs, primarily capital costs with some operations, maintenance
and administrative costs. The benefits projected are over 7 years, including cost savings made possible
by the system change.

Roger asked what presentation basis of cost and benefit numbers was used: are these capital costs, net
present value of operating costs, or some other analysis? He emphasized that he would like to see the
costs evaluated on a customer per customer basis in any future analysis.

Mike answered that the costs are project implementation costs for Phase 1 {mostly capital, and some
operational and admin costs) and the henefits projected are gross over the 7 years, even though the
benefits would run out to 10 or 15 years, if not more.

Roger indicated that he would want to see a “Benefit Realization Plan” including capitalized costs and
benefits over reasonable system lifetime and also an understanding of costs on a per-customer or per-
bill basis.

Jay Shepherd requested clarification on whether the benefits included tax benefits and the start point of
the 7 year time span. Mike and Jeff replied that the projected benefits are gross and exclude tax
benefits. The 7 year haorizon starts from the implementation of each component.

lay Shepherd asked why a 7 year horizon was used. Mike answered that it was chosen back in 2006 and
asked the group their views on that since the operational life of the CiS would be much more than 7
years.

Julie Girvan suggested the henefits should be projected over the full expected life of system, but that
going further out would be meaningless. The group generally agreed that the costs and benefits should
be evaluated over a longer period, based on the life expectancy of the system. Mike Winters indicated
that they certainly expect to use SAP for more than 7 years with major version upgrades to extend life of
the various modules of SAP.

Judy Simon requested cost information on the upgrades. Mike replied that the costs were madelled into
the cost structure for the CIS, but he would have to get the firm numbers for a follow-up discussion.

Jay Shepherd asked if the cost-benefit analysis presented for board of director approval is available for
review.

Allan Cowan advised that it will be included in the filing.

Jay Shepherd then suggested leveraging the CIS template used by Enbridge, which facilitated cost review
both by Enbridge and their ratepayers over the long term. Allan Cawan confirmed that Hydro One has
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seen the template and will be looking at how best to present their information, which will be included in
the next application.

Mike indicated Hydro One has a rigorous process for tracking and reporting on benefits realization and
ensuring they are attained and put into future investment plans and regulatory filings.

Jay Shepherd commented that the impact on costs, relative to the benefits to the ratepayer should be
analyzed explicitly, which is a more focused examination compared to the general corporate cost to
benefits analysis.

Shelley Grice asked if the costs include software licences and the change-out of the mainframe in the
Phase 4 costs. Mike advised that the licences are included in the cost. The decommissioning of the
mainframe is part of project cost and the run costs of $2-3M will be removed and reflected in future
filings.

Jack Hughes asked if the 5172M benefits include the 20% contingency that was built into the $180M
cost for Phase 4. Mike confirmed that the 20% contingency is a project cost not reflected in the benefits
value. If the project is completed without the 20% contingency the project benefits of $172M will not be
impacted, but the project cost of $180M will.

Mike Winters then introduced Myles D’Arcey to present the vision and approach for the CIS build.
2:20 pr CIS Replacement Project — Miles I’ Arcey, Senior Vice President, Customer Operations

Myles reviewed three key benefits of system replacement based on the proposed timeline in terms of
meeting current needs, realizing immediate value and enabling a future customer vision.

1. The change addresses current needs — the current system was deployed in 1998 and is a custom-
code system. Hydro One has invested over $200M in customized modifications since deployment
and the CSS is now a stand-alone Hydro One system as a result of all of this customization. As an
unsupported system, the risks attached are greater. The need to continue to customize the current
system is driving ever increasing costs. There are costs and risks every time Hydro One “lifts the
hood” or adds bolt-ons or required functionality to the system.

To this first point, Jay Shepherd asked what had changed in the plan to replace it for 2012 instead of the
original date of 2016. Myles D'Arcey indicated generally that it relates to a “window of opportunity” that
has opened and that this would be discussed in greater detail on Slide 16: Timeline for Replacement and
Jay was satisfied to hear the full response at that time.

2. Customer value —the new system has greater capability and flexibility. SAP and Oracle have
incorporated utility industry best practices. Additionally, Hydro One will be able to drive future
enhancements to meet customer requirements. Hydro One looked at the costs of implementing the
Ontario Clean Energy Benefit changes, and determined that a 70% cost savings would have been
nossible through SAP system. Thus, a lower total cost will be achieved, as code changes and
revisions become easier.

To this second point, Jay Shepherd asked what the average spend is to make changes to the current
system. Myles D’Arcey replied that in the last 12 months they have spent $10 - 12M. Recent years have
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averaged somewhere hetween $5-10M in revisions. One reason is that a rate change requires a code
change in the current system, whereas SAP is table-driven.

Jack Hughes asked if the study was internal or external and whether the information would be included
in future filings. Myles confirmed it was an internal study and it would be included in future filings.

Myles briefly reviewed the Benefits Evaluation information, providing examples of some benefits that
would be achieved by the new CIS, including total cost of ownership by eliminating the mainframe
computers, plus benefits, including best practices such as improving customer information retention
when customers change accounts within the Hydro One territory.

Judy Simon was interested in knowing the detailed implementation strategy from now to 2015,
especially concerning the arder of components to be implemented. For example, given possible
regulatory changes, could one component be completed sooner than others, such as low income
customer benefit improvement?

Myles suggested that with a live date of Oct 2012, Hydro One will have the flexibility to implement
change at lower cost. Hydro One will review the regulatory timeframe to ensure the best possible
alignment.

Susan Frank indicated that the key challenge here is assessing any regulatory changes that need to be
applied before the October 2012 timeframe: either changes would have to be built into both platforms
at a high cost, or parties will need to consider whether delaying some changes would be more cosi-
effective.

Myles reviewed the link between the new CIS capabilities and the corporate objectives such as
predictive analytics relating to the iCare component (prompting the agent to address the likely issue
behind a call), achieving 90% overall customer satisfaction, deploying enhanced tools to improve
employee engagement, conservation demand management (CDM), and driving productivity.

Jay Shepherd asked whether such new CIS capabilities are part of the initial solution or if they are add-
ons requiring more spend. Myles advised that the examples given are included as part of the initial
$180M solution.

Jay Shepherd asked if some proportion of cost is allocated to unregulated activities to cover the CDM
component, given that regulated COM programmes are largely OPA-mandated. Myles answered that
there is no allocation for unregulated activities.

Myles summarized the point to say that CIS will provide a holistic view of a customer’s bill, history, usage
and conservation program enrolment. This will allow for meaningful discussions with the customer as
they manage their bills, which is a need-tc-have.

Discussion coniinued with Susan Frank, Jay Shepherd, Julie Girvan and Myles D’Arcey exploring the CDM

program example, its purpose and cost allocations. Myles confirmed that the purpose of the CDM
component is data mining and to use when servicing a customer.
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Susan suggested that the issue could be summed up by saying that the new Ci5 would be able to
generate data for subsequent use in marketing, enrolment and other applied efforts, which belong
under COM costs.

Myles agreed and said that the costs for COM programming (enralment, delivery and reporting) are not
part of the project costs and would be identified and allocated later as required. Julie suggested that the
costs of unregulated components be separated from regulated ones in the next filing. Jay added that a
fair practice for allocation be used for regulated versus non-regulated elements, to ensure that
components or portions of components used to support non-regulated benefits are identified separately
and not included in ratepayer costs.

3. Customer vision — ensuring that the system has capability and flexibility for future changes and
needs. Future needs are not currently buili-in, but Hydro One is looking forward to ensure the
system has the flexibility to grow in the ever changing environment. Hydro Gne is looking to see
how they can use the investments already made to provide more data, functionality and capability
for the customer’s benefit.

To this third point, Mike Winters added that under the current system, it is cost-prohibitive to integrate
with core applications such as time tracking, GIS, etc., to improve corporate productivity. The new
system will allow better responsiveness to the field. Some less important add-ons have not been
included in the current plan to ensure that the approximate 2800 critical business requirements
currently in the CIS implementation plan are completed effectively and efficiently.

Roger Higgin asked which classes of customer should be able to access account information online.
Myles D'Arcey replied that with the current CSS system, customers can log onto My Account and will be
included in the new CIS. The challenge is to meet the incremental functionality the customer will want
going forward. The new sysiem flexibility will provide for that. Customer consumption history is an
example of that.

2:50pm  Session Break
3:05pm

Myles D'Arcey continued with some information particularly relevant to electricity generation
customers at slide 13 of his presentation. Primarily the new CIS will provide greater visihility of data,
provide more information, and provide increased opportunities on how to present billing data (e.g.,
multiple accounts on one bill).

Jake Brooks asked what level of detail is expected. Myles indicated that as an example, today for
microFIT, settlements are very simple, with start and end readings and the rate. However; in an outage
situation, customers may guestion discrepancies between projecied and actual revenue. With the new
CI§, Hydro One will be better-equipped to provide data and analysis to answer these and many other
questions in the future.

Julie Girvan asked if there would be charges for this kind of service. Myles responded there will be no
incremental costs, because the requisite data is already available.
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lay Shepherd asked whether different reports could be created for customer groups at a future time.
Myles replied that like TOU, these reports would be enhancements to the system and they would need
to review what will be beneficial for the whole group. Mike Winters commented that any requirements
not in the initial scope of the CIS could be considered later.

Susan Frank commented that it would be good to know what kind of functionality Jay was requesting
since it may in fact be contained in the original CIS scope. It would be valuable information for Hydra
One to assist in planning and budgeting to address those reguirements in the future. Myles confirmed
that the data will be available, but they need evaluate and understand what functionalities would be
required to process the data.

lay Shepherd indicated that it is important to know what functionalities are built into the current scope
so that the costs of any add-ons could be properly accounted for.

Similarly Iake Brooks indicated that it is important to know what is going to be collected as part of the
data set regardless of what is currently anticipated to be used for reporting. Myles provided an example,
saying that FIT generators receive the same data info as interval-metered customer. For microFIT,
customers will see initial and final reads, and rates applied. Jake commented that mare information
should perhaps be obtained to determine what data is most useful to present. Myles gave a further
example of generation information, which must go through the MDM/R and be calculated separately,
and which is not currently accessible to the customer.

The data collection and reporting issue is complex enough that it was agreed that it should be discussed
further in subsequent consultations.

As an example of pressing concerns relevant to CIS, Myles reviewed some of the new customer
requirements for electric vehicle and charging requirements, generation by solar and wind turbine, load
management, etc. Currently Hydro One has about 5000 microFIT generators connected, with £1000 in
the hopper for rural Ontario, and ancther +4000 by year end, as roofiop or standalone units.

Roger Higgin commented that generation is 1% of the customer base and queried the functionality and
cost to be invested on applications versus overall S180M.

Myles countered that only today’s requirements are built-in the $180M, and no incremental cost has
been added for future functionality. For any additional functionality Hydro One would build 2 business
case and request stakeholder input at that later time. This future information requirement was factored
inta the vision so that the system would have the future capability to provide those functionalities at
reasonable cost. The information illustrated on slide 15 - The Customer of the Future, is not part of the

current project.

Mivles then reviewed the timeline for the project and addressed lay Shepherd’s earlier question about
why the project timing was advanced. The Ci5 replacement process has a 3-year time frame. The
outsourced call centre billing and IT support functions are essential o its successful implementation.
Hydro One needs a window of stability with these outsourced functions to compleie the CI5
implementation in the outsourcing contract term ending 2015. When Hydro One had the opportunity to

extend this ouisourcing contract and create this period of stability, the window of opportunity opened.
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Jay Shepherd asked when the outsourcing contract was extended. Myles replied it was as of May of
2010.

Roger Higgin asked if the advancement of phase 4 and the 3-year extension had been included in the
prior regulatory filing. Myles indicated it was not in the filing. The extension was approved on its own
merit.

Roger Higgin chserved that Hydro One is going to pay an ouisourced vendor $20M for participation, and
asked whether discounis were negotiated, if benchmarking was done and how costs of billing and
customer care could be reduced for the pericd of the outsourcing contract during which the new CIS
was available for use.

Myles first responded that price reductions were built into the contract renewal or extension.

He went on to say that Hydro One has a framework for further potential future benefits, however,
savings in this autsourcing arrangements could not be negotiated until real and achievable benefits
could be validated when the new system was in place. Within the $172M in benefits, no billing or
customer care cost reductions were built in within the 2 year window, as they still needed validation and
contractual negotiations. Hydro One is in a strong position after validation to go back to the vendor for
potential reductions.

Roger Higgin said that from a ratepayer perspective, he would like to see some benchmarking on
customer care cost with other organizations using SAP. He suggested that it be included in Hydro One’s
regulatory agenda for the balance of the Inergi and Vertex cantract.

Jay Shepherd comrmented that it should extend further, that if Hydro One is expecting future reductions
in the next contract.

Myles invited Hydro One’s Jeff Smith, Divecior, Project Management & Control, to present the slides
summarizing the Project Cost.

leff indicated that about half of the project cost is the labour/implementation services, of which 2/3® is
the integrator, HCL AXON. leff added that HCL AXOM is number 1 in SAP integration in North America.

Through the discovery phase, Hydro One validated the integrator’s assumptions, time and benefit. Mike
Winters added that they tested the market by getting proposals from four bidders, and he added that
HCL AXON was the lowest bidder.

Jeff went on to point out that HONI and Inergi make up another large portion of the labour cost. The
business, IT and call centre services drive the project.

Jay Shepherd enguired about the resources and associated costs. Jeff confirmed that the project uses
existing people secanded from other Hydro One roles which are back-filled with temporary staff. Jay
asked to know the cost of back-fill staff. Hydro One indicated that they will need to review that and will

provide the answer at the next session.

Susan Frank asked whether the concern was the possibility that the labour costs were in some way
double-counted. She commented that those labour costs would remain where they are (e.g. ongoing
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Settlements efforts), and the cost of moving their efforts into the CIS project would equal, or might
exceed the current cost of their efforts.

Jay understoad how these people would be used but just wanted to understand what the costs of the
hack-filling process would be. Jeff said he would determine that and report it at the next opportunity.

Jay Shepherd asked how the new capitalization rules under IFRS would change how interest and
overhead are accounted. Susan Frank advised it is premature to be discussing this, but that the matter
would be discussed at a later session.

Jeff continued the cost review to examine hardware costs. Hydro One already has existing infrastructure
for SAR platforms that would be augmented. Software costs include SAP and ltron costs. Cammissioning
includes interface with third parties, {such as Symcor for printing bills).

Jay Shepherd asked whether the software costs were up frant or an annual licence. Mike Winters
responded that there is both an initial cost of $13.4M for first year, plus an annual mainienance expense
which is fypically 17-22%.

Jay Shepherd questioned if the commissioning cost includes any of Hydro One’s internal cost. Jeff Smith
said that it does not: it is for interfacing with third parties. This involves a combination of people —
Inergi, and HCL AXON as the integrator, although some HONI staff will also be involved.

Jay Shepherd asked for a rough breakdown of interest and overhead numbers. leff replied these would
be approximately S6M and $12M, respectively.

Jack Hughes asked how Hydro One determined a contingency of 20%, and whether it is projected that
the contingency will be required. Mike Winters advised 20% is typical of major IT projects and consistent
with Phase 1 and 2. Some of the contingency was used for each of Phases 1 and 2. If it is needed for
Phase 4, HONI will follow its governance model. Mike emphasized that the Hydro One Board of
Directors approved the 20% contingency on the basis that it could not be used without explicit Board of
Direciors review and approval.

Jack asked about the amount of contingency used in Phase 1 and 2. Mike indicated that not all the
contingency was used for Phase 1 and 2 and the final numbers will be provided.

Susan Frank asked whether the 20% contingency would be included in the amount requested in the
application. Mike confirmed that the contingency will be part of the application.

Jeff asked is anyone could think of any additional information that Hydro One should be providing with
its application and there were no further requesis. Allan Cowan added that the Enbridge template
includes much of the required information requesied, and it will be reviewed by Hydro One and
popilated with its data.

leff concluded the presentation with a brief review of the Green Energy example to illusirate the lower
cost of the new system. The Green Energy Benefit project required 6600 hours 1o implement the
changes. With the new system, the same changes would have taken an estimated 1600-2200 hours, a
reduction of about 70%. Thus, there is a significant cost reduction in ongoing efforts to be had by
implementing this new system.
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leff turned the meeting back to Bob Betts for the final question and answer section.

Shelley Grice asked what other utility companies are using a similar SAP CIS. Myles [ Arcey replied that
these include Texas Utilities, London Hydro, Blue Water Hydro, SaskPower, BC Hydro and others.

Jake Brooks asked how the Smart Grid Technology will tie into the new CIS system. Myles answered that
the CIS is specific to customer system requirements and functionality, but there is potential for other
uses of the data that can be collected. Jake suggested that over time there should be a second lock to
examine co-ordinated evolution and adaption of Smart Grid and CIS applications.

Myles responded that as enterprise systems come online, with dated information, the potential exists
for additional and enhanced functionality linking into other Smart Grid options and ather platforms like
mobile functionality, geo-spatial functionality, GIS, etc. When it comes time far these enhancements 2
plan will be developed and presented to the stakeholders for innut.

Another issue Jake Brooks suggested for consideration is the question of which kind of investments are
utility investments, and which should be privately owned. Myles agreed that these guestions would

need 1o be considered.

Clogs

3:55pm

Allan Cowan concluded the meeting, advising that given the number of relevant questions and issues
raised, another stakeholder session would likely be held in September to provide updates on studies and
analysis for filing in fall, including further discussion about CIS, the compensation study underway with
Mercer, the Density Study, CDM and Load Forecasting and an update on accounting issues and what the
filing may look like.

Allan concluded the session by thanking the participants for their questions and information.

ADIOURN 4:00pm
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APPENDICES

A Summary

The CIS Replacement Project presentation was approached by way of an overview of Hydro One’s governing IT
strategy as well as the status of the 4-phase Cornerstone Initiative, of which the new Customer Information
System (CIS) is the 4™ phase.

Throughout the session, Stakeholders questioned Hydro One about issues of concern, including timing, costs,
software and outsourcing options, benefits and functionalities that attach to Ci5. Stakeholders also provided
many valuable comments as input to the CIS implementation and regulatory presentation.

Detailed conversation focused on the due diligence conducted in Hydre One’s decision-making process,
particularly as it relates to:

1) The decision to advance the CIS implementation from 2016 to 2012;

2} The prices obtained from SAP, the integrator HCL AXON, and other contractors;
3) The pending expiry of the current outsourcing contract;

4) The co-ordination of CIS planning with other strategic initiatives;

5) Costs intended for inclusion in the next rate application.

Hydro One gave an account of the rationale, vision and approach for replacing the current, outmoded Customer
Service System (CSS) with the more flexible SAP-based CiS, readily capable of handling foreseeable changes in
accounting and reporting, as well as future customer and industry account management needs.

A number of direct questions helped identify issues which will require clarification or further research and

analysis.

. Key Action and Notatle lems

1) Customer Care costs were requested to be reporied also on the basis of cost per customer to facilitate
comparisons with ather SAP users,

2) Stakeholders indicated a desire to have a “Benefits Realization Plan” developed to track benefits
included in the justification of this project.

3) Stakeholders generally agreed that benefits and costs should he analysed of the reasonable life of the
CiS asset and not the 7 years currently used.

4) Stakeholders asked for more detail about the expected costs of future system upgrades.
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10)

11)

13)

14)

15)

16)

Hydro One confirmed that they would file the report originally provided to their Board of Directors that
outlined the cost/benefit analysis for the board’s consideration of the CIS replacement project.

Hydro One has noted and will consult the template completed by Enbridge Gas Distribution as part of its
CIS stakeholder consultation process.

Ratepayers requested that the cest/benefit analysis provide some focus on the impact to ratepayers,
both in costs they will bear and benefits they will receive.

Hydro One will provide more detail ahout the 20% contingency included in the S180M project cost,
including:

a) Cornerstone Phase 1 and 2 contingency budget usage;
b} How the 20% contingency will be presented for regulatory consideration.
¢} How the contingency will be managed if the project comes in below budget or above budget.

Stakeholders generally understood the drivers and the rationale for advancing the timing of the CiS
Replacement Project

Stakeholders asked that Hydro One file the internal report that analyzed the costs of making changes to
the existing CSS.

Stakeholders indicated an interest in seeing a detailed implementation plan. The specific interest here
was to consider whether certain benefits (such as those to low income consumers) could be realized as
early as possible.

Hydro One indicated a need to discuss the approach to requested changes to their systems during the
transition to a new CIS, to understand and evaluated the costs/benefits of having to make changes twice

versus only once.

There was general interest in ensuring that the costs of the CIS Replacement and any changes made to
the current design are reasonably evaluated and allocated to customer class to ensure that cross
subsidization is kept to a minimum,

Parties were generally interested in gaining a better understanding of the functionalities that will be
built into the new CIS

Similar to the previous item, there was interest in further information about the kind of data that will be
collected by the new system, so that stakeholders could consider future uses of that data.

Stakeholders were interested in learning more about the customer care arrangements with
Inergi/Vertex and how they compare to other utilities cost/benefits in delivering the same services. The
interest relates both to the recent extension arrangements and the understanding that all will want to
consider new arrangements when the current contracts expire.
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17) Hydro One agreed to provide mare details about the estimated costs for the use of Hydro One
personnel in the project, with specific interest in the costs of back-filling for seconded staff.

18) A follow-up CIS Replacement project stakeholder session will be planned for the fall.

C. Meeting Agenda
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Cornerstone Phase 4 CIS Replacement Stakeholder Session in Support of
Hydro One Rate Applications

AGENDA
June 29, 2011
Metropolitan Hotel
108 Chestnut Street, Toronto

Upper Level
Victoria Room
1:30 p.m. - 4:00 p.m.

1:30 p.m. Welcome Allan Cowan, Director, Major
Applications, Hydro One Networks

140 p.m. Introductions Bob Betts, Facilitator,
OPTIMUS | SBR

1:50 p.m. Overview of Cornerstone Project Mike Winters, Senior Vice
President, Information
Technology, Hydro One

2:00 p.m. Overview of Cornerstone Phase 4 Myles D'Arcey, Senior Vice

Cis Replacement President, Customer Operations,

Hydro One

2:45 p.m, BREAK

3:00 p.m. Q&A Mike Winters, Myles D’Arcey and
Boh Betis

3:45 p.m. Nest Steps and Closing Remarks Bob Betts / Allan Cowan

4:00 p.m, Adjourn
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Z. Welcome by Allan Cowan, Director, Major Applications, Hydro One Netwarks

START L:00pm

Allan Cowan welcomed all participants to the Stakeholder Consultation meeting. He outlined the
Agenda for the day and listed the topics that would be discussed:

Conservation and Demand Management (CDM) Study

Density Cost Allocation Study

Compensation Benchmarking Study

Productivity Measures

An update on the CIS Replacement — Phase 4 of the Cornerstone project.

Vth W e

OPTIMUS | SBR will be providing the note-taking and facilitation. Allan introduced Bob Betts as the
facilitator and to start the meeting.

3. Opening Remarks by Bob Betts, Facilitator

Bob Betts welcomed all participants, and advised that he is facilitating together with
OPTIMUS | SBR. Bob introduced the OPTIMUS | SBR team (Tara Murphy and Miles Smit) as note-takers.

Bob began his presentation with several housekeeping items and pointed out the emergency exits. Bob
stated that notes will be taken during the meeting and that the meeting and discussions will be
recorded. He noted the recordings will be destroyed once the notes are produced. Any comments made
will be attributed to the individual and the party they represent. Participants were instructed if they
want comments to be off the record to advise beforehand.

Bob asked all attendees to introduce themselves, stating name and company for the record. He
reviewed the agenda, asked for phones to be turned off and mentionead that questions are welcome as

they arise. The presentations and notes generated will be published on the Hydro One website.

CDM Study, Stan But, Manager, Economics and Load Forecasting, Hydro One Networks

View or download a copy of the CDM Study Presentation

Stan But began his presentation with an explanation of why the
CDM study was undertaken. The CDM study was directed by the
e .| Ontario Energy Board (OEB), which requested more details about

k T the CDM analysis and particularly credible load forecasts and greater
accuracy than has previously been available. The Board accepted
Hydro One’s CDM estimates used in load forecast, but directed
Hydro One to work with the Ontario Power Authority (OPA) to
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devise a robust, effective and accurate means of measuring expected impacts of CDOM programs. Stan
reviewed the recommendations made by stakeholders in the February 2011 and March 2011
consultations:

1. Conduct the CDM study in-house;

2. Review the CDM categories and methodologies used to incorporate COM impacts into load
forecasts by utilities in other jurisdictions;

3. Comprehensive CDM categories that are trackable;

4. Work closely with the OPA to better define and measure CDM impacts for use in load
forecasting;

5. Present CDM impacts by sector and customer rate class.

Stan But stated that Hydro One had acknowledged and addressed each of these recommendations.

The study had two main objectives. The first was to develop a robust methodology to forecast CDM
impacts and the second was to develop a methodology to incorporate the CDM impacts into Hydro
One’s load forecast.

The study findings included a Literature Review involving British Columbia, New York, California (as per
stakeholder recommendation) and other major utilities in North America with CDM experience. Web-
search and personal communication were used to gather data. Hydro One did a comparison study of
load forecast methodologies commonly used by other utilities that incorporate CDM impacts into their
forecasts. Finally Hydro One has been in close communication with OPA staff over the last 6 months to
incorporate this information into CDM estimates.

A Load Forecast Survey was sent to approximately 100 organizations in North America, and 41 responses
were received. The Literature Review and Survey provided a roster of well-defined and comprehensive
CDM categories:

Programs initiated by the utility;
Programs initiated by other organizations;
Building codes and standards;

Rate structures;

Increased conservation effect.

The Load Forecast Survey identified three commonly used models to incorporate CDM impacts in load
forecasting.

Method 1 forecasts using the actual load {without CDM adjustments);

Method 2 forecasts CDM impacts as a variable on the right-hand side of the econometric
equation;

Method 3 adds historical COM impacts to the actual load and forecasts forward.

Hydro One reviewed the advantages and challenges associated with each method. On the basis of the
review results, Hydro One has adopted Method 3.

Susan Frank asked which method the OPA uses. Stan replied that the OPA also uses Method 3.




Ted Cowan asked for clarification on the main differences with respect to weaknesses in Methods 2 and
3. Ted suggested Method 2 regresses data weakly and Method 3 might contain errors in the CDM data.
Stan clarified that both Methods 2 and 3 require CDM estimates for the history, so the same CDM data
is used in each Method. Method 2 has a potential to create bias in the forecast because of collinearity
issues. Method 3 adds the CDM impact to the actual load, which avoids multiplying any such collinearity
issues.

Ted agreed that Method 3 addresses the issue of including CDM impact, but posited that they are still
embedded in the initial regression estimates you are subtracting from. He asked if it was correct to say
that all of the Metheds have some weaknesses, but in Method 3 the weakness is confined to the COM
data. Stan clarified that the same CDM data is used in both models, but the data is used differently to
achieve unbiased coefficients in Method 3. Ted responded that Method 2 and 3 de not differ
substantially with respect to error.

Stan acknowledged that there are pros and cons for each method. Methods 1 and 2 are not invalid or
incorrect, but they have characteristics that make them less suitable for Hydro One’s specific
requirements.

Ted Cowan asked for Stan’s intuitive relative assessment of the merits of the three methods. Stan
replied that Hydro One has determined that in light of the Board’s request for a robust, accurate model,
Method 3 is the most appropriate choice.

Ted inquired about the experience Hydro One has using Method 3. Stan replied that Hydro One has
effectively been using Method 3 for a number of years and is comfortable with its performance.

5tan proceeded to review the study findings. He identified that the categories in the Hydro One CDM
forecast that are aligned with the OPA Palicy Instruments referring to Slide 10 of his presentation:

Programs, further broken down in Hydro One’s forecast inte Hydro One/OPA programs, and
other influences;

Caodes & Standards;

Rate Structure.

Hydro One uses a number of methods and models to track customer actions. Accordingly, Hydro One
has deployed an additional category called the Increased Conservation Effect. This was defined as
customer behaviour to conserve energy that is not influenced by Hydro Cne, OPA, and other non-
government programs.

Ted Cowan asked, regarding rate structure, whether separate analysis is conducted for customers that
are demand billed versus customers that are volumetrically billed. He suggested there is a larger price
effect for those who are demand billed.

Stan replied that for rate structure Hydro One uses CDM impact data from the OPA, and assumes that it
covers all custormer data. Ted agreed that all customers are considered, but asked whether demand- and
volumetrically-billed customers are distinctly identified in the data. He asked specifically about the
possible case of a farmer on demand billing, who conserves more than a farmer on volumetric billing.
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Stan said that the impact is accounted for in each billing scenario. Ted inquired whether it is possible to
tell the two billing methods apart, because there is a difference in savings for each billing type. Stan did
not believe that the data from the OPA breaks the information down by rate class. Ted suggested that
the savings differences by volumetric versus demand rate classes should be identified in the data.

lohn McGee asked whether Hydro One had any figures on the demand reduction from the Smart Meter
program. Stan replied that for 2013 the Smart Meter (Time of Use) impact for all Hydro One customers
was approximately 20 megawatts.

Bill Harper sought clarification on the definition of the term “Increased Conservation Effect” used by
Hydrc One. He asked whether the Increased Conservation Effect was equivalent to, or aligned with, the
OPA’s definition of Natural Conservation. Stan replied that they are not the same effect. Hydro One’s
definition of the Increased Conservation Effect is any non-program savings above or beyond Natural
Conservation.

Bill observed that electricity rates are increasing by 10% and inflation is up 2%. He wondered whether
the Increased Conservation Effect could be a response to customer awareness of higher bills. Stan
replied that the Increased Conservation Effect does not capture increases due to inflation. Inflation and
increases in price are captured in Natural Conservation. Historically, electricity prices trend upward, and
a conservation response is expected without additional interventions.

Bill used a potential example to highlight his point: a customer who looks at an energy-efficient product
{(without a program coupon) and wants to be environmentally conscious is counted in the Increased
Conservation Effect if he purchases the product. Alternatively, if the customer chooses to buy the
product because of his increased electricity bill it is considered Natural Conservation. Bill suggested that
the process to determine whether conservation is increased or natural is unclear, given the definition of
the Increased Conservation Effect.

Stan But proceeded to describe the steps taken to understand and align with the savings assumptions
used in the OPA’s current conservation forecast.

The preliminary CDM impacts for 2011-2013 shown on his Slide 12 include the following categories:

Impacts of Hydro One and OPA Programs;
Other Influences;
Codes and Standards.

Each of these categories is expected to drive increased energy savings over time. Stan did not present
data for Rate Structure impacts on energy because the Rate Structure data from the OPA only includes
Peak Savings while his Slide focused on energy savings. The fifth category, Increased Conservation
Effects was based on data from 2010 actual, forecasting no increase in this category 2011 to 2013.

Stan indicated that the flat-line Increased Conservation Effect forecast was a conservative stop-gap, and
Hydro One will need the actual 2011 data to make accurate forecasts beyond 2010,

Bill Harper asked for clarification on the forecasted data. He asked whether the forecast for 2013 was
based on impacts from 2013 only or if it was the cumulative impact of programs implemented in 2011,
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2012 and 2013. Stan clarified that the forecasted data represents the cumulative impact for that year.
Therefore the difference between two years is the incremental change from year to year.

Susan Frank asked for an explanation of how the forecasts for Increased Conservation Effect were
calculated. Stan replied that multiple analyses were used to determine the forecasted impact of
Increased Conservation Effect. The first was using the hourly load of Hydro One in 2002-2010 to run
econometric analysis. The impact of economy and weather were removed and the remaining impact
was the total impact attributed to the CDM.

In addition to the econometric analysis, the customer information system was utilized. In this approach
the annual energy consumption for over 500,000 residential customers with consistent information was
analyzed. The result of this method showed consistent savings with the econometric approach. The final
method was using tracking surveys where customers listed their own actions towards conservation and
actions driven by programs. This information confirmed that there is an Increased Conservation Impact
from the customer.

Julie Girvan questioned the validity of using customer surveys to calculate the increased conservation
impact. Stan explained that the large survey (approximately 6000 customers) results were not used in
the calculation, but rather to confirm the econometric results.

Stan provided a summary of the CDM impact study and indicated that the study was nearing
completion, incorporating stakeholders’ recommendations and meeting the Board’s Directive.

Susan Frank added that the OPA did not evaluate the impact of the Increased Conservation Effect and
asked whether other organizations are using this categery. Stan replied that the results of a web survey
showed that 1 in 5 utilities in the survey use a category that captures Increased Conservation Impact. He
mentioned that the state of California is making a major effort to monitor customer behaviour, actions
and savings associated with market transformation. This is an emerging issue that is being studied in
other organizations.

Julie Girvan asked if the Green Energy Benefit (2 10% discount) would cause customers to reduce
conservation efforts. Stan replied that the 10% reduction in the customer’s bills is 2 new feature that
was not captured in the analysis. Ben Grunfeld, of London Economics stated that the Green Energy
Benefit came out around the same time as HST, which increased customer hills. Therefore from an
incremental impact on customer bills the HST likely neutralizes the Green Energy Benefit reduction for
the next 3 to 5 years.




4.  Density Cost Allocation Study, Ben Grunfeld, London Fconomics

View or download a copy of the Density Cost Allocation Study
Presentation

Ben reviewed the mandate given to London Economics and
PNXA 1o evaluate the relationship between customer density
and distribution service costs. He outlined that the study was
initiated in response to a request from the OEB. The study also
assessed whether the existing density-based rate classes and
density weighting factors appropriately reflect this relationship.

: A third object was to consider the appropriateness and
feasibility of establishing alternate customer class definitions. The third objective, while coverad in the
report would not be discussed to a large degree in this afternoon’s presentation.

Density Study Results

Stakeholder Consultation

Referring to his Slide 5, a two phased approach was used to perform the study, with the first phase
being the Methodology Development and the second and current phase Methodology Implementation.
The methodology consisted of two complementary analyses: Econometric study of the operating areas,
and Direct Cost Assignment of smaller sample areas. Both analyses considered operating, maintenance
and administrative costs and proxies for capital costs.

Julie Girvan asked for the definition of an operating area. Ben explained that an operating area is a
geographic area within the province. Each operating area has service centres used to respond to
customer calls, manage maintenance, operating programs and capital programs for that area. Julie
asked whether the operating areas are the areas listed on the Hydro One website during an outage. Ben
confirmed this is correct.

Ben continued with an outline of the econometric methodology. Using his Slide 6, he explained that the
functional form of the econometric model was chosen based on theory and prior experience and
pointed out that this is the form used by the OEB. The equation takes into account that an increase in
customers from 5 to 500 for a given area equals an increase in cost that is not uniform. Determining the
cost function was an iterative process, where a number of different specifications were tested. The five
independent variables included in the final mode! were:

Customer Density (stakeholder recommendation);
Number of customers;

The square of the number of customers

Energy density;

A time or trend variable.

L

Ben explained that a representative cross section of sample areas was selected. A total of 11 operating
areas were utilized for the direct cost assignment. The study included 62 samples areas, 24 low-density,
22 medium-density and 16 high-density from the 11 operating areas. The sample area selection
guidelines included:

Similar areas, approximately 20 km’;
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100 ~ 200 customers for low density;
700 ~ 1200 customers for medium density; and
Over 2000 customers for high density.

Ben indicated that the costs were directly assigned to the individual sample areas. These cost groups
include:

Lines and Stations (operations, maintenance and administrative costs);
Vegetation Management;
Asset Intensity (representing capital costs in the ground).

Julie asked about other assets not in the ground, specifically the cost of trucks. Ben stated that fixed
capital costs are not dealt with in this direct cost assignment study, but maintenance costs for assets
such as trucks would be included in maintenance costs for the sample area. Ben stated that the
proportion of Hydro One assets reflected by vehicles is small compared to other assets in the ground.

Henry Andre canfirmed that the costs associated with trucks and other vehicles are included in
maintenance costs. He continued with an example, stating pole replacement costs include the cost of
equipment required to replace the pole. Maintenance costs include labour and equipment.

Bill Harper asked if lines and stations administrative and maintenance costs were combined, given that
distance is important for lines and not important for stations. Ben Grunfeld replied that they are dealt
with separately. He added that station costs were allocated based on the number of distribution stations
within an operating area and the way they are used to serve load in the sample areas.

Ben introduced the results portion of his presentation and asked for questions befare he continued.

Julie asked if the approach that Ben is undertaking has been used in other jurisdictions. Ben replied that
based on the research there are no jurisdictions that have yet used this level of detail to analyze the
effects of customer density. He added that he has seen econometric models to predict utility costs that
incorporate customer density, as considerations. The OEB cost allocation model uses a number of
allocation factors to distribute cost to classes of customers. [This general approach, of allocating costs
based on factors, is similar to the one used in the direct cost assignment analysis. However, the direct
cost assignment analysis looked at smaller samples of customers that vary with respect to density, as
opposed to a complete class - Note this clarification is subsequent to the session.] Ben reiterated that
the specific approach of looking at customer density is a unique feature.

Ben continued with the results, stating that the econometric analysis indicates a negative or inverse
relationship between cost and customer density. Four distinct models were analyzed, and all showed a
negative relationship:

OM&A (operations, maintenance and administration) using circuit km,
OM&A using sg. km.

OME&A and a capital proxy using circuit km.

OMB&A and a capital proxy using sq. km.

S
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Bill asked for clarification about the final bullet point on Slide 12 suggesting that it should say that
according to the fourth model, a fivefold increase in customer density should correlate to a 150 percent
decrease in cost per customer. Ben confirmed this is correct.

Julie asked if Ben was referring to cost per customer. Ben replied that it is the measure of total cost. He
stated that the number of customers is included in the econometric model so they normalized for scale
already. He explained with an example, where if the number of customers stayed the same, but the
density increased there would be a decrease in cost.

Ted Cowan sought to clarify Ben’s example, asking if, in the hypothetical case of two different 20km”
areas, one with 200 customers and one with 1000 (i.e., a fivefold difference in density) the one with 200
customers would see a 50% decrease in cost.

Ben replied that the relationship depends on the number of customers being constant. Ben used an
example of a 20km” area and a 4km? area with the same number of customers. In that case, the cost
would be different: it would cost 50% more for the less dense area. This is the conclusion from the
econometric model, and is also consistent with direct cost assignment approach.

Ben elaborated other results, indicating that the individual sample area resulis revealed a sharp decline
in cost per customer as density increases.

Ted asked whether most of the variation is found in areas under 100 customers per km? and whether
most of the variation within that range is under 20 customers per km®. This would mean that most of
the variation is in low and very low density. Ben replied that Ted’s interpretation was correct.

Bill asked how a density of 100 customers per km” would translate into customers per line km. Ben
answered that in Hydro One’s rate class definition, a cluster of 100 customers and 20 customers per line
km. Subsequent to the session Henry Andre confirmed that the definition is based on 15 customers per
line km.

Ben stated that the sample mean averages in the study were distinct, and confirmed the negative
relationship. He concluded that the two independent analyses confirm that the average cost to serve
Hydro One custorners increases as the customer density decreases with 99% statistical confidence.

Bill asked if graphs were created for customer per km of line. Ben answered that those graphs were
generated and that they could be found in the final report,

Beginning to address the second study objective whether the existing density-based rate classes and
density weighting factors appropriately reflect this relationship, Ben discussed customer density as a
differentiator on his Slide 15.

He noted four elements of Hydro One’s existing rate class structure to consider:

Type of rate classes;

Number of rate classes;
Demarcation points;

The cost of allocation factors.
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The first significant point he made was that from a rate making perspective, based on “cost causality”, it
is reasonable to differentiate between customer classes by customer density.

The results also support having different classes, two general service customer classes makes sense,
given a much smaller number of customers. There was no strong evidence to support a change in
demarcation points.

Vince DeRose asked whether the report would look at municipal or regional boundaries. Ben answered
that the report will look at both and the pros and cons associated with each approach.

lulie Girvan asked how Hydro One currently demarcates the rate classes. Ben answered that an urban
rate (UR} class is an area that has 3000 customers total and has a line density of more than 60. The
Medium density grouping applies to residential (R1 and R2) and has over 100 customers and a line
density of 15, the Low density for residential is the remainder. For general service, there is a distinction
between urban and non-urban customers,

Ben explained that the last objective was to consider cost allocation factors, of which there are two
elements: non-density factors and the density-weighting factors. The study compared the overall results
of the cost allocation model to the direct cost assignment analysis. The concern was with the ratio of per
customer assigned costs, not the total magnitude. Ben concluded that the existing allocation may not
capture the actual differences between the mean costs of serving year-round residential customers in
areas with varying customer densities.

Slide 17 of the presentation package showed the comparison between the allocation factors for Hydro
One’s current UR, R1 and R2 classes, 1.0, 1.6 and 1.7 respectively and the allocation factors resulting
from the study for HD, MD and LD, 1.0, 1.7 and 3.8 respectively. While the relative comparison did
reflect a higher cost per customer in a low density area versus a higher density area, it indicated that the
higher costs are not being fully allocated.

The study further found that:

The average customer density of the Seasonal rate class falls between that of the R1 and R2
classes;

The average customer density of the urban GS classes, UGe and UGd, is similar to that of the UR
class; and

The average customer density of the non-urban GS classes, GSe and G5d, falls between that of
the R1 and R2 classes.

Ben reviewed the three study objectives. He concluded that two independent analyses demonstrated
that there is a statistically significant negative or inverse relationship between customer density and
costs. The study demonstrated that cost to serve customers of different densities is different, supporting
the use of density-differentiated rate classes.

Existing allocation and weighting factors may not capture the magnitude of the difference in costs 1o
serve customers of varying density. The report addressed alternative customer class definitions,
including structures based on municipal boundaries or regional rates. Ben concluded that a move to
such a design is a long-term decision that should be considered in the context of a broader provincial




dialogue that looks at rate design across all of the LDCs. Overall, the study’s objectives have been
accomplished.

lulie asked for a restatement of the conclusion for seasonal classes. Ben replied that the costs currently
assigned to seasonal customers is 1.5 times the per customer cost assignment of urban class, this is in
line with R1. The average density for seasonal customers is between the R1 and R2 rate classes, this
indicates under representation of the costs to serve those customers. A similar conclusion applies for
the non-urban general service classes. '

Susan Frank pointed out that the results of this extremely comprehensive and expensive study cannot
be ignored when it comes to rate design. Susan asked Henry Andre how Hydro One would implement
the impact of the study.

Henry replied that the results of the study were very compelling. Some changes to Hydro One’s cost
allocation and rate design to incorporate the study are warranted, and Hydro One expects to respond
appropriately.

The extent of the impact on cost allocation and rate design is dependent on how the results are used
within the cost allocation model. Hydro One has not explored this in detail, but they did look at the last
cost allocation model that was filed with the 2008 Distribution Application. Based on that model and
trying to incorporate the findings of the 2011 study, there could be an approximate decrease of 10-15%
in UR rates, and a potential approximate increase of 2-3% for the R2 rate classes.

The increase in R2 rates matching the decrease in UR is less because the volume of revenue collected
from the R2 class is significantly more. In terms of delivery rates, delivery is approximately 1/3 of the
transmission bill, so one could divide the estimated increase/decrease by 3 in terms of overall bill
impacts. These are mere approximations because Hydro One has not utilized the new cost allocation
meodel for the upcoming application. The findings are based on the previous cost allocation.

lutie Girvan asked how the study might help Hydro One rethink the seasonal rate design. Julie stated
that she would like Hydro One to be more proactive on the issues involving seasonal rate design. Henry
Andre replied that in terms of cost allocation, the study suggests that the cost of serving seasonal
customers as a class {made up of low density and higher density area customers), would likely fall
between R1 and R2. The current cost allocation model is pinning them at the R1 level (Subsequent to
the meeting Hydro One clarified “pinning them at the R1 level” reflects that under the current cost
allocation model the total costs per customer allocated to the Seasonal and R1 rate classes are ahout
the same).

Henry stated that he took the point about issues with seasonal rate design. He continued that Hydro
Cne could look at shift between fixed and variable costs, a concern raised by some seasonal customers.
The study suggests that the cost to serve seasonal customers is higher because they are made up of
medium- and low-density {corrected subsequent tc the meeting from high-density) areas.

Bill Harper asked if Hydro One should alter the definition of the class or if they should change the way
density is considered in the cost allocation model. Bill noted that the study suggested a change in
allocation factors rather than changing the class definitions. Bill asked if Hydra One is considering
choosing a different allocation factor other than customer per km to weigh customers by class.
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Henry replied that Bill was correct. There is no current plan to change the definition of the rate classes.
Hydro One does plan to look at the cost allocation model to consider whether the density weightings
need to be changed. He raised the question of whether something else needs to be done at the bottom
line to shift costs.

Bill asked if Hydro One was considering a new parameter for the model. Bill noted that changing the
bottom line outcome of the model would be a new approach to cost allocation overall,

Henry clarified that his preference would be use the current approach, but the study suggests there is
not enough differentiation between the weighting factors. The differentiation between the weighting
factors would need to be increased so that more is allocated to the R2 class versus the UR class.

Bill observed that the study analysis assumes relationships between costs and density. He noted that the
differences in the end are a function of what allocation factors were used in the analysis and stated that
the differences need to be reflected in the Hydro One model. Henry agreed.

Ted Cowan mentioned that the general service class is the life-blood of the economy in rural Ontario. He
asked if there would be any changes to their rates based on the results of this study. Henry replied that
the ratios for the general service class were not cavered in Ben’s presentation, but they will be included
in the final report. He noted that if the general service class is a blend of R1 and R2 then there might be
some adjustments made. Ted asked if this would likely mean a 2% adjustment. Henry replied that he has
not made any calculations on the general service class and so could not speculate, but there would be a
higher differential based on the results.

Julie asked when Hydro One was planning to file the Distribution Rate Case. Susan Frank replied that the
original filing date was after the November Board Meeting, but the filing would be delayed until the
shareholder could review it, including the new Minister.

The filling date will likely be early 2012, after the budget is reviewed by the shareholder.

Vince asked if that meant the Distribution Rate and Transmission Cases would be occurring
simultaneously. Susan replied that this is a likely possibility.

5. Compensation Benchmarking Study, lain Morris, Mercer

View or download a copy of the Compensation Cost Benchmarking
7 Study Presentation

COMPENE}ATMN COST BENCHMARKING STUDY
e e fain Morris began by discussing the input from the May 2011
Stakeholder consultation. He stated that consideration was
given to all Stakeholder requests, but not all could be met in
professional opinion of the consultant. For example, Mercer
did include a comparison to market average compensation.

lain described how benchmark positions were determined




and listed the positions used. He noted two differences between the previous study and this one
resulting from insufficient available data to benchmark the Field Service Coordinator and the Tree
Trimmer positions. In the case of Tree Trimmers, this position is most likely been contracted out at other
utilities, and the Field Service Coordinator responsibilities were generally distributed throughout other
job classes.

Mercer’s experience also suggests that there needs to be a balance in the number of benchmark
positions to use because often survey participants will avoid surveys that involve too many benchmark
jobs; the 34 they chose is a reasonable balance. He reviewed the chosen jobs in the three Groups, Non-
Represented, Professionals and Power Workers contained an Slide 5 of his presentation. He indicated
that these jobs collectively represent approximately 3300 employees, or approximately 49% of Hydro
One’s workforce. In Mercer’s opinion this is a representative sample size.

tain described the process for determining the peer group. A similar approach to the 2008 study was
taken. The process met the key objective of creating a single peer group to assess total compensation
costs for the entire set of benchmark jobs. The list of peer groups was provided on Slide 7, and lain
noted that because some organizations such as Bruce Power and Bell Canada opted out of the study in
2011 and while others were added, this would generally be expected to result in an overall lower survey
group benchmark in the marketplace than the 2008 study.

lain gave a description of elements included in Total Compensation which are the same as 2008. it
focuses on items that can be menetized including:

base wages or salaries;
short-term incentives;
long-term incentives;
insured henefits;
retirement plans.

Definitions and methodology for determining total compensation were discussed and outlined on Slides
9 &10. Slide 10 provided the definitions of average and P50 (the 50th percentile). Mercer took this
opportunity to once again state their reascning for relying on the P50 or the middle point in a
distribution of data rather than the average, including its representation of the compensation paid by
the employer in the middle of the group and its stability coming from ignoring occasional skewing
associated with extremely high and extremely low compensation circumstances of some survey
participants. However, as requested by some stakeholders, Mercer has provided comparisons on the
market mean in addition to the market median.

lain reviewed the preliminary results in Slides 11 to 17. He compared the Hydro One median to the
Market median changes from 2008 to 2011. Overall, there has been a decrease in Hydro One’s total
compensation frem 2008, but total compensation remains above the Market median on 3 weighted
average basis. lain noted that wage and salary freezes and turnover costs affect total compensation; and
further that many organizations in the study have also been attempting to reduce compensation costs
just as Hydro One has. lain explained that as a result of these efforts to reduce labour costs (in addition
to the lower survey group benchmark noted earlier), the market median is effectively lower in 2011 than
it would have been in 2008; but despite this lower market median, Hydro One has been more effective
in reducing its relative compensation costs and has moved closer to the market median in 2011. He also




explained that greater variation between 2008 and 2011 may be driven by low job incumbency and high
turnover, where a more junior staff replaces a higher paid senior staff that retired.

Michelle Byck-Johnston asked for a definition of the Engineer F position. Keith McDonnell responded
that it is 2 management-level compensation job (typically a band 7, and may contain some band 6
positions). fain added that Engineers A to F are generic titles that line up with the Professional Engineers
Ontario (PEO) categories.

Shelley Grice asked about the “not applicable sign” beside positions such as Senior Legal Counsel and
Area Superintendent. lain replied that the not applicable sign denotes that insufficient data exists, for
example when a statistically significant sample is not available. in the case of Senior Legal Counsel, Area
Superintendent, Business Analyst A, Electrical Apprentice and Lines Apprentice, “not applicable” is
indicated because these jobs were not included in the 2008 study.

Bill Harper asked for clarification on the weighted averages. He asked if the 2008 weighted average was
based on the incumbents in 2008 or those in 2011. lain replied that the 2008 weighted average was
based on incumbents in 2008. Bill asked what the effect of positions that had insufficient data in either
year had on the weighted averages. lain replied that overall the effect was insignificant.

lain presented the comparison of overall - total compensation averages on Slide 17 as was requested by
some stakeholders. He stated that the results did not differ greatly from the overall total compensation
median results found on Slide 11. The only strong difference was in the Power Workers category.

Bill asked why the average compensation was not listed for 2008. lain replied that the average was not
calculated in 2008,

lain conciuded that overall the Hydro One relative position is still above market, but its efforts at
controlling compensation costs have been effective and Hydro One has moved closer to market median
since the 2008 study.

Ted Cowan asked if there was a comparison for turnover rates. He also asked for information on
productivity, asserting that one needs to analyze what is produced to determine value of the
compensation package.

lain replied that he could not comment on turnover as it was not part of the study and was not a metric
used in the past. lain further stated that productivity was also not a factor in the study and mentioned
that Mark Hirschey would discuss productivity in his presentation.




View or download a copy of the Productivity Study Presentation
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Mark began by stating that the 2008 Productivity study made
reference to compensation and could be consulted to answer
at feast in part Ted Cowan’s guestion about mapping to
compensation.

Mark provided the background to the study, explaining that
the Board had reguested Hydro One to provide more robust
evidence on initiatives to achieve a level of cost per
employee closer to market value at its next transmission rate
hearing. He noted that the Board will expect any compensation increases to be matched with
demonstrated productivity gains.

Mark outlined the approach on his Slide 3, where internal and external research was conducted to build
a set of recommendations around how Hydro One could measure productivity. He explained the
research, recommendation and implementation processes. The results of the study suggest a number of
metrics as candidates to measure productivity.

The primary research used US and Canadian regulators. The majority of regulators examined measured
total costs and service quality metrics instead of productivity metrics. In fact, no commission or
regulator was found to routinely measure productivity directly.

A survey of utilities” productivity was administered to understand which metrics could be collected
internally. The list of survey recipients and respondents was presented on Slide 8. The findings from the
productivity survey noted a wide disparity in internal performance measurement. Common metrics for
cost, productivity and service quality were collected if measured by at least two utilities, The criteria for
choosing a set of metrics was highly dependent on the individual business needs.

Moving to his Slide 15 he focused on the process of selecting appropriate metrics to be used. The first
step to determining the area to measure was understanding the breakdown of spend on resources
{principally being labour), included in transmission and distribution capital and operations,
administrative and maintenance costs. In Slide 16, Mark gave examples including distribution
operations, maintenance and administrative project metrics. The eight largest distribution projects had
suitable metrics to measure. Most metrics were inconsistent over time and could not be measured.

Ted Cowan stated that he had trouble accepting the inconsistencies attributed to trouble calls over time.
He suggested that each trouble call is distinct, but at the end of each year they could be useful as
aggregated information and compared from year to year. He used an example of unigue ER visits at a
hospital, which provide cumulative metrics that can be measurad.




Mark granted that Ted’s comment was correct, when looking at trouble calls over a multi-annual basis,
since weather added a large variability from year to year. Ted noted that there are other examples of
projects that can be measured over 5 years. Mark replied that it is difficult to utilize the results on an
assessment made every 5 years. Mark acknowledged that further study could possibly establish some
consistencies in multi-year trouble call data to allow that to be used in some way as a productivity
metric.

Slide 17 listed the twenty-five productivity metrics that have been recommended and which account for
approximately 22% of the total project costs. Unfortunately, the last quarter of these metrics reflect ne
more than 0.2% of Total Costs individually, but they are all associated with discrete units of work that
can be measured.

Michelle Byck Johnston noted that there were two metrics titled “Cost per km of line cleared”, and
asked for clarification regarding their differences. Mark explained that one referred to line clearing in
transmission new-build projects and the other in distribution maintenance.

The idea was for Hydro One to choose a set of metrics that could be measured and managed over a
shorter time period to begin to effect positive changes. Hydro One will require a detailed plan to
develop a set of productivity metrics that are integrated and aligned with the overall carporate
scorecard and direction.

Julie Girvan asked if the metrics were strictly field-related, because administration work is contracted
out.

Mark replied that the metrics have fully-loaded overhead costs showing savings in overhead over time.
Julie asked why there were no service quality indicators or typical customer service measures in the
metrics. Mark replied that the customer service measures are associated with a contracted work force;
Hydro One’s work force aligns with field service measures.

6. Cornerstone Phase 4 CIS Replacement, Brad Bowness, Hydro One

4:37pm

View or download a copy of the Cornerstone Phase 4 CIS
Replacement Presentation
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Brad Bowness began with a status update, confirming that the
CIS project is nearing the end of the Blueprint phase. The
project schedule is on track to the baseline plan and the
targeted “Go Live” of October 2012. The forecast cost at
Cornerstone Phase 4 completion remains at $179.8 million {including contingency,

Update for Stakeholders

Getober 19 2011 which has not been used thus far). Brad further added that
the contingency is “owned” by the Hydro Cne Board and
cannot be used without their prior approval.

Customer Information System Replacement

Project Update

The Phase 4 Project involves four phases the first is the Blueprint phase which is nearing completion.
One of the key objectives of the Blueprint phases is to validate the henefits and confirm benefits will he




realized as part of the program. The requirements also have to be validated. The other three phases are
Realization, Final Preparation, and Verification and Stabilization, which commences following Go-Live.
The status of these phases and other Milestones such as Implementation Kickoff and Go-Live are
progress reported regularly to senior management and the Hydro Gne Board.

Brad. explained that the process was intended to minimize customer impact, but that they would follow
up about specific touch points with the customer.

Ted Cowan asked whether additional customer inputs through the Customer advisory Board would be
included in the design phase. Brad responded that the Blueprint phase will be completed on October
31", 2011 so the next consultation window would likely come after blueprinting. Ted confirmed that the
Customer Advisory Board meets next on December 9™ 2011, and expected the matter could be
discussed at that time. As a follow up to this item, it was confirmed that the Customer Advisory Board
received an update regarding this project an September 29"

Brad indicated that the Realization phase will commence in November 2011 and it will involve system
configuration, building interfaces and data migration programs, change management communication
plans and training design, and making sure that business process changes have been documented and
are fully understood. Following Realization comes Final Preparation which ensures that business users
understand and accept the system changes. It is also the point that data conversion is fully planned and
tested. After Go-Live October 9%, 2012, the new system will be stabilized and verified.

Bill Harper asked when the old system will be retired. Brad responded that the Go-Live Milestone is
scheduled for October 5, 2012. He stated that the process generally requires 3-4 days to shut down the
old system, migrate the data, set-up the new system and validate functioning appropriately and begin
billing customers.

Susan Frank indicated, from a regulatory perspective, that the Go-Live date may not be the date that the
assets go “into service”, in the regulatory framework. Hydro One is looking to go to USGAPP, which has
criteria as to what is considered an in-service IT system. It is currently believed that some of the testing
that occurs in the stabilization and verification phase has to happen before it can be considered “in-
service”. This is why the words “in service” do not appear in the presentation. The actual in-service date
is probably after October 9", 2011 and could be as late as February 15", 2013. These additional steps
are for regulatory accounting purposes.

Brad then moved to his Slide 5 and outlined details of the CIS that were reguested in the last
consultation, including that:

15 current systems will be retired;

40 existing systems will be integrated with the new CIS;

68 Business Processes designs are included in this solution

2700 Business Requirements have been met and will used throughout the project;

1500 employees and contract employees will be impacted as part of this implementation.

Hydro One will utilize change management methodology to address staff and customer impacts.

Michelle Byck Johnston asked what the total number of systems will be after retiring the old and
integrating the new systems occurs.




Brad responded that across the landscape the application portfolio is broken up intc 4 types of
applications: core business, productivity tools, specialty software and system toals. Business systems
(core, productivity, specialty) currently total approximately 800. Detailed information would be included
in the filing. They have decommissioned upwards of 400 items across the 4 types driven by the
Cornerstone Program, and are continuing to make progress. In follow up Hydro One confirms that it
expects 15 business systems and an additional 10-15 system tools will be decommissioned as a part of
CIS and replaced with 3 new business systems {SAP, ltron, Streamserve) and a small number of system
tools.

The main functions of the CIS are in:

Customer Service;

Service Order and Work Management;
Metering;

Billing and Payment;

Retail and Wholesale Market.

Each function in the CIS has several major IT components supporting it. Over 80 Interfaces will be built
and tested within the 40 existing systems that will be integrated with the new CIS.

Brad’s final Slide 9 provided a high level summary of the $173.8 million Project Total Cost.

7. Appendices

The Stakeholder Session was structured to afford stakeholders a concise summary of study results and
progress reports on a number of fronts with the potential to inform the next round of Rate Applications,
and to allow open, frank discussion of important issues and questions concerning:

Conservation and Demand Management (CDM);

Density and Cost Allocation;

Compensation Benchmarking;

Productivity and Metrics;

Cornerstone Phase 4—Customer Information System (CIS) Replacement.

Il o o

Throughout the session, there was wide-ranging, free-flowing two-way discussion with Stakeholders,
covering questions, issues of concern, requests for detail or explanation, challenges to various study
premises and methods, and explicit requests for further input and consultation. Broadly stated, open
guestions and options include:

Clarification of the Method used for load forecasting including CDM, and its suitability for co-
ordination with OPA;

L et o B e g b e =y
Hyaro One Networks inc, | 20



L3

Consumer input on the design phase of CIS replacement, through the Customer Advisory Board
(Complete);
Likely schedule for pending Rate Applications.

External consultants and Hydro One internal specialists explained the rationale, approach and results for
each study, and indicated where further details and explanations would be forthcoming in the filing
dossiers.

10.

There was stakeholder interest in having volumetric/energy-billed and demand-billed rate
classes separately broken out in CDM impact data, to ascertain whether either shows a greater
price effect.

Stakeholders indicated a desire to have the impact of the Green Energy Benefit factored into
CDM impact forecasting.

Stakeholders expressed an interest in a mare robust and explicit comparison of the merits of the
three prevalent Methods of forecasting CDM, including the resolution of data regression and
collinearity issues.

Stakeholders asked for a clearer definition and explanation of reductions attributable to
Increased Conservation Effect as compared to Natural Conservation, and of the specific value or
benefit of including Increased Conservation Effect in load forecasting.

Hydro One indicated that it would clarify how Increased Conservation Effect growth will he
forecast, once 2011 actual data is available.

Hydro Cne will consider including a review of the Seasonal Rate class cost allocation factors
when implementing Density Cost Allocation Study results.

The CIS project leads were asked to present an update to the Customer Advisory Board at their
December 9, 2011 meeting. Subsequently confirmed as complete on September 25"
presentation to CAB

The exact number of systems affecting and affected by CIS replacement will be confirmed.

Hydro Cne confirmed that CIS Replacement project is “green” {on-track and on-budget) and has
not yet had to use any of the contingency funds included in its total budget. Subsequently
confirmed to be 15 business systems and approximately 10-15 system tools to be replaced.

Hydro One confirmed that the Distribution Rate application filing will be delayed to a date
uncertain, but the new filing date will likely be early 2012.
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CDM, Density Cost Allocation, Compensation Benchmarking and Productivity Studies and Cornerstone
Phase 4 CIS Replacement in Support of Hydro One Rate Applications

AGENDA

October 19, 2011
Hydro One Networks
Special Event Room, Ground Floor
483 Bay Street, North Tower
Ipm.to5p.m.

1:00 p.m. Welcome Allan Cowan, Director, Major
Applications, Hydro One Networks

1:10 p.m. Introduction Bob Betts, Facilitator, OPTIMUS|SBR

1:20 p.m. CDM Study Stan But, Manager, Economics and
Load Forecasting, Hydro One
Networks

2:00 p.m. Density Cost Allocation Study Ben Grunfeld, London Economics

3:00 p.m. BREAK

3:15 p.m. Compensation Benchmarking Study lain Morris, Mercer

4:00 p.m. Productivity Study Mark Hirschey, Oliver Wyman

4:30 p.m. Cornerstone Phase 4 CIS Replacement Brad Bowness, Director — Business

Architecture, Hydro One Netwaorks

5:00 p.m.

Adjourn
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Stakeholder Consultation Notes fune &, 2012

1. Welcome by Allan Cowan, Director, Major Applications, Hydro One

Allan Cowan welcomed all participants to the Stakeholder Consultation meeting, the first session for
2013 IRM Application. He stated that OPTIMUS | SBR will be providing the note-taking and facilitation.
Allan introduced Bob Betts as the facilitator and to start the meeting.

2. Opening Remarks by Bob Betts, Facilitator, OPTIMUS | SBR

Bob welcomed the participants on the phone and introduced the OPTIMUS | SBR team as note-takers.

Bob began his presentation with several housekeeping items and pointed out the emergency
procedures. Bob stated that notes will be taken during the meeting and that the meeting and
discussions will be recorded. He mentioned that the recordings will be destroyed once the notes are
produced. Any comments made will be attributed to the individual and the party they represent.
Participants were instructed if they wanted comments to be off the record to advise beforehand.

Bob asked all attendees to introduce themselves, stating name and company for the record. He outlined
the agenda for the day and listed the topics that would be discussed. He stated that all comments are
appreciated and that the meeting notes will be available on Hydro One’s website.

He stated that Hydro One had established two principle objectives for the consultation session. The first
was to ensure that all participants thoroughly understood Hydro One’s 2013 Incentive Rate Mechanism
{“IRM”) application and in particular the Incremental Capital Module (“ICM”) component. The second
was to identify any additional information that interveners felt would be helpful in their understanding,
review and analysis of the application.

Bob invited Allan Cowan to start the first presentation, the 2013 IRM Overview.

3. 20132 Distribution Rate Application (IRM) Overview, Allan Cowan, Director, Major Applications,
Hydro One

Allan began his presentation stating that on May 28, 2012 Hydro One filed the Transmission Rate
Application and the initial portion of the 2013 Distribution IRM Rate Application with a note that the
supporting evidence would be filed mid-June, 2012, Hydro One wanted stakehoider input before
finalizing the evidence. Allan provided an overview of the process to determine the 2013 rate impact:

= Hydro One did not file an Incentive Regulation Mechanism (IRM) for 2012; as a result there is
actually a slight decrease in the overall distribution rate because riders asscciated with Green
Energy for Smart Grid came off. The net result is a -0.2% decrease;

Cudre Ane Metumelke tne | 4
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5 The first element of the application is the general Price Cap Index Adjustment {(“PCI”) of (0.88%);

#=  The next major element of the application is Hydro One’s proposal far an Incremental Capital
Module (ICM). In total Hydro One will be seeking recovery of total in-service capital additions of
approximately 5645 million (2.4% increase);

®  The riders associated with Green Energy plan came off on December 31, 2011. Hydro One will
be requesting the reinstatement of the rider with respect to Smart Grid OM&A to recover
spending of $19.8 million (1.6% increase);

“ in the current application Hydro One is not asking for a Z-Factor; but is having a pension
valuation currently undertaken, and depending on the results of the valuation, may consider
including a Z-Factor to deal with pension issues;

#  The next item is the Tax Sharing Credit Refund, which is a decrease in income tax of 51.7 million
over one year {0.1% decrease);

#  There will be a disposition of the Group 1 Deferral and Variance accounts balance of $37.5
million over 2 years (1.7% decrease);

@ There will be no disposition for Smart Meter Funding Adder, due to 150,000 smart meters that
are not yet activated; and

»  The overall Rate impact of the application is a 3.1% increase, which equates to a 1.1% Bill impact
increase.

Allan continued by providing an overview of the other requests including:

#  Adjustment to the Retail Transmission Service Rates (RTSR) to reflect the Board approved
Uniform Transmission Rates (UTR) increases for 2011 and 2012;

= Approval to implement the final step of rate harmonization approved under EB-2007-0681; and

= Approval to implement the results of the Density Study (Board’s Directive), because of the cost
and results of the study.

Bill Harper asked if the Price Cap Index would have the 2012 Productivity Factor of 0.72 replaced with
the 2013 factor. Allan replied that the Productivity Factor of 0.72 would be replaced with the Board
approved factor applicable to 2013.

Allan invited Susan Frank and lan Malpass to the podium for their presentation on the ICM proposal.

4. 2013 1M Application, Susan Frank, Vice President and Chief Regulatory Officer, & lan Malpass,
Director, Regulatory Pricing and Support, Hydro One

Susan began the presentation by stating that there are varying opinions on what an Incremental Capital
Module (ICM) should look like and that it is important to clearly understand the choices. Susan reviewed
the presentaticn agenda and asked lan to begin.
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lan explained that the Threshold Test is the determination of whether an Ontario utility is eligible for
ICM. He explained the formula and how the factors within it are calculated. He stated that based on the
Threshold Test Hydra One was eligible to file the ICM.

Bill Harper asked for clarification on the approved rates, specifically whether the base distribution rate
in the Threshold Value Formula is exclusive of the riders and adders. lan confirmed that they were.

fan then moved to the description of Hydro One’s proposed ICM. He indicated that it follows the
approach described by Susan and Hydro One in their submissions to the Board in the Renewed
Regulatory Framework for Electricity consultation process.

fan then reviewed the categories of capital investments in the Hydro One ICM, which were:
1. “Typical”: Includes historically approved levels of sustainment and development spending;
2. "Escalated Issue”: Includes spending cn typical categories but at a substantial increase over
historically approved levels; and

3. “Non-typical”: exceptional items, not occurring often, such as the Customer Information System
(CIS) Investment.

Judy Kwik asked if Escalated Issue capital investments occur because investment in previous years was
insufficient.

Susan Frank responded that is likely not a factor and that escalated issues generally involve new
information, new experiences or new failures. Susan used an example of a storm that damages and
identifies multiple weak poles. It is work that is typical but at a higher level because of the new or better
infarmation.

fan continued the presentation, stating that different OEB Panels used different considerations or
determinations for assessing the appropriateness of an ICM, including “materiality”, “need”,
“prudence”, “extraordinary”, “unanticipated”, “non-discretionary”, and “discrete”. Hydro One perceives
this as a lack of clarity in the use of the ICM.

Vince DeRose stated his view that the OEB considerations suppert Non-Typical capital investment and
asked if Hydro One felt OEB considerations would also support Escalated Issue capital.

fan replied that the ICM should cover both Non-Typical and Escalated Issues capital. He said the
considerations may not allow Typical capital spending; however, Typical capital spending in excess of
approved depreciation should be allowed as part of the ICM.

lan then reviewed the current ICM approach and associated issues. The issues included:

»  Llimited testing of the approach,

= Typical capital spending not fully recovered by distributors whose Typical capital spending is
significantly great than depreciation during the period of an IRM,

® Escalated Issue capital spending and Non-Typical spending also need to be recovered during IRM
periods, and

= The current model results in step increases at Cost of Service rebasing, which Hydro One feels
are not customer friendly.




lan then provided the numerical support for why Typical capital spending is not recovered during the
period of an IRM. He reviewed a table which determined the funded growth in rate base and loss in
revenue was a result of Typical capital spend. lan emphasized that depreciation is clearly insufficient to
fund capital during an IRM. The table included the following data for the 2013:

u  Typical Capital Expenditure {5414 million),

*  Rate Base impact of Typical Capital Expenditure (5414 million),

s Less Rate Base funded by Depreciation {-5283 million),

#  Less Rate funded by Growth in Revenue (511 million),

a  Unfunded growth in Rate Base (5142 million), and

= Lost Revenue associated with unfunded growth in Rate Base (514 million).

lan also explained the derivation of the $11 million Rate Base Funded by Growth in Revenue in detail.

Ted Cowan posed a question about negative growth. He asked if Hydro One looked at the situation
where PCI stays stagnant and the negative growth continues to shrink, resulting in larger negatives. He
added that the Ontario Federation of Agriculture (“OFA”) considered this question and that they were
concerned that the Rate Base Funded by Growth in Revenue would be very much below the negative
S11 million calculated by Hydro One on slide 8.

lan responded that Hydro One’s loads are forecasted to level off; so for this portion of the equation,
there will not be a large increase.

Ted questioned whether loads could level off while capital requirements were growing.

Susan Frank commented that their growth calculation is consistent with what the Board uses in the
Threshold, which is a historic base and unaffected by future load changes. When Hydro One looks to the
future, load will be flat. Load reduction is coming, especially if they meet CDM requirements. Therefore
the concerns are realized at a slower rate. She noted that if a reduction exists, it will be proportionately
assigned to Capital and to OM&A. Susan confirmed that Ted’s thinking was correct, but that the
movement of the load would be realized in the future.

Bill Harper advised that Hydro One was blending a combination of the ICM, using historical and
forecasted total capital spend for 2013. He stated that one could do a locad forecast for 2013 to
determine the actual expected loss.

Susan added that Hydro One is not trying to forecast load for 2013. They are trying to determine the
amount of money chtained with the current IRM formula. She said that they are determining how much
PCl provides and also if the results are consistent with the Board. In theory you are getting more money
from the growth.

Bill replied that he did not disagree, but that Hydro One presently looks at total forecast capital going
forward, and asked why Hydro One is not looking at the load growth going forward as well.

Susan responded that when the OEB looks at the capital they always look at what goes in-service in the
future year (IRM year), not in the past.

Hydro One Networks ine, | 7
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Bill said that Hydro One is departing from existing ICM methodology. The ICM model does not adjust
capital based on total capital going into service, and that difference may justify using a future load
forecast for the same period. Bill said that he has seen other utilities that include a lpad forecast in their
application. Susan asked what utilities use this method. Bill said that FortisBC was under a similar ICM to
the one Hydro One is applying for. It was inflation adjustment on OM&A coupled with a capital spend
forecast and a load forecast to determine the capital spend forecast in the rates for the same period of
time.

Susan asked how much testing it took for the load forecast. Bill responded that in this case they had a
stakeholder group that reviewed the load forecast.

Ted Cowan stated Hydro One may want to look at a different cost allocation model for rate classes. He
stated that the current model accelerates the exodus of customers, such as those that go to self-
generation. He added that the model should be examined in advance of custemers being driven to make
their own power, which would create further load loss.

Susan said that this question is mare closely related to the Density Study and will be examined in the
next presentation.

lan continued with his presentation, providing a summary of the funding of Typical capital spending.
= Hydro One would incur $14 million in lost revenue in 2013,
= The unfunded growth in rate base would be $142 million in 2013, and

w  Other Impacts in 2013:
Hydro One will incur lost revenue of approximately $9 million per year due to % year
rule applied to 2011 COS approved capital; and
Hydro One will also incur lost revenue of approximately $9 million per year for % year
resulting from not applying for 2012 IRM.

John McGee asked lan to specify the effective date for the 2013 application. lan confirmed that the
effective date is January 1, 2013,

lan then outlined the potential negative outcomes of the current ICM:

= Hydro One is not in a position, due to credit rating issues, to invest in rate base for which there
is no cost recovery; and

#  Potential unintended customer outcomes:
Lower reliability as assets are not replaced or refurbished prior to breakdown,
Not replacing or refurbishing assets when it is economically beneficial to do so, and
Increased labour costs as a utility is unable to level work based on the maost efficient use
of labour resources.

John McGee asked about the cost of connecting renewed energy {Smart Grid). He stated that the
amount of money spent does not seem to have a significant impact on rates and asked if that was
correct.

Susan replied that when “Green Energy” investments were approved, Hydro One was given a rider 1o
track the cost for all the capital. The rider stopped at the end of 2011, but Hydro One continued tracking
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expenditures and revenues. The “Green Energy” investments are going into a variance account for
future recovery.

John McGee asked why Hydro One received a credit rating downgrade and whether it was related to
“Green Energy”.

lan replied that part of the reason was Hydro One tends to follow the Ontario Government, which was
also downgraded. Susan commented that OPG was not so affected because it is not a debt issuer at this
time.

Susan added that the DBRS report that came out this week talking about risk factors for regulated
utilities was relevant to this conversation. It indicated that an IRM is more risky than cost-of-service
(COS), which tends to get a full cost recovery, and makes IRM more risky in the short and long term. It
also looked at capital recovery and concerns about having confidence getting recovery of the capital.
The ongoing basic level of capital is not recovered today and there is no guarantee that COS will get the
recovery. DBRS also said that variance accounts/investments pose a risk for recovery. These three items
of the risk profile are all negative for Hydro One, and could affect their credit rating and their cost of
debt.

lan provided further details of Hydro One’s 2013 ICM application. The application includes:
Establishment of a rate rider based on the full capital program for in-service additions in 2013;
% Recovery of full year revenue adjusted for depreciation, PCI and load growth;
5 Aneed and prudence review of forecast changes to rate base; and
® 2013 Board approved cost of capital applied.

Bill Harper asked if Hydre One is applying the 2013 cost of capital factors only to the incremental capital
or to the entire amount including the base amount.

Susan replied that the 2013 Board approved cost of capital is applied only to the new incremental
capital, not the replacement capital. Susan stated that Hydro One is diverging from the Board. As it is
new capital, Hydro One will use the new RQE. Directionally this lowers the ROF for the 2013 application.
However, despite that, Hydro One is establishing this precedent to use the new ROE going forward,
whether it benefits Hydro One or not. Susan then stated that Hydro One is also using the full year
impact, not the half year. The current IRM also uses the full year, because it does not pick up the non-
approved half-year from previous year. Susan also reminded parties that Hydro One is not trying to pick
up the half year for 2012 that they missed.

Tom Ladanyi asked if he was correct in understanding that Hydro One would ask for a2 2013 ICM rider,
and then again ask for 2 2014, and that would appear in rates, and this pattern would continue until re-
basing. lan confirmed this statement.

Bill Harper asked about 2015 and whether it would have a rider that looks at 2014 and 2015. He also
questioned how depreciation should be treated in 2014.
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Susan replied that no one should worry too much at this time about 2014 and 2015 and that this is a one
year application for 2013 only, it is important to see how this application goes first. She said that Hydro
One wilt have to think about how its 2014 application would look including the handling of depreciation.

lan continued with his presentation at slide 12 reviewing investment by Type and the total in-service
additions.

That chart showed 2013 revenue requirements for: Typical capital at $14M, Escalated issue at $7M and
Non-Typical at $7M adding to a total of $28M. Those revenues drove distribution rate impacts of 1.2%,
0.6% and 0.6% respectively, totaling to 2.4%.

Bill Harper asked why the revenue impact for Non-typical was so low compared to the impact of the
lower spending in the Escalated Issue category.

Allan explained that it was attributable to the accelerated CCA associated with the CIS in the Non-Typical
category.

Vince DeRose questioned if Hydro One considered the Customer Information System (CIS)
unanticipated.

Allan noted that this was identified as Phase 4 of the Cornerstone Initiative in previous sessions. It was
originally targeted for 2016, but was advanced te be implemented in 2011-12 and in-service in 2013
because of back room contracts that would have meant implementation of new CIS and new CIS support
in the same year.

Susan added the current billing system cannot accommodate new codes and requirements; therefore
Hydro One is currently not in compliance. The CIS contributes to the Non-Typical investment as an IT
project. Hydro One uses the normal tax treatment of half-year rule that allows the rider established in
20013 to carry over to the next year. Because the tax impact is so large, Hydro One would be covered
over 2 years instead of 1. The difference is 100% recovery of the returns and half-year benefit on the
tax.

lan moved on to the next slide, which highlighted Typical, Escalated issue and Non-Typical Capital
Evidence to support the ICM Application.
& Typical:
Summary of capital program.
@ Esca!ated Issue (Stations, Poles and TX Station capital Contribution):
4 years of historic investment information to establish typical spending pattern,
Detailed age and asset condition information to defend spending to address escalated
issues, and
Consistent with program COS evidence.
»  Non-Typical (CIS Replacement):
Consistent with project COS evidence.

lan added that requests made by stakeholders in previous sessions were included in the evidence.

Mark Rubenstein asked how capital for Escalated Issue and Non-Typical would fit into the long term
capital plan and what the plan was for spend over the next few years.
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Susan replied that the Escalated Issue capital would need to be defended again in the next year. Allan
added that the evidence would show historical capital, compared to capital for 2013 and then ramped
up level for forecast years.

Ted Cowan suggested that Escalated and Non-Typical capital could shift to Typical over long term,
presented to Board as a prudent and efficient plan. Ted also suggested that Hydro One should work with
other utilities to split cost of projects such as the cost of the new CIS.

Judy Kwik asked if in 2014 Hydro One were to come into an ICM would Escalated Issues from 2013
become Typical in 2014.

Susan replied that Typical costs would not be changed without 2 cost of service review with Board
approval.

Bill Harper wondered if using the summary of Typical capital program would be adequate. He felt that
Hydro Gne would need to demonstrate that 2011 Typical capital is reasonable for comparison to the
amount in 2013 and that would depend on the case built for 2011. He also wanted to ensure that the
whole program, including total Typical and amount for Escalated Issue spend, and reasons to support
the program, would be provided as evidence.

Susan replied that Escalated Issue totals would need to be defended, especially if they are above
previous year’s escalated totals. She stated that if the Board is repeatedly approving Typical capital
investment less evidence is required; it would be a summary of the programs, not a detailed defense.

Tom agreed that there is no need to provide full and detailed evidence.

Mark asked for the planned 2012 Capital Expenditure total. Allan replied that the capital spend for 2012
is $540 million.

Mark asked if there was any thought of doing a half year in 2013 and picking up the other half in 2014,
Susan replied that it would be a larger number then just using 2013,

Ted Cowan commented that capital budget could be 2-3 year forecast and OM&A could be 4 year
forecast. Since OM&A is predictable, the Board could approve OM&A budget spend for 4-5 years out.

5.  bmplementation of Density Study Findings, Henry Andre, Manager Pricing, Hydro One

Henry Andre began his presentation to review the findings of the Density Study and the options being
considered for implementation of the Density Study as part of Hydro One's IRM application for 2013
rates. There have been 3 previous sessions describing the Density Study. Henry focused on the findings
in this session. The three key findings of the study were:
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s Statistically significant relationship between density and cost-to-serve;

#=  Three density based classes for residential and two for General Service classes is appropriate;
and

5 Do not recommend wholesale changes to existing rate classes at this time.

The key finding was that they were able to guantify the relationship between customer density and
cost-to-serve. For OM&A and Fixed Asset Costs:

= A Medium Density area costs 1.9 times more than a High Density area to serve; and
s AlLow Density area costs 4.8 times more than a High Density area to serve.

When considering all costs {including customer related, non-density related costs, spread uniformly by
customer):

= A Medium Density area costs 1.7 times more than a High Density area to serve; and
# A low Density area costs 3.9 times more than a High Density area to serve.

Bill Harper asked how the High, Medium and Low Density areas relate to the existing customer classes,
specifically he asked where the General Service class would fit.

Henry replied that the General Service would be scmewhere between Medium and Low Density, but the
study did not look at the specific composition of Hydro One’s General Service class.

Bill said that the presentation slides do not make reference to the 2 General Service classes and asked if
Henry could make reference to them where applicable. Henry agreed.

Ted Cowan asked if Hydro One reviewed the most costly 5% of the very Low Density and the most costly
5-10% of the General Service Group, how many customers would be in this combined group and what
would the costs look like.

Henry replied that Hydro One had not looked at this. This is a question that relates more specifically to
the general cost allocation methodology for Hydro One rate classes and they are not looking at revisiting
the rate classes as part of the IRM. He stated that making changes to the rate classes would be
undertaken in a cost of service (COS) application.

Ted continued saying that these customers {(most costly 5%) have 5 times the cost and are in need of
rural rate assistance. Ted also suggested that it could be more cost effective to buy this costly group off
the grid.

Henry continued his presentation by reviewing the 2010 Cost Allocation Mode! results. Hydro One used
the number of customers associated with each rate class to determine the cost per customer. They
looked at the Total Costs and OM&A plus Fixed Asset Costs to determine the ratio.
= Ratio of Total Cost per Customer:
Medium Density (R1) was 1.6 times the cost of the High Density (UR);
Low Density {R2) was 2.8 times the cost of the High Density (UR); and
Seasonal was 1.5 times the cost of the High Density (UR).

& Ratio of OM&A and Fixed Asset Cost per Customer
Medium Density (R1) was 1.7 times the cost of the High Density (UR);




Low Density (R2) was 3.1 times the cost of the High Density (UR); and
Seasonal was 1.7 times the cost of the High Density (UR).

Henry compared the results of the 2010 Cost Allocation Model to the results of the Density Study, using
two alternate approaches, Option A: Total Costs and Option B: OM&A and Fixed Asset Costs. The
Density Study adjusted cost allocation model results using Option A identified a2 much higher differential
between the 3 classes than is shown using Option B. Henry stated that Hydro One also did these
calculations for the General Service class and found that there is some differential (slightly more than
the R1, but not as high as the R2). He focused on the residential classes, because Hydro One believes the
General Service classes do not require immediate attention. Henry stated that Hydro One can include
the General Service class results in the evidence.

Bill stated that if Hydro One does not want to take immediate action on the General Services classes
then they will need to explain why in the evidence.

Henry concluded that based on the Density Study there needs to be some immediate cost allccation
adjustments between the residential rate classes. He asked stakeholders if Hydro One should be using
Total Costs or the OM&A and Fixed Assets when altering Cost Allocation Model to align with the Density
Study.

Ted questioned if the Total Cost per Customer is actually Total Cost per Account. He stated that average
farms have three accounts; therefore the individual customer will be receiving three bills and could he
interested in consolidating the three bills by going off the grid. Ted added that Hydro One needs to
identify the number of customers. Henry advised he will check if total cost is by customer or account.

lohn McGee requested that in the submission to the OEB, Hydro One should include the number of
customers in each of these classes.

Henry replied that the number of customers will be presented upfront in the application.

Bill Harper replied to Henry's question regarding the use of Total Cost vs. OM&A and Fixed Asset to alter
the Cost Allocation Model. He advised to use the OM&A and Fixed Asset Costs, which is a Board
approved method, rather than using the Total Costs for aliocations.

Bill added that if the General Service classes were added tc the ratios shown in the options for
implementation the results could differ. He also stated that this assumes no density consideration in the
differentiation of allocation of cost for other classes, excluding General Service and Residential; he
believes there may be some debate over this.

Mark Rubenstein stated that he believes Hydro One should be prepared to include General Service data
in the application. Henry indicated that Hydro One would do so in its evidence.

With respect to general Cost Aliocation methadology, Ted Cowan stated that Hydro One should consider
subdividing each of the classes, so that there is no internal cross-subsidy within a class or external cross-
subsidy between classes. He stated that this would help reduce underestimation and generalization of
the issues. Henry stated that looking internally within a class would be difficult, but he undersiood Ted’s
point. Ted stated that he believed Hydro One has the information that would allow them to do the
internal class analysis.
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John McGee asked if Hydro One had the amount of the Rural Rate Protection charge, allocated to the R2
class, per customer per month. Henry replied that it is $28.50 per customer per month.

Henry continued his presentation by reviewing the Density Study Adjusted (DSA) Cost Allocation Model
results. He reviewed the DSA costs, Revenue Collected, Revenue to Cost (R/C) Ratio and compared the
2010 Approved R/C ratio for both options:

= Option A: Total Costs
UR: DSA R/C Ratio = 1.36
R1: DSA R/C Ratio = 1.07
R2: DSA R/C Ratio = 0.93
Seasgnal: DSA R/C Ratio = 1.09

= QOptions B: OM&A and Fixed Asset Costs
UR: DSA R/C Ratio = 1.34
R1: DSA R/C Ratio = 1.06
R2: DSA R/C Ratio = 0.92
Seasonal: DSA R/C Ratio = 1.17

Henry stated that the results in both cases show that R2 is underpaying and that the Seasonal Class
overpays much more in Option B.

Bill Harper stated that the General Service classes need to be included because currently the revenue
collected from General Service is divided between the 4 other classes. Henry replied that he would have
to think about the suggestion.

Ted stated that some of the customers in RZ are already paying their full share of the costs, but others
are not and the ones currently paying their full share of the costs will be impacted more by the rate
adjustment. He restated that Hydro One needs to consider reviewing the internal compesition of the
classes for internal and external cross-subsidy.

Henry then reviewed the 2013 Implementation of the Study Results. The options are:

1. Bring the density study-adjusted revenue-to-cost ratios for classes exceeding Board limits to
previously approved levels.
= Lower UR R/C ratio to 1.09 and Seasonal R/C ratio to 1.03,
s Better aligns with previous Board decision,
= Rates will more closely reflect cost of serving rate class, and
»  Addresses existing rate disparity more quickly.

2. Bring density study-adjusted revenue-to-cost ratios to within Board approved range
®=  Lower UR and Seasonal R/C ratio to 1.15,
= Meets minimum Board Requirements, and
n  Addresses existing rate disparity more slowly.

Henry asked the stakeholders for input on the most appropriate option.

Bill stated that he believes Option B is most appropriate, depending haw Hydro One handles the General
Service class. He was not sure if using 2010 data to adjust 2014 costs is an overall improvement. He
suggested that for the next Cost of Service application the study results will no longer apply to the
customer counts and loads and will need to be reviewed for 2015.




Henry stated that the context of the IRM application is to address immediate issues that require
attention. He agreed that for a Cost of Service application, the method of incorporating the Density
Study findings into the Cost Allocation Model should be considered.

Henry agreed that Option B addresses the problem and that Option A could be impacted by how it rolls
through the Cost Allocation Model, and Hydro One does not want to overshoot the target. He stated
that bringing it within the range at this time is the best option because more evidence and data would
be required to support Option A. Henry stated that perhaps before the next IRM or Cost of Service
Hydro One could get that data.

Henry then reviewed the proposed rate class impacts in each of the options. For Option A the average
distribution rate impacts are:

s -18.7% for UR,

2 Noimpact for R1,

®  +5.4% for R2, and

w  -12.3% for Seasonal

For Option B, the average distribution rate impacts are:
v -14.3% for UR,
#  No impact for R1,
= 3+2.5% for R2, and
& -2.1% for Seasonal

Regarding the Total Bill Impacts which were about one-third of Distribution Impacts, John McGee stated
that seasonal class customers have a variety of consumption rates, so the total bill impacts would not be
constant. He then recommended that Option B should be implemented in order to gradually phase in
the changes for all classes. Henry agreed that the impact for low consuming Seasonal Distribution
customers will represent more than 1/3 of the Total Bill.

Ted stated that both options have obvicus inequality between the classes, but that there is unexposed
inequality within the classes. He said that the difference between customers is diluted and the major
issue is still hidden in the largest customer class, R2, because of subsidies. He stated that the data will
not help the Board understand or help Hydro One find the problem. Cption B is a smoother transition,
but does not address the problem. Ted stated that the R2 class needs to be analyzed on its own to find
the issues.

Susan asked John about his reasoning for choosing Qption B, specifically when the next step of phasing
should be implemented.

John stated that the OEB should determine the Revenue to Cost ratio ranges, so they would determine
the next step in the phasing. He then stated that Hydro One could decrease it slowly each year as long as
they had a high level of confidence in the cost allocation. He believes that Hydro One has high
confidence in Density Study, therefore each year there should be a minor adjustment to get to 1.00 for
all classes.
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Bill asked why the total revenue was held constant across the classes when doing the adjustments and if
there was any class that had an approved revenue to cost ratio less than 0.92, would the appropriate
approach be to move that class up first before addressing the R2.

Susan asked if this comment supported Bill's point earlier about the General Service class.

Bill said that it is the same issue on both sides, the “cost” for the denominator and “revenue” for the
numerator. He stated that other rate classes should not be combined or excluded from these
calculations.

Susan said that she was struggling with the notion that the Density Study allocates costs differently
across Residential and General Service and how the cost allocation would change.

Bill stated that the relativity between classes should be included in the rate distribution costs across all
classes. He noted that isolating just residential does not make sense because the isolated costs are the
result of the cost allocation that did not properly account for density.

Henry added that one issue may be that the Density Study focused on the relative cost of serving those
classes as opposed to the absolute cost. He added that the Cost Allocation mode! does not allocate cost
uniformly across the classes.

Bill stated that the Cost Aliocation model does not treat R1 vs. R2 differently than R1 vs. GS customers.
Henry replied that it is not obvious how costs will be allocated differently across the classes.

Susan said that the variables for assigning cost to a UR Residential vs. a UR General Service for example,
are not clear. Hydro One has to stay within the Residential and the General Service for the cost step.
Susan added that for the revenue to cost ratio can be looked at across all classes.

Shelley Grice advised that AMPCO consistently advocates for revenue to cost ratios to move toward 1 as
quickly as possible; therefore she believes Option A is the better approach and that it should be
implemented as soon as possible.

Susan stated that Hydro One was going to make a recommendation to the Board based on the
Stakeholder feedback, but that they will include all of the evidence and options in the filing. The
stakeholders agreed that all options should be presented.

6. Other Interest Areas, Allan Cowan, Director, Major Applications, Hydro One

Allan Cowan concluded the session by thanking all Stakeholder’s for their input and stating that it will be
taken into consideration when finalizing the evidence. Hydro One is aiming to have the remaining
evidence submitted by mid-June 2012.
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The Stakeholder Session was conducted to present justification and information supporting the 2013
IRM Application with specific attention tc the Incremental Capital Module (ICM), as well as
implementation of the Density Study findings. This session was aimed to achieve two objectives:
1. To collect stakeholder feedback on the type of information to be submitted as evidence for the
2013 Distribution IRM Application, and

2. To collect stakeholder feedback and opinions on the suggested options to implement the
density study findings.

Throughout the session, there was open two-way discussion with Stakeholders, covering questions,
issues of concern, additional information for consideration, requests for detail or explanation, and
requests for further input and consultation.

Hydro One internal specialisis explained the rationale, approach and results for the Application and
Density study, and indicated where further details and explanations would be provided in the filing.

2013 ICM Application

= Stakeholders asked if Hydro One locked at the situation if PCl remains stagnant and the negative
growth shrinks, larger negatives will result, and expressed concern that, in Typical Spend, the
value for Rate Base Funded by Growth in Revenue was larger than $11 million.

w  Stakeholders requested consideration be given to using a forecasted load if Hydro One is looking
at forecasted capital for 2013.

u  The representative from the OFA commented that a review of the cost allocation model should
happen before agricultural customers are forced to start making their own power and leave the
grid.

& Hydro One will consider the handling of depreciation in riders for 2014 and subsequent years,
for applications beyond this one for 2013.

= Stakeholders questioned the length of time for depreciation for each of the investment types,
expressed concern that the CCA half-year rule would extend risk into 2014 against fallen
revenues. Hydro One offered to show the math on the $7 million value.

= Stakeholders requested information to understand how Escalated Issues and Non-typical capital
would fit in the long term capital plan. Hydro One will include, as part of evidence, historical
units, spend for 2013 and ramped up level for next few years.

= Stakeholders suggested that Escalated and Non-typical spend could be shifted to Typical spend
over long term.

s Stakeholders suggested that Hydro One work with other utilities to share the cost of capital
projects such as the CIS.

ne Networks inc, | 18




Stakeholders questioned if using the summary for the Typical capital program would be
adequate. They felt that Hydro One would need to demonstrate that 2011 Typical capital is
reasonable as a base for 2013,

Stakeholders wanted to ensure that the application include the whole program, with total
Typical and Escalated Issue spending, and reasons supporting the program.

Implementation of Density Study Findings

5

Several stakeholders wanted Hydro One o expand the implementation plan for the Density
Study to include other classes and other cost allocation methodology issues. Hydro One
responded that this was more appropriate for a cost of service application.

Hydro One indicated that they would explain in the application why the General Services classes
were not included in the Density Study implementation.

Stakeholders guestioned if ‘Total Cost per Customer’ was by customer or account, citing that
farms can have 3 accounts. Hydro One to check if total cost is per customer or per account.

Stakeholders suggested that it would be helpful to include the number of customers or accounts
in the table. Hydro One will include the data.

Stakeholders requested further consideration to having density considerations also include the
two General Service classes, not just the 4 residential classes of UR, R1, R2 and Seasonal.

Stakeholders commented that using the 2010 Cost Allocation Model methodology may not be
adequate for adjusting costs to implement the Density Study. For next cost of service, Hydro
One will need to think ahout cost allocation model inputs.

All stakeholders that responded with their choice of Option A: Total Cost allocation or Option B:
OM&A and Fixed Asset Costs allocation chose Option B. With respect to adjusting the revenue-
to cost (R/C) ratio Option A: Move to R/C ratios approved by Board in last COS application or
Option B: Move to limit of Board approved R/C ranges, all stakeholders that responded with
their cheice favoured Option B, except for AMPCO hased upon their principle of moving to ratios
of 1 as quickly as possible. Stakeholders questioned if any classes were below 0.92 in 2010
approved cost allocation, suggesting that there may be other candidates for adjustment before
moving R2.

Stakeholders agreed with Susan Frank that Hydro One should include all evidence and their
recommendation for all Options in the filing.

fosebees Ty Moturmrlee In foae
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AGENDA
June 5, 2012
Hydro One Networks Inc.
Special Event Room, Ground Floor
483 Bay Street, North Tower
1:00 pm to 4:30 pm

Welcome
Introduction
Overview of 20 13 Distribution

Rate Application (IRM)
2013 ICM Application

Break
Density Study

Other areas of interest

Adjourn

Allan Cowan, Director, Major
Applications, Hydro One Networks

Bob Betts, Facilitator,
OPTIMUS | SBR

Allan Cowan, Director, Major
Applications, Hydro One Networks

Susan Frank, Vice President and Chief
Regulatory Officer, and

lan Malpass, Director Regulatory Pricing
and Support, Hydro One Networks

Henry Andre, Manager Pricing,
Hydro One Networks

Allan Cowan, Director, Major
Agpplications, Hydro One Networks
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Customer Information System Replacement

Project Update

Cornerstone Phase 4

Update for Stakeholders
Qctober 19, 2011



Phase 4 — Current Status

The CIS project is nearing the end of the Blueprint phase.

The project schedule is “on track” to the baseline plan
Benetits confirmation is being completed as a part of blueprint

Forecast at completion remains at: $179.8M (including contingency)




Phase 4 - Project Milestones

Implementation

Kickoff

June 1, 2011

Context: Officially start the implementation phase.

Measure:
1. Project team structure has been assembled.
2. Project methodology has been documented and agreed to by all parties.

3. Project leadership team / sponsors assign accountability to the project team.

Blueprint phase

October 31,
2011

Context: The CIS project design has been completed.

Measure:
1. Hydro One has reviewed and accepted the design documents and solution.
2. Project governance has compared the design criteria against requirements, timeline, cost and benefits and

confirmed that the exit criteria to the Realization phase has been met.

In-Progress

Realization

April 30, 2012

Centext: The CIS solution development has been completed and tested.

Measure:
1. Development of solution is completed.
2. Systems integration testing has been completed.

3. Business processes changes have been completed,




Phase 4 - Project Milestones

Final Preparation October 9, 2012 Context: Testing, Training and Sustainment Readiness leted
Measure:
1 User acceptance testing completed and signed off by LOB.
2 System data conversion and migration activities have been tested / audited and confirmed ready for Go Live
weekend.
3 The Sustainment organization has signed off the Operational Readiness Tests and Commissioning final
documents are completed.
4. Training material has been developed and training is tracking to plan,
GorLive October 9, 2012 Cantext: Go-Live — cutover the CIS solution into production.
Measure:
1 Conversion Activities are completed in accordance with the plan
2 Transactional activity begins within new CIS and legacy systems are moved to read only.
3 Users are able to function within the new system.
4. Adequate support is available to aid users through the transition.

Verification and

February 15,

2013

Context: The transition to the s

stainment organization for all aspects of support outlined in the services agreement

with Inergi.

Measure:
1. Hydro One has completed the CIS System Acceptance.
2. The user change management organization is in place and supporting impacted users.

3. Inergi Comrmissioning final documents are completed.




CIS Solution Overview

By the Numbers

15 Current systems to be retired
40 Existing systems to be integrated with the new CIS Solution
68 Detailed Business Process Designs (BPDs)
2700 Business Requirements to be met
1500 Employees directly impacted by the transformation across
Hydro One, Vertex & Inergi (11 lines of business, 27 departments)
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CIS Systems

Customer Service

Service Order and
Work Management

Metering

Billing and Payment

Retail and
Wholesale Market




80+ Interfaces to be built and tested
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Project Costs

Cost % of

Cost ltems (EMs) Project
Labour/ Services

HCL Axon $49.1

Hydro One $14.2

Inergi/Vertex $19.7
Subtotal $83.0 46%

Hardware $10.0

Software $13.4

Commissioning and Other Support $21.3
implementation Subtotal $127.7 71%

Contingency (20%) $25.5

Interest & Overhead $17.5
Total Implementation Cost $170.7 95%
Discovery Total $9.1
PROJECT TOTAL COST $179.8
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CAPITAL EXPENDITURES TOTAL ASSETS

(CAD $ millions) December 31, 2012
(CAD $ millions)

1,5681 1,570"

1,284

.
|
\
\\%

i

based on Canadian GAAP

MNET INCOME
(CAD § millions)

498
470!

based on Conadian GAAP

Year ended December 31
(Canadian dollars in millions, except as otherwise noted)

Revenues

Purchased power
Operating costs

Net inceme

Net cash from operations

Average annual Ontario 60-minute peak demand (MW)*

Distribution — units distributed to our customers (TWh)*

2011 $ Change % Change
5,471 257 5
2,628 146 6
1,708 22 1
641 104 16
1,407 (122) 9
21,166 (34) -
29.2 - -

Systemelated siafistics are preliminary



Cus-tom-er ser-vice: Think like a customer; follow through on
promises; seek input, ask questions, look for solutions; stay nimble;
seize opportunities to make a difference; engage the brain;
recalibrate when necessary; and always be ready to deliver.




In 2012, Hydro One continued to preserve net income,
invested strongly in building the electricity system of the
future and enabled the Province to deliver on the goals of
the Long-Term Energy Plan.

Net income increased by approximately 16 per cent
through lower operation, maintenance and administrative
expenditures and cost-effective management of the
Transmission Business’ work program. Net income was
%745 million for the year, compared to $641 million in 2011.

The Company’s capital expenditures increased by

%7 million in 2012, the result of refurbishing and replacing
end-of-life equipment to improve overall reliability and
also of investing in upgrade projects to facilitate new
generation and customer connections. During the year,
moare than $1,748 million of capital investments were
placed in service.

Hydro One paid dividends of $370 million to its sole
shareholder, the Province of Ontario, and recorded a
provision for payments in lieu of corporate income taxes
of $121 million.

The Company overachieved in areas such as the
duration of unplanned customer interruptions within the
Transmission Business and targeted level of net income,
after tax.

r HYDRO ONE ANNUAL REPORT 2012

In November, the Board appointed Carmine Marcello
President and Chief Executive Officer of the Company,
effective in January 2013, as a result of the retirement

of Laura Formusa, the Company’s former President and
Chief Executive Officer. Going forward, management’s top
strategic objectives are to improve safety performance,
forge strong customer relationships and develop a skilled
and high-performance culture,

I would like to thank all Hydre One employees and my
colleagues on the Board of Directors for their commitment
to the Company and its mission of delivering safe, reliable
and affordable electricity to the people of Ontaric.

james Arnett
Chair of the Board of Directors



We exist to serve our customers. When they flick a switch,
we need to be there to deliver at a price they can afford.
When they call us, we need to answer. And when the lights
go out, we need to work to get them bhack on safely and as
quickly as possible.

In 2012, Hydro One strengthened the system that allows
us to deliver on our promises. The completion of the
$700 million Bruce to Milton Project was a watershed
event. The construction of this 5oo-kV transmission line
was nat only the largest infrastructure expansion in
Hydro One’s history, it was completed on time and with
zero lost-time or serious injuries. The completion of
this project enables Hydro One to transmit more than
3,000 MW of clean and renewable electricity from where
it is generated to where it is needed.

Our crews demonstrated our best-in-the-business abitity
to respond to emergencies in Ontario and beyond. Twice
we were asked to send help to our southern neighbours,
after a severe windstorm in the summer and Hurricane
Sandy in the fall, and twice we answered the call by
sending hundreds of our skilled-trades employees to
where help was needed. For that effort, Hydro One was
recognized for storm restoration excellence by the
Edison Electric Institute.

In 2012, Hydro One continued its leadership role in
leveraging technology to control costs, all with a view

to keep rates low for our customers. We are improving
productivity by creating mare efficient work programming
so aur crews spend less time driving and more time doing
the work that matters to customers. These efforts will

be cantinued in 2013 with the launch of a new Customer
Information System to improve our customer experience
and strengthen the connection between our Ontario-based
call centre and our field operations.

fwould like to thank our Board of Directors for their
support, my management team for their relentless drive
for continuous improvement and our employees for their
dedication to safety and excellence.
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Carmine Marcello
President and Chief Executive Officer
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Hydro One has set a target of becoming a global leader
in utility health and safety through its journey to Zero
continuous improvement program.

The Company has shown the strong results associated
with this strategic priority: Medical Attention Fregquency
rates decreased in 2012 to 2.3 from 3.7 in 2011. Lost-time
Injury Frequency also decreased, to 0.11 from 0.17 in 2011,

Ongoing employee and apprenticeship training played

a significant part in the Company’s improved health

and safety performance, as did the implementation of
safety meeting and presenter training, in-field supervisor
training, the launch of a medical attention dashbeard and
reinforcement of the importance of pre-work stretching
and injury prevention techniques for Forestry Services
employees.

An innovative technique invelving specially-adapted
hydrautic equipment for installing poles around live lines is
also cantributing to improved safety and productivity. The
new technique, which allows operators to set up to seven
poles in the time it would take a radial boom derrick to

set one, requires half as many workers, thereby exposing
fewer workers to the safety hazards that can be common
with this type of work.

JOURNMEY TO ZERD

Building on its 2010 Journey to Zero commitments, in 2012

the Company focused on:

» Developing a work environment in which employees
have more direct input about safety in their everyday
work and in operational plans.

® Building accountability for individual safe performance,
and for that of their co-workers, into management
performance contracts.

¢ |dentifying a frameworlk for ensuring that health

and safety becomes ingrained in employees’
everyday actions.

Developing a program to increase driver awareness
for safety and reduce employees’ exposure to motor
vehicle accidents.

Developing a process to celebrate safety performance
and safety milestones.

@

The Company confirmed its decision last year to work
toward becoming compliant with the Occupational Health
and Safety Assessment Series (OHSAS) 18001 standard,
as a way to further reinforce its health and safety culture.
OHSAS 18001 registration will allow Hydra One to integrate
all its safety policies, procedures and analytics into a
single management system, helping to identify health and
safety risks, priorities and mitigation.

As a first step, the Company reviewed all existing Health,
Safety and Environment Management System (HSEMS)
documents with a view to simplifying and streamlining
them where possible. The review indicated there was
room to simplify the Health, Safety and Environmental
Management System Overview document.

As a next step, the Company will review and revise its
Hazard Control Registries, design audit tools to assess
the HSEMS, establish procedures for communicating new
HSEMS-related information to employees and develop a
process for updating HSEMS documents.
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OUR MANTRA 1S
CUSTOMER SERVICE.

VWe are prepared fo listen, stand ready and respond to
customers' needs, every day, day in day out.



™

RELIABILITY

LUE OF & WELL-Ti
ELL-PRUNED MACHINE
With a 29,000-kilometre high-voltage transmission
network and a 122,000-kilometre low-voltage distribution
system serving both urban and rural areas, ensuring our
equipment functions at peak performance at all times is a
top priarity.

Reliable customer service starts with keeping overhead
lines clear of vegetation, and in 2012, the Company
reduced forestry-related service interruptions to four heurs
from 18 hours (2006-2012) and decreased the average
disruption per customer to 0.8 from 1.6 interruptions, Tree
branches on 11,195 kilometres of wires were cleared on the
Company’s distribution system and 2,704 kilometres on

its transmission system. In addition, over 900,000 trees
were trimmed and/or removed throughout the Company’s
service territory.

To further improve reliability, the Company also made

capital investments of $1,454 million, and more

than $1,748 million of capital investments were placed

in service, including:

¢ Replacement of the transformer at the Trafalgar
Transformer Station

e New transformer stations in Woodstock and Burlington

¢ Reconstruction of the Burlington Transformer Station

® Replacement of various assets at the Abitibi Canyon
Sub-Station

e Replacement of 11,000 wood poles deteriorating due
to age, location, weather, type of wood treatment,
insects and wildlife.

MINING DATS FOR INFORMATH

In 2012, Hydro One became the first utility in

North America to launch an online asset analytics tool
designed to help increase reliability and ratepayer value.

Mapping software, coupled with information about the
condition and lacation of each asset in Hydro One’s service
territory, now allows the Company to efficiently analyze
and categorize the condition of all pales, towers, lines and
stations across the province. Based on this assessment,
Company planners can make more effective and prudent
investment decisions, rationalize work programs and
prioritize wark in high-impact, customer-critical areas.

The largest expansion af Ontario’s electricity transmission
system in over two decades was put into service in May,
seven months ahead of schedule. The landmark project
means 3,200 megawatts of new electricity for Hydro One
customers ~ enough to meet more than 10 per cent of

the province’s electricity needs — all from clean and
renewable sources.

AN INTEGRAL PART OF COMPMUNITY LIFE
Severe weather that affects customers’ electricity service
can bring community life to a standstill, and when it does,
our job is to act quickly and safely to restore power.

Whether it was damage to structures in the vicinity of local
mines caused by forest fires, or damage caused by storms
following Hurricane Sandy, Hydro One crews put customers
first. They provided them with timely updates about their
restoration efforts and information about how to stay safe
during power outages.
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WE INNOVATE TO
IMPROVE SERVICE.

New technologies will help us to be more nimble, more
adaptable and more efficient in meeting our cusfomers’ needs.




INNOVATION AND PRODUCTIVITY

SUMNY SCIENCE
Hydro One continues to receive accolades for its expertise
in managing ‘solar starms’ - celestial disturhances so
powerful they can change the direction of currents on
hydro lines, cause significant damage to equipment and
result in power outages. The Company’s research team
has developed an internationally-renowned preparedness
protocol that helps to monitor these rare, but extreme,
weather occurrences, determine the safest control actions
and manage their impact cost-effectively.

The Company is also making its mark in the industry with
the development of fibreglass poles. Now part of the
Company’s master material inventory system, the new
composite poles are an environmentally-friendly substitute
for traditional wood poles, providing twice the lifespan

and the opportunity for long-term savings.

DISTRIBUTION BY5TE
Hydro One’s D:stnbutton Modernization imt!att\/e hinges on
the integration of ‘smart’ technologies into its distribution
system. In partnership with GE, IBM and Telvent, the
Company began to identify the applications, equipment
and processes reguired to build its vision of a modern
distribution system. The focus will be on improved
reliability and operations, shorter unplanned outages,
simplified network planning, renewable energy integration,
and timely information to help customers better manage
their electricity costs.

As part of this initiative, Hydro One established a
demonstration home in Owen Sound where it is
testing and monitoring the impact of tools such as
smart thermostats and energy management and
monitoring systems.

in partnership with the Electric Power Research Institute,
the Company also began ta collect data and measure
the impact of using plug-in electric vehicles on its rural
distribution system.

POWER QUTAGE? THERE 158 AN APP FOR THAT
In May, Hydro One became the first utility in Canada ta
launch a free mobile application (or mobile app) that
allows customers to check the status of planned and
unplanned outages anywhere in the Company’s
640,000 square kilometre service territory from their
smartphones or tablets. The app provides customers
with an interactive outage map that is searchable by
address and updated every 15 minutes. So even when
the power is out, Hydro One customers can still get
up-to-date information.

8 W?@%wﬁ%ﬁ‘
The Company deliverer on its commitment to

provide value for ratepayers by keeping overall
operation, maintenance and administration expenditures
to a year-over-year increase of two per cent {less

than the current rate of inflation). In addition,

Hydro One Brampton Networks was singled out as first
among 76 local distribution companies for having the
lowest operation, maintenance and administration
expense per customer in the Ontario Energy Board’s
2011 Yearbook.

DOWR AND

Further to work that began several years ago, Hydro One
continued to leverage its investment in SAP technology
in support of productivity gains, replacing several older
applications and integrating newer ones into the SAP
platform. In the next phase of the project, the Company
will focus on asset work programs.

75
4
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OUR STRENGTH
IS OUR PEOPLE.

We are a high-performance, accountability-based company, with an
acute awareness of the need to deliver on our corporate objectives.




PEOPLE AND CULTURE

Hydro One

Hydro One

workers — people with new skills, fresh ideas and strong
potential. To make sure this workforce is available when we
need it, last year the Company continued its partnership
with Georgian, Algonguin, Mohawk and Northern colleges
to support schalarships and co-placements in the schools’
electrical engineering programs. In 2012 Hydro One made
its second $3-million contribution to the four colleges
since the partnership began in 2007.

Hydro One also awarded the first two First Nations, Métis
and Inuit (FNM1) scholarship awards to students from the
Wikwemikong First Nation and the Algonguin First Nation.
The awards are granted annually to two FNMI students
studying power-related disciplines at a recognized
Ontario university or community college. Hydro One

also offers recipients a developmental work-term at a
Company lacation.

EMGAGED IN OUR COMMURNY
To operate, maintain and manage a vast and expanding
electricity system like Hydro One’s means hiring and
retaining the best employees — people who are not

only engaged heart and mind in our business but also
contribute to the communities we serve. Here are some of
the ways we participated last year in community life:

e Hydro One provided financial support to seven
Canservation Authorities within the four watershed
areas surrounding the Bruce to Milton Transmission
Reinforcement Project. In consultation with local
communities, the Company developed 22 different
biodiversity projects, with the goal of restoring biological
diversity and resilience in the ecosystem covering
over 310 hectares.

e The Company’s energy efficiency team attended
49 community events, including the Glengarry Highland
Games, the Turkey Point Summerfest and the Mount
Forest Fireworks Festival, raising awareness of
money-saving incentive programs and providing advice
to help our customers save on energy at home.

e Hydro One apprentice crews continued a longstanding
tradition of participating in the International Plowing
Match — an event that draws over 10,000 visitors to
Roseville every year. As part of Hydro One’s sponscrship
of the event, crews erected 325 poles and ran
19 kilometres of wire in order to electrify the grounds.

@ Hydro One provides funding to the
University of Western Ontario to support the
Hydro One Chair in Power Systems Engineering in the
Faculty of Engineering, research into power systems
conducted by the Faculty of Engineering and student
awards and scholarships. It also partners with the
University of Waterloo to support the work of the
Waterloo Institute for Sustainable Energy, scholarships
for electrical engineering students and a professional
development program for engineers.

Enralment and graduation rates from electrical
engineering technician and technology programs have
doubled since Hydro One entered into partnership with
four Ontario colleges to support electrical engineering
and technologist programs.
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MANAGEMENT'S DISCUSSION AND ANALYSIS

MANAGEMENT’S
DISCUSSION AND ANALYSIS

On January 1, 2012, Hydro One Inc. (Hydro One) adopted United States {US) Generally Accepted Accounting Principles {GAAP) as its
approved basis for accounting and financial reporting. Comparative 2011 information is presented under US GAAP, unless otherwise noted.
All amounts are in Canadian dollars.

The following discussion is based on our Consolidated Financial Statemenis for the vears ended December 31, 2012 and 201 1.

EXECUTIVE SUMMARY

We are wholly owned by the Province of Ontario {Province), and our transmission and distribution businesses are regulated by the Onfario
Energy Board {OEB). Our mission and vision has been refined 1o recognize the unigue role we play in the economy of the province and as a
provider of crtical infrastucture 1o all our cusiomers. We strive to be on innovative and frusted company, delivering electricity safely, reliably
and efficiently 1o create value for cur customers. We operate as o commercial enterprise with an independent Board of Direciors. Qur sirategic
plan is driven by our values: healih and salely; excellence; stewardship; and innovation. Safety is of utmost importance to us because we work
in an envirenment that can be hazardous. We take our responsibility as stewards of critical provincial assels seriously. We demonstrate sound
stewardship by managing our assets in a manner that is commercial, transparent and which values cur customers. We sirive for excellence by
being troined, prepared and equipped fo deliver high-quality service. We value innovation because it allows us fo increase our productivity and
develop enhanced methods o meet the needs of our customers. In 2012, we continued to focus on our core businesses and our commitment fo
our customers and made important cantributions to the rebuilding of Ontaric’s core infrastructure while continuing to meet the requirements af the
Green Energy Act (GEA).

We manage our business using the following framework:

Core Business and Key Performance Capability to Results and
Strategy Drivers Deliver Results Outlock

Core Business and Sirategy
Our corperate sirategy is based on our mission and vision and cur valves. Our stategic goals, which are discussed in the section “Qur
Strategy,” encompass the core values that drive our business. Qur sirategy touches every part of our core business: health and safety; our

cusiomers, innovation; the reliability and efficiency of our systems: the environment; our workforce: shareholder value: and productivity.

Key Performance Drivers

Performance drivers hove been identified that relate to achieving certain of cur company's strategic goals. We establish specific performance
fargets for each driver aimed of measuring the achievement of our sirategic goals over time. For example, we track the duration of unplanned
customer inferruptions per delivery point as an indication of our commitment fo provide a reliable fransmission system for our customers. We
measure transmission and distribution unit costs as an indication of cur commitment fo increasing productivity. These and ofher key performance
drivers are included in our discussion of our performance measures in the section “Performance Measures and Targefs.”

Capability to Deliver Results

We coniinue fo use o balanced scarecard approach as we sirive lo manage our performance ond defiver resulis each and every year. In
2012, we set nine streich iargets and we met or exceeded five of them. In 2011, we met or exceeded 13 of 17 streich targels. We exceeded
our farget for minimizing the duration of unplanned customer interruptions within our Transmission Business. Our performance with respect o
productivity was on fargef in our subsidiary Hydro One Networks lnc ‘s Hydro One Networks) ransmission and distribution businesses.
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MANAGEMENT'S DISCUSSION AND ANALYSIS

Our ability to deliver results in each of our strategic areas is limiled by risks inherent in our regulatary environment, our business, our

workforce and in the economic environmeni. These risks, as well as our strotegies to mitigate them, are discussed in the section

“Risk Management and Risk Factors.”

Results and Outlook

Buring 2012, our financial fundamentals remained strong with current year net income of $74.5 million. Our OFB-approved revenue

requirement for cur fransmission business for 2012 was $1,418 million. Our 2011 disiribution rates for Hydro One Networks continued

unchanged throughout 2012, and its approved revenue requirement for 2011 was $1,218 million. Approved rales support the work programs

required to suslain our critical infrastruciure and invest in a sustainable eleciricily sysiem thot supports renewable and cleaner generation.

We successfully issued $1,085 million in debt financing in 2012, the proceeds of which were used 1o fund the retirement of $600 millicn

of debt maturing in the year and to fund a porfion of cur capital expenditures and ofher corporate requirements. A full discussion of our resulfs

of operations and financing activities can be found in the sections “Resul's of Operations” and “Liquidity and Capital Resources.”

In 2012, we invested more thon $1.4 billion in capital expenditures to improve system reliability and performance, address our aging power

systern, facilifate new generation and improve service to our customers. Capitat expenditures for the next few years will include those required

to build critical infrastructure identified in the long-Term Energy Plan {[TEP), which is based on recommendations from the Oniario Power

Authority [OPA), and expenditures fo address aging infrastructure. Qur future capital expenditures are more fully described in the section

“Fuiure Capital Expenditures.”

OVERVIEW

Transmission

Substanfially all of Cntario’s electricity transmission system is owned ond operated
by aur subsidiary Hydro One Networks. Our fransmission system forms an infegrated
fransmission grid that is manitored, controlied and managed centrally from our
Ontario Grid Control Centre. Our system operates over relatively long disiances

and links major sources of generation to transmission stations and larger area load
centres. In 2012, we earned tofal fransmission revenues of $1,482 million, primarily
by transmitting approximately 1471 Twh of electricity, directly or indirectly, to
substantially all consumers of electricity in Ontario. Qur transmission system is

one of the Iorgcs% in North America, and it is linked o five adjoining jurisaictions
through 26 interconnections, through which we can accommodate imports of

about 4,800 MW and exports of approximately 6,000 MW of electricity. In terms
of assets, our Transmission Business is our largest business segment, representing
approximately 56% of our total assets at December 31, 2012,

Distribution

Our consolidated distribution system is the largest in Ontario and it spans roughly
75% ot the province. We serve approximately 1.4 million rural and urban customers
and 440 large vser customers, Qur subsidiary Hydro One Remate Communifies
Inc. {Hydre One Remote Communities] operates small, regulated generation and
distribution systems in a number of remate communities across northern Ontario

that are not connected to Ontario’s electricity grid. In 2012, we eamed tofal
distribution revenues of $4,184 million. As ilustrated in the accompanying char,
over half of our distribution revenues were earned from our residential customers.

At December 31, 2012, our Distribution Business assels represented approximately
41% of our total assets.
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MANAGEMENT'S DISCUSSION AND ANALYSIS

Other

| In 2012, our Other business segment contributed revenues of $62 million, and had assets of $604 million at December 31, 2012,
representing 3% of our total assets. This segment primarily represents the operations of cur wholly-owned subsidiary, Hydro One Telecom Inc.,
which markets fibre-optic capacily to telecommunications carriers and commercial cusiomers with broadband netwaork requirements, including
o dedicated optical network providing secure, high-capacity connectivity across numerous health care locations in Ontario,

Qur Strategy

Our corporate strategy is based on our mission and vision and our values. Qur mission and vision is fo be an innovative and trusted company

delivering electricity safely, reliably and efficiently to create value for our cusiomers. Our values represent our core beliefs:

Health and safety: Nothing is more imporiant than the health and safety of our employees, those who work on our property, and the public.

Excellence: We achieve excellence through confinuous training, ensuring we are prepared and equipped to deliver high-quality and
costeffective service, with infegrity.

Stewardship: We invest in our assets and people to build a safe, environmentally sustainable eleciricity network in a commercial manner.
Innovation: We innovate through new processes, people and technology fo allow us 1o find better ways to meet the needs of our customers.
We have eight siralegic objectives that are inexiricably linked. They drive the fulfillment of our mission and vision.

Creating an injury-free workplace and maintaining public safety. Health and safely must be integrated info all that we do. We must
continue fo create a passion for preventing injury. We will strengthen our already strong safety culture through our Journey 1o Zero initiative and
achieve worldclass results. We will implement the internationally recognized health and safety management system, 1SO 18001, fo identify
health and satety risks, priorities and mitigation in order to further drive our safety culture. We will confinue to reinforce that nothing is more
important than the health and safety of our employees.

Satisfying our customers. \Ne will meet our commitments, make cusiomers our focus in cur planning, communicate effectively, coordinate
across lines of business, and maximize opportunities fo improve our corporate image. We will develop and deliver targeted customer segment
strategies, products and delivery channels that will respond to their unique needs and behaviours.

Continuous innovafion. innovation represents one of our core values and is critical o achieving our mission and vision. Over the next two
decades, we will insiall innovative solutions that improve the reliability and efficiency of the iransmission and distribution systems and provide
our customers with more capabilily o manage their power costs. The Advanced Distribution System (ADS] is o key element in our invesiment in

innovation and will improve operation of our distribution assets and deliver further value 1o our customers.

Building and maintaining reliable, cost-effective transmission and distribution systems. Our transmission strategy is fo provide
a robust and reliable provincial grid that accommodates Ontorio’s emerging generation profile, manages an aging asset base and meets
demand requirements through prudent expansion and effective maintenance. Our distribution strategy is focused on: incarporating ADS
technology fo provide greater visibility; increasing control and improving cuslomer service; supporting the connection of renewable energy
sources; seeking efficiencies through leveraging technology and operational experience from our transmission system; providing reliable and
costeffective service over a diverse geography; and pursuing commercial arangements that are anficipated to arise From the rationalization
of Ontario’s distribution sector.

Protecting and sustaining the environment for future generations. Consistent with our value of stewardship, we play a cenfral role
in reducing Ontario’s carbon footprint through the delivery of clean and renewable energy and thraugh measures that allow our customers fo
manage and reduce their energy use. We will engage our customers further regarding how we manage aur sustainability obligations and
activities on their behalf.
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Employee engagement. We believe our primary strengih is the capability of our people. In order to sustain this advantage, we must address
the issues of corporate culture, labour demographics, diversity, development of critical core competencies and skill and knowledge refention.
Our labour strategy should enable us to make significant gains in the areas of labour flexibility, productivity improvement and cost reduction.

Maintaining a commercial culture that increases value for our shareholder. \We are commitied to keeping rates as low as possible
for our customers, and delivering income and dividends to our shareholder. This is possible through our focus on reducing costs, managing
our assets effectively and increasing productivity, We will explore and pursue opportunities 1o increase the revenue-eaming potential of our
company by leveraging existing assefs, technologies, capabilities and the geographic presence of our company.

Achieving productivity improvements and cost-effectiveness. To achieve our mission and vision, we must consiantly strive for
productivity through efficiency and effective management of costs. Productivity is key te meeting our other strategic cbiectives and, in particular,
to achieving value for our customers and our shareholder.

We recognize the pivolal role innovation will play in building a smart electricity grid that supporis a clean environment for Ontario. We are
committed o becoming the indusiry leader in puiting innovative solutions to work for the wellbeing of Ontario’s economy and its residents.

Performance Measures and Targets

We target and measure our performance by using a balanced scorecard approach. Key performance drivers are closely monitored throughout
the year 1o ensure that we maintain a focus on our sirotegic objectives and take mitigating actions as required. In 2012, we mel or exceeded
five of nine strelcn torgets. Overall, we are making progress fowards achieving many of our strategic gooisA

Achieving productivity improvements and cost-effectiveness
One of our siralegic objectives is 1o increase productivity through efficiency improvements and effective management of costs. The measures

+ for this objective for 2012 were transmission unit cost and distribution unit cost.

For 2012, we measured for fransmission unit cost the capital expenditures and operation, maintenance and administration costs per dollor of
gross inservice assels {expressed as a percentagel. For disiribution unit cost, the measure is capital expenditures and operation, mainienance
and administration costs per kilometre of line [$'000/km] due 1o the length of line required to connect our rural customers. Qur objective with
our ongoing work and invesiment program is to mainiain and improve our assets and monitor our productivity yearoveryear, Our transmission
unit cost targel was sef at 10.1% and we met this target. The distribution unit cost target was set at $11,000 per kilometre of line and we also
met this larget.

Building and maintaining reliable, cost-effective transmission and distribution systems

We continue fo build and retcin public confidence and trust in our operations, as stewards of Ontario’s electricity grid. In 2012, we continued
our focus on this stralegic priority by investing in the key assets of the electricity delivery system and by operating the existing system for
customers in a sofe, reliable and efficient fashion. We are conscious that commercial customers of dll sizes require reliable service 1o allow
them to deliver their products and services ond thai customers’ expectations are for a reasonably limited duration when interruptions occur,
Transmission and distribution reliability is measured through the duration of customer interruptions.

For the duration of unplanned customer inferruptions within our Transmission Business, the farget for 2012 was 10 minutes per delivery point.
We more than met this target.

For the Hydro One Networks distribution business, the target for 2012 for the duration of customer inferruptions was set at 6.7 hours per
cusfomer. We did not meet Ihis target.

Satisfying our customers

Customer safisfaction measures the degree o which our transmission and distribution customers are satisfied with the service they receive from
our company. Customer safisfaction is based on the results of cusiomer surveys conducted on our behalf by independent third parties. In 2012,
for transmission customers we fargeted a customer satisfaction rate of 90%, but did not meet this target. For our distribution customers, we
targeted a satislaction rate of 86%, and we met this target.
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Employee engagement

We continue fo focus efforts on increasing employee engagement throughout the company. An engaged workforce is one in which employees
embrace the corporate values of safety, stewardship, excellence and innovation. The process of measuring and improving such engagement
began in 2008 by means of an employee engagement survey administered by an independent third-party expert. Qur goal is 1o improve the
grand mean score yearoveryear. The target of improving the grand mean score to 4.06 {out of 5} in 2012 was not met.

Maintaining a commercial culture that increases value for our shareholder
Achievement of strong financiol performance is measured by a performance measure of targeted level of net income cfter tax. Our target was
$643 million net income after tax and we exceeded our target.

Creating an injury-free workplace and mainfaining public safety

The safety of cur employees is paramount. In 2012, we used medical attentions, defined as injuries that require freatment by a medical
prachitioner (beyond first aid], as the performance measure lor this strategic objective. The medical atientions measure reflects incidents that are
reported fo the Workplace Safety and Insurance Board and is calculated as the number of attentions per 200,000 hours worked. In 2012,
Hydro One sef c target of no higher than 2.2 attentions per 200,000 hours worked. In an effort to achieve this target, we engaged in o
number of activifies, such as: continued emphasis on improving health and safety through faceoface sessions; coniinuation of our Journey o
Zero initiative; better monitoring of mandatory skills and safety raining; an enhanced driver fraining/evaluation program; and field coaching 1o
increase the expectations from supervisors and staff. The number of aftentions in 2012 improved by 35% compared to the number in 2011 but
was still slightly higher than our target for 2012,

REGULATION

Our electricity transmission and distribution businesses are licenced and regulated by the OFB. The OFB sets rates following oral or written
public hearings. Our fransmission revenues primarily include our fransmission tariff, which is based on the province-wide uniform transmission
rates (UTRs} approved by the OEB for all transmitters across Ontario. Our distribution revenues primarily include our distribution tariff, which is
also based on OEB-approved rotes, and the recovery of the cost of purchased power used by our cusiomers. Consequently, our Distribution
Business does not have commodity price risk. Transmission and distribution tariff rates are set based on an approved revenue requirement that
provides for cost recovery and a refurn on deemed common equity. In addition, the OFB approves rate riders to allow for the recovery or
disposition of specific regulotory accounts over specified timeframes.

Electricity Rates

Under the current market structure, low-volume and designated consumers pay electricily rates established through the Regulated Price Plan
{RPP} and wholescle electricity consumers pay a blend of regulated, contract and wholesale spot market prices. The OFB sefs prices for RPP
customers based on both @ wortiered electricity pricing structure, with seasonal consumption thresholds, and a threetiered electricity pricing
structure with Time of Use {TOU) thresholds. The majority of our RPP customers are now on TOU billing. Unexpected shortfalls or overpayments
associcted with the RPP are temporarily financed by the OPA. Prices are reviewed by the OEB every six months and may change based on
an updated OFB forecast and any accumulated differences between the amount that customers paid for electricity and the amount paid fo
generators in the previous period.

We storted migrating our cusiomers to TOU rates in 2010 and the majority of our customers were transifioned to TOU rates by the end
of 2011, We received an exemption from the OEB, effective until December 31, 2014, from implementing mandaiory TOU pricing for
approximately 120,000 customers that are currently out of reach of our smart meter telecommunications infrastructure.

Customers who are not eligible for the RPP and wholesale customers pay the market price for electricity, adjusted for the difference between

market prices and prices paid 1o generators by the Independent Electricity Sysiem Operator [[ESO) under the Electricity Act, 1998. The IESQ is
responsible for overseeing and operating the wholesale market as well as ensuring the reliability of the integrated power syster.
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Transmission Rates
The IESO facilitates payments to us based on the Ontario UTRs approved by the OFB for all ransmitiers across Onfario.

On May 19, 2010, we submitted our application for 2011 and 2012 transmission rates in continued support of cur aging crifical
infrastruciure and supply mix objectives for generation, including offcoal initiatives and initiation of invesimenis in support of the GEA. This
application sought the approval of revenue requirements of approximately $1,446 million for 20171 and $1,547 million for 2012, which
represented estimated rate increases of 15.7% and 9.8%, respeciively, or 1.2% and 0.7% on an average customer's monihly bill.

On December 23, 2010, the OEB issued its decision, which resulted in a revenue requirement effective January 1, 2011 of $1,346 million
for 2011 ond $1,658 million for 2012, reflecting transmission rate changes of approximately 7% in 2011 and 26% in 2012, or 0.5% and
2%, respectively, on an average customer’s lofal bill. Our 2012 revenue requirement was impacied by the OFB directing us fo adopt a cost
capitalization policy consistent with Inernational Financial Reporting Standards (IFRS). This specific accounting revision resulted in an increased
revenue requirement of about $200 million for 2012.

Consistent with an approval from the Oniario Securities Cammission [OSC} to adopt US GAAP for our exiema financial reporting and securities
filings, on July 15, 2011 we filed a Motion to Vary the OEB's 2012 rate decision. Our application sought approval 1o adopt US GAAP as

a basis for regulatory accounting and rate setiing in place of the OFR's aporoved modified IFRS basis. On November 23, 2011, the OFB
approved the use of US GAAP by our Transmissian Business, which resulied in the reversal of the $200 million adjusiment that was made by the
OEB in its December 2010 rote decision,

On December 1, 2071, we submitied fo the OFB a draft 2012 transmission revenue requirement that reflects the approved adopiion of
US GAAP for ratesetting purposes as well as the OEBdirected update to 2012 costof-capital poramelers. On December 20, 2011, the
proposed $1,418 million 2012 revenue requirement was approved by the OFB dlong with new 2012 UTRs effective January T, 2012.
The new rates resulted in an approximate 8% fransmission rote increase, or 0.6% on an average customer’s tofal bill. The adeption of
US GAAP in lieu of modified IFRS as a basis for rate setting decreased the approved rates by about 15%.

To achieve the necessary funding in supper! of aging critical infrastruciure and investments, we submitled @ costofservice rate application

to the OEB for our 2013 and 2014 transmission rates on May 28, 2012. The application sought OFB approval for revenue requirement
increases of approximately 0.6% and 9.1% in 2013 and 2014, respectively, or estimated increases of 0% in 2013 and 0.7% in 2014, on
an average customer's folal bill. A setflement conference was held in Ociober 2012, where Hydro One Networks and the infervenors reached
an agreement, seifling all issues apart from Export Transmission Service. This is anficipated to be setfled in early 20713 but is not expecled

o affect our company’s results of operations. The setlement agreement was reviewed and approved by the OFB on November 8, 2012,
On November 30, 2012, we submitled o draft rate order, which includes revenue requirements of approximately $1,438 mitlion and
$1,528 million for 2013 and 2014, respectively. For the transmission portion of the bill, this represents no change from existing 2012
OtBapproved rate levels in 2013 ond o 5.8% increase in 2014. On an average customer tofal bill basis, this represents increases of nil
for 2013 and 0.5% for 2014, On December 20, 2012, the OFR issued a final Rate Order, approving Hydro Ore Networks' 2013
fransmission revenue requirement for use in sefting the 2013 Ontaric UTRs.

Distribution Rates

As a distributor, we are responsible for delivering eleciricity and billing our customers for our approved distribution rates, purchased power
costs and other approved regulatory charges. Substantially all of our purchased pawer costs and other approved regulatory charges are seffled
through the IESO, which facilitates payments fo other parties such as generators, the Ontario Flectricity Financial Corporation (OEFC) and itself.

In 20006, the OFB established a multiyear electricity distribution rate-setting plan whereby a distributor’s rates are set via a costofservice
rebasing application followed by an Incentive Regulation Mechanism {IRM} that uses a formulaic approach fo establish rates for the next three
years. In 2012, the OB issued a new regulatory framework that included three rate-sefting methods available 1o distibutors [see “Renewed
Regulatory Framework”}.
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Hydro One Networks
OnJuly 13, 2009, our subsidiary Hydro One Networks filed a costof-service application with the OFB for 2010 and 2011 distribution rates.

On April 9, 2010, the OEB released its decision approving revenue requirements of $1, 146 million for 2010 and $1,236 million for 20711

to support the necessary work programs, the implementation of the GEA and the installation of smart mefers.

On November 15, 2010, the OEB issued iis costofcapital parameter updates for rates effective January 1, 2011 The lowering of the return
on equity [ROE] produced o revised revenue requirement of $1,218 million. The approved 2011 revenue requirement resulied in an average
distribution rafe increase of approximately 8.7% for 2011, or 3.4% on an average |i.e. consuming 800 kWh per monlh] customer's tofal bill.

On March 23, 2012, the OFB approved our request for Hydro One Networks' distribution business to adopt US GAAP for rate sefting and
regulatory accounting and reporting. Hydro One Networks did not seek a distribution costofservice rate adjustment for 2012 and rates
continved unchanged at 2011 levels.

OnJune 15, 2012, Hydro One Networks filed evidence in suppart of its application for 2013 distribution rates on the basis of the OFB's
3rd Generation IRM process. Hydro One Networks ond infervenors subsequently reached a setlement and submitied o sefflement agreement
io the OEB. On December 14, 2012, the OEB issued its decision accepting the agresment as filed. On December 20, 2012, the OEB
issued a final Rate Order The distribution rate of an average residential customer will increass by approximately 1.3% in 2013, or by 0.4%
when considering total bill impacts. In addition, the Retoil Transmission Service Rates adjusiment, which was accepted in the Setilement, will

bring the total bill increase in 2013 1o approximately 1.5%.

Hydro One Brampton Networks

On June 30, 2010, our subsidiory Hydro One Brampion Networks submitied its 20171 costofservice application, which was subsequently
adjusted in Seplember to reflect the optional deferral of the adoption of modified IFRS uniil Jonuary 1, 2012, consistent with a decision by the
Canadian Accounting Standards Board (AcSB]. The AcSB later extended the optional deferral to January 1, 2014 and Hydio One Brampion
Networks has decided to exercise this opfion.

Following another adjustment to the application in November 2010, the revenue requirement was approximately $63 million. On April 4,
2011, the OB issued o decision that approved a revenue requirement of $59.5 million for 2011, The revised rates were approved with an
effective date of january 1, 20171 and an implemeniation date of May 1, 2011, Included in the rates is an amount of $1.52 per month per
mefered customer for smart mefers and approval of a GEA funding adder of $0.02 per month per metered customer. The new rates result in a
total bill increase for an average customer [i.e. cansuming 800 kWh per manth) of approximalely 0.5%.

On September 15, 2011, Hydro One Brampton Networks filed an application for 2012 rales on the basis of the OFB's 3rd Generation

IRM process. On December 22, 2011, the OFB issued its decision and on December 31, 2011, the OEB declared Hydio One Brampion
Networks' existing rates inferim as of January 1, 2011, On January 5, 2012, the OEB released a decision that resulted in a reduction in
rates of approximately 13.2%, or a 1.7% reduction on the average cusiomer’s total bill in the year. These raie reductions were primarily due to
OEB-approved adjustments 1o depreciation rates.

On August 3, 2012, Hydro One Brampton Networks filed an application for 2013 rates on the basis of the OFR's 3rd Generation IRM
process, requesfing new disirbution rates effective January 1, 2073, Hydro One Brampton Networks subsequently amended its ate application
and on December 6, 2012, the OEB approved the amended application. The rale impact on the distribution component associated with a
typical residential customer waos an increase of approximately 0.3%, or less than 0. 1% on the customer’s foial bill.

Hydro One Remofe Communities

On October 15, 2010, Hydro One Remote Communities filed an application for 2011 distribution rates on the basis of the OFB's
3rd Generation IRM. The application sought appraval for an increase of approximately 0.4% 1o basic raies for the distribution and
generation of electricily effective May 1, 2011. On March 28, 2011, the OEB approved the application. The overall impact of the
new rates on an average (i.e. consuming 800 kWh per month] residential customer’s tofal bill was morginal.
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On November 25, 2011, Hydro One Remote Communities filed its application for 2012 distribution rates on the basis of the OFR's
3rd Generation RM. On March 22, 2012, the OEB issued ifs decision approving a rate increase of 1.08% effeciive May 1, 2012,

representing an increase of about $1 on an average residential customer's monthly bill.

Censistent with the OEB's decision affirming the use of US GAAP for ratersetting purposes by Hydro One Nehworks' transmission and distribution
businesses, we made a similar request fo use US GAAP for Hydro One Remote Communities. On April 3, 2012, the OB opproved the request
fo use US GAAP as the basis for rate sefiing within Hydro One Remote Communities effective January 1, 2012,

On September 17, 2012, Hydro One Remote Communifies filed a costofservice application for 2013 rafes to be effective May 1, 2013.

i approved as filed, the electricity rate of an average customer will increase by 3.5% in 2013 In its rate application, Hydro One Remale
Communities also requested approval to establish a Rural and Remate Rate Protection of $35 million in 2013, The OFB Hearing and decision
are anficipated to occur in the first auarter of 2013,

Recent Industry Developments

Long-Term Energy Plan

On November 23, 2010, the Ministry of Energy released Ontario’s [TEP, which sets out the province’s expected eleciricily needs uniil 2030
and supports the continued procurement of new, cleaner generation. The LTEP addresses seven key areas: demand; supply; conservation;
fransmission; aboriginal communities; capital investments; and electricity prices. On February 17, 2011, the Province issued a Supply Mix
Directive that required the OPA fo prepore a 20year Integrated Power System Plan {IPSP] to meet the goals set out in the ITEP. On May 9,
2017, the OPA announced that it was beginning consulfations io update Ontario's IPSP and issued the IPSP Planning and Consuliation
Overview document. On June 17, 2011, we submitied our comments on the IPSP, as requested of stakeholders by the OPA. Stakeholder
commenis will form part of the evidence when the OPA submits the revised IPSP {0 the OEB for its review.

On February 28, 2011, the OB issued a decision amending Hydro One Networks' transmission licence in accordance with a directive

from the Minister of Energy to the OEB. The licencee amendment requires Hydro One Networks to develop and either seek approvals for, or
implement, specilied fransmission projects and upgrades fo safely and reliably accommodate addilional renewable energy in accordance with
recommendations from the OPA. In a letter dated April 7, 2011, the OPA provided the scope and fiming to increase short circuit and/or
transformer capacity at ten of 15 fransformer stations noted in the licence to accommodate smallscale renewable generation. Six of these
upgrades have been completed and we are currently anticipating that one additional station upgrade will be placed in service in 2013.
Alternative solutions have been identified for the other three upgrades. In accordance with the Memorandum of Agreement between Her
Majesty the Queen in Right of the Province of Ontario as represented by the Minister of Energy [Shareholder} and our company, the Shareholder
made a declaration, dated April 19, 2011, pursuant to subsection 108 (3] of the Business Corporations Act {Ontario) pertaining to the cost
recovery of the expenditures related 1o the February 28, 2011 licence condition amendment. As o resull, the recovery of the seven siation
upgrades was restricted. We charged $17 million to operation, maintenance and administration expense in 2012 and chasged $19 million
fo operafion, maintenance and administration expense in 2011, in respect of these projects.

In June 2011, the OPA recommended the scope and timing of the project to re-conductor two circuits between Sarnia and London, our West of
lendon Transmission Upgrade Project, with a required inservice date of December 2074. This project is needed to satisfy government policy
relating fo the incarporaiion of 10,700 MW of nonhydroelectric renewakle generation resources by 2018. On Navember 8, 2012, the OEB
issued a decision approving our Section 92, leave to Construct, application for this project. In October 2011, the OPA recommended the
scope and timing of the Southwestern Ontario Reactive Compensation Priority Project, recommending that we install o Static Var Compensalor
{SVC) ot our Milton Switching Stafian to increase the capability of our Bruce to Milion Line. An OPA recommendation regarding the construction
of a new fransmission line west of the Cily of Landon is not expected in the foreseeable future.

Framework for Transmission Development Plans

On August 26, 2010, the OFB released ifs new policy entitled Framework for Transmission Project Development Plans. This policy sets out
framework for new transmission invesiment in Oniario by introducing competition for fransmission development through an open process. On
March 29, 2011, the Minister of Energy expressed the Province’s interest in the OFB commencing o transmitier designation process for the
EastWest Tie line. The EastWest Tie Project is the first ransmission network line expansion covered under the new competitive approach.
The proposed route is o 400 km, 230 kV double-circuit fine between ifs transformer siations ai Wawa in the east and Lakehead in the west.
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The target in-service date, set by the OPA in its report issued June 30, 2011, is 2017. The EastWest Tie tP, an equallyshared parinership
of three entities including our company, obtained a fransmission licence on May 31, 2012, and is participating in the EastWest Tie Project
bid process.

The OEB adopted a two-phase process for the East-West Tie proceeding. On July 12, 2012, the OEB issued its Phase 1 decision and order,
thus concluding Phase 1 of the proceeding by finalizing various filing requirements and process issues and directing registered transmitters

to file their applications for designation by January 4, 2013. The proceeding is now in Phose 2 and the OEB received six applications for
designation from the registered transmitiers in the proceeding, including one from the East\West Tie LP. The timeline for Phase 2, which will 1oke
the form of @ written hearing, has not yet been set.

Renewed Regulatory Framework

On December 17, 2010, the OFB initiated a coordinated consuliation process for the development of a renewed regulatory framework for
electricity distributors and transmitters. On Oclober 18, 2012, the OEB issued ifs report A Renewed Regulatory Framework for Electricity
Distributors: A Performance-Based Approach, marking the completion of its consuliation process. The report identified three rate-selting models
available to provide choices sujiable for distributors having varying capital requirements: a 4th Generation IRM, which builds on the current
3rd Generation model by adding one year to the IRM pericd; a Custom IRM, which involves rafe sefting based on a fiveryear forecast of @
distributor’s revenue requirement and sales volume; and an Annual Incentive Ratesetling Index method, which involves annual adjustment of
rates by a simple price cap index formula. The report also provided information on performance measurement, continuous improvement ond
implementation of the new framework.

Four working groups were established to provide expert assistance fo review and advise the OEB's staff on proposals regarding certain
implementation matters: Asset Redefinition and Regional Infrastructure Planning Process; Distribution Network Invesiment Planning; Performance,
Benchmarking, and Rate Adjustment Indices; and Smart Grid. Hydro One Networks is represented on all four groups. Working group meefings
began in November 2012 and are scheduled through February 2013, Consuliations will conclude with the issuance of filing requirements and
guidance, code amendments, and/or supplemental Board policies in suppott of the new framework. The OEB is expecting that policies will be
largely implemented in time for the 2014 rate year. We are currently assessing the ratessetiing methods available.

OEB Transmission and Distribution System Codes
Under the Transmission System Code, the transmitter covers the inifial pooling of the costs of enabler lines, with generators paying their pro-rata
share when ready to connect, based on generator capacity.

Under the Distribution System Code {DSC), there are three classes of disiribution assets associated with the connection of renewable energy
generation: connection assels, expansion assets, and renewable enabling improvements. Generators that connect directly to a distributor’s

Led

system pay the costs of connection assets, while distributors fund: cll expansion costs identified in a plan; other generatorrequested expansion

costs up to a cap of $90,000/MW per project {generator pays the rest); and all renewable enabling improvements.
p b per proj g pay g 1mp

In 2017, the OEB gronted us an exemption from mandatory DSC timelires for the connection of micro-embedded generation facilities.
The OEB decision increased the timeline for processing indirect connections that require a site assessment and approved amendments to
the conditions that must be met before we are required to connect microembedded generation facilities to our distribution system. On
August 3, 2012, Hydro One Networks applied to the OEB for an exiension of the exemption and on November 8, 2012, the OFB
granted the extension for a period ending August 3, 2013, or six months after the conclusion of its consultation on micre-embedded
generation issues, whichever is earlier,

Ontario Clean Energy Benefit

Effective January 1, 2011, the Province infroduced the Ontario Clean Energy Benefit Act, 2010, which is designed to assist Ontasio electricity
consumers through the transition to a cleaner electricity system. Under this Act, eligible residential, farm and small business consumers receive
a 10% benefit with respect o the total cost of electricily on their bills, including tax, for o fiveyear period. This benefit is applied to customers’
electricity cosis for each billing period. Effective September 1, 2012, the 10% rebate is applied orly fo the first 3,000 kwWh of electricity
consumed per month.
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Revenue Decoupling for Distributors

In 2010, the OEB initiated a consultation process fo examine the revenue adjusiment and cost recovery mechanisms available fo electricity
and notural gas distributors fo address revenue erosion resulfing from unforecasted changes in volume of energy sold. These mechanisms are
commonly referred fo os “revenue decoupling” mechanisms as each involves some means of disconnecting the link between the volume of
energy consumed by customers and the recovery by energy distributors of their approved revenue requirement.

On November 26, 2012, the OFB initiated & project to complete the work begun on revenue deceupling for electricity and natural gos
distributors. The OEB will coordinate its consideration of revenue decoupling with the new ratessefting policies proposed in the renewed
regulatory framework for eleciricity. The OEB will examine how best to address changes in demand, including potential declines in average
use. This consultation will review the options for pofential revenue decaupling in addition fo the existing lost revenue decoupling mechanism
fi.e. the Lost Revenue Adjustment Mechanism or LRAMY). The OEB expects to release o diaft policy in early 2013, The OFB will solicit
stakeholder comments in writing before finalizing the policy.

Distribution Sector Consolidation

On April 13, 2012, the Province announced it was launching o comprehensive review of Ontario’s electricity seclor fo explore options to
improve efficiencies, including local distribution companies (LDCs) consclidotion. As o result, the Province created the Ontario Distribution
Sector Review Panel {Panel]. On December 13, 2012, the Panel released ifs report, Renewing Onfario’s Electricity Distribution Sector: Putting
the Consumer First, with recommendations for electricity sector consolidation. This report recommends that the 73 LDCs comprising the focus of
the report be consolidated into eight to 12 larger regionol electricity distributors within o tworyear timeframe. Specifically, it recommends there
be two regional distributors in northern Ontario and between six and fen regional distributors in southern Ontario with a minimum of 400,000
customers each. Given our company’s position as the largest LDC, the report recommends that Hydro One Networks be given unambiguous
direction 1o lead and engage in the discussion of the merger of distribution assets with the oppropriaie interested utilifies on @ commercial basis.
Al present, the Province is reviewing the report and assessing the recommendations.

FIT and microFiT
On October 1, 2009, the OPA launched its Feedin Tariff {FIT) Program which is desigried to procure energy from a wide range of renewable
energy sources, including wind, solar, photovoliaic, bio-energy and waterpower up to 50 MW.

On March 22, 2012, the Province announced the resulis of ifs twaryear FIT Program Review, including recommended changes 1o reflect input
received from stakeholders. The OPA implemented these recommendations and relaunched its microfIT program on July 12, 2012, The revised
program encourages greater community and aboriginal participation and the profection of agricultural lands. In August 2012, the OPA began
o release approvals allowing microf IT projects 1o proceed. On December 14, 2012, the OPA announced that it will award up to 200 MW
of Small FIT applications, received between December 14, 2012 and January 18, 2013, for renewable energy projects with a propased
capacily between ten and 500 kilowatts. The OPA is not accepting large FIT applications af this time. The timing for the Large FIT project
application window will be communicated once details ore finalized.

Conservation and Demand Management {CDM)

The OPA continues fo be responsible for coordinating the delivery and funding of Ontario’s CDM programs. Our CDM programs funded
through the OPA in 2012 amounted te approximately $25 milfion, compared to $15 million in 20711, These programs included: the Peaksaver
Program; the Low Income Home Assistance Program; Appliance Refirement and Exchange Events; and the Process and System Upgrade
Incentive Program.

The Ontaria Energy Board Act, 1998, as amended by the GEA, provides direction to the OFB fo fake steps fo esiablish CDM targels 1o be
met by LDCs and ofher licencees. A province-wide CDM target for Ontario’s LDCs was set in 2010. The two key CDM targets for LDCs over
the fouryear period beginning January 1, 2011 were fo collectively reduce 1,330 MW of provincial summer peak demand and 1o provide
6,000 GWh of cumulative energy savings. The OEB issued its COM Code for Electricity Distributors {CDM Code) on Seplember 16, 2010
and on November 12, 2010, it issued final CDM targets 1o each LDC. Our company was dllocated a 259 MW reduction of provincial
peak demand and a 1,320 GWh reduction of eleciricity consumption, representing, respectively, 19.5% and 22 0% of the tofal farget
savings established for oll IDCs. The COM Code also set out the conditions and rwles that IDCs are required fo fallow if they choose to use
OEB-approved CDM programs to meet their CDM targets.
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OCn Aprit 26, 2012, the OEB issued its CDM guidelines for all electricity distributors. One key change is that savings associated with TOU
pricing are eligible to be counted towards the CDM targets. Savings will be evaluated by the OPA for the entire province and then allocated
to each distributor. The other key change is the establishment of the IRAM variance account, which captures the variance between the level of
CDM included in o distributor’s load forecast and the verifiable results of impacts of CDM activities undericken between 2011 and 2014 for
both OPA-contracted and OER-approved CDM programs,

On September 28, 2012 and September 30, 2012, in accordance with the CDM Code, Hydro One Brampton Networks and Hydro One
Networks, respectively, filed their 2011 Annual CDM Reports with the OEB. Our combined results for 2011 were 40 MW in peck demand
savings, representing 15.6% of our target, and 99 GWh of annual energy savings. These energy savings will produce 388 GWh towards our
farget, representing 29.4% of our cumulative target. We anticipate meeting our 2014 cumulative demand and energy savings fargets.

On December 21, 2012, the Minister of Energy issued a directive fo the OPA to extend funding for its CDM programs for one additional year,
to December 31, 2015. This extension aims to provide added stobility, support the momentum of province-wide programs and ensure that
projects with longer completion times can confinue o participate in key conservation initiatives. This extension will also provide an opportunity
for the OPA and LDCs to collaboratively work to strengthen the current framework and deliver innovative programs that support Ontario families
and businesses. The OPA will be reaching out to distributors 1o further solicit insight and advice on the implemeniation of this extension.

Advanced Distribution System

The Energy Conservation Responsibility Act, 2006 further broadened the objectives of CDM by providing the framewaork for the installation

of smart meters in all homes and small businesses in Ontario. In 2007, the Province appointed the IESO as the interim smart mefer entity that
would oversee the collection and management of data from insialled smart meters. IDCs, including our distribution businesses, are accouniable
for the deployment of smart meter infrastructure and related communications technology to meet minimum regulatory requirements, as well as
the implementation of TOU rofes.

In 2011, we carried out a number of studies on advanced disiribution technologies and initiated the Smart Zone Pilot Project in the Owen
Sound area. The Smart Zone Pilot consists of testing and demonstrating power system equipment, [T systems and communication systems that
will be required fo help facilitate the connection of a large number of Distributed Generation [DG] connections to our distribution system.

In 2012, we successlully completed the deployment of the Distribution Management System (DMS) within the Owen Sound pilet area. This
infegrates the Network Management System, the Outege Response Management System and field devices Further releases of the ADS will
look at optimizing outage response through more effective dispaich, automation to isolate faults where needed and the dynamic regulation of
voltage fo reduce losses. All releases leverage a core infrastructure and build on each ather, and as pilot elements are proven, business cases
will be developed for the provincial roll out which will ultimately comprise the ADS.

RESULTS OF OPERATIONS

Revenues
Year ended December 371 [millions of dollars) 2012 2011 $ Change % Change
Transmission 1,482 1,389 ?3 7
Distribution 4,184 4,019 165 4
Other 62 63 (1 (2}
5,728 5,471 257 5
Average annual Ontario 60-minute peak demand (MW)]' 21,132 21,166 [(34) -
Distribution — units distributed fo customers [TWh)' 29.2 29.2 - -

! System-related siatistics are preliminary.
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Transmission

Transmission revenues primarily consist of our fransmission toriff, which is based on the monthly peak electricity demand across our high-
voliage network. The tariff is designed fo recover revenues necessary o support a fransmission sysiem with sufficient capacity to accommodate
the maximum expected demand. Demand is primarily influenced by weather and economic conditions. Transmission revenues also include
export revenues associated with fransmiliing excess generation to surrounding markets and ancillary revenues which are mostly attributable to
maintenance services provided primarily to generators and secondary use of our land rights.

Qur fransmission revenues were higher by $93 million, or 7%, compared to 2011, On December 23, 2010, the OB rendered its decision
on our 2011 and 2012 transmission rate application. On December 20, 2011, the OEB approved new transmission tariff rates, effective
January 1, 2012, which reflected higher irservice assets and the use of US GAAP as our basis for rate setting. The decisions resulied in higher
transmission revenues of $106 million for the year ended December 31, 2012, and the average peak demand for 2012 resulted in a slight
increase of $3 million, compared to the prior year,

Increases were partially offset by a $9 miflion reduction in revenue following the completion of recovery of a fransmission regulatory account
effective December 31, 2011, a $6 million reduction in transmissionrelated external revenues and a $1 million reduction associated with other
OEB-approved regulatory accounts.

Distribution

Our consolidated Distribution Business consists of the separale distribution businesses of our subsidiaries Hydro One Networks, Hydro One
Brampton Networks, and Hydro One Remote Communities. Distribution revenues include our distribution tariff and amounts to recover the cost
of purchased power used by the customers of our consolidated Distribution Business. Accordingly, our distribution revenues are influenced by the
amount of electricity we distribute, the cost of purchased power and our disribution tariff rates. Distribution revenues also include miner ancillary
distribution services revenues, such as fees related o the joint use of our distribution poles by the telecommunications and cable television
industries as well as miscellaneous charges, such as those for late payments.

Our 2012 distributian revenues were higher by $165 million, or 4%, compared to 2011. The increase was primarily due fo the recovery of
higher purchased power costs of $146 million, as described below under “Purchased Power.” Qur distiibution revenues were also higher by
$18 million due 1o our placement of new ADS and smart meter invesiments in service. Given that these investments relate fo new fechnclogies,
they are currently recovered through separate rate mechanisms.

Distribution revenues for the year reflect additional external revenues of $7 million, an increase in Hydro One Remote Communities’ revenues of
$2 million and a $1 million increase associated with OEB-approved regulatory accounts. These increases were parfially offset by a $7 million
reduction due 1o lower energy consumption, resulling primarily from the milder winter we experienced in 2012 compared 1o 2011, and by @
decrease of $2 million in Hydro One Brampton Networks' distribution tariff revenues.

Purchased Power

Purchased power costs are incurred by our Distribution Business and represent the cost of electricity delivered 1o customers within our distribution
service territories. These costs comprise the wholesale commodity cost of energy, the IESO's wholesale market service charges, and ransmission
charges levied by the [ESO. The commodity cost of energy for certain low-volume and designated customers is based on the OEB’s RPP. which
consists of a twotiered pricing structure with threshold amounts and a separate pricing structure for RPP customners on TOU billing, both of which
are adjusted twice anoually. We began transitioning our RPP customers to TOU billing in May 2010, and a large majority of our RFP cusiomers
are now on TOU billing. Customers who are not eligible for the RPP pay the market price for electricity, adjusted for the difference between
market prices and the prices paid to generators under the Electricity Restructuring Act, 2004,
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A summary of the RPP for the reporting and comparative periods is provided below.

RPP Tier Threshold (kWh/month} Tier Rates {cents/kWh)
Effective Date Residential  Non-Residential First Tier Second Tier
November 1, 2010 1,000 750 6.4 7.4
May 1, 2011 600 750 6.8 79
November 1, 2011 1,000 750 7.1 8.3
May 1, 2012 600 750 7.5 8.8
November 1, 2012 1,000 750 7.4 8.7
RPP TOQU Rates {cents/kWh)

Effective Date On Peak Mid Peak Off Peak
November 1, 2010 Q.9 8.1 51
Moy 1, 2011 10.7 8.9 509
November 1, 2011 10.8 Q2 6.2
May 1, 2012 11.7 10.0 6.5
November 1, 2012 11.8 Q9 6.3

Purchased power costs increased by $146 million, or 6%, to $2,774 million for the year, compared to 2011, The increase in our purchased
power costs was primarily due fo an increase of $118 million resulting from the impact of changes in the OEB's RPP rates for residential and
other eligible customers, a $33 million increase resulting from the OFB fransmission rate decision effective january 1, 2012 that affected the
fransmission charges levied by the IESO, and a $7 million increase related to higher elecrricity demand. The effect of these increases was
partially offset by an $11 million reduciion compared to 2011 in wholesale market service charges levied by the IESO, which include certain
costs for operating the fransmission grid, and @ $1 million decrease resulting from lower purchased power costs for customers who are not
eligible for the RPR.

Operation, Maintenance and Administration

Our aperation, maintenance and adminisiration costs consist of labour, material, equipment and purchased services which support the
operation and maintenance of the transmission and distibution systems. Also included in these costs are property taxes and payments in fieu
thereof related 1o cerfain of our ransmission and distribution faciliies.

Operation, maintencrice and administiratian costs for each of our three business segments were as follows:

Year ended December 31 [millions of dollars) 2012 2017 $ Change % Change
Transmission 402 422 {20} {5)
Distribution 608 609 i -
Other 61 61 - -

1,071 1,092 21 (2}

Qur company continues to focus on managing its costs, resulling in a decrease in total operation, maintenance and administration
expenditures in 2012, compared fo 2011, while continuing to substantially complete the planned work programs for both our transmission
and distribution businesses.

Transmission

Operation, maintenance and administration expenditures incurred fo sustain our high-voltage transmission stations, lines and rights-ofway
decreased by $20 million, or 5%, in 2012 compared to last year. Within our work programs, we continved fo invest in the safe and reliable
operation of our fransmission systern that spans Ontario. Qur work program requirements were lower by $33 million compared to last year
mainly due to: lower demand for siationrelated corrective maintenance, parficularly for power equipment; lower demand for underground
cable corrective maintenance; and reduced autotransformer remediation work. We also incurred lower expenditures compared to last year
related to the OPA's recommendation fa increase short circuit and/or transformer capacity at a number of our fransmission siations fo enable
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the connection of small renewable projects, for which recovery is restricted [see “Regulation ~ Llong-Term Energy Plan”). Most of this work hos
now been complefed. Expenditures in support of our ransmission system increased by $13 million, compared to 2011, due fo a redirection of
resources from our Distribution Business, partially offset by management cost reduction initiatives.

Distribution

Operation, maintenance and administration expenditures required to mainiain our low-voltage distribution system decreased slightly by

$1 million compared to last year. Qur work program expenditures decreased by $5 mitlion mainly due 1o decreased power restoration
expenditures resulting from overall lower siorm activity in Ontario in 2012 compared to 2011, Reductions also resulted from lower fines
maintenance requirements, partially offset by increased requirements within our foresiry program resulting from higher tree densities experienced
this year. Our expenditures in support of our distribution system increased by $4 million mainly due to spending in support of the Customer
Information System (CIS) phase of our entity-wide information system replacement and improvement project. The impact of this increase was
partially offset by cost reduction initiatives and o redirection of resources in supporl of our Transmission Business.

Depreciation and Amortization

Depreciation and amortization expense increased by $43 million, or 7%, in 2012, compared to 20171, This increase was atiributable to higher
depreciation expense of $40 million, when compared to 2011, primarily related 1o our placement of new assels in service consistent with our
ongeing capifal work program. Slightly higher asset removal costs of $3 million contributed the remainder of the variance from the prior year.

Financing Charges
Financing charges increased by $14 million, or 4%, 1o $358 million for 2012 compared 1o 201 1. Higher financing costs were mainly due
to an increased average level of debt and partially offset by o lowes average effective interest rate.

Provision for Payments in Lieu of Corporate Income Taxes (PiLs)

The provision for Plls decreased by $29 million, or 19%, 1o $121 million in 2012, compared to 2011, This decrease primarily resulied
from a reduction in the satutory tox rate from 28.25% to 26.50%, changes in nef temporary differences, and an increase in research and
development fox credits related 1o our ADS project. This reduction was partially offset by the impact of higher levels of pre-ax income
compared 1o 2011

Net Income

Net income of $745 million was higher by $104 million, or 16%, than our comparable 2011 results. Higher revenues reflect the recovery of
prior year investments which are now in service and which will improve the province's electricity system. Our net income was also positively
impacled by lower operation, maintenance and adminisiration expenditures resulting from costeffectively managing the work program within
our Transmission Business and by lower Pils resulling from a lower combined federal and provincial statutory income tax rate compared o
2011, In oddifion, our 2012 net income reflects higher depreciation expense resuliing from our placement of new assefs in service, consistent
with our increased copital work progrom, ond increased finarcing charges reflecting cur higher average level of debt.

QUARTERLY RESULTS OF OPERATIONS

The following table sets forth unaudiled quarierly information for each of the eight quarters, from the quarter ended March 31, 2011 thiough
December 31, 2012, This information has been derived from our unaudited interim Consolidated Financial Statements and our audited annual
Consolidated Financial Stalements which include all adjustments, consisting only of normol recurring adjustments, necessary for fair presentation
of our financiol position and resulis of operations for those periods. These operaling resulls are not necessarily indicative of results for any future
period and should not be relied upon to predict our future performance.

{millions of doflars) 2012 2011
Quarter ended Dec. 31 Sept. 30 Jun. 30 Mar. 31 Dec. 31 Sept. 30 Jun. 30 Mar 31
Tatal revenue 1,435 1,466 1,359 1,468 1,359 1,384 1,268 1,460
Net income 165 201 169 210 120 167 142 212
Net income to

comman shareholder 160 197 164 206 115 163 137 208

Electricity demand generally follows normal weatherrelated variations, and consequently, our electicityrelated revenues and profit, all other things being equal,
would tend to be higher in the first and third quarters then in the second and feurth quarters
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LIQUIDITY AND CAPITAL RESOURCES

Our primary sources of liquidity and capital resources are funds generated from our operations, debt capital market borrowings and bank

financing. These resources will be used to satisfy our capital resource requirements, which continue 1o include our capital expenditures, servicing
and repayment of our debt, and dividends.

Summary of Sources and Uses of Cash

Year ended December 31 [millions of dollars) 2012 2011
Operating activities 1,285 1,407
Financing activities

longterm debt issued 1,085 700

longterm debt refired (600} [(500)

Dividends paid {370} [168)
Investing activities

Capital expenditures {1,454 {1,447)
Other financing and investing activities 21 64
Net change in cash and cash equivalents {33} 56

Operating Activities

Net cash from operating activities decreased by $122 million to $1,285 wmillion in 2012, compared to 201 1. The decrease was primarily
due to changes in accrued liabilities related to customer prepaymenis, and a reduction in toxes payable, resulting from a tox payment made
in the first quarter of 2012 reloted fo the 2011 taxation year, as well as the timing of tax insiallment payments in 2012, compared to 201 1.
The decrease was partly offset by higher 2012 net income, compared to 2011,

Financing Activities

Shorterm liquidity is provided through funds from operations, our Commercicl Paper Program, under which we are authorized to issue up 1o
$1,000 million in shorterm notes with a term o maturity of less than 365 days, our revalving credit facility, and through our holding of Province
of Onfario HoatingRate Notes.

Our Commercial Paper Program is supported by a total of $1,500 million in liquidity facilities comprised of our $1,250 million committed
revolving credit facility with a syndicate of banks, which matures in June 2017, and a longterm invesiment in Province of Ontario FloatingRate
Notes of $250 million {with o fair value of $251 million at December 31, 2012} The shortterm liquidily under this program and anficipated
levels of funds from operations snould be sufficient to fund our normal operating requirements.

At December 31, 2012, we had $8,460 million in longterm debt outsianding, including the current portion. Our notes and debeniures mature
between 2013 ond 2062. longterm financing is provided by cur access to the debt markets, primarily through our Medium-Term Note (MTN]
Program. The maximum authorized principal amount of medium-term notes issuable under this program is $3,000 million. At December 31,
2012, $1,515 million remained available until September 2013

Rating
Rating Agency Short-term Debt Long-term Debt
DBRS Limited R-1 {middle) A thigh)
Moody’s Investors Service Inc! Prime-1 Al
Standard & Poor's (S&P)2 A A+t

t On April 27, 2012, Moody's Investors Service Inc. downgraded our senior unsecured rating fo Al from Aa3.

2 On Apiit 25, 2012, S&F revised their oulook on our company o negative from siable.
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We have the cusiomary covenants normally associoted with longterm debt. Among other things, our longterm debt covenants fimit our
permissible debt as a percentage of our total capitalization, fimit our ability to sell assets, and impose o negative pledge provision, subject to
customary exceptions. The credit agreements related to our credit facilities have no material adverse change clauses that could trigger default.
However, the credit agreements require that we provide nofice to the lenders of any material adverse change within three business days of the
occurrence. The agreements also provide limilations that debt cannot exceed 7 5% of total capitalization and that third-party debt issued by
our subsidiaries cannat exceed 10% of the total book value of our assets. We were in complionce with all these covenants and limitations at

December 31, 2012.

In 2012, we successfully issued $1,085 million in costeffective longerm debt under our MTN Program, consisting of $300 million issued
in the first quarter, $425 million issued in the second quarter, $310 million issued in the third quarter, ond $50 million issued in the fourth
quarter of 2012. In the third quarler of 2012, we dlso called and redeemed $600 million of our longterm debt, prior fo its maturity date of
November 15, 2012.

In 2011, we issued $700 million in long-term debt under our MTN Pragrom, consisting of $3C0 million issued in the first quarter, $300 million
issued in the third quarter, and $100 million issued in the fourth quarter of 20171, 1n 2011, we also repaid $500 million in maturing longerm
debt, $250 million in the first quarter and $250 million in the fourth quarter.

We had no shortterm notes outstanding as at December 31, 2012 or December 31, 2011,

Common dividends are declared ot the sole discretion of our Board of Direciors, and are recommended by management based on results of
operctions, maintenance of the deemed regulatory capilal siruciure, financial conditon, cash requirements, and other refevant faciors such as
indusiry practice and shareholder expectations. Common dividends pertaining 1o our quarterly financial results ore generally declared and paid
in the immediately following quarter.

In 2012, we paid dividends 1o the Province in the amount of $370 million, consisting of $352 million in common dividends and $18 million
in preferred dividends. In 2011, we paid dividends in the amount of $168 million, consisting of $150 million in common dividends and
$18 million in preferred dividends.

In 2012, cash dividends per common share were $3,523, compared to $1,500 per common share in 2011, Cash dividends per preferred
share were $1.375 in each of 2012 and 201 1.

Our objectives with respect to our capital structure are to maintain effective access fo capital on o longierm basis at recsonable rates and 1o
deliver appropriate finonciol returns to our shareholder.

Investing Activities
Cosh used for investing activities, primarily representing capital expenditures 1o enhance and reinforce our transmission and distribution
infrastructure in the public interest, was as follows:

Year ended December 31 [millions of dollars) 2012 2011 $ Change % Change
Transmission 776 810 (34) (4}
Distribution 671 628 43 7
Other 7 9 (2] (22)

1,454 1.447 7 -
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Transmission
Transmission capital expenditures decreased by $34 million, or 4%, to $776 million in 2012, compared fo 201 1. Investments to expand and
reinforce our fransmission system were $313 million, representing a decrease of $103 million from last yeor. The majority of our expenditures

were made on interarea network projects to support the Province's supply mix objectives for generation, although we continue to make
significant invesiments in load customer connection and local arec supply projects 1o address growing loads. The 2012 decrease in our
expenditures resulis from the completion of several large projects in 201 1. Maijor interarea network projects completed and put info service

in 2011 included the insiallation of SVCs af our Nanticoke, Detweiler, Porcupine and Kirkland Lake transformer siations. Also contributing fo

the reduction in expenditures were lower expenditures in 2012 related 1o our Weodstock Area Transmission Reinforcement Project to increase
capacity and ensure supply reliobility in the Woodstock area, and our Bruce to Milton Transmission Reinforcement Project connecting refurbished
nuclear and new wind generation sources in the Huron-Grey-Bruce area. These projects were successhully put info service in March and May of
this year, respectively. The impact of the reductions in expenditures in both periods was partially offset by increases in our expenditures resulting
from laad customer connection and local area supply projects progressing into their build phases, and investments in our fransformer stations
related to the ADS Project, which supporis clean DG connected to our distribution system consistent with the GEA.

On June 18, 2012, our subsidiary Hydro One Networks entered into an agreement with the Chippewas of Nawash First Nation and the
Chippewas of Saugeen Firsi Nation, collectively known as the Saugeen Ojibway Nation {SONJ. The agreement contemplates a new Limited
Partnership {LP} fo hold only the lines and related land rights of our Bruce to Milten Transmission Reinforcement Project. The carrying value of
these assets is expected o be approximately $600 million when they are transferred 1o the 1P in late 2013, Under the terms of our agreement,
the SON will be eligible to purchase a non-controlling equily inferest in the LP at fair value. The LP is anticipated to become a rate-regulated
entity under the jurisdictian of the OEB. Transfer of our assets to the [P and subsequent sale of an equity interest to the SON are both subject

to the receipt of future regulatory approvals from the OEB. On December 18, 2012, the SON, Hydro One Networks and Hydro One signed
a lefler Agreement in connection with the establishment of the LP. The Letter Agreement addresses, among other things, the ferms of the

LP Agreement to be entered info on closing and the terms on which Hydro One Networks will operate the Bruce to Milion Line on behalf

of the IP. The closing is conditional on cerigin regulatory approvals and tax rulings.

Our local area supply project expenditures include invesiments in our Switchyard Reconstruction Project at cur Burfington Transformer Station,
which will address aging infrasiructure fo increase the load supply capacily and to ensure reliability of supply to customers in the area. The
project successtully went info service on December 21, 2012, We confinue fo invest in our Midtown Eleciricity Infrasiructure Renewal Project
io replace aging coble and overhead line facilities and to provide additional supply capability to meet future load growth in midiown
Toronto as well as areas to the west. Work is progressing at our Hearn Switching Siation to rebuild an existing switchyard that has reached
its end-oflife. This project will also increcse short circuit capability to accommaodate future connection of renewable generation in central
and downtown Toronio.

Significant expenditures within our load customer connection projects include investments 1o build our Commerce Way Trarsformer Station,
a new load supply station in the City of Woodstock that was partially put into service on December 19, 2012, This project will provide
additional transformation and line capacity to address load growth issues in the Woodstock area.

Expenditures to susiain our existing transmission system were $392 million in 2012, represanting an increase of $57 million compared to
2011, During the year, we made significant invesiments in the refurbishment and replacement of end-oflife equipment, including end-oflife oil
circuit breakers, switches, insulators and protections at our Abitibi Canyon switching station, and deteriorated autotranstormers at our Trafalgar
and Claireville transformer stations, Of these projects, the autoiransformer at our Trofalgar transformer station and ane of two at our Claireville
transformer statian were successtully put ino service this year. During the year, we also experienced an increase in replacements for end-oflife
profection and control equipment.

Our other fransmission capiial expenditures were $71 million in 2012, representing an increase of $12 million compared 1o 2017,
The majorily of these increased expenditures were related to fleet acquisitions and o information technology (IT) invesiments.
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Distribution

Our distribution capital expenditures increased by $43 million, or 7%, to $671 million in 2012, compared to 2011, Capital investments

to expand and reinforce our distribution network were $284 million in 2012, representing an increase of $15 million compared to 201 1.
We experienced increases in 2012 related 1o our continued invesiments in our ADS Project, a multiyear inifiative 1o identify, deploy, analyze
and assess equipment and applications to modermize our distribution system. The ADS Project will protect distributed generators from power
interruption and is anticipaied to improve outage restoratian, reduce construction and ongoing maintenance costs, and reduce power loss as it
flows across the elecrricily grid. Increased capital expenditures in 2012 were clso due to investments related to our other distribution projects

ond upgrades 1o safely and reliably accommodate additional renewable energy, and 1o higher volumes of new cusiomer cannections and

upgrades, parfially offset by reduced expenditures within our Smart Meter Project as it nears completion.

Expenditures to susiain our distribution system network were $245 million in 2012, representing an increase of $5 million compared 1o 2011,

The increase in our sustainment program was primarily impacted by increased work accomplished within our lines and distribution station

refurbishment programs, as well as higher expenditures related o the strategic purchase of power iransformers compared 1o the prior year.

These impacts were partially offset by lower storm restoration work given lower storm activity in 2012 compared 1o two maijor siorms in

Oniario in 201 1.

Other distribution capital expendilures were $142 million in 2012, representing an increase of $23 million, compared 1o 2011, The majorily
of these expenditures were related 1o the CIS phase of our enferprisewide information system replacement and improvement project. In addition
to replacing end-ofife systems, this implementation will result in process improvements that are expected 1o provide many benefits, including

enhancements to customer satisfaction through reduced call times and first call resclution of issues given faster availability of information.

Productivity savings are anficipated 1o result from performance improvements, consolidation of systems, and decommissioning of over a dozen

legacy systems.

Future Capital Expenditures

Our capital expenditures for 2013 are budgeted at approximately $ 1,600 million.
Our 2013 capital budgets for our transmission and distribution businesses are about
$1,000 million and $600 million, respectively. Consolidated capilal expenditures
are expected to be approximately $1,750 million in 2014 and $1,650 million

in 2015, These expenditure levels reflect meeting the sustainment requirements of
our aging infrastructure. Our susiainment program is expected to be approximately
$800 million in 2013, $950 million in 2014 and $1,000 million in 2015, Our

development projects include the ADS, infer-area network upgrades that reflect

supply mix policies, local area supply reauirements, and requirements to enable DG.

Our development expenditures are expected to be approximately $600 million
in 2013, $600 million in 2014, and $450 million in 2015, These development
investments clso reflect customer demand work. Other capital expenditures are
expected o be approximately $200 million in each of 2013, 2014 and 2015.
These expendilures include invesiments fo replace our end-oflife customer billing
system and smaller projects related 1o the continued realization of increased
productivity from our enterprisewide SAP information system.

Transmission

Future Capital Expenditures
[CAD § millions)

2,000
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Transmission capital expenditures include significant invesiments to manage the replacement and refurbishment of our aging ransmission

infrastructure in order to ensure a continved reliable supply of energy to customers throughout the province. Our investment plan includes

sustainment investments to replace end-oHife air blast circuit breakers and switchgear, highvoltage underground cable, and aging power

ransformers and to comply with North American Eleciricity Reliability Corporation cyber securily requirements. These sustaining investments

are necessary fo ensure that we confinve to meet all regulatory, compliance, safety and environmental objectives.
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Maijor copital investments include our Oshawa Area Transformer Stafion Project to install addifional autcransformer capacity at our proposed
Clarington Transformer Station, for which the OPA has requested that Hydro One develop an implementation plan and initiate work. Planning
and environmenial siudies are currently being undertaken for this project. Investments also include our Midiown Electricity Infrastruciure Renewal
Project that will provide additional supply capability to meet future load growth in midiown Toronto as well as areas 1o the west, our SYC
installation to be completed at our Milton station, and our project to rebuild the switching station al our Hearn Transformer Station, which is
expected to be complefed by 2014, Transmission investments for ADS and requirements to enable DG are also included in the invesiment plan.
The Hearn Transformer Stafion Project, when combined with four other fransformer station upgrades, will collectively enable up 1o 600 MW of
new fransmission capacily.

On December 22, 2010, we received a lefter from the Minister of Energy requesting us to proceed with the necessary planning and
development work for specified transmission projects and upgrades to safely and reliably accommodate additiona! renewable energy.

On April 7, 2011, the OPA provided the scope and timing to increase short circuit and/or fransformer capacily at ten of 15 ransformer
stotions. These upgrades are substantially complete. Expenditures for these upgrades have been recorded within operation, maintenance and
administration {see “Regulation — longTerm Energy Plan”). Two of the three pricrily specified transmission projects are reflecied in our budgeted
capifal expendilures. The West of london Transmission Upgrade Project generally requires restringing conductor on existing towers along an
existing rightofway and will enable the connection of additional renewoble generation in the west of London areo. The Southwestern Ontario
Reactive Compensation Priority Project will increase the transmission capability of the Bruce transmission system. We are awailing direction on
the third priority project from the OPA [see “Regulation ~ longTerm Energy Plan”}.

In August 2010, the OB inlroduced a framework for competitive designation for the development of eligible transmission projecis. As a result,
we did not include in our budgeted capital expenditures any projects that could meet the definition of expansions under the OFB's compeiitive
framework. We do not plan o underiake large capital expenditures without a reasonable expeciation of recovering them in our rafes,

The actual fiming and expenditures of many development projects are uncertain as they are dependent upon: various approvals including OEB
leave to construct approvals and environmenial assessment approvals; negofiations with customers, neighbouring utilities and ofher siakeholders;
and consultations with First Nations and Métis communifies. Projects are also dependent on the fiming and level of generator contributions for
enabling facilities.

Distribution

Distibution capital expenditures include investments 1o support the sustainment of our capital infrastructure. Qur core work will continue 1o
focus on the performance of our aging distribution asset base in order to improve system reliability. There are confinuing investments to replace
end-ctife equipment and components, implement ADS as pert of this renewal and a focus on wood pole replacsments to maintain reliability.
In addition, we will continue 1o address customer demand projects through connectivity for DG, the demand for new load connections, trouble
calls, storm restoration and system capabilily reinforcement

Distribution development expenditures over the period are primarily related fo the development of an ADS system and related grid
medernization standards, customer demand work such as connections and upgrades, work fo facilitote DG connections, including siofion
upgrades, protection and control, new fines and some contestable work for which we receive capital contributions. During the 2013
and 2014 periods, we expect to marage a significant number of projects throughout the province to address load growth and the stress
on our system components.

DG expenditures are based on our estimate of the number of anficipated connections, which have been reduced based on the experience
gained since 2009 and changes that have occurred to the FIT Program. The budget only reflects expenditures for projecis with FIT and

microfiT Program contracts from the OPA that are expected to connect o our distribution system.

In 2013, the ADS Project will look af optimizing outage response through more effective dispatch, automation to isclate faulls where needed
and the dynamic regulation of voliage io reduce losses.
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Summary of Confractual Obligations and Other Commercial Commitments
There are no oftbalancesheer arrangements that have, or are reasonably likely 1o have, a matericl current or future effect on our financia
condition, changes in financial condition, revenues or expenses, results of operctions, liquidity, capital expenditures or capital resources,

The following table presents a summary of our debt and other major contractual obligations, as well as other major commercial commitments.

December 31, 2012 [millions of dollars) Total 2013 2014/2015 2016/2017 Afer 2017
Contractual Obligations (due by year]

longterm debt — principal repayments 8,460 600 1,300 1,100 5,460
Longterm debt ~ interest payments 7,336 410 735 651 5,540
Pension! 330 158 172 -
Environmental and asset relirement obligations? 313 30 73 40 170
Inergi [P {Inergi} outsourcing cgreement® 287 136 151 - -
Operating lease commitments 53 10 15 14 14
Total Coniractual Obligations® 16,779 1,344 2,446 1,805 11,184

Other Commercial Commitments (by yeor of expiry)

Bank ling® 1,250 - - 1,250 -
Letters of credit® 150 150 - -
Guarantees® 326 326 - - -
Total Other Commercial Commitments 1,726 476 - 1,250 -

' Contributions fo the Hydro Cne Pension Fund are generally made one month in arrears. The 2013 and 2014 minimum coniributions are based on an acivarial valuation
filed in May 2012 ond effective December 31, 2011, Based on expected levels of 2012 pensioncble eamings, our foial 2012 annuat pensicn contributions were
approximately $160 million. Future minimum contributions beyond 20 14 wilf be based on an aciuarial valuation effective no later than December 31, 2014, and will
depend on future investment refurns, changes in benefits or octuarial assumptions. Pension contributions beyond 2014 are not estimable ot this time

? We record a liability for the estimated future expenditures associoted with the phase-out and destruction of polychlorinated biphenyl [PCBrcontaminated insuliing oil
from electrical equipment and for the assessment and remediation of contaminated Jands, as well as asset 1efirement obligations for the removal of asbestosconiominaied
materials from our facilities ond the decommissioning and remaval of certain switching stations. The expenditure pattern reflects our plasned work programs for the pericds

> On March 1, 2002, inergi began providing a range of services to us for o tenyear period, including 17, cusiomer care, supply chain and ceriain human resoutces and
finance services. On May 1, 2010, consistent with the terms of the contract, our company extended the Master Services Agreement with Inergi for o further three-year
period, o expire on February 28, 2015, Given the complexities involved, we have begun developing c plan of action for endofierm and anicipate working towords o
request for proposal in 2013, The omounts disclosed include on estimated annual inflation adjustment in the range of 1.8% 10 3.0%

*In addifion, our compony has entered info varicus agreemens o purchase goods or services in support of our work programs that are enforceable and legally birding.
None of these agreements is considered individually material, and the majority do not extend beyond December 31, 2013,

5 In support of our liguidity recuirements, we have o $1,250 million revolving stanaby credit facility with a syndicote of banks that matures in june 2017

© We currently hove outsionding bork lefters of credit of $127 million relating 1o refirement compensation asrangements, On April 27, 2012, out highest credit rafing declined
from the “Aa” categary to the "A" calegory. Based o this credit rafing category, we began providing prudential suppart to the IESO in the farm of letters of credit, the
amount of which is calculoted based on forecasted monthly power consumption. As af December 31, 2012, we provided letiers of credit o the IESO in the amount of
$22 million to meet our curtent prudential requirement. The other $ 1 milfion pertains to operating letiers of credit. We have also provided prudential support o the IESO on
behall of our subsidiaries as required by the IESO's Market Rules, using parental guarantees of up 1o a maximum of $325 million, and on behalf of wo disiibutors using
guoraniees of up to a maximum of $0.7 million.

The amounts in the abave table under langerm debt — principal repayments are not charged to our resulis of operations, but are reflected on
our Consolidated Balance Sheets and Consolidated Statements of Cash Flows. Interest associated with this debt is recorded under financing
charges on cur Consolidated Statements of Operations and Comprehensive Income or as a cost of our capital programs. Payments in respect
of operating leases and our outsourcing agreement with Inergi are recarded under operation, maintenance and adminisiration expense on our
Consolidated Statements of Operations and Comprehensive Income or as a cost of our capital programs.
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RELATED PARTY TRANSACTIONS

Related party transactions primarily consist of our fransmission revenues received from, and our power purchase payments made to the IESO,

which is a related parly by virtue of s status as an agency of the Province. The year-overyear changes related to these amounts are described
more fully in the discussion of our fransmission revenues and purchased power costs. Other significant related porly transactions include our
dividends, which are paid to the Province, and our Pils and some of our properly faxes, which are paid or payable to the QEFC. in January
2010, we purchased $250 million of Province of Ontario FloatingRate Notes, maturing on November 19, 2014, as a form of alternate
liquidity to supplement our bank credit facilities.

CONSIDERATIONS OF CURRENT ECONOMIC CONDITIONS

Effect of Load on Revenue

Our load, based on normal weather paiterns, is expected o marginally decline in 2013 due to the impact of CDM and embedded generation,
portially offset by load growth associated with economic growth in all seciors of the Ontario economy. Overall load growth due to the economy
alone is forecasted o be approximately 1.3%, with the commercial and industrial sectors slightly outperforming the residential sector. The

load impacts of CDM and embedded generation are expected to have a negative impact on load growth of approximately 1.1% and 0.3%,
respectively. On the whole, our load is expected to decline by about 0.1% in 2013. Our approved revenue requirement for 2013 has taken
the expected load decline info account. A reduction in load, beyond our load forecast included in our approved revenue requirement, would
negatively impact our financial results.

Effect of Interest Rates

Changes in interest rafes will impact the calculation of the revenue requirements upon which our rates are based. The first component
impacted by interest rates is our ROE. The OEB-approved adjustment formula for calculating ROE will increase or decrease by 50% of the
change between the current long Canada Bond Forecast and the riskfree rate established at 4.25% and 50% of the change in the spread in
30vear "A"rated Canadion utility bonds over the 30-vear benchmark Government of Canada bond yield established at 1.415%. All other
things being equal, we estimate that a 1% decrease in the forecasted longterm Government of Canada bond vield used in defermining our
ROE would reduce Hydro One Networks transmission and distribution businesses’ results of operations by approximotely $19 million and
$10 million, respectively. As interest rates decline, there is more risk of a decline in our net income. The second component of revenue
requirement that would be impacted by inferest rates is the return on debt. The difference between actual interest rates on new debt issuances
and those approved for return by the OEB would impact our results of operations.

Input Costs and Commoedity Pricing

In support of our ongoing work programs, we are required 1o procure materials, supplies and services. To manage our fotal costs, we regularly
establish security of supply, strategic material and services confracts, general outline agreements, and vendor alliances and we also manage o
stock of commonly used itemns, Such crrangements are for a defined period of time and are monitored. Where advantageous, we develop long:
term contractual relationships with suppliers fo optimize the cost of goods and services and fo ensure the availability and fimely supply of critical
items. As a result of our sirategic sourcing practices, we do not foresee any adverse impacis on our business from current economic conditions
in respect of adequacy ond fiming of supply and credit risk of cur counterparties. Further, we have been able fo redlize significant savings
through our sirategic sourcing initiatives.

Debt Financing

Cash generated from operations, afier the payment of expected dividends, will not be sufficient to fund capital expenditures or meet

debt maturity repayments and other liquidity requirements [see "Risk Management and Risk Factors — Risk Associated with Arranging Debt
Financing”]. We rely on debt financing through our MTN Program and Commercial Paper Program. Our Commercial Paper Program is
supported by a iofal of $1,500 million in liquidity facilities as af December 31, 2012, which is comprised of a $1,250 million syndicated
bank line of credit ond the halding of $250 million of Province of Ontario Floating-Rate Notes. In 2012, we continued issuing sufficient cost
effective debt financing through the MTN Program in the Canadian capital markets and we arronged sufficient available liquidity. Economic

conditions were challenging in 2012 and we expect they will remain challenging in 2013.

Pension

In 2012, we contributed approximately $160 million to our pension plan and incurred $207 million in net periodic pension benefit cost.
An actuariol valuation filed in May 2012 and effective December 31, 2011 did not result in significant chonges to our 2012 required
contributions or our 2012 nef periodic benefit cost. Actuarial valuations are minimally required fo be filed every three years. We currently
estimate our tofal annual pension contributions fo be approximately $160 million for 2013 and 2014, based on the projected level of
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pensionable eamings and the same actuarial valuation effective December 31, 201 1. Future minimum confribufions beyond 2014 will be

based on the actuarial valuation effective no later than December 31, 2014. Our pension plan experienced positive retuns of about ©.19%
in 2012. Our pension obligation is impacted by interest rates. The 1% decrease in the discount rate, from 5.25% at December 31, 2011 1o
4.25% at December 31, 2012, resulted in an increase in the pension obligation of $862 million and an increase to our postretirement and

postemployment benefit obligation of $241 million. No new benefits were introduced and over the last number of years benefits have been

reduced through renegotiations with certain of our unions os well as our management employees.

RISK MANAGEMENT AND RISK FACTORS

We have an Enterprise Risk Management (ERM] Program that aims ot balancing business risks and returns. An enterprise-wide approach
enables regulatory, sirategic, operational and financial risks to be managed and dligned with our strategic goals. Our ERM progrom helps
us fo befter understand unceriainty and its polential impact on our strategic goals. It sets out the uniform principles, processes and criteria for
identifying, assessing, evoluaiing, freafing, monitering and communicoting risks across all lines of business. It supports our Board of Direciors’
corporate governance needs and the due diligence responsibiliies of senior management.

While our philosophy is that risk management is the responsibility of all employees, the Board of Directors annually reviews our company's risk
tolerances, risk monagement policies, processes and occountabilities. Twice per year, the Board of Directors reviews our risk profile, which

is the list of key risks prepared by senior management, that represents the greatest threats 1o meeting our sirategic objectives. The Audit and
Finance Commitiee of our Beard of Directors annually reviews the status of our internal control framework.

Our President and Chief Executive Officer (CEO) has ulimate accountability for risk management. Our leadership Team provides senior
management oversight of aur risk porffolio and our risk management processes. The leadership team provides direction on the evolution of
these processes and identifies priority areas of focus for risk assessment and mitigation planning.
Our Chief Administration Officer and Chief Financial Officer [CAO and CFO) is responsible for ensuring thot the risk management program
is an infegral part of our business srategy, planning and objective setting. The CAQ and CFO has specific accauntability for ensuring thot
enterprise risk management processes are established, properly documented and maintained by our company.

Our senior managers, line and functional managers are responsible for managing risks within the scope of their authority and accountability.

Risk acceptance or mitigation decisions are made within the risk tolerances specified by the head of the subsidiary or function
f g p Yy

The CAQ and CFO provides support fo the Audit and Finance Commitiee of our Board of Directors, the President and CEQ, the senior
managernent team and key managers within our company. This support includes developing risk management frameworks, policies and
processes, infroducing and prometing new technicues, esiablishing risk tolerances, preparing annuol corporate risk profiles, maintaining

a regisiry of key business risks and facifitating risk assessmenis across our company. Our internal audit staff is responsible for performing
independent reviews of the effectiveness of risk management policies, processes and systems. Starting in 2013, our Board of Direclars has
foken on an enhanced role in our governance siruciure. Each committee of the Board of Directors will take accouniobility for reviewing specific

risks of our company.

Key elements of our ERM Program enable us to identify, assess and manitor our risks effectively. These include having an ERM policy and
framework which communicates our philosophy and process for risk management across our company. A discussion of risks is an infegral

part of each line of business’ plonning documents on an annual basis. Risk identification is also considered s part of each business case for
investments. Finally, discrete risk assessments and workshops are performed for specific fines of business, key projects and vorious profiles, such
as customer relationships ond regulatory compliance.

In order to drive consistency throughout our risk identification and risk management processes, we use a standard list of risk sources known as
our risk universe. These sources are mainioined in a single database that provides a consistent basis for risk identification and classification
ond serves as a repository for aur risk assessments. All risk assessments in aur company start with this risk universe. We also use standard risk
criteria, which establish the metrics and terminclogy used for assessing and communicating on risks, and help ensure a consistent basis for our
risk assessments and risk evaluations across ! lines of business. Risk criteria include formally established risk tolerances and standard scales for
assessing the probability of a risk materializing and the strength of cantrals in place 1o mitigate them,
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Ownership by the Province

The Province owns all of our autstanding shares. Accordingly, the Province has the power fo determine the composition of our Board of Directors
and appoint the Chair, and influence our major business and corporate decisions. We and the Province have entered info o memorandum of
agreement relating fo certain aspects of the governance of our company. Pursuant to such agreement, in September 2008, the Province made
a declaration removing ceriain powers from our company's Directors periaining fo the offshoring of jobs under the cutsourcing arrangement with
Inergi. In 2009, the Province required our company, among other entities, to adhere fo certain accouniability measures regarding consulting
contracts and employee travel, meal and hospitality expenses. The Province may require us o adhere 1o further accountability measures or may
make similar declarations in the future, some of which may have a material adverse effect on our business. Our credit ratings may change with
the credit ratings of the Province, fo the extent the credit rating agencies link the two ratings by virue of Hydro One's ownership by the Province.

Conflicts of interest may arise between us and the Province as a result of the obligation of the Province fo act in the best interests of the residents
of Onfario in a broad range of matters, including the regulation of Ontorio’s electricity indusiry and environmental matters, any future sale

or other transaction by the Province with respect to its ownership inferest in our company, including any potential ouicomes arising out of the
recommendations of the Ontario Distribution Sector Review Panel’s report, the Province's ownership of Ontario Power Generation Inc., and the
defermination of the amount of dividend or proxy tox payments. We may not be able to resalve any potential conflict with the Province on terms

safistactory to us which could have a material adverse effect on our business.

Regulatory Risk

We are subject to regulatory risks, including the approval by the OFB of rates for our transmission and distribution businesses that permit
a reasonable opportunity to recover the estimated costs of providing safe and reliable service on a timely basis and earn the approved
rates of relurn.

The OEB approves our fransmission and distribution rates based on projected electricity load and consumption levels. If actual load or
consumption materially folls below projected levels, our net income for either, or both, of these businesses could be materially adversely
affected. Also, our current revenue requirements for these businesses are based on cost assumptions that may not materialize. There is no
assurance that the OEB would allow rate increases sufficient 1o offset unfavourable finarcial impacts from unanticipated changes in electricity
demand or in our costs.

Our load could also be negatively affected by successful COM programs. We are also subject to risk of revenue loss from other factors, such as
economic jrends and weather,

We expect to make invesiments in the coming years to connect new renewable generating stations. There is the possibility that we could incur
vnexpected capital expenditures to maintoin or improve our assets, particularly given that new technology is required fo support renewable
generation and unforeseen technicol issues may be identified through implementation of projects. The risk exists that the OFR may not allow full
recovery of such investments in the future. To the extent possible, we aim to mitigate this risk by ensuring prudent expenditures, seeking from the
regulator clear policy direction on cost responsibility, and pre-approval of the need for capital expenditures.

While we expect all of our expenditures to be fully recoverable after OFB review, any future regulatory decision to discllow or limit the recovery
of such costs would lead 1o potential asset impairment and charges 1o our resulis of operations, which could have a material adverse effect on
our company.

In Oniario, the Market Rules mandate that we comply with the reliability standards established by Norh American Electric Reliability
Corporation and Northeast Power Coordinating Council Inc. As a resull, we will be required o comply with the Federal Energy Reguiatory
Commission's definition of “bulk electric system” unless we are granted an exemption which will allow the application of the new definition in
a costeffective manner. We will look for recovery for costs incurred in mesting the definition in our rates; however an adverse decision on an
exemption for recovery of costs could have an adverse effect on our company.
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Risk Associated with Arranging Debt Financing

We expect to borrow 1o repay our existing indebtedness and fund a portion of capital expenditures. We have substantial amounts of existing
debt which mature between 2013 and 2016, including $600 million maturing in 2013 and $7.50 million maturing in 2014, We plan

o incur capital expenditures of approximately $1.6 billion in 2013 and $1.8 billion in 2014. Cash generated from operations, after the
payment of expecled dividends, will not be sufficient to fund the repayment of our exisfing indebtedness and capital expenditures. Our ability

to arrange sufficient and costeffective debt financing could be materially adversely affected by numerous factars, including the regulaiory
environment in Onfario, our results of operations and financial position, market conditions, the ratings assigned to our debt securities by credit
rafing agencies and general economic conditions. Any failure or inability on our part to borrow substantial amounts of debt on safisfactory tferms
could impair our ability o repay maturing debt, fund capiial expenditures and meet other obligations and requirements and, as a result, could
have o material adverse effect on our company.

Risk Associated with Transmission Projects

The omount of power that can flow through fransmission netwaorks is constrained due fo the physical characteristics of fransmission fines and
operating limitations. Within Onfario, new and expected generation facility connections, including those renewable energy generation facilities
connecting as a result of the FIT program stemming from the GEA, and load growth have increased such that parts of our fransmission and
distribution systems are operoting of or neor capacity. These constraints or boftlenecks fimit the ability of our network to reliably transmit power
from new and existing generation sources (including expanded inferconnections with neighbouring ufilities) to load centres or mest customers’
increasing loads. As a result, invesiments have been initiated to increase fransmission capacity and enable the reliable delivery of power from
existing and fulure generation sources 1o Onfario consumers.

In many cases, these invesiments are contingent upon one or more af the following approvals and/or processes: environmental approvalls);
receipt of OFB approvals which can include expropriation; and appropriate consuliation processes with First Nations and Métis. Obiaining
OEB and/or environmenial ossessment approvals and carrying out these processes may olso be impacted by opposition lo the proposed site
of transmission investments which could adversely affect transmission reliability and/or our service quality, both of which could have ¢ material

adverse eflect on our company.

With the introduction on August 26, 2010 of the OEB's competitive transmission project development planning process. in the absence of

a government directive, all inferested transmitters will be required to submit @ bid to the OB for ideniified enabler faciliies and reswork
enhancement projects. Historically, we would have been awarded such projects through our rates and Section 92, leave 1o Construct,
applications. The facilitation of competitive fransmission could impact our future work progrom and our ability fo expand our current iransmission
footprint. In addition, bid costs are only recoverable by the successful proponent. This could have a material adverse effect on our company.

Asset Condition

We continually monitor the condition of our assets and maintain, refurbish or replace them to maintain equipment performance and provide
reliable service quality. Our capiial programs have been increasing to maintain the performance of our aging asset base. Execution of these
plans is partially dependent on external factors, such as outoge planning with the IESO and transmission-connected customers, funding approvel
oy the OEB, ond supply chain availability for equipment suppliers and consulting services. In addition, oppartunities io remove equipment from
service to accommodale construction and maintenance are becoming increasingly limited due to custormer and generator priorities.

Adjustments to accommodate these external dependencies have been made in our planning process, and we cre focused on overcoming
these challenges 1o execute our work programs. However, if we are unable to carry out these plons in o fimely and opfimal manner, equioment
perfarmance will degrade which may compromise the reliability of the provincial grid, cur ability 1o deliver sufficient electricity and/or customer

supply security and increase the costs of operating and mainiaining these assets. This could have a material adverse effect on cur company.

Workforce Demographic Risk
By the end of 2012, approximately 18% of our employees were eligible for refirement and by 2013 there could be up 1o 20% eligible to

1

refire. Accordingly, our success will be tied 1o our ability to atract and retain sufficient qualified staff to replace those retiring. This will be
challenging os we expect the skilled labour market for our indusiry to be highly competitive in the future. In addition, mony of our employees
possess experience and skills that will also be highly sought after by other organizations both inside ond outside the electricily sector. We are
therefore focused on earlier identification and more rapid development of staff who demonsirate monagement polential, Moreover, we must
also continue to advance aur technical raining and apprenticeship programs and succession plans to ensure that our future operational staffing

needs will be met. If we are unable to atract and retain qualified personnel, it could hove a material adverse effect on our business.
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Environmental Risk

Our healih, safety and environmental management system is designed 1o ensure hazards and risks are identified and assessed, and controls
are implemented to mitigate significant risks. This system includes a standing commitiee of our Board of Directors that has governance over
environmental matiers, Given the territory that our system encompasses and the amount of equipment that we own, we cannot guarantee,
however, that all such risks will be identified and mifigated without significant cost and expense 1o our company. The following are some of
the areas that may have a significant impact on cur operations.

We are subject to extensive Canadian federal, provincial and municipal environmental regulation. Failure 1o comply could subject us o
fines and other pendliies. In addifion, the presence or release of hazardous or other harmful subsiances cauld lead to claims by third parfies
and/or governmental orders requiring us 1o take specific actions such as investigating, controlling and remediating the effects of these
substances. We are currently undericking a voluniary land assessment and remediation {LAR] program covering most of our siations and
service centres. This program involves the systematic identificaiion of any contamination at or from these facilities, and, where necessary,
the development of remediation plans for our company and adjacent private properties. Any contaminafion of our properties could limit our
ability to sell these assets in the future.

We record a liability for our best estimale of the present value of the future expenditures required to comply with Environment Canada’s PCB
regulations and for the present value of the future expenditures fo complete our LAR program. The future expenditures required to discharge
our PCB obligation are expected io be incurred over the period ending 2025, while our LAR expenditures are expecied 1o be incurred
over the peried ending 2020. Actual future environmental expenditures may vary materially from the estimates used in the caleulation of the
environmental liabilities on our balance sheet. We do not have insurance coverage for these environmental expenditures.

Under applicable regulations, we expect to incur future expenditures fo identify, remove and dispose of asbesios-confaining materials installed
in some of our facilifies. We record an asset refirement obligation for the present value of the esiimated future expenditures. The estimates
are based on an extemal, expert study of the current expenditures associated with removing such materials from cur faciliies. Actual fulure

expenditures may vary materially from the estimates used for the amount of the asset refirement obligation.

There is also risk associated with obtaining governmental approvals, permits, or renewals of existing approvals and permits related 1o
constructing or operating laciliies. This may require environmental assessment or result in the imposition of condifions, or both, which could
resull in delays and cost increases.

We anticipate thot all of our future environmental expenditures will continue fo be recoverable in future electricity rates. However, any future
regulatory decision to disallow or limit the recovery of such costs could have a matericl adverse effect on cur company.

Scientists and public health experts have been studying the possibility that exposure lo electric and magneiic fields emanating from power
lines and other electric sources may cause health problems. If it were fo be concluded that eleciric and magretic fields present o health risk, o
govemnments decide fo implement exposure fimifs, we could face litigation, be required to take costly mitigation measures such as relocating

{

some of our faciliiies o experience difficuliies in locating and building new facilities. Any of these could have o material adverse effect on

our company.

Risk of Natural and Other Unexpected Occurrences

Our facilities are exposed 1o the effects of severe weather condifions, natural disasters, manmade events including cyber and physical ferrorist
type attacks and, potentially, cotastrophic events, such as a major accident or incident ot @ facility of o third party [such as a generating
plant} fo which our fransmission or distribution assets are connected. Although constructed, operated and maintained fo industry standards,
our facilities may not withstand occurrences of this type in all circumstonces. We do not have insurance for damage to our fransmission and
distribution wires, poles and towers located outside our transmission and distribution siations resulting from these events. Losses from lost
revenues and repair costs could be substantial, especially for many of our facilities that are located in remote areas. We could also be subject
to claims for damages caused by our failure fo transmit or distiibute eleciricity. Our risk is partly miligated because our fransmission system

is designed and operated fo withsiand the loss of any major element and possesses inherent redundancy that provides aliernale means to
deliver large amounts of power. In the event of a large uninsured loss we would apply 1o the OFB for recovery of such loss: however, there
can be no assurance that the OEB would approve any such applications, in whole or in part, which could have a material adverse sffect on
our net income.
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Risk Associated with Information Technology Infrastructure

Our ability to operate effectively in the Ontario eleckicity market is in part dependent upon us developing, mainiaining and managing complex
IT systems which are employed to operate our fransmission and distribution facilities, financial and billing systems, and business systems. Qur
increasing reliance on information systems and expanding data networks increases our exposure 1o information security threats, We mitigate this
risk through various methads including the use of security event management fools on our power and business systems, by separating ocur power
system network from our business system network, by performing scans of our systems for known cyber threais and by providing company-

wide awareness Iraining to our personnel. We also engage the services of external experts to evaluate the security of our IT infrastructure and
controls. We perform vulnerability assessments on our crifical cyber assets and we ensure security and privacy controls are incorporated info
new {T capabilities. Alhough these security and system disaster recovery controls are in place, there can be no guarantee that there will not

be system failures or securily breaches. Upon occurrence, the focus would shift from prevention to isolation, remediation and recovery unfil the
incident has been fully addressed. Any such sysiem failures or security breaches could have a material adverse effect on our company.

We are currenfly in the process of a planned phased replacement of key enterprise IT systems. The last phase of this project is underway and
will replace our existing billing and customer system with a new CIS. With projects of this size and complexity, there is risk to the Company if
the resulting solution encounters performance problems or calculation errors. Any such system problems could have a material adverse effect on
our company. To mifigote this risk, extensive tesling and user fraining is faking place. Testing includes performance, system integration, parallel
billing {comparing legacy system bill calculation fo the new system), and operational/business readiness. Since this system directly impacts our
end customers, stringent fest exit criteria must be mel prior to placing it info production.

Pension Plan Risk
We have a defined benefit regisiered pensian plan for the majority of our employees. Contributions fo the pension plan are established by

actuarial voluations which are filed with the Financial Services Commission of Ontario on o friennicl basis. The most recently filed voluation
was prepared as ot December 31, 2011 and was filed in May 2012. Our compeny contibuted $148 million in respect of 2011 and
approximately $160 million in respect of 2012 1o its pension plan fo satisfy minimum funding requirements. An additional contribution of
$3.8 million was also made in 2011 to complete the funding associated with the partial plan windup. Contributions beyond 2012 wil
depend on invesiment retuins, changes in benefits ond octuarial assumptions and may include additional voluniary contributions from fime to
time. Nevertheless, future contributions are expected to be significant. A determingtion by the OEB that some of our pension expenditures are
not recoverable from customers could have o material adverse effect on our company, and this risk may be exacerbated as the quantum of

required pension contributions increase.

Market and Credit Risk

Market risk refers primarily to the risk of oss that resulis from changes in commodity prices, foreign exchange rates and interest rates. We do
not have commodity risk. We do have foreign exchange risk as we enter info agreemenis to purchase materials and equipment associated with
our capital programs and projects that are setiled in foreign currencies. This foreign exchange risk is not material. We could in the future decide
fo issue foreign currency-denominated debt which we would anticipate hedging back to Canadian doliars, consistent with our company’s risk
management policy. We are exposed 1o fluctuctions in interest rates os our regulated rate of return is derived using a formulaic approach. The
ObBapproved adjusiment formula for caleulating ROE will increase or decrease by 50% of the change between the current Llong Canada
Bond Forecast and the riskfree rate established at 4.25% and 50% of the change in the spread in 30vear “A"rated Canadian utility bonds
over the 30-year benchmark Government of Canada bond yield established at 1.415%. We estimate that ¢ 1% decrease in the forecasted
longterm Government of Canuda bond yield used in determining our rate of return would reduce our Transmissian Business’ net income by
approximately $19 million and our Hydro One Networks’ Distribution Business’ net income by approximately $10 million. Our nef income is
adversely impacted by rising interest rates as our maluring longerm debt is refinanced ot market rates. We periodically uilize interestrate swap
agreements to miigate elements of interestrate risk.

Financial assets create a risk that o counterparty will fail to discharge an obligation, causing o financial loss. Derivative financial insfruments
result in exposure to credil risk, since there is a risk of counterparty default. We monitor and minimize credit risk through various techniques,
including dealing with highlyrated counterpariies, limiting total exposure levels with individual counterparties, and by entering info master
agreements which enable net seflement and by monitoring the financial condition of counterparties. We do not rade in any energy derivatives.
We do, however, have interesirate swap confracts outstanding from time to time. Currently, there are no significant concentrations of credit

risk with respect o any class of financial assets. We are required 1o procure electricity on behalf of competitive refailers ond embedded [DCs
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for resale 1o their customers. The resuling concenirations of credit risk are mitigated through the use of various security arrangements, including
letters of credit, which are incorporated into our service agreements with these refailers in accordance with the QOFB’s Retail Settlements Code.
The failure o properly manage these risks could have a material adverse effect on our company.

Labour Relations Risk

The substantial majority of our employees are represented by either the Power Workers' Union [PYWUJ or the Society of Energy Professionals.
Over the past several years, significant effort has been expended fo increase our flexibility to conduct operations in a more costefficient manner.
Although we have achieved improved flexibility in our collective agreements, including a reduction in pension benefits for Society staff hired
after November 2005 similar to a previous reduction affecting management staff, we may not be able to achieve further improvement. The
existing collective agreement with the PWU will expire on March 31, 2013 ond the exisling Society collective agreement will expire on

March 31, 2013. We face financial risks related to our ability to negotiaie collective agreements consisient with our rate orders. In addition,

in the event of a labour dispute, we could face operalional risk related to continved compliance with our licence requirements of providing
service ta custamers. Any of these could have a material adverse effect on our company.

First Nation and Métis Claims Risk

Some of our current and proposed transmission and distribution lines may traverse lands over which First Nations and Métis have aboriginal,
frealy or other legal claims. Although we have a recent history of successful negotiations and consultations with First Nations and Métis in
Ontario, some communities and/or their citizens have expressed an increasing willingness 1o assert their claims through the courts, tribunals,
or by direct action, which in tum can affect business activities. As a result, there exisis unceriainly relating to business operations and project
planning which could have an adverse effect on our company.

Risk from Transfer of Assets Located on Reserves

The transfer orders by which we acquired certain of Ontario Hydro's businesses as of April 1, 1999 did not transfer title 1o some assets
located on Reserves. Currently, OEFC holds legal tifle to these assets and we manage them until we have obiained necessary authorizations ia
complete the fifle transfer. To occupy Reserves, we must have valid permits issued by Her Majesty the Queen in the Right of Canada. For each
permit, we must negotiate an agreement {in the form of a Memorandum of Understanding) with the First Nation, OFFC and any members of
the First Nation who have accupancy rights. The agreement includes provisions whereby the First Nation consents to the federal Department of
Abariginal Affairs and Narthern Development issuing a permit. It is difficult to predict the aggregate amount that we may have fo pay, either
on an annual or anetime basis, o abtain the required agreements from First Nations. However, we anficipate that the amount will exceed the
approximaiely $943,000 that we paid in 2012. OFFC will continue 1o hold these assets until we are able o negotiate agreements with

First Nations and occupants. If we cannot reach salisfaciory agreements and obiain federal permits, we may have 1o relocate these assets to
other locations af @ cost that could be substantial. In a limited number of cases, it may be necessary to abondon a line and replace it with
diesel generation facilities. The costs relating ta these assets could have a material adverse effect on our net income if we are not able 1o
recover them in fulure rate orders,

Risk Associated with Outsourcing Arrangement

Consistent with our stralegy of reducing operating costs, we amended and extended our outsourcing services agreement with Inergi, effectively
renewing the arrangement until February 28, 2015 If the agreement with Inergi is terminated for any reason, we could be required 1o incur
significant expenses fo ransfer fo another service provider, which could have o material adverse effect on cur business, operating results,
financial condition or prospecs.

Risk from Provincial Ownership of Transmission Corridors

Pursuant to the Reliable Energy and Consumer Protection Act, 2002, the Province acquired ownership of cur fransmission corridor lands
underlying our fransmission system. Althaugh we have the statutory right fo use the transmission corridors, we may be limited in aur ability fo
expand our systems. Also, other uses of the ransmission corridors by third parties in conjunction with the operation of our systems may increase
safety or environmental risks, which cauld have an adverse effect on our campany.
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CRITICAL ACCOUNTING ESTIMATES

The preparation of our Consclidated Financial Statements requires us to make estimates and judgements that affect the reported amounts of
assets, liabilifies, revenues and costs, and related disclosures of cantingencies. We base our estimates and judgements on historical experience,
current conditions and various other assumptions that are believed to be reasonable under the circumstances, the results of which form the

basis for making judgements about the carrying values of assets and liabilities as well as identifying and assessing our accounting treatment
with respect to commitments and contingencies. Actual results may differ from these estimates and judgements under different assumptions

or condifions.

We believe the following crifical accounting estimates involve the more significant estimates and judgements used in the preparation of our
Consolidated Financial Statements:

Regulatory Assets and Liabilities

At December 31, 2012, regulatory assets amounted to $3,127 million and these amounis principally relate to regulatory offsets to pension,
deferred income tax, postrefirement and postemployment benefits and environmental liabilities, which are onlicipaied to be recovered through
rates over time. We have also recorded regulatory liabilities amounting to $221 million as ot December 31, 2012, These amounts pertain
primarily to OEB deferrol and varionce accounts. These assets and liobilities can be recognized for ratesseting and financicl reporting
purposes only if the relevant amounts have been approved for inclusion in the ratessetiing process by the OFB or if such approval is judged

fo be probable by management. f management judges that it is no longer probable that the OEB will include a regulatory item in the setfing
of future rates, the relevant regulatory asset or liability would be charged or credited to results of operations in the period in which that
judgement is made.

Environmental Liabilities

We record liabiliies and related regulatory assets based on the present value of the estimated future expenditures fo be made fo safisfy
obligations related to legacy environmental contamination inherited upon our de-merger from Ontario Hydro in 1999 These liabilities fall
into two main categories: the management of assets contaminated with PCB-laden mineral oils and the assessment and remediation of
contaminated lands. In defermining the amounts 1o be recorded as environmental liabilifies, we estimate the current cost of completing mitigation
work now and make assumptions for when the future expenditures will actually be incurred in order to generate future cash flow information.
Alongrterm inflation assumption of 2% is used 1o express our current cost estimates as estimated fulure expenditures. Future estimated LAR
expendifures are expected 1o be incurred over the period ending 2020 and are discounted using faciors ranging from 3.57% 1o 4.87%,
depending on the appropriate rate for the period when the particulor obligation was recarded. Consistent with the current requirements of
Environment Canada'’s PCB regulations, estimated future PCB remediation expenditures are expected 1o be incurred over the period ending
2025 and are discounted using factors ranging from 5.14% 1o 6.25%, depending on the appropriate rate in effect in the period when each
obligation was originally recorded.

Recording a liability for such longterm future expenditures requires that many other assumptions be made, such as the number of contamirated
properties and the extent of contamination; the number of assets to be inspected, tested and mitigated; oil volumes; contamination levels of
equipment that may have PCBs; and the fiming of work. All factors used in deriving our environmental libilities represent management's best
estimates based on our planned approach of meeting current legislative and regulatory requirements. These requirements include Environment
Canada’s regulations governing the management, storage and disposal of PCBs. However, it is reasonably possible that numbers or volumes
of contaminated assets, current cost esiimates, inflation estimates and the actudl patiern of annual future cash flows may differ significantly from
our current assumptions. Estimated environmental liabilities are reviewed annually or more frequently if significant changes in regulation or other
relevant facts occur. Regulatory changes are reflecied when enacted. Estimate changes are accounted for prospeciively.
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Employee Future Benefits
We provide future benefits o our current and retired employees, including pension, group life insurance, health care and longrerm disabilily.

In occordance with our rate orders, we record pension costs when employer cortributions are paid 1o the pension fund {the Fund) in
accerdance with the Pension Benefits Act (Ontario), Our annual pension contributions in respect of 2012 were approximately $160 million,
based on an actuarial valuation effective December 31, 20711, Contributions alter 2014 will be based on an aciuarial valuation effective no
later than December 31, 2014, and will depend on investment retuns, changes in benefils or aciuarial assumptions. Pension costs are also
disclosed in the notes 1o the Consolidated Financial Statements on an acerual basis. The discount rate used to calculate the accrued benefit
obligafion, on an accrual accounting basis, is caleulated differently rom what would be used to determine the funding requirement, and

is defermined eoch year end by referring fo the most recently available market inferest rates based on AA corporate bond yields reflecting
the duration of the applicoble employee future benefit plan. The discount rafes at December 31, 2012 declined to 4.25% from 5.25%

used at December 31, 2011, in conjunction with decreases in bond yields over this period. The decrease in discount rates has resulted

in a corresponding increase in liabiliies for accounting purposes. We also record employee future benefit costs other than pension on an
accrual accounting basis. The accrual costs are determined by independent actuaries using the projecied benefit method prorated on service
and bosed on assumpiions that reflect management's best esiimates. The assumptions were determined by management recognizing the

recommendations of our actuaries. There were no changes in benefits afforded 1o employees.

The assumed return on pension plan assets of 6.25% per annum is based on expeciations of longterm rates of return af the beginning of the
fiscal year and reflects o pension asset mix consistent with the Fund's investment policy. During the year the Fund's torget asset mix was 60%
equities, 35% fixed income ond 5% in allernative assets cansisiing of real estote and infrasfructure. Retumns on the respective porffolios are
determined with reference to published Canadian and U.S. stock indices and longterm bond and treasury bill indices. The assumed rate

of return on pension plan assets reflects our longerm expeciations. We believe that this assumption is reasonable because, with the Fund's
balanced invesiment approach, the higher volatifity of equity investment returns is intended 1o be offset by the greater stability of fixed-income
and shortterm investment returns. The nef resulf, on a longrterm basis, is o somewhat lower refurn than might be expecied by investing in equities
clone. In the short term, the plan can experience aberrations in actual return. In 2072, the refurn on pension plan assets of 9.19% was higher
than this longterm assumption and was higher than in 20171,

Yields on AA comporate bonds declined by approximately 80100 basis points between December 31, 2011 and December 31, 2012,
Based on the durtion of the plan’s liabilities, discount rates would be 4.25% ver arnum for each of the pension plon, the postretitsment benefit
plan and the postemployment plan. The overall discount rate applied to all plans for liability accounting purposes as at December 31, 2012

was 4.25%.

Further, bosed on dilferences between longterm Government of Canada nominal bonds and real return bonds, the implied inflation rate has
decreased from 2.0% per canum as ot December 31, 2011 1o approximately 1.90% per annum as af December 31, 2012. Given the
Bank of Canadc's commitmens 1o keep longferm inflation between 1.00% and 3.00%, management believes that the current implied rate

is reasoncble to use os o longterm assumption and as such, has used a 2 0% per annum inflation rate for liability valuotion purcoses as at

December 31, 2012.

The costs of employee future benefits other than pension are determined at the beginning of the year The costs are based on assumptions for
expected claims experience and future hedlth care cost inflation. A 1% increase in the healih care cost frends would result in an increase in
service cost and interest cost of about $17 million per year and an increase in the yearend obligation of about $246 million.

Employee future benefits are included in labour costs that are either charged fo results of operations or capitalized as part of the cost of fixed

and infangible assets. Changes in assumptions will affect the accrued benefit obligation of the employee future benefits and the future years”
amounts that will be charged 1o our resulis of operations or capitalized as part of the cost of fixed and intangible assefs.

HYDRO ONE ANNUAL REPORT 2012 4]




MANAGEMENT'S DISCUSSION AND ANALYSIS

Asset Impairment

Within our regulated businesses, carrying costs of our other assefs are recovered in our revenue requirements and are included in rate base,
where they earn a refurn. Such assets would need to be fested for impairment only in the event that the OFB disallawed recovery or if such
a disallowance was judged to be probable. We periodically moritor the assets of our unregulated Telecom Business for indications of
impairment. No asset impairments have been recorded ta date within any of our businesses.

TRANSITION TO US GAAP

Accounting Framework for External Reporting

In 2011, the OSC and our Board of Direciors approved our application 1o adopt US GAAP as the basis for our accounting, external financial
reporting and periodic securities filings, without becoming o Securities and Exchange Commission [SEC] registrant, for aur 2012, 2013 and
2014 fiscal years. As a result, our Consolidated Financial Statements and accompanying notes s af, and for the year ended, December 31,
2012 have been prepared in accordance with US GAAP. These are our first US GAAP annual Consolidated Financial Statements. Qur firsi
US GAAP unaudited interim Consolidated Financial Statements were as at, and for the three months ended, March 31, 2012.

Our company's Consolidated Financial Statements were prepared in occordance with Part V of the Canadian Institute of Chartered Accountants
{CICA} Hondbook untit December 31, 2011, Canadian GAAP differs in some areas from US GAAP as disclosed in the reconciliation o

JS GAAP included in Note 24 1o the annual Cansolidated Financial Statements as at, and for the year ended, December 31, 2012
Descriptions of the effect of the fransition from Canadian GAAP to US GAAP on our financial position, financial performance and cash flows

as at, and for the year ended, December 31, 2011 are also provided in Note 24 to our annual Consolidated Financial Statements for the
year ended December 31, 2012. The accounting policies set out in the annual Consolidated Financial Statements for the year ended
December 31, 2012 have been consistently applied fo all he periods presented. The comparative figures in respect of 2011 were
retrospectively restated effective January 1, 201 1 fo reflect our adopiion of US GAAP,

Accounting Framework for Rate Setting

Consistent with the OSC's decision to approve our adoption of US GAAP, two of our subsidiaries, Hydro One Networks and Hydro One
Remote Communities requested that the OEB approve the adoption of US GAAP as the basis for future rate setting and regulatory accounting
and reporting in place of its standard modified IFRS bosis. The OFR approved Hydro One Networks” request to adopt US GAAP for its
regulated transmission and distribution businesses, and approved Hydro One Remote Communities’ request fo adopt US GAAP as its approved
basis for rate sefling, oll effective january 1, 2012, We did not make o request 1o adopt US GAAP for ratessetting purposes on behalf of our
subsidiary, Hydro One Brampton Networks. Our subsiciary Hydio One Brompion Networks has deferred its adoption of medified IFRS uniil the
fiscal year beginning Jenuary 1, 2014, as cllowed by the Canadian Accounting Stardards Board. Currently, Hydra One Brampton Networks
will confinue to have its rafes set based on Part V of the CICA Handboox until it begins reporting under modified IFRS.

Debt Covenants

None of our financial covenants were impacted by our conversion to US GAAP
f

Internal Controls over Financial Reporting and Disclosure Controls and Procedures
Our transition to US GAAP did nof result in any significant revisions to our internal contrals over financial reporting and disclosure conirols
and procedures.

Financial Reporting Expertise

Given the similarities between US GAAP ond Canadian GAAP for our company, there has also been no significant impact from the transition
to US GAAP with respect fo financial reporting expertise. Our US GAAP training efforts have been focused on specific areas of difference
between the two accounting frameworks and these efforts have been torgeted to specific finance staff, senior executive management and

the Audit and Finance Commitiee of cur Board of Directors. We continue to provide additionol training to our other finance and operational
staff, concentrating on communicating the key differences between Canadian and US GAAP at a level of detail that is appropriate 1o meel
their respective needs. During 2013, we will continue 1o focus our US GAAP training on new accounting and reporting developments and on
emerging issues.

42 HYDRO ONE ANNUAL REPORT 2012




MANAGEMENT'S DISCUSSION AND ANALYSIS

Information Systems
Given the similorities between US GAAP and Canadian GAAP, we did not experience any significent impacis from the fransition to US GAAP
with respect to our information systems.

IFRS

Prior to our adoption of US GAAFP as the basis for our accounting, external financial reporting and pericdic securities filings, we had planned
to adopt IFRS effective january 1, 2012, with comparative restatement of our 2011 results. Accordingly, by mid-2011, we had substantively
completed our fourphase IFRS Conversion Project, which included separate diagnostic, design and planning, solution development, and
implementatian phases. Our IFRS conversion project involved, among other inifiatives, a detailed assessment of the effects of IFRS on our
financial sialements, a review and upgrade of our information systems 1o meet IFRS requirements, an assessment of our infernal controls over

financial reparting and disclosure controls and processes, as well as training of our key finance and operational staff.

As @ result of our 2011 decision to adopt US GAAP, our FRS Conversion Project efforts were effectively halted. However, our IFRS conversion
work has been, and will confinve to be, managed in such a way that it can effectively be restarted if o future ransition o IFRS is required.
We continue to monitor major accounting developments arising from initiatives of the international standard setter, particulary as several major
projects are joint efforts with the US Financial Accounting Standards Board.

Training of our key finance and operational staff commenced in 2007, and continues on a reduced but ongoing basis, as we have ceriain
subsidiories that are required to prepare their own separate financial statements in accordance with IFRS. IFRS training was also previously
provided to our Audit and Finance Commitiee and senior executive management. In 2013, we will continue to monitor new IFRS accounting
and reporfing developments and emerging issues and will provide IFRS training to specific staff as applicable.

Our company has the customary financial covenants normally associated with longrerm debt. Among other things, our longerm debt covenants
limit our permissible debt as o perceniage of our total capitalization. Depending on the outcome of various intsrnational standard sefling
inifiatives, including the Infernational Accounting Standards Board's [IASB] Rate Regulated Accounting Project, a potential future adoption of
IFRS could result in changes
We continue to monitor the potential impact that an IFRS conversion could have under varicus scenarios.

io our financial position and increased volatility in our results of operations that could impact our debt covenants.

As part of o companywide information systems irmprovement project, many of our major finoncial systems were replaced in 2008 and 2009.
Our new financial systems were designed with maximum flexibiliy given the uncertainty of the outcome of certain impactive 1ASB projects.
Our financial systems have the ability and capacity to handle current cccounting and reporting processes in accordance with IFRS, should
that be required in the future.

DISCLOSURE CONTROLS AND INTERNAL CONTROLS OVER FINANCIAL REPORTING (ICFR)

To optimize our customer service operations, we have started the final major phase of our planned SAP enterprise-wide information system by
inifiating our CIS Project. This new system will increase productivity by replacing multiple legacy applications currently providing service to our
distribution customers and key consfituents for bi“ing, customer contacts, field services, setilements and cusiomer choice administration. With
the design phase complete, the CIS Project is currently in the system infegration phase. Internal controls have been documented and will be
tested for adequacy and effectiveness with any remediation effort to be completed prior 1o the godive date in 2013, In addition 1o the benefits
associoted with our CIS, we continue 1o leverage our other SAP enterprise systems o gain ofher productivity improvements.

In compliance with the requirements of National Instrument 52-109, Certification of Disclosure in lssuers” Annual and Inferim Filings, our
Certitying Officers have reviewed and cerfified the Consolidated Financicl Statements for the year ended December 31, 20172, together
with ather financial infarmation included in our annucl securities filings. Our Ceriifying Officers have also cerfified that disclosure controls and
procedures [DC&P) have been designed 1o provide reasonable assurance that material information relating to our company is made known
within our company. Based on the evaluation of the design and operation of our DCAP, cur Certifying Officers concluded that our DC&P
was effective as at December 31, 2012, Further, our Certilying Officers have dlso certified that our ICERs have been designed 1o provide
reasonable assurance regarding the reliability of financial reporting and the preparation of Consclidated Financial Statements. Based on the
evaluation of the design and operating effectiveness of cur company’s ICFR, our Certifying Officers concluded that our ICFR was effective

as at December 31, 2012,
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SELECTED ANNUAL INFORMATION

The following table sets forth audited annual information for each of the three years ended December 31, 2012, 2011 and 2010.
This information has been derived from our audited annual Consalidated Financial Statements,

Consolidated Statements of Operations

Year ended December 31 (millions of dollars, except amounts per share) 2012 2011 2010
Revenues 5,728 5,471 5,124

Net income 745 641 591

Basic and fully diluted earnings per common share 7,280 6,228 5727
Cash dividends per common share 3,523 1,500 100
Cash dividends per preferred share 1.375 1.375 1.375
Consolidated Balance Sheets

December 31 [millions of dollars} 2012 2011 2010
Total assets 20,811 18,836 17,344
Total longerm debt 8,479 8,008 7,783

‘Bosed on Canodian GAAP. US GAAP results would not differ significantly.

QUTLOOK

To achieve cur mission and vision fo be an innovative and trusted company delivering electricity safely, relicbly ond efficiently to create value
for our customers, we will continue 1o concentrate on our strategic objectives of safety, customer satisfaction, continuous innovation, reliability,
protection of the environment, employee engagement, shareholder value and productivity and costeffectiveness. Given the nature of the work
underiaken by our employees and contractors, safety remains our top priority. We will continue fo focus on creating an injuryfree workplace

and maintaining public safety through several health and safety initiatives.

We will continue to focus our efforts fo improve our customers” satisfaction by meeting the unique needs of our diverse customer base through
diglogue to undersiand their needs. We will install innovative sclutions that improve the reliability and efficiency of the iransmission and
distribution systems and provide our customers more copability to manage their own costs. Most importantly, we are focused on becoming
the customer’s trusted advisor by providing access fo specialized energy conservation teams io discuss the cusiomer's opportunities 1o lower
consumption, and thiough the use of a special leam of agents to handle distributed generator inquiries and requirements.

Qur assets are in the midst of a demographic change with an increasing proportion of assets reaching end-ofiife and an increcsing average
asset age. Our focus is to address aging infrastructure, and to make needed asset replacement and maintenance invesiments, to mainiain
current and future system refiability for customers, within the policy set by the OEB. We will invest in technology that will provide us with

real time asset condifion and performance data giving us the visibility to make asset optimization life-cycle decisions, and opportunities
through planning and scheduling data 1o improve materials procurement and to deploy work crews to betier manage work programs to mest
customer needs.

It is expecied that the implementation of new asset management fools, such as Asset Analytics and Asset Investment Planning, will enhance
riskbased investment planning, which considers such factors as asset condition, safely, performance, system function, customer impact, and

statutory requirements allowing for targeted investment.

We will also continue to strive for productivity through efficiency and effective manogement of costs, which is key to achieving value for our
customers and our shareholder.
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Over the last four years, we have replaced most of our core information technology systems with an enterprisewide [T system. We will leverage
this investment as g platform for further effectiveness and efficiency gains, including enhancements in strategic sourcing. Further development

of the existing IT plotform will pravide tocls which are being developed to allow our company to effectively plan and reprioritize work and
integrafe customers’ needs into mulfi-year investment plans. The ouicomes are consistent with the OEB's direction in its new QuicomesBased
Approach to regulation.

We will be implementing the new CIS in 2013 that will improve customer service and corporate productivity by allowing the earlier investments
in SAP to operate as an integrated platform. In addition, the first elements of the next generation of work delivery 1o be introduced through

the Workflow of the Future Program in 2013 and 2014, and the use of information within the SAP systems, are expected to improve

fieldlevel productivity.

We are planning significant invesiments in transmission and disirioution infrastruciure and we will continue to focus on the operating and
economic performance of our core utility operations in the provision of safe, costeffective and reliable electricity delivery services 1o our
customers, and in providing increasing enferprise value to the people of the province of Ontaric. Productivity, value for money and improved
employee and customer communications will be key areos of focus. We will continue 1o connect and support DG and investments made
consistent with the LTEP.

Significant opportunity resides with smart meters and the proliferation of an ADS, including energy efficiency, demand response and distributed-
resources technologies. We will invest in the development of an ADS and related grid medermization siandards, customer demand work
{connectians and upgrades), smart meters, DG connections, including station upgrades, protection and control, new lines and some
confestoble work, for which the Company will receive capital contributions. There is litle flexibility to reduce this work as most of it is cuslomer
demand driven.

As part of our new ADS, a new DMS will provide o monitoring and centralized control capability similar 1o that which already exists in the
transmission system, and in selected areas of the distribution sysiem. The new DMS was introduced in the Owen Sound pilot area and it will
be expanded over fime, as warranted. Fulure enhancements will alse integrate the Quiage Response Management System with the Advanced
Meter Infrastruciure {i.e. smart meters} and with the DMS, 1o reduce System Average Inferruption Duration Index and System Average Interruption
Frequency Index.

The actual timing and expendiiures in our business plan are predicated on obtaining various approvals including: OEB approvals and
environmental assessment approvals; successiul negofiations with cusiomers, neighbouring utilities and other siakeholders; and consuliations
with First Niations and Métis communities.

As stewards of significant eleciricity assets, we are committed to the profection and sustainment of the environment for future generations.
We are working towards being an environmenial leader in our indusiry, by distributing clean and renewable energy, by upgrading our
electricity grid, by minimizing the impacts of our own operations, and by ensuring that environmental factors are considered in making our
business decisions.

Key enablers of the successful implementation of our work programs are our human and material resourcing strategies. Qur human resource
strategy is focused on hiring through our apprenticeship program and our association with universities, colleges and our unions, as well as
skills development and refention, including earlier identification and more rapid development of siaff who demonstrate management potential.
Effective use of human resources and ensuring correct skills will be critical fo atiaining the balance between meeting the asset needs and
mifigating rate impact on the customer. Although our work program is assumed to grow maderately over the 2013 and 2014 vears, ne
increase in regular staff numbers is anficipated over that period. With regard to materials, we are seeing o need for increasing lead times and
costs as market shorlages emerge globally. Consequently, materials sourcing strategies confinue to be developed and implemented fo ensure
the availability of materials to support our work programs.
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We remain committed fo a prudent and measured approach to distribution rationalization. We have considered and will continue to consider
and respond to opportunities for acquisifions or divestitures, on a voluntary and commercial basis. Our plan does not include funding for LDC
acquisitions of assume any disposition of our service ferritory. These opportunities will be managed as they arise. Our plan also does not
incorporate any projects related to competfifive fransmission. However, as leaders in the sector, we plan fo bid on key projects. The OEB notes
in its Framework for Transmission Froject Development Flans that where projects are otherwise equivalent or close in other factors, information
such as socicreconomic benefits, including First Nations involvement, could prove decisive in a competiive bid. As such, First Nations
involvement in competitive bids is likely fo become more prevalent.

APPOINTMENT OF CARMINE MARCELLO

On November 14, 2012, our Board of Directors appointed Cormine Marcello 1o the role of President and Chief Executive Officer, efiective
Janvary 1, 2013, Mr. Marcello assumes his responsibilities following the plonned refirement of cutgoing President and Chief Executive Officer,
laura Formusa. Mr. Marcello has over 25 years' experience with our company as a senior executive, sirategic planner and advisor on
transmission and distribution utility processes in the electric utility indusiry.

APPOINTMENT OF YEZDI PAVRI
On December 6, 2012, Yezdi Pavii was appointed to our Board of Directors. Mr. Pavri is @ Chartered Accountant and o former Vice-Chairman
of Deloitte Canada. Mr. Pavri cusrently holds the position of Chair of the Board of Trusiees of the United Way of Toronto,

FORWARD-LOOKING STATEMENTS AND INFORMATION

Our oral and writlen public communications, including this document, often contain forward-looking statements that are based on current
expeciations, estimotes, forecasts and projections about our business and the industry in which we operate, and include beliefs and
assumptions made by the management of our company. Such statements include, but are not fimited fo: siatements about our strategy, including
our strategic objectives; sfatements regarding our ronsmission and distibution rates; siatements regarding load changes and associated
impacts; statements regarding CDM programs and targets; the estimated impact of changes in the forecasted longterm Government of Canada
bond yield {used in determining our regulated rate of return] on our results of operations; stalements related 1o economic conditions; expeciotions
regarding energy-elated revenues and profit and their frend; statemerts related fo the GEA, the IPSP and the Minisiry's LTEP and Supply Mix
Directive, including odditional investments arising therefrom and the timing and content of OPA recommendations; statements regarding our
liquidity and capital resources and aperational requirements; statements about our siandby credit facility: expeciations regarding our financing
aclivities; statements regarding our maturing debl; siatements regarding our ongoing and planned projects ond/or initiatives including the
expecied results of these projects and/or inifiatives and their completion dates; expectations regarding the recoverability of large capital
expendilures; stalements regarding expected fulure capital and development expenditures, the timing of these expenditures and our investmeni
plans; statements regarding contractual obligations and other commercial commitments; statements related io the OFB, including the renewed
regulatory framework and revenue decoupling; statements regarding future pension contibutions, our pension plan and ectuarial valuation:
statements about our outsourcing arrangement with Inergi; siatements relating to US GAAP and our adoption of US GAAP; statements regarding
accountingrelated infernational standard setting initiatives, including the potential future adoption of IFRS and its associated impacts as well as
out fraining and conversion plans; statements related fo our agreement with the SON; statements related to our outlook including siatements

uoon

regarding our approach fo distribution rafionolization; and statements related to the FIT program. Words such as “expect”, “onticipote”

'

uon

“intend”, “attempt”, "may”, “plan”, “will", “believe”, “seek”, “estimate”, “goal", “cim”, “target”, and variations of such words and similar
expressions are intended to identify such forwardHooking statements. These statements are not guarantees of future performance and involve
assumplions and risks and uncertainties that are difficult o predict. Therefore, actual cutcomes and results may differ materially from what

is expressed, implied or forecasted in such forward-ooking statements. We do not intend, and we disclaim any obligation, to update any

forwardlooking statements, except as required by low.

These forward-ooking statements are based on a variely of faciors and assumptions including, but not limited 1o the following: no unforeseen
changes in the legislative and operating framework for Ontario's electricity market; favourable decisions from the OFB and other regulatory
bedies concerning outstanding rate and other applications; no delays in obtaining required approvals; no unforeseen changes in rate orders
or rate structures for our Distribution and Transmission businesses; a stable regulatory environment; no unfavourable changes in environmental
regulation; and no significant event occurring outside the ordinary course of business. These assumptions are based on information currently
available 1o us, including information obiained from third-party sources. Actual results may differ materially from those predicied by such

forwarcdooking sictements. While we do not know what impact any of these differences may have, our business, results of operations, financicl
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condition and our credit stability may be materially adversely affected. Factors that could cause actual results or outcomes fo differ materially
from the results expressed or implied by forwardHooking statements include, among other things:

the impact of the GEA and the Province’s long-Term Energy Plan, including unexpected expenditures arising therefrom;

the risk that unexpected capital expenditures may be needed fo support renewable generation or resolve unforeseen technical issues;

the risks associated with the impending expiry of cur collective agreements with both the Sociely and the PVWU;

the risk that previously granted regulatory approvals may be subsequently challenged, appedled or overturned;

the risks associated with the OEB's competitive fransmission project development planning process;

public opposition to and delays or denials of the requisite approvals and accommodations for our planned projects;

the risks assaciated with being controlled by the Province including the possibility that the Province may make declorations pursuant to
the memorandum of agreement, as well as potential conflicts of inferest that may arise between us, the Province and related parties;

the risks associated with being subject to extensive regulation including risks associated with OEB oction or inaction;

unanticipated changes in electricity demand or in our costs;
p g

the risk that we are not able to arrange sufficient costeffective financing fo repay maturing debt and o fund capital expenditures

and other obligations;

» the risks associoted with the execution of our capital and operation, maintencnce and cdministration programs necessary fo maintain
the performance of our aging asset base;

e the result of regulatory decisions regarding our revenue requirements, cost recovery and rates;

s the risk to our faciliies posed by severe weather conditions, natural disasters or catasirophic events and our limited insurance coverage

for losses resulting from these events;

future interest rates, future investment returns, inflatian, and changes in benefits and actuarial assumptions;

the risks related to our workforce demographic and our potential inability to atiract and retain aualified personnel;

the risks associated with information system securily, with maintaining a comelex information technology system infrosiructure, and with
fransitioning key enterprise [T systems;

the risk that the presence or release of hazardous or harmful subsiances could lead ta claims by third parties and/or

overnmental orders:
g

the risk that future environmenial expenditures are not recoverable in future electricity rates;

the risk that it moy be determined that exposure fo electric and magneiic fields emanating from power lines and other electric sources
may cause health problems;

= the risks associated with changes in interest rates;

= the risks of counterparty default on cur outsianding derivative confracts;

e the risks associated with current economic uncerainty and financial market volatility;

e the risk that our longierm credit rating would deteriorate;

e the risk that we may incur significant costs associated with transferring assets located on Indion lands;

@ the risks associated with the fact that some of cur current and proposed transmission and distribution lines may traverse londs which
Fiest Nations and Métis have aboriginal, treaty or other legal claims;

the potential that we may incur significant expenses to replace some or all of the functions currently ousourced if our agreement with
Inergi is terminated; and

the impact of the ownership by the Province of lands underlying our transmission systern.

We caution the reader that the above list of factors is not exhaustive. Some of these and other factors are discussed in more detail in the section
“Risk Management and Risk Factors” in this Management's Discussion and Analysis IMD8A]. You should review this section in detail.

In addition, we caution the reader that information provided in this MD&A regarding our cutlock on ceriain matters, including future
expenditures, is provided in order to give context to the nature of some of our future plans and may not be appropriate for other purposes.

This MD&A is dated as at February 14, 201 3. Additional information about our company, including our Annual Information Form, is available
on SEDAR at www.sedar.com.
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The Consolidated Financial Statements, Management's Discussion and Analysis IMD&A] and related financial information presented in this
Annual Report have been prepared by the management of Hydro One Inc. (Hydro One or the Company). Management is responsible for

the infegrity, consistency and reliability of alf such informatian presented. The Consolidated Financial Statements have been prepared in
accordance with United States Generally Accepted Accounting Principles and applicable securifies legislation. The MD&A has been prepared
in accordance with National Instrument 51-102, Part 5.

The preparation of the Consclidated Financial Statements ond information in the MDA involves the use of estimates and assumptions based
on managemeni’s judgement, particularly when fransactions affeciing the current accounting period cannct be finalized with ceriainty uni
future periods. Estimates and assumptions are based on historical experience, current condifions and various other assumptions believed to be

reasonable in the circumstances, with critical analysis of the significant accounting policies followed by the Company as described in Note 2 to

the Consolidated Financial Statements. The preparation of the Consolidated Financial Siatements and the MD&A includes information regarding
the estimated impact of future events and tronsactions. The MD&A also includes information regarding sources of liquidity and capital resources,
operating frends, risks and uncedainties. Actual resulis in the future may differ materially from the present assessment of this information because
fulure events and circumstances may not occur as expecied. The Consolidated Financial Statements and MD&A have been properly prepared
within reasonable limiis of materiality and in light of information up 1o February 14, 2013,

In meeting its responsibility for the reliability of financial information, management maintains and relies on a comprehensive system of internal
control and infernal audit. The system of internal conirol includes o writien corporate conduct policy; implementation of @ risk management
framework; effective segregation of duties and delegation of authorities; and sound and conservative accounting policies that are regularly
reviewed. This siructure is o’esigned 1o provide reasonable assurance that assets are safeguarded and that relioble information is available on
a timely basis. In oddifion, inferral and disclosure conrols have been documented, evaluated, tested and identified consistent with Nationa!
Instrument 52-109 (Bill 198). The effeciiveness of these infernal controls is evaluaied and findings are reported to management and the Audit
ond Finance Committee of the Hydro One Board of Directors, as required.

The Consolidated Financial Statements have been examined by KPMG LLP, independent external audilors appointed by the Hydro One
Board of Directors. The external auditors’ responsibility is to express their opinion on whether the Consolidated Financial Statements are fairly
presented in accordance with United States Generally Accepted Accounting Principles. The Independent Auditors’ Report outlines the scope of
their examination and their opinion,

The Hydro One Board of Directors, through its Audit and Finance Commitiee, is responsible for ensuring that management fulfills

responsibilifies for financial reporting ond i internal controls. The Audit and Finance Commitiee of Hydro One met periodically wit h moncqement,
the infernal auditors and the external auditors to satisfy itself that each group had properly discharged its respective responsibility and to review
the Consolidated Financial Statements before recommending approval by the Board of Directors. The external auditors had direct and full
access o the Audil and finance Commitiee, with and without the presence of management, fo discuss their audit and their findings as fo the
integrity of the financial reporting and the effectiveness of the sysiem of internal conirols.

The Company's President and Chief Executive Officer and Executive Vice-President and Chief Financial Officer have certified Hydro One's
annual Consolidated Financial Statements and annual MDA filed under provincial securities legislation, related disclosure controls and
procedures and the design and effectiveness of related internal controls over financial reporting pursuant fo Naficnal instrument 52-109.

On behalt of Hydro One Inc.'s management:

foe Pl

Carmine Marcello Sandy Struthers
President and Chief Executive Officer Chief Administration Officer and Chief Financial Officer
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INDEPENDENT
AUDITORS’ REPORT

To the Shareholder of Hydro One Inc.

We have cudifed the accompanying consolidated financial statements of Hydro One Inc., which comprise the consolidated bolance sheets
as at December 31, 2012 and December 31, 2011, the consolidated statements of operations and comprehensive income, changes in
shareholder’s equity and cash flows for the years ended December 31, 2012 and December 31, 2011, and notes, comprising @ summary of
significant accounting policies and other explanatory information.

Management’s Responsibility for the Consolidated Financial Statements

Management is responsible for the preparation and fair presentation of these consolidated financial siatements in accordance with United Siates
Generally Accepted Accounting Principles, and for such infernal control as management determines is necessary to enable the preparation of

consclidated financial siatements that are free from material misstatement, whether due to fraud or error.
Auditors’ Responsibility

Our responsibility is to express an opinion on these consclidated financial statements based an our audits. We conducted our audits in
accordance with Canadian generdlly accepted auditing standards. Those standards require that we comply with ethical requirements and plan
ond perform the audit to obtain reasonable assurance about whether the consolidated financial stclements ore free from material misstatement

An oudit involves performing procedures fo obtain audit evidence about the amounts and disclosures in the consolidated financial statements.
The procedures selecied depend on our judgment, including the assessment of the risks of material misstatement of the consolidated financial
statements, whether due to fraud or error. In making those risk assessments, we consider internal control refevant 1o the entity's preparation

and fair presentation of the consolidated financial stotements in arder 1o design cudit procedures that are appropriate in the circumstances,
but not for the purpose of expressing an opinion on the effeciiveness of the entity's internal control. An audit also includes evoluating the
appropriateness of occounting policies used and the reasonableness of accounting estimates made by management, as well as evaluafing the
overall presentaiion of the consclidated financial statements.

We be

ieve that the audit evidence we have obtained in our audits is sufficient and appropriate ta provide a basis for our audif opinion.
Opinion
In cur opinion, the consolidated financial statements present fairly, in all matericl respects, the consolidated financiol position of
s f Y, f . B
Hydro One Inc. as at December 31, 2012 and December 31, 2011, and its consolidated statements of operations and comprehensive
Y/ P p

income, changes in shareholder's equity and cash flows far the years ended December 31, 2012 and December 31, 2011 in accordance
with United States Generally Accepted Accounting Principles.

V.23 LeFP
e

Chartered Accountants, licensed Public Accountants

Toronto, Canada
February 14, 2013
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CONSOULDATED FINANCIAL STATEMENTS

CONSOLIDATED STATEMENTS OF OPERATIONS
AND COMPREHENSIVE INCOME

Year ended December 31 [millions of dollars, excepi per share amounts) 2012 2011
Revenues {Note 24]
Distribution {includes $155 related party revenues; 2011 — $155) {Note 19) 4,184 4,019
Transmission (includes $1,482 related party revenues; 2011 ~ $1,372) (Note 19} 1,482 1,389
Other 62 63
5,728 5,471
Costs
Purchased power (includes $2,409 related party costs; 2011 — $2,427) (Note 19} 2,774 2,628
Operation, maintenance and administration [Note 19} 1,071 1,092
Depreciation and amortization {Note 4] 659 616
4,504 4,336

Income before financing charges and provision for

payments in lieu of corporate income taxes 1,224 1,135
Financing charges {Note 5/ 358 344
Income before provision for payments in lieu of corporate income taxes 866 791
Provision for payments in lieu of corperate income taxes (Nofes 6, 19) 121 150
Net income 745 641
Other comprehensive income 1 -
Comprehensive income 746 641
Basic and fully diluted earnings per common share (dollars) (Note 17) 7.280 6,228
Dividends per common share declared (doflars) (Note 18) 3,523 1,500

See aecompanying notes to Consolidated Financial Statements
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CONSOUDATED FINANCIAL STATEMENTS

December 31 (millions of dollars] 2012 2011
Assets {Note 24|
Current assets:
ShorHerm invesiments {Note 12/ 195 228
Accounts receivable [net of allowance for doubtful accounts ~ $23; 2011 - $18) (Note 7 845 805
Due from related parties (Note 19) 154 156
Regulatory assets (Nofe 10) 29 24
Materials and supplies 23 25
Deferred income tax assets [Note &} 18 19
Derivative instruments (Note 12] - i
Other 22 19
1,286 1,277
Property, plant and equipment (Note 8/:
Property, plant and equipment in service 22,650 21,008
Less: accumulated depreciation 8,145 7679
14,505 13,329
Construction in progress 1,055 1,436
Future use land, components and spares 147 138
15,707 14 903
Other longterm assets:
Regulatory assets (Note 10} 3,098 1,266
Llongterm invesiment [Notes 11, 12, 19) 251 250
Infangible assets {net of accumulated amortization — $305; 2011 ~ $257} (Note 9) 267 224
Goodwill 133 133
Deferred debt costs 34 32
Derivative instruments (Note 12} 19 33
Deferred income tax assets (Note &) 14 17
Other 2 ]
3,818 2,656
Total assets 20,811 18,836

See accompanying nofes lo Consolidated Financial Statements.
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CONSOLIDATED
BALANCE SHEETS (continued)

December 31 [millions of dollars, except number of shares) 2012 2011
Liabilities {Note 24
Current liabilities:
Bank indebtedness (Note 12} 42 39
Accounts payable 140 154
Accrued liabilities (Notes 6, 14, 15 582 575
Due to reloted parties {Note 19) 257 342
Accrued interest 95 85
Regulatory liabilities (Note 10 40 25
longterm debt payable within one year [Nofes 11, 12) 600 600
1,756 1,820
longterm debt [includes $769 measured at fair value; 2011 — $783) (Notes 11, 12 7,879 7,408
Other long-term liabilifies:
Postretirement ond postemployment benefit liakility {Note 14/ 1,416 1,163
Deferred income fax liabiliies (Note ¢) 944 758
Pension benefit liability {Note 74) 1,515 779
Environmenial liabilities {Note 15/ 227 235
Regulatory liabilities (Note 10) 181 169
Net unamortized debt premiums 23 23
Asset refirement obligations (Note 16) 15 15
Longterm accounts payable and other liabilities 25 12
4,346 3,154
Total liabilities 13,981 12,382
Contingencies and commitments (Notes 21, 22}
Preferred shares (authorized: unlimited; issued: 12,920,000] {Notes 17,18} 323 323
Shareholder’s Equity
Common shares {authorized: unlimited: issued: 100,000} (Notes 17, 18) 3,314 3,314
Retained earnings 3,202 2,827
Accumulated other comprehensive loss {9) [10)
Total shareholder's equity 6,507 6,131
Total liabilities, preferred shares and shareholder’s equity 20,811 18,836

See accompanying notes o Consolidated Financial Statements.

On behalf of the Board of Directors:
W

James Arnett Michael J. Mueller
Chair Chair, Audit and Finance Commitiee
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CONSOUDATED FINANCIAL STATEMENTS

Accumulated Other Total
Year ended December 31, 2012 Retained Comprehensive Shareholder’s
{millions of dollars) Commeon Shares Earnings loss Equity
January 1, 2012 3,314 2,827 {10) 6,131
Net income - 745 - 745
Other comprehensive income - - 1 1
Dividends on preferred shares - {18} - {18}
Dividends on common shares - (352} - {352)
December 31, 2012 3,314 3,202 {9} 6,507
Year ended December 31, 2011 Accumulated Other Total
{millions of dollars) Retained Comprehensive Shareholder’s
[Note 24) Common Shares Earnings loss Equily
January 1, 2011 3,314 2,354 [10) 5,658
Net income - 641 - 641
Other comprehensive income - - - -
Dividends on preferred shares - (18) - (18)
Dividends on common shares - {150) - {150)
December 31, 2011 3,314 2,827 (10) 6,131

See accompanying noles lo Consolidated Financial Siatements
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CONSOLIDATED STATEMENTS
OF CASH FLOWS

Year ended December 31 [millions of dollars) 2012 2011
Operating activities [Note 24]
Net income 745 641
Environmental expenditures (18) [16)
Adjustments for non-cash items:
Depreciation and amortization [excluding removal costs) 589 550
Regulatory assets and liabilities 12 47
Deferred income taxes L] (12}
Asset refirement obligations - 4
Other 6 G
Changes in noncash balances related 1o operations (Note 20} (40} 184
Net cash from operating activities 1,285 1,407
Financing activities
longterm debt issued 1,085 700
longterm debt refired {600) 1500}
Dividends paid (370) (168)
Change in bank indebiedness 3 39
Other {1 14)
Net cash from (used in} financing activities 117 67
Investing activities
Copital expenditures
Property, plant and equipment (1,363} (1,371}
Intangible assets @n [76)
Other 19 29
Net cash used in investing activities {1,435) (1,418)
Net change in cash and cosh equivalents {33) 56
Cash and cash equivalents, beginning of vear 228 172
Cash and cash equivalents, end of year 195 228

See accompanying noles to Consolidated Financial Statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

1. DESCRIPTION OF THE BUSINESS

Hydro One Inc. (Hydro One or the Company] was incorporated on December 1, 1998, under the Business Corporations Act [Ontario) and is
wholly owned by the Province of Ontario {Province). The principal businesses of Hydro One ate the ransmission and distribution of electricity 1o
customers within Ontario. These businesses are regulated by the Ontario Energy Board [OFB).

2. SIGNIFICANT ACCOUNTING POLICIES

Basis of Consolidation

These Consolidoted Financial Statements include the accounts of the Company and its wholly-owned subsidiaries: Hydro One Netwaorks Inc.
{Hydro One Networks), Hydro One Remote Communities Inc. {Hydro One Remote Communities), Hydro One Brampton Networks Inc.
{Hydro One Brampton Networks), Hydro One Telecom Inc. [Hydro One Telecom), Hydro One Lake Erie link Management Inc., and

Hydro One Loke Erie Link Company Inc.

Intercompany hransactions and balances have been eliminated.

Basis of Accounting

These Consolidated Financial Statements are prepared and presented in accordance with United States (US} Generally Accepled Accounting
Principles {GAAP] and in Canadian dollars. These statements are to be read in conjunction with Note 24 ~ Transition to US GAAP, which
discloses information on the Canadian GAAP per Part V of the CICA Handbook (Canadian GAAP) 1o US GAAP transition and related
reconciliations from Canadian GAAP to US GAAP. The results of operations for the year ended December 31, 2011 and the Consolidated
Balance Sheet af December 31, 2011 have been restated under US GAAP for comparative purposes. The Company’s Consolidated Financial
Statements were previously prepared using Canadian GAAP

Hydro One performed an evoluation of subsequent evens for the accompanying Consolidated Financial Stalements and nofes through to
February 14, 2013, the date these Consolidated Financial Statements were issued. to defermine whether the circumstances warranted

recognition ond disclosure of any events or transactions. No such evenis or ransaclions were identified.

Use of Management Estimates

The preparotion of financial statements requires management fo make estimates and assumptions thet affect the reported amounts of ossets and
liabilities ot the date of the financial siatements and the reported amounts of revenues, expenses, gains and losses during the reporting periods.
Management evaluates these estimates on an angoing basis based upon: historicol experience; current condifions; and assumptions believed
fo be reasonable at the time the assumptions are made with any adjustments being recognized in resulls of operations in the period they

arise. Significant estimates relate 1o regulatory assets and regulaiory liabilities, environmental liabiliies, pension benefits, postrelirement and
postemployment benefifs, asse! refirement obligations {AROs), goodwill and asset impairments, contingencies, unbilled revenues, dllowance
for doubtiul accounts, derivative instruments, and deferred income tax assets and liabilifies. Actual results may differ significantly from these
estimales, which may be impacted by future decisions made by the OEB ar the Province.

Rate Setting

The Company's consalidated Distribution Business includes the separately regulated distribution businesses of tydro One Networks,
Hydro One Brampton Networks, and Hydra One Remote Communities. The OEB has approved US GAAP as the basis for rafe setting for
Hydro One Networks Transmission and Distribution businesses and by Hydro One Remote Communities all effective January 1, 2012.
Hydro One Brompion Networks' rates are currently set under Canadian GAAP, and are expecied 1o be set under the OFR’s madified
Internatianal Financial Reporting Stondards {IFRS) framework commencing in 20135, once its current Incentive Regulation Mechanism {IRM)
period is complete.

Transmission

In May 2010, Hydro One Networks filed a costofservice application far 2011 and 2012 transmission rates in confinued support of the
Company's oging crifical infrastructure and the supply mix objectives for generation, including offcoal initiatives and initiation of investments
in support of the Green Energy Act (GEA). This application sought the approval of revenue requirements of approximately $ 1,446 million far
2011 and $1,547 million for 2012.
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In December 2010, the OFB approved revenue requirements of $ 1,346 million for 2011 and $1,658 million for 2012. The approved 2012
revenue requirement was higher than that applied for, reflecting OEB direction to Hydro One to adopt a cost capitalization policy based on
modified IFRS. This adjusiment wos subsequently reversed, when the OFB approved the use of US GAAP for ransmission rate-selting purposes
beginning January 1, 2012. Consequently, the OEB approved a revenue requirement of $1,418 million for 2012, along with new 2012
uniform transmission rates, with an effective date of January 1, 2012.

Distribution

In 2009, Hydro One Networks filed a costof-service opplication with the OEB for 2011 distribution rates, seeking approval for @ revenue
requirement of approximately $1,264 million. The application reflected the Company’s plan fo invest in its network assels fo meet objectives
regarding public and employee safety, regulatory and legislative compliance, maintenance of system security and reliability of system growth
requirements, and to moke investments required by the GEA. In April 2010, the OFB approved a revenue requirement of $1,236 million

for 2011. The OFB also approved certain distribution regulatory account balances sought by Hydro One Networks in its application,
including retail sefflement variance accounts, retail cost variance accounts and smart meters. In November 2010, the OFB issued its costof-
capilal parameler updales for rates effective January 1, 2011, A lowering of the refurn on equily produced o revised revenue requirement of
$1.218 million. The approved 2011 revenue requirement resulled in an average distribution rate increase of approximately 8.7% for 2011,
Hydro One Networks elected o retain the same distribution rotes for 2012 as approved by the OFB for the 2011 rate year.

In 2010, Hydro One Brampton Networks filed a costofservice application with the OEB for 2011 distribution rates, secking approval for
a revenue requirement of approximately $63 million. In 2011, the OEB approved a revenue requirement of approximately $¢0 million for
2011, with an effective date of January 1, 201 1. The reduced approved revenue requirement included a reduction ta approved operation,
meinfenance and administration costs. In Sepiember 2011, Hydro One Brampion Networks filed an IRM application with the OEB for
20172 distribution rates, with an effective date of January 1, 2012 In January 2012, the OEB released a decision that resulied in a
reduction in distibution rates of approximately 13.2% for 2012. These rate reductions were primarily due to OFBapproved adjusiments to
depreciation rates.

In October 2010, Hydro One Remote Communities filed an IRM cpplication with the OFB for 2011 rates. In March 2011, the OFB opproved
an increase of approximately 0.4% to basic rates for the distribution and generation of electricily, with an effective date of May 1, 2011, In
November 2011, Hydro One Remote Communities filed an IRM application with the OFB for 2012 rales. In March 2012, the OFR approved
an increase of approximately 1.1% 1o busic rales for the distribution and generation of electricily, with an effective date of May 1, 2012.

Regulatory Accounting

The OEB has ine general power 1o include or exclude revenues, costs, gains or losses in the rates of a specific period, resulting in o change
in the timing of accounting recognition from that which would have applied in an unregulated company. Such change in fiming involves the
application of rateregulated accounting, giving rise lo the recognition of regulatory assets and fiabilities. The Company's regulatory assets
represent certain amounis receivable from future customers and cosls that have been deferred for accounting purpases because it is probable
that they will be recovered in future rates. In addition, the Company has recorded regulatory liabilities that generally represent amaunts that
are refundable fo fuiure electricity customers. The Company confinually assesses the likelihacd of recovery of each of its regulatory assets and
continues 1o believe thal it is probable that the OFB will factor its regulatory assets and liabilities info the setting of future rates. ¥, af some
future dote, the Company judges that it is no longer probable that the OEB will include o regulatory asset or liability in sefting future rates, the

appropriate carrying amount will be rellected in results of operations in the period that the assessment is mode.

Cash and Cash Equivalents

Cash and cash equivalents include cash and shortterm investments. Shorterm investments have an original maturity of three months or less.

Revenue Recognition
Transmission reverues ore collected through OEB-approved rates, which are based on an approved revenue requirement that includes a rate of
return. Such revenue is recognized as electricity is fransmitted and delivered to customers.

Distribution revenues are recognized on an accrual basis and include billed and unbilled revenues. Distribution revenues attributable to the
delivery of electricity are based on CEB-approved distribution rates and are recognized as electricity is delivered 1o customers. The Company
estimates monihly revenue for a period based on wholesale electricity purchases because cusiomer melers are not generally read af the end
of each month. At the end of each month, the electricity delivered fo customers, but not billed, is esfimated and revenue is recognized. The

unbilled revenue estimate is dffected by energy demand, weather, line losses and changes in the compasition of customer classes.
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Distribution revenue also includes an amount relating to rate protection for rural, residential and remote customers, which is received from
the Independent Electricity System Operator IESO] based on a standardized customer rafe that is approved by ihe OEB. Current legislation
pravides rate protection for prescribed classes of rral, residential and remote consumers by reducing the eleciricity rates that would
otherwise apply.

Revenues also include amounts related to sales of other services and equipment. Such revenue is recognized as services are rendered or as
equipment is delivered.

Revenues are recorded net of indirect taxes.

Accounts Receivable and Allowance for Doubtful Accounts

Accounts receivable are recorded at the invoiced amount or net realizable value, if unbilled. Overdue amounts related to regulated billings
becr interest of OFB-approved rates. The allowance for doubiful accounts reflects the Company’s best estimate of losses on accounts receivable
balances. The allowance is based on accounis receivable aging, historical experience and other currently ovailable information. The Company
estimates the allowance for doubtiul accounts on customer receivables by applying internally developed loss rotes to the outstanding receivable
balonces by risk segment. Risk segments represent groups of customers with similar credit quality indicators and are computed based on various
attributes, including number of days receivables are past due, delinquency of balances and payment history. loss rates applied to the accounts
receivable balances are based on historical average write-offs as o percentoge of accounts receivable in each risk segment. An account is
considered delinquent if the amount billed is not received within 120 days of the invoiced date. Accounts receivable are written off against the
allowance when they are deemed uncollectible. The existing allowonce for uncollectible accounts will continue to be affected by changes in
volume, prices and economic condifions.

Corporate Income Taxes

Under the Electricity Act, 1998, Hydro One is required to make payments in lieu of corporate income faxes {Pils) to the Ontario Flectricity
Financial Corporation (OEFC]. These payments are calculated in accordance with the rules for computing income and other relevant
amounts contained in the Income Tax Act{Canada) and the Toxation Act, 2007 {Ontario} as modified by the Electricity Act, 1998 and
related regulations,

Current and delerred income toxes ore computed based on the tax rates and tax laws enacted at the balance sheet date. Tax benefits
associated with income tax positions taken, or expected to be taken, in g tax return are recorded only when the “moredikely-thannot”
recognition threshold is safistied and are measured at the lorgest amount of benefit that has o greater than 50% likelihood of being realized
upen setflement. Management evaluates each position based solely on the technical merits and facts and circumstances of the position,
assuming the position will be examined by o taxing authority hoving full knowledge of oll relevant information. Significant monagement
judgement is required o determine recognition thresholds and the related amount of tax bensfits 1o be recognized in the Consolidated
Financial Statements. Management reevaluates fox pasitions each period in which new information about recognition or measurement
becomes available.

Current Income Taxes
The provision for current faxes and the assets and habilities recognized for the current and prior periods are measured at the amounts receivable
from, or payable fo, the OEFC.

Deferred Income Taxes

Deferred income taxes are provided for using the liability method. Deferred income taxes are recognized based on the estimated future
tax consequences attributable to temporary differences between the carrying amount of assets and liabilities in the Consolidated Financial
Statements and their corresponding tax bases.

Deferred income tox liabiliies are generally recognized on all taxable temporary differences. Deferred tax assets are recognized to the extent
that it is more-fikely-thanmnot that these assets will be realized from taxable income available against which deductible temporary differences
can be utilized.

Delerred income taxes are calculated at the tax rates that are expected fo apply in the period when the libility is setiled or the asset is realized,
based on the fax rates and tax laws that hove been enacted at the balance sheet date. Deferred income taxes that are not included in the rate-
setting process are charged or credited to the Consolidated Statements of Operations and Comprehensive Income.
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IF management defermines that it is moredikelythanmot that some or all of a deferred income tax asset will not be realized, o valuation

allowance is recorded against the tax asset to report the net balance at the amount expected fo be realized. Previously unrecognized deferred
income fax assets are reassessed af each balance sheet date and are recognized fo the extent that it has become mare-likelythan-not that the

tax benefit will be realized.
The Company records regulatory assets and liabilities associated with deferred income taxes that will be included in the ratesetling process.

The Company uses the flowthrough method o account for investment tax credits (ITCs) earned on eligible scientific research and experimenial
development expenditures, and apprenticeship job creation. Under this method, only the ITCs are recognized as o reduction to income
tlax expense.

Materials and Supplies
Materials and supplies represent consumables, small spare parts and consiruction materials held for infernat construction and maintenance
of properly, plont and equipment. These assets are carried at average cost less any impaimments recorded.

Property, Plant and Equipment

Property, plant and equipment is recorded of original cost, net of customer conlributions received in aid of construction and any accumulated
impairment losses. The cost of additions, including betterments and replacement asset companents, is included on the Consolidated Balance
Sheets as property, plant and equipment.

The original cost of property, plant and equipment includes direct materials, direct labour lincluding employee benefiis), contracted services,
atiributable capitalized finarcing costs, asset refirement costs, and direct and indirect overheads that ore related o the capital project or
progrom. Indirect overheads include o portion of corporate costs such as finance, freasury, human resources, information technology and
executive costs. Overhead costs, including corporate funciions and field services costs, are capitalized on a fully allocated basis, consistent
with an OEB-appraved methodology.

Property, plunt and equipment in service consists of transmission, disiribution, communication, administration and service assets and land
easements. Property, plant and equipment olso includes fulure use assels, such as land, major components and spare parts, and capiialized
project development costs associated with deferred capilal projects.

Transmission

Transmission assets include assets used for the fransmission of highvoliage electricity, such as fransmission lines, suppor! structures, foundations,
insulators, connecting hardware and grounding systems, and assets used o step up the voltage of electricity from generating stations for
fransmission and fo step down voliages for distribution, including tansformers, circuit breakers and switches.

Distribution
Distribution assets include assets related 1o the distribution of lowvoliage electicity, including lines, poles, switches, fransformers, protective
devices and metering systems.

Communication
Communication assets include the fibre-optic and microwave radio system, optical ground wire, fowers, telephone equipment and
associoted buildings.

Administration and Service
Administration ond service assels include administrative buildings, personal computers, transport and work equipment, tools and other
minor assels.

Easements

Easements include statutory rights of use for transmission corridors and abutiing lands granted under the Reliable Energy and Consumer
Frotection Act, 2002, as well as ofher fand cccess rights.
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intangible Assets
Infangible assets separately acquired or internally developed are measured on inifial recognition at cost, which comprises purchased software,

direct labour fincluding employee benefits], consulting, engineering, overheads and afiributable capilalized financing charges. Following inifial
recognition, infangible assets are caried ot cost, net of any accumulated amortization and accumulated impairment losses. The Company's
infangible assets primarily represent major administrative computer applications.

Capitalized Financing Costs

Capitalized financing costs represent interest costs atiributable fo the construction of property, plant and equioment or development of infangible
ossels. The financing cost of affributable borrowed funds is copitalized as part of the ocauisition cost of such assets. The capitalized portion

of financing costs is a reduction 1o financing charges recognized in the Consolidated Stotements of Operations and Comprehensive Income.
Capitelized financing costs are colculated using the Company's weighied average effeciive cost of debt.

Construction and Development in Progress
Construction and development in progress consists of the capitalized cost of constructed assets that are not yet complete and which have not
yef beer placed in service.

Depreciafion and Amortization
The cost of property, plant ond equipment and intangible assets is depreciated or amortized on a straightiine basis based on the estimoted
remaining service life of each asset category, except for transport and work equipment, which is depreciated on a declining balance basis.

The Company periodically inifiates an exiernal independent review of its property, plant and equipment and infangible asset depreciation and
omortization rates, as required by the OEB. Any changes arising from OEB approval of such  review are implemented on a remaining service

life basis, consistent with their inclusion in electricity rotes. The last review resulted in changes o rates effective January 1, 2007,

A summary of average service lives and depreciation and amortization rates for the various classes of assets is included below:

Average Rate (%}
Service life Range Average
Transmission 56 years 1% — 3% 2%
Distribution 472 years 1% - 13% 2%
Cammunication 19 years 1%~ 13% 5%
Adminisirotion and service 15 vears 1%~ 20% 8%

The cost of infangible assets is included primarily within the administration and service classification above. Amortization rates for computer
applicotions software and other inlangible assels range from 9% to 11%.

In accordance with group depreciation practices, the original cost of property, plant and equipment, or major componenis thereof, and
infangible assels that are normally refired, is charged io accumulated depreciation, with no gain or loss being reflected in results of operalions.
Where a disposition of property, plant and equipment occurs through sale, a gain or loss is calculated based on proceeds and such gain or
loss is included in depreciction expense. Depreciation expense also includes the costs incurred io remave property, plant and equipment where
no ARC has been recorded.

Goodwill
Goodwill represents the cost of acquired local distibution companies that is in excess of the fair value of the net identifiable assets acquired at
the acquisition date. Goodwill is not included in rate base,

Goodwill is evaluated for impaitment on an annual basis, or more frequently if circumsionces require. Per Accounting Standards Update {ASU)
2011-08, Intangibles — Goodwill and Other {Topic 350}, Testing Goodwill for Impairment, issued by the Financial Accounting Standards
Board (FASB] in September 201 1, the Company performs o qualitative assessment to determine whether if is more-likelythannot that the fair
value of the applicable reporting unit is less than its carrying amount. If the Company determines, as a result of ifs qualitative assessment, that
it is not more-likelythan-not that the fair value of the applicable reporting unit is less than its carrying amount, no further testing is required. If the
Company determines, as a result of its qualitative assessment, that it is morelikelythannot that the fair volue of the applicable reporting unit is
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less than its carrying amount, a goodwi” impairment assessment is performed using a tworstep, fair value-based test. The first step compares
the fair value of the applicable reporting unit ta its carrying amount, including goodwill. If the carrying amount of the applicable reporting unit
exceeds ifs foir value, a second step is performed. The second siep requires an allocation of fair value 1o the individual assets and liabilities
using purchase price allocation in order to determine the implied fair value of goodwill. If the implied fair value of goodwill is less than the
carrying amount, an impoirment loss is recarded as a reduction fo goodwill and as a charge fo results of operations.

For the vear ended December 31, 2012, based on the qualitative assessment performed, the Company has determined that it is not more-
likely-thannat that the fair value of each applicable reporting unit assessed is less than its carrying amount. As a result, no further testing was
performed, and the Company has concluded that goodwill was not impaired of December 31, 2012.

Long-Lived Asset Impairment

When circumstances indicate the carrying value of longived assets may not be recoverable, the Company evaluates whether the carrying
value of such assets, excluding goodwill, has been impaired. For such longlived assets, impoirment exists when the carrying value exceeds

the sum of the future estimated undiscounted cash flows expected to result from the use and eventual disposition of the asser. When dlternative
courses of action to recover the carrying amount of a longived asset are under consideration, o probability-weighted approach is used 1o
develop estimates of future undiscounted cash flows. If the carrying value of the long-lived asset is not recoverable based on the estimated future
undiscounted cash flows, on impairment loss is recorded, measured as the excess of the carrying value of the asset over its fair value. As @
result, the asset’s carrying volue is adjusted fo its estimated fair value.

Within its regulated business, the carrying costs of most of Hydro One's longived assets are included in rate base where they earn an OFB-
approved rate of refurn. Asset carrying values and the related return are recovered through approved rates. As a result, such assets are only

tested for impairment in the event that the OFB disallows recovery, in whole or in part, or if such o disaliowance is judged 1o be probable.

Hydro One regularly monitors the assets of its unregulated Hydro One Telecom subsidiary for indications of impairment. Management assesses
the fair value of such longived assets using commonly accepted fechniques, and may use more thon one. Techniques used 1o determine fair
value include, but ore not limited o, the use of recent third party comparable sales for relerence and internally developed discounted cash flow
onalysis. Significant changes in market condifions, changes to the condition of an asset, or a change in management’s infent to utilize the asset
ore generally viewed by management as triggering events o reassess e cash flows related fo these longived assets. As af December 31,

2012, no asset impaiiment had been recorded for assets within either the Compary's regulated or unregulated businesses.

Costs of Arranging Debt Financing

For financial liabilifies clossified as other than heldfortrading, the Company defers the external transacticn costs related 1o obiaining debt
finoncing and presents such amounts as deferred debt costs on the Consclidated Balance Sheets Deferred debt cosis are amortized over the
contractual life of the related debt on an effectiverinterest basis and the amortization is included winin finoncing charges in the Consolidated

Statements of Cperations and Comprenensive Income. Transoction costs for items classified as heldfornading are expensed immediately.

Comprehensive Income

Comprehensive income is comprised of net income and other comprehensive income [OCH. OCl includes the amortization of net unamortized
hedging losses on the Company’s discounted cash flow hedges, and the change in fair value on the existing cash flow hedges to the extent
that the hedge is effective. The Company amoriizes ils unamortized hedging losses on discontinued cash flow hedges 1o financing charges
using the effeciivernterest method over the ferm of the allocated hedged debt. Hydro One oresents net income and OCHin a single confinuous
Consolidated Statement of Operations and Comprehensive Income.

Financial Assets and Liabilities

All financial assets and liabilities are classified into one of the fdllowing five categories: heldiomaturity; loans and receivables; heldfortrading;
other liabilities; or availableforsale. Financial ossets and liabilifies classified as heldfortrading are measured at fair value. All other financial
assets and liabilities are measured aof amortized cast, except accounts receivable and amounts due from related parties, which are measured at
the lower of cost or fair value. Accounts receivable and amounts due from related parties are classified as loans and receivables. The Compony
considers the carrying amounts of accounts receivable and amounts due from related parties fo be reasonable estimates of fair value because
of the shori fime to maturity of these insiruments. Provisions for impaired accounts receivable are recognized as adjusiments to the allowance

for doubtful accounts and are recognized when there is objective evidence that the Company will not be able to collect amounts according 1o
the original terms.
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Derivative instruments ore measured at fair value. Gains and losses from fair valuation are included within financing charges in the pericd in
which they arise. The Company delermines the clossification of its financial assets and liabilities ot the date of initial recognition. The Company
designates cerlain of iis financial assets and liabilities to be held at foir value, when it is consistent with the Company's risk management policy
disclosed in Note 12 ~ Fair Value of Financial Instruments and Risk Management.

Shortterm investments have an original maturity of three months or less and are generally dlassified as heldtomoturity. However, the Company
may classify pools of shortterm investments as heldforrading where there is no intention to hold o poot of assels fo maturity. Documenation of
the shortterm investment classification is made on inception. As at December 31, 2012 and 2011, all shorterm investments were classified as
held-tormaturity.

The Company’s longrterm invesiment in Province of Oniario FloatingRate Notes, which is held as an alternate form of liquidity fo supplement the
bonk credit facilities, is classified as heldfortrading and is measured at fair volue.

Al financial instrument transactions are recorded af trade date.

Derivative Instruments and Hedge Accounting

The Company closely monitors the risks associated with changes in inferest rates on its operations ond, where appropriate, uses various
insiruments fo hedge these risks. Certain of these derivative instruments qualify for hedge accounting and are designated os accounting hedges,
while others eilher do not qualify as hedges or have not been designated as hedges (hereinafter referred fo as undesignated coniracts) as they
are part of economic hedging relationships.

The accounling guidance for derivative instruments requires the recognition of all derivative instruments not identified as meeting the normal
99 q g
purchase and sale exemption as either assets or liabilities recorded at fair value on the Consolidated Balance Sheets. For derivative instruments
that qualify for hedge accounting, the Company may elect 1o designate such derivative instruments as either cash flow hedaes or fair value
g g pany may G g
hedges. The Company offsets fair value amounts recogrnized in its Consolidated Balance Sheets related to derivative instruments execuled with
€ pany g

the same counterparly under the same master nefting agreement.

For derivative instruments that qualify for hedge accounting and which are designated as cash flow hedges, the effective portion of any gain
or loss, net of fox, is reporied as a component of accumulated OCHAOCH and is reclassified o resdls of operations in the same period or
periods during which the hedged transaction affects resulis of operations. Any gains or losses on the derivative instrument that represent either
hedge ineffectiveness or hedge components excluded from the assessment of effectiveness are recognized in resulls of eperations. For fair
value hedges, changes in fair value of both the derivative instrument and the underlying hedged exposure are recognized in the Consolidated
Statement of Operations and Comprehensive Income in the current period. The gain or loss on the derivative instrument is included in the
same line item as the offsetting gain or loss on the hedged item in the Consolidated Siatements of Operations and Comprehensive Income.
Additionally, the Company enters info derivative agreemenis that are economic hedges that sither do not qualify for hedge accounting or have

not been designated as hedges. The changes in fair value of these undesignoted derivative inslruments are reflecied in resulls of operations.
Embedded derivative instruments are separated from their host contracts and carried af fair value on the Consclidated Balance Sheets when:
la} the economic characteristics and risks of the embedded derivative are not clearly and closely related 1o the economic characteristics and
risks of the host contract; {b] the hybrid instrument is not measured af fair value, with changes in fair value recognized in results of operations
each period; and (c} the embedded derivative ifself meets the definiion of o derivative. The Company does not engage in derivative trading or
speculative activities ond had no embedded derivatives at December 31, 2012.

Hydro One periodically develops hedging strategies taking inta account risk management objectives. Al the inception of a hedging relationship
where the Compony has elected 1o apply hedge accounting, Hydro One formally documents the relationship between the hedged item and the
hedging instrument, the related risk management objective, the nature of the specific risk exposure being hedged, and the method for assessing
the effectiveness of the hedging relationship. The Company also assesses, both at the inception of the hedge and on a quarterly basis, whether
the hedging insiruments are effective in offsetiing changes in fair values or cash flows of the hedged items.
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Employee Future Benefits
Employee future benefits provided by Hydro Orne include pension, postretirement and postemployment benefits. The costs of the Company's
pension, postretirement and postemployment benefil plans are recorded over the periods during which employees render service.

The Company recognizes the funded status of its pension, postretirement and postemployment plans on its Consolidated Balance Sheets and
subsequently recognizes the changes in funded status at the end of each reporting year. Pension, postretirement and postemployment plans

are considered to be underfunded when the projected benefit obligation exceeds the fair value of the plan assets. Liabilities are recognized in
the Consolidated Balance Sheets for any net underfunded prajecied benefit obligation. The net underfunded projected benetit obligation may
be disclosed as a current liability, longerm liability, or both. The current portion is the amount by which the actuaricl present valve of benefits
included in the benefit obligation payable in the next 12 months exceeds the fair value of plan assets. If the fair value of plon assets exceeds
the projected benefit obligation of the plan, on asset is recognized equal to the net overfunded projected benefit obligation. The net asset for
an overfunded plan is classified as a longerm asset in the Consolidated Balance Sheets. The postretirement and postemployment benefit plans
are unfunded because there are no related plan assets,

Pension Benefits

Hydro One records a regulatory asset equal 1o the net underfunded projecied benefit obligation for its pension plan. The regulatory asset

for the net underfunded projected benefit obligation for the pension plan, in the absence of regulotory accounting, would be recagnized in
AOCI. A regulotory asset is recognized because management considers it to be probable that pension benefit costs will be recovered in the
future through the ratesetting process. The pension regulatory assets are remeasured at the end of each year based on the current status of the
pension plan.

In accordance with the OEB's rate orders, pension costs are recorded on a cash basis as employer contributions are paid fo the pension fund
in accordance with the Pension Benefits Act {Ontario). Pension costs are also calculated on an accrual bosis for financiol reporting purposes.
Pension costs are actuarially defermined using the projected benefit method prorated on service ond are based on assumptions thot reflect
management’s best estimate of the effect of future events, including future compensation increases. Past service costs from plan amendments and
all actuarial gains and losses are amortized on a skaightline basis over the expected average remaining service period of active employees in
the plan, and over the estimated remaining life expectancy of inactive employees in the plan. Pension plan assets, consisting primarily of listed
equity securities as well as corporate and govemnment debt securities, are fair valued at the end of each year,

All future pension benefit costs are attributed fo lebour and are either charged 1o results of operations or capitclized as part of the cost of
property, plant and equipment and intangible assets.

Post-Retirement and Post-Employment Benefits

Hydro One records a regulatory asset equal o the incremental net unfunded projected benefit obligation for postretirement and post
employment plans recorded on fransition to US GAAP and at each year end based on annual actuarial reports. The regulotory asset for the
incremental net unfunded projecied benefit abligation for postretirement and postemployment plans, in the absence of regulatory accounting,
would be recognized in AOCI A regulatory asset is recognized because management considers it o be probable that postretirement and
postemployment benefit costs will be recovered in the future through the rafesetting process.

Postretirement and postemployment benefits are recorded and included in rates on an accrual basis. Costs are determined by independent
actuaries using the prajected benefit method prarated on service and based on assumptions that reflect management's best estimates. Past
service costs from plan amendments are amortized to results of operations based on the expected average remaining service period.

For postretirement benefits, all actuarial gains or losses are deferred using the “corridor” approach. The amount calculated above the
“corridor” is amortized to resulls of operations an a straightline basis over the expected average remaining service life of active emplayees
in the plan and over the remaining life expectancy of inactive employees in the plan. The postretirement benefit obligation is remeasured
to its fair value at each year end based on an annual actuarial report, with an offset to the associated regulatory asset, 1o the extent of the
remeasurement adjusiment.

For postemployment obligations, the associated regulatory liabifities representing actuarial gains on fransition to US GAAP are amortized 1o
results of operations based on the “corridor” approach. Post ransifion, the actuarial gains and losses on postemployment obligations that are
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incurred during the year are recognized immediately to resulis of operations. The postemployment benefit obligation is remeasured to its
fair value at each year end based on an annual actuarial report, with an offset to associated regulatory asset, to the extent of the
remeasurement adjusiment.

All postrstirement and postemployment future benefit costs are attributed to labour and are either charged to resulis of operations or capitalized
as part of the cost of property, plant and equipment and intangible assets.

Multiemployer Pension Plan

Employees of Hydro One Brampton Networks participate in the Ontorio Municipal Employees Retirement System Fund [OMERS), o
multiemployer, contributory, defined benefif public seclor pension fund. OMERS provides refirement pension paymenls based on members’
length af service and salory. Both participating emplayers and members are required to make plan contributions. The OMERS plan assels are
pooled together to provide benefits fo all plan paricipants and the plan assets are not segregated by member eniity. OMERS is registered with
the Financial Services Commission of Ontario under Registration #0345983.

The OMERS plan is accounted for as a defined contribution plan by Hydio One because it is not practicable to defermine the present
value of the Company's obligation, the foir value of plan assets or the related current service cost applicable fo Hydro One Brampion
Networks” employees. Hydro One recognizes ifs contributions to the OMERS plan as pension expense, with a portion being copitalized.
The expensed amount is included in operatian, maintenance and administration costs in the Consolidated Stotements of Operations and
Comprehensive Income.

At December 31, 2011, OMERS hod approximately 419,000 members, with approximately 277 members being current employees of
Hydro One Brampton Networks.

Loss Contingencies

Hydro One is involved in certain legal and environmental matters that arise in the normal course of business. In the preparation of its
Cansolidated Financial Statements, management makes judgements regarding the future outcome of contingent events and records a loss

for a contingency based on its best eslimate when it is defermined that such loss is probable and the amount of the loss can be reasonably
estimated. Where the loss amount is recoverable in future rates, a regulatory asset is also recorded. When a range estimate for the probable
loss exists and no amount within the range is a befter estimate than any ofher amount, the Company records a loss a the minimum amount
within the range.

Management reguiarly reviews current information available to determine whether recorded provisions should be adjusted and whether new

provisions are required. Esfimating probable losses may require analysis of multiple forecasts and scenarios that often depend on judgements
about potential actions by third parties, such as federal, provincial and local courts or regulators. Contingent liabilities are often resolved over
long periods of fime. Amounts recorded in the Consolidated Financial Stalements may differ from the actual cutcome once the contingency is
resolved. Such differences could have o material impact on future results of operatians, financial position ard cash flows of the Company.

Provisions are based upon current estimates and are subject to greafer unceriainty where the projection period is lengthy. A significant upward
or downward trend in the number of claims filed, the nature of the alleged injuries, and the average cost of resolving each claim could change
the estimated provision, as could any substantial adverse or favourable verdict at tial. A federal or provincial legislative ouicome ar structured
setifement could also change the estimated fiability. Unless otherwise required by GAAP, legal fees are expensed as incurred.

Environmental Liabilities

Environmental liobiliies are recorded in respect of past contamination when it is determined that future environmental remediation expenditures
are probable under existing statute or regulation and the amount of the future expenditures can be reasanably estimated. Hydro One records

a fiability for the estimated fulure expenditures associated with the contaminated land assessment and remediation (LAR} and for the phase-out
and desruction of polychlorinated bipheny! (PCBlcontaminated mineral oil removed from electrical equipment, based on the present value of
these estimated future expenditures. The Company determines the present value with a discouni rate equal 1o its crediradiusted risk-free interest
rate on financial instruments with comparable malurities to the pattern of future environmental expenditures. As the Company anficipates that the
future expenditures will continue to be recoverable in future rates, on offsetting regulatory asset has been recorded io reflect the future recovery
of these environmental expenditures from customers. Hydro One reviews ifs estimates of future environmental expenditures annually, or more
frequently if there are indications that circumstances have changed.
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Asset Retirement Obligations

ARO:s are recorded for legal obligations associated with the future removal and disposal of fongived assets. Such obligations may result from
the acquisition, construction, development and/or normal use of the asset. Conditional AROs are recorded when there is o legal obligation to
perform a future asset refirement activity but where the fiming and/or method of setilement are conditional on a future event that may or may
not be within the control of the Company. In such a case, the obligation to perform the asset refirement activity is unconditional even though
uncerfainly exists about the fiming and/or method of sefilement.

When recording an ARQ, the present value of the estimated future expenditures required o complete the asset refirement activily is recorded
in the period in which the obligation is incurred, if a reasonable estimate can be made. In general, the present value of the estimated

future expenditures is added fo the carrying amount of the associated asset and the resulting asset retirement cost is depreciated over the
estimated vseful fife of the asset. Where an asset is no longer in service when an ARC is recorded, the asset refirement cost is recorded in
results of operations.

Some of the Company’s ransmission and distribution assets, particularly those located on unowned easements and rights-ofway, may
have AROs, conditional or otherwise. The majorily of the Company’s easements and rights-ofway are either of perpetual duration ar cre
avfomatically renewed annually. lard rights with finite terms are generally subject 1o extension or renewal. As the Company expects to
use the majority of its facilifies in perpeluily, no ARO currently exists for these assets. I, at some future date, a parficular facility is shown
not fo meet the perpetuity assumption, it will be reviewed to determine whether an estimable ARO exists. In such a case, an ARD would
be recorded at that time.

The Company's AROs recorded to date relate to estimated future expenditures associated with the removal and disposal of asbestos-containing
matericls installed in some of its facilities ond with the decommissioning of specific switching stations lecated on unowned sites.

3. NEW ACCOUNTING PRONQUNCEMENTS

Recently Adopted Accounting Pronouncements

In September 2011, the FASB issued ASU 201 1-09, Disclosures About an Employer's Participation in a Multiemployer Benefit Plan. This ASU
requires an employer to provide quantitative and qualitative disclosures about its porticipation in significant multiemployer plans that offer
pension, postretirement and postemployment benefits. The ASU's objective is fo enhance the fransparency of disclosures about the significant
multiemployer plans in which an employer participates, the level of the employer's participation in those plans, the financial health of the plans,
and the nature of the employer's commitments to the plans. An employer that is not able fo provide some of the quantitative information required
by this ASU must disclose what information has been omitied and why it could not obtain the information. This ASU does not change the
recognition and measurement guidance for an employer's participation in a multiemployer plan. As this ASU only requires enhanced disclosures,
the adoption of this ASU did not have a significant impact on the Company's Consolidated Financial Siatements

In September 2011, the FASBE issued ASU 2011-08, Intangibles — Goodwill and Other {Topic 350, Testing Goodwill for Impairment.

This ASU is intended fo reduce the cast and complexity of the annual goodwill impairment test by providing entities an option fo perform a
qualitative assessment fo determine whether further impairment testing is necessary. An enfity has the option to first assess qualitative factors

to determine whether it is necessary to perform the current twosstep test. If an entity believes, as a result of its qualitative assessment, that it is
morelikelythannot that the fair value of a reporting unit is less than its carrying amount, the quantitative impairment test is required. Otherwise,
no further festing is required. An entity can choose to perform the qualitative assessment on none, some or all of ifs reporting units. Moreover,
an entity can bypass the qualitative assessment for any reporting unit in any period and proceed directly to step one of the impairment test, and
then resume performing the qualitative assessment in any subsequent period. The adoption of this ASU did not have a significant impact on the
Company's Consolidated Financial Statements.

InJune 2011, the FASB issued ASU 2011-05, Presentation of Comprehensive Income fo clarify that an entity has the option to present the total
of comprehensive income, the components of net income, and the components of OCI either in a single continuous statement of comprehensive
income or in two separate but consecutive statements. In both choices, an entity is required fo present each component of net income along
with total net income, each component of OC! along with a total for OCI, and a total amount for comprehensive income. This update
eliminates the optian to present the camponents of OCl as part of the statement of changes in shareholder’s equity. The amendments in this ASU
do not change the items that must be reported in OCl or when an item of OCI must be reclassified fa net income. Hydro One has elected 1o
present OCl and net income in a single continuous Consolidated Statement of Operatians and Comprehensive Income.
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In May 2011, the FASB issued ASU 2011-04, Fair Volue Measurement (Topic 820}: Amendments to Achieve Common Fair Value
Measurement and Disclosure Requirements in U.S. GAAP and IFRSs. This ASU is the result of joint efforts by the FASB and the International
Accounting Standards Board fo develop common, converged fair value guidance on how to measure fair value and on what disclosures
fo provide about fair value measurements. This ASU is largely consistent with existing US GAAP fair value measurement principles under
Accounting Standards Codification 820. However, this ASU expands the existing disclosure requirements for fair value measurements,
particularly of Level 3 inputs, and requires categorization by level of the fair value hierarchy for ifems that are not measured at fair value
on the Consolidated Balance Sheets but for which the fair value is required to be disclosed. Required disclosures have been included in
Note 12 - Fair Value of Financial Instruments and Risk Management. As this ASU only requires enhanced disclosures, the adoption of this
ASU did not have a significant impact on the Company's Consclidated Financial Stafements.

Recent Accounting Guidance Not Yet Adopted

In December 2011, the FASB issued ASU 2011-11, Balonce Sheet {Topic 210} Disclosures about Offselfing Assets and Liabilifies. This ASU
requires on entity fo disclose both gross and net information about financial instruments and ransactions eligible for offset on the Consolidated
Balance Sheets as well as financial instruments and transactions executed under a master netting or similar arangement. The ASU was issued
fo enaple users of financial statements to undersiand the effects or potential effects of those arrangements on an eniity's financial position. This
ASU is required fo be applied refrospectively and is effective for fiscal years, and interim periods within those years, beginning on or after
Jonvary 1, 2013, As this ASU only requires enhanced disclosures, the adoption of this ASU is not onficipated 1o have a significant impact on
the Company’s Consolidated Financial Statements,

4. DEPRECIATION AND AMORTIZATION

Year ended December 31 [millions of dollars) 2012 2011
Depreciation of property, plant and eguipment 522 485
Amortization of inlangible asseis 48 45
Asset removal costs 70 66
Amortization of regulatory assefs 19 20

659 616

3. FINANCING CHARGES

Year ended December 31 (millions of dollars) 2012 2011
Interest on longterm debt 421 412
Other 12 5
less: Interest capilalized on construction and development in progress (59 (58]
Gain on inlerestrate swap agreements {12) (12
Interest earned on investments {4} (3)

358 344

6. PROVISION FOR PAYMENTS IN LIEU OF CORPORATE INCOME TAXES

The major components of income tax expense are as follows:

Year ended December 31 [millions of dollars) 2012 2011

Current provision for Plls 130 162
Deferred recovery of Plls (9 2
Provision for PlLs 121 150
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The provision for Pils differs from the amount that would have been recorded using the combined Canadian Federal and Oniario statutory
income fax rate. The reconciliation between the statutory and the effective tax rates is provided as follows:

Year ended December 31 [millions of doflars) 2012 2011
Income before provision for Plls 866 791
Canadian Federal and Ontario statutory income fax rate 26.50% 28.25%
Provision for Plls at statutory rate 230 223

Increase (decrease] resulting from:

Net temporary differences included in amounts chorged to customers:

Capital cost aliowance in excess of depreciation and amortization {42} [34)
Pension coniributions in excess of pension expense (23) 17
Interest capitalized for accounting but deducted for tax purposes (15} (16)
Overheads capilalized for accounting but deducted for tax purposes (14} [12)
Non-refundable investment tax credits {8 -
Environmental expenditures {5) 4)
Postretirement and postemployment benefit expense in excess of cash payments - 5
Other (3) 3
Net temporary differences {110} 175}
Net permanent differences 1 2
Total provision for Plls 121 150
Current provision for Plls 130 162
Deferred recovery of Plls (%) (12)
Total provision for Plis 121 150
Effective income fax rate 13.96% 18 96%

The current provision for Plls of $130 million represents the amount paid or payable 1o the OFFC with respect to current year income. The
outstanding balance due to the OFFC at December 371, 2012 was $10 million 12011 ~ $85 wmillion].

The total provision for Pils includes deferred recovery of Plls of $9 million that is net included in the rate-sefiing process, using the balance sheet
fiability method of accounting. Deferred Pils balances expected to be included in the rateselting process are offset by regulatory assels and
liabilities ta reflect the anticipated recovery or disposition of these bolonces within fulure electricity rotes.

Deferred Income Tax Assets and Liabilities
Delerred income tox assets and liabilities arise from differences between the carrying amounis and tax bases of the Company’s assets and
liabilities. At December 31, deferred income tax assets and liabilities consisted of the following:

December 31 [millions of dollars) 2012 2011

Deferred income tax assets
Depreciation and amortization in excess of capital cost allowance 3 6
Postretirement and post-employmem benefits expense in excess of cash payments 7 5
Environmental expenditures 4 5
Other - ]
Total deferred income tax assets 14 17
Less: current portion - -
14 17
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December 31 [millions of dollars) 2012 2011
Deferred income tax liabilities
Capital cost allowance in excess of depreciation and amortization {1,344) (1,1006)
Postretirement and postemployment benelits expense in excess of cash payments 519 356
Environmental expenditures 62 61
Regulatory amounis receivable that are not recognized for tax purposes {147} [36)
Goodwill {19} (18)
Other 3 4
Total deferred income tax liabiliies {926} [739)
less: current portion 18 19
(944) [758)

During 2012, the delerred tax liability increased by $60 million as a result of the change in the rate applicable fo Tulure taxes. Al
December 31, 2012, unused tax losses carried forward were less than $1 million {2011 — less than $1 million).

7. ACCOUNTS RECEIVABLE

December 31 [millions of dollars) 2012 2011
Accounts receivable ~ billed 224 235
Accounts receivable — unbilled 644 588
Accounts receivable, gross 868 823
Allowance for doubiful accounts (23} [18)
Accounis receivable, net 845 805

The following table shows the moverments in the allowance for doubiful accounts for the vears ended December 31, 2012 and 2011.
g Y

Year ended December 37 [millions of dollars) 2012 2011

Allowance for doubtful accounts — January 1 (18) {25)
Wiriteoffs 17 30
Additiens fo allowance for doubtful accounts (22} (23]
Allowance for doubtful accounts ~ December 31 {23} 8]
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8. PROPERTY, PLANT AND EQUIPMENT

Property, Plant Accumulated Construction

December 31 [millions of dollars) and Equipment Depreciation in Progress Total
2012
Transmission 11,840 3,990 641 8,491
Distribution 8,005 2,879 234 5,360
Communication 1,024 516 57 565
Administration and Service 1,314 668 123 769
Easements 614 92 - 522

22,797 8,145 1,055 15,707
2011
Transmission 10,006 3,810 1,079 8,175
Distribution 7,596 2,706 253 5,143
Communication Q19 468 43 494
Administration and Service 1,232 607 ] 686
Easements 493 88 - 405

21,146 7,679 1,436 14,903
Financing charges capitalized on property, plant and equipment under construction were $56 million in 2012 (2011 = $57 million.
9. INTANGIBLE ASSETS

Intangible Accumulated Development
December 31 {millions of dollars) Assets Amortization in Progress Total
2012
Computer applicalions software 451 301 116 266
Other 5 4 - 1
456 305 116 267
2011
Computer applications software 427 254 49 222
Other 5 3 - 2
432 257 49 224

Financing charges capilalized on intangible assels under development were $3 million in 2012 (20171 = $1 million}

amortization expense for intangible assets for each of the next five years is $42 million.
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10. REGULATORY ASSETS AND LIABILITIES

Regulatory assets and liabilities arise as a resuli of the rate-seffing process. Hydro One has recorded the following regulatory assets
and liabilities:

December 31 [millions of dollars) 2012 2017

Regulatory ossets:
Pension benefit regulatory asset 1,515 779
Deferred income fax regulatory asset 954 763
Postretirement and postemployment benefits 320 123
Environmental 249 257
Pension cost variance 61 42
Rider 2 10 1
longterm project development costs 5 5
Other 13 10
Total regulatory assets 3,127 1,990
Less: current portion 29 24
3,098 1,966

Regulatory liabilities:

External revenue variance 61 39
Retall setlement variance accounts 54 39

Rider 8 45
Deferred income tax regulatory liability 16 25
PST savings deferral 13 8
Rider 3 9 9
Rural and remote rate protection variance 6 8
Hydro One Brompton Networks rider - 2
Other 17 23
Total regulatory liabilities 221 194
Less: current porfion 40 25
181 169

Pension Benefit Regulatory Asset

The Company recognizes the net unfunded status of pension cbligations on the Consolidated Balance Sheets with an offset 1o the associated
regulatory assel. A regulafory asset is recognized because management cansiders it 1o be proboble that pension benefit costs will be recovered
in the future through the ratessetiing process. The pension benefit obligation is remeasured fo iis fair value af each year end based on an annual
actuarial report, with an offset 1o the associated regulatory asset, to the exient of the remeasurement adiustment. In the absence of rateregulated

accounting, 2012 OCHwould have been lower by $736 million {2011 ~ higher by $482 million).

Deferred Income Tax Regulatory Asset and Liability

Deferred income taxes are recognized on femporary differences between the carrying amount of assets and liabilities in the financial statements
and the corresponding tax bases used in the computation of taxable profit. The Company has recognized requlatory assets and liabilities

thot correspond to deferred income taxes that flow through the ratessetiing process. In the absence of rateregulated accounting, the

Company’s provision for Pils would have been recognized using the liability method and there would be no regulatory accounts established

for taxes to be recovered through future rates. As a result, the 2012 provision for Plls would hove been higher by approximately $136 million
{2011 = $70 miflion, including the impact of a change in enacted tax rates.
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Posi-Retirement and Post-Employment Benefits

The Company recognizes the net unfunded staius of postretirement and postemployment obligations on the Consolidated Balance Sheets with
on incremental offset 1o the associated regulatory assets. A regulatory asset is recognized because management considers it fo be probable
that postretirement and postemployment benefit costs will be recovered in the future through the ratessetting process. The postretirement and
postemployment benefit abligation is remeasured to ifs foir value at each year end based o an annual actuarial report, with an offset to the
associated regulolory asset, 1o the extent of the remeasurement adjustment. In the absence of rateregulated accounting, 2012 OCI would have

been lower by $197 million {2011 = higher by $30 mitlion].

Environmental

Hydro One records a liability for the estimated future expenditures required to remediate past environmental contamination [see Note 15 ~
Environmental Liabilifies). Because such expenditures are expected to be recoverable in fulure rates, the Company has recorded an eguivalent
amount as a regulatory asset. In 2012, this regulatory asset decreased by $3 million {2011 = $55 million] to reflect related changes in the
Company's PCB liability, and increased by $2 million {20171 ~ $5 million} due to changes in the LAR liability. The enviconmental regulatory
asset is amortized fo results of operations based on the patiern of actual expenditures incurred and charged to environmental liabiliies. The
OFB has the discretion fo examine and assess ihe prudency and the timing of recovery of all of Hydro One's actual environmental expenditures.
In the absence of rateregulaled accounting, 2012 operation, mainienance ond administration expenses would have been lower by $1 million
{20171 = $50 million). In oddition, 2012 amortization expense would have been lower by $18 million (2011 ~ $16 million}, and 2012
financing charges would have been higher by $11 million {2011 = $14 million].

Pension Cost Variance

A pension cost variance account was established for each of Hydro One Networks” Transmission and Distribution businesses to track the
difference befween the actual pension expense incurred and estimated pension costs approved by the OEB. The balance in this account reflects
the excess of pension costs paid as compared to OEB-approved amounis. In December 2010, the OEB approved the December 31, 2009
balance, including accrued interest, to be recovered over o oneryear period from January 1, 2011 1o December 31, 2017, In the absence of
rate-regulated accounting, 2012 revenue would have been lower by $18 million (2011 = $14 million).

Rider 2

In April 2000, the OFB announced ifs decision regarding the Company's rate application in respect of the Distribution Business of Hydre One
Networks. As part of this decision, the OEB also opproved the distribution-related deferral account balances sought by Hydre One. The Rider 2
regulatory asset includes retail setlement and cost variance amounts and distribution low-voliage service amounts, plus aecrued interest.

long-Term Project Development Costs

In May 2009, the OEB approved the creation of o deferral account fo record Hydro One Networks™ costs of preliminary work to advance
certain tfransmission projects identified in the Company’s 2009 and 2010 transmission rate applications. In March 2010, the OEB issved o
decision amending the scope of the account 1o include the 20 major ransmission projects identified in the September 2009 request from the
Ministry of Energy and Infrastuciure. In December 2010, the OEB approved the recovery of the December 31, 2009 balance, including
accrued inferest, 1o be recovered over a one~year period from January 1, 2011 to December 31, 2011 in the absence of rateregulated
accounting, 2011 operation, maintenance and adminisiration expenses would have been lower by $2 million,

External Revenue Variance

In May 2009, the OFB approved forecasted amounts related to export service revenue, external revenue from secondary land use, and
external revenue from station maintenance and engineering and construction work. These revenue sources are taken into account in sfructuring
the Company's revenue requirement and as such, the OEB requested the establishment of new variance accounts 1o capture any difference
between the approved forecasted external revenue amounis used in establishing the revenue requirement and actual external revenues. The
exlernal revenue variance account balance reflects the excess of actual external revenue compared o the OFBapproved forecasted amounts.
In December 2010, the OEB approved the disposifion of the December 31, 2009 balance, including accrued interest, 1o be disposed over a

one-year period from January 1, 2011 io December 31, 2011,
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Retail Settlement Variance Accounts (RSVAs)

Hydro One has deferred certain retail setffement variance amounts under the provisions of Article 490 of the OEB’s Accounting Procedures
Handbook. In Aprit 2010, the OEB approved the disposition of the fotal RSVA balance accumulated from May 2008 to December 2009,
including accrued interest, to be disposed over a 20-month period from May 1, 2010 to December 31, 2011. Hydro One has confinued to
accumulate a net liability in its RSVA accounts since December 31, 2009.

Rider 8
In April 2010, the OEB requested the establishment of deferral accounts which caplure the difference between the revenue recorded on the
basis of Green Energy Plan expenditures incurred and the actual recoveries received.

PST Savings Deferral Account

The provincial sales tax {PST} and goods and services tax {GST) were harmonized in july 2010. Unlike the GST, the PST was included in
operation, maintenance and adminisirative expenses or capital expenditures for past revenue requirements approved during o full cost of service
hearing. Under the harmonized sales tax {HST} regime, the HST included in operation, maintenance and adminisirafive expenses or capital
expendilures is not a cost ulimately borne by the Company and as such, a refund of the prior PST element in the approved revenue requirement
is applicable and caleulations for racking and refund were requested by the OEB. For the Hydro One Networks Transmission revenue
requitement, PST was included between July 1, 2010 and December 31, 2010 and recorded in a deferral account per direction from the
OEB. For the Hydra One Networks Distribution revenue requirement, PST was included between July 1, 2010 and December 31, 2012

and recorded in a deferral account per direction from the OFB.

Rider 3
In December 2008, the OEB approved cerlain distribution-related deferral account balances sought by Hydro One, including RSVA amounts,
deferred tax changes, OEB costs and smart meters. The OEB approved the disposition of the Rider 3 balance accumulated up to April 2008,

including accrued interest, to be disposed over a 27-month period from February 1, 2009 to Aprit 30, 201 1.

Rural and Remote Rate Protection Variance (RRRP)

Hydro One recelves rural rate protection amounts from the IESO. A portion of these amounts is provided to refail customers of Hydro One
Networks who are eligible for rate protection. The OEB has approved a mechanism to collect the RRRP through the Wholesale Market
Service Charge. Voriances between the amounts remitied by the 1ESO to FHydro One and the fixed entilements defined in the regulation,
and subsequent OEB utility rate decisions, are fracked by the Company in the RRRP variance account,

Hydro One Brampton Nelworks Rider

In Aprit 2010, the OEB issued a decision regarding the 2010 distribution rates of Hydro One Brampton Networks. Included in the OFB's
decision was the appraval of ceriain deferral account balances, primarily RSVAs, sought by Hydro One Brampton Networks in its application.
The OEB ordered that the approved balances be aggregated into a single regulatory account and disposed of through a rate rider over a
tworyear period from May 1, 2010 to April 30, 2012.

11. DEBT AND CREDIT AGREEMENTS

Short-Term Notes

Hydro One meets its shartterm liquidity requirements in part through the issuance of commercial paper under its Commercial Paper Program
with a maximum amount of $1,000 million. These shorterm notes are denominated in Canadian dollars with varying maturities not exceeding
365 days. Hydro One hod no commercial paper borrowings outstanding as at December 31, 2012 and 2011.

The Commercial Paper Program is supported by a fatal of $71,500 million in liquidity facilities comprised of a $1,250 million committed
revolving standby credit facility with a syndicate of banks and @ longterm investment in Province of Ontario Floating-Rate Netes with a fair value

of $251 m/i“ion at December 31, 2012.
Long-Term Debt

The Company issues notes for longterm finoncing under its Medium-Term Note [MTN] Program. The maximum authorized principol amount of
nates issuable under this program is $3,000 million. At December 31, 2012, $1,515 million remained available until September 2013.
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The following table presents the cutstanding longterm debt at December 31, 2012 and 2011

December 31 [millions of dollars) 2012 2011
5.77% Seties 3 notes due 2012 - 600
5.00% Series 15 notes due 2013 600 600
3.13% Series 19 notes due 2014 750 750
2.95% Series 21 notes due 2015! 500 500
Floatingrate Series 22 nofes due 20152 50 50
4. 64% Series 10 notes due 2016 450 450
Floatingate Series 27 notes due 20162 50 ~
5.18% Series 13 notes due 2017 600 600
4 40% Series 20 notes due 2020 300 300
3.20% Series 25 notes due 2022 600 -
7.35% debentures due 2030 400 400
6.93% Series 2 notes due 2032 500 500
6.35% Series 4 notes due 2034 385 385
5.36% Series @ notes due 2036 600 600
4.89% Series 12 notes due 2037 400 400
6.03% Series 17 notes due 2039 300 300
5.49% Series 18 notes due 2040 500 500
4.39% Series 23 notes due 2041 300 300
6.59% Series 5 notes due 2043 315 315
5.00% Series 11 noles due 2046 ) 325 325
4 .00% Series 24 notes due 2051 225 100
3.79% Series 26 notes due 2062 310 -
8,460 78975
Add: Unrealized marked-tomarket foss! 19 33
less: longrerm debt payable within one year {600} {600
longterm debt 7,879 7,408

! The unrealized markedomarket loss relates to $500 million of the Series 19 notes due 2014, and $250 million of the Series 21 notes due 2015, The unredlized
marked-ormarket lass is offset by o $19 million {2011 ~ $33 million} unrealized markedto-market gain on the related fixedtoflonting interestrate swop ogreements,
which are accounted for as faif value hedges. See Note 12 - Foir Value of Financial instruments and Risk Management for details of fair value hedges

? The inferest rates of the flooting-rate notes are referenced fo the 3-month Canadian dollor bankers' acceptance rote, plus a margin.

In 2012, Hydro One issued $1,085 million of longerm debt under the MTN Program, consisting of $300 million issued in the first quarter,
$425 million issued in the second quarter, $310 million issued in the third quarter, and $50 million issued in the fourth quarier of 2012,
In September 2012, the Company dlso redeemed the $600 million MTN Series 3 notes.

The longterm debi is unsecured and denominated in Canadian dollors. The longerm debt is summarized by the number of years fo maturity
in Note 12 ~ Fair Value of Financial Instruments and Risk Management.

Credit Agreements

Hydro One has a $1,250 million commitied and unused revalving standby credit facility with a syndicate of banks, maturing in June 2017 .
If used, interest on the facility would apply based on Canadian benchmark rates. This credit facility supports the Company's Commercial
Paper Program.

The Company may use the credit facility for general corporate purposes, including meeting shortterm funding requirements. The obligation of

each lender to make any credit extension to the Company under its credit facility is subject fo various conditions including, among other things,
that no event of default hos occurred or would result from such credit extension.
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12. FAIR VALUE OF FINANCIAL INSTRUMENTS AND RISK MANAGEMENT

Fair value is considered 1o be the exchange price in an orderly fransaction between market parficipants to sell an asset or ransfer a liabilily at
the measurement date. The fair value definition focuses on an exit price, which is the price that would be received in the sale of an asset or the
amount that would be paid 1o transfer a liability.

Hydro One classifies its fair value measurements based on the following hierarchy, as prescribed by the accounting guidance for fair value,
which prioritizes the inputs 1o valuation techniques used to measure fair value into three levels:

level 1 inputs are unadjusted quoted prices in active markets for identical assets or liabilities that Hydro One has the ability 1o access. An aclive
market for the asset or liability is one in which Iransactions for the asset or liability occur with sufficient frequency and volume to provide ongoing
pricing information.

level 2 inputs are those other than quoted market prices that cre observable, either directly or indirecily, for an asset or liabilily. Level 2 inputs
include, but are not limited to, quoted prices for similar assets or liabilities in an active markel, quoted prices for identical or similar assets or
fiabilities in markets thot are not active and inputs other than quoted market prices that are observable for the asset or liability, such as interest
rate curves and yield curves observable at commonly quoted intervals, volatilities, credit risk and default rates. A level 2 measurement cannot
hove more than an insignificant pertion of the valuation based on unobservable inputs

level 3 inputs are any fair value measurements that include unobservable inputs for the asset or liabilily for more than an insignificant portion of
the valuation. A level 3 measurement may be based primarily on level 2 inputs.

Non-Derivative Financial Assets and Liabilities

At Decenber 31, 2012 and 2011, the Company's carrying amounts of accounts receivable, due from related parties, shorterm investments,
bank indebtedness, accounts payable, accrued liabilifies, and due to related parties are representative of fair value because of the shorterm
nature of these instruments.

Fair Value Measurements of Long-Term Debt
The fair values and carrying values of the Company’s fongterm debt at December 31, 2012 and 2011 are as follows:

2012 2012 2011 2011

December 31 [millions of dollars) Carrying Value Fair Value Carnying Value Fair Value
longterm debt

$500 million of MTN Series 19 notes’ 512 512 521 521

$250 million of MTN Series 21 notes? 257 257 262 262

Other notes and debentures? 7,710 9,188 7225 8,615

8,479 9,957 8,008 9,398

" The faic value of $500 million of the MTN Seres 19 noles subject to hedging is primarily bused on changes in the present volue of future cash flows due o o change in
the yield in the swap market for the related swap fhedged risk).

? The fair valve of $250 million of the MIN Series 21 notes subject to hedging is primarily bosed on changes in the present value of future cash flows due 1o a change in
the yield in the swap market for the related swop thedged risk).

3 The fair value of other notes ond debentures, and the poriions of the MTN Series 19 notes and the MTN Series 21 notes that are not subject to hedging, represents the
market value of the notes and debeniures and is based on unadjusted periodend market prices for the same or similar debt of the same remaining maturities.

Fair Value Measurements of Derivative Instruments

At December 31, 2012, the Company had interestrate swaps totaling $750 million (2011 = $750 million) that were used to convert fixed-
rate debt to floatingrrate debt. These swaps are classified as fair value hedges. The Company's fair value hedge exposure was equal o about
9% (2011 ~ 9%} ot its total longerm debt of $8,479 million {2011 - $8,008 million]. At December 31, 2012, the Company had the
fellowing inferestrate swaps designated as fair value hedges:

[0} two $250 million fixed-iofloating interestrate swap agreements to convert $500 million of the $750 miflion MTN Series 19 notes
matusing November 19, 2014 into threermonth variable rate debt; and
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{b) two $125 million fixedHofloating interestrate swap agreements 1o convert $250 million of the $500 million MTN Series 21 notes
maturing September 11, 2015 into three-month variable rate debt.

At December 31, 2012, the Company also had inferestrate swaps with a total notional value of $900 million classified as undesignated
contracts. The undesignated coniracts consist of the following interestrate swaps:

fc} three $250 million floating-ofixed interestate swap agreements that lock in the floating rate the Company pays on @ porfion of
the above fixediofloating interestrate swops from December 11, 2012 to December 11, 2013, from February 21, 2012 1o

February 19, 2013, and from February 19, 2013 to February 19, 2014, respectively;

(d] two $50 million floatingiofixed interestrate swap agreements that lock in the floating rate the Company pays on the $50 million

floatingrate MTN Series 22 notes from January 24, 2012 to January 24, 2013, and from January 24, 2013 to january 24, 2014;

a Hd

e} @ $50 million floatingtofixed interestrate swop agreement that locks in the floafing rote the Company pays on the $50 million
floatingrate MTN Series 27 notes from March 4, 2013 1o December 3, 2013,

At December 31, 2012 ond 2011, the Company's carrying amounts of derivalive instruments were represertative of fair value.

Fair Value Hierarchy
The fair value hierarchy of financial assets and liabilities at December 31, 2012 and 2011 is as follows:

Carrying Fair
December 31, 2012 [millions of dollars} Value Value Level 1 Level 2 level 3
Assets:
ShorHerm investments 195 195 - 195
Long-term invesiment 251 251 - 251
Derivative instruments
Fair value hedges - interestrate swaps 19 19 - 19
465 465 - 465
Liabilities:
Bank indebledness 42 42 42 -
longterm debt 8,479 9,957 - 9,957
8,521 9,999 42 9,957
Carrying Fair
December 31, 2011 [miflions of doflars) Value Value level 1 level 2 level 3
Assets:
Shorterm investments 228 228 - 228
long-term investment 250 250 - 250
Derivative instruments
Fair value hedges — interestrate swaps 33 33 - 33
Undesignated contracts — interestrate swaps 1 1 - 1
512 512 - 512
Liabilities:
Bank indebledness 39 39 39 -
Longterm debt 8,008 Q,398 - 9,398
8,047 Q437 39 9.398
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The shortHerm investments represent investments with an original maturity of three months or less. The fair value of the shorterm investments is
determined using inpufs other than quoted prices that are observable for the assets. The Company obtains quotes for the fair value of the
shorterm investments from an independent third party.

The longterm investment represents the Province of Oniario Floating-Rate Notes. The fair value of the longterm invesiment is determined using
inputs other than quoted prices that are observable for the asset, with unrecognized gains or losses recognized in financing charges.

The Company obtains quoies from an independent third party for the fair value of the longterm invesiment, who uses the market price of
similar securities adjusted for changes in observable inputs such as maturity dates and interest rates.

The fair value of the derivative instruments is determined using other than quoted prices that are observable for these assets. The fair value is
primarily based on the present value of future cash flows using a swap vield curve to determine the assumptions for interest rates.

The fair value of the hedged portion of the longterm debt is primarily based on the present value of future cosh flows using o swap vield curve
to determine the assumpition for interest rates. The fair value of the unhedged portion of the longerm debt is based on unadjusted period-end
market prices for the same or similar debt of the same remaining maturities,

There were no significont ransfers between any of the levels during the years ended December 31, 2012 and 2011,

See Note 14 = Pension and PostRefirement and Post-Employment Benelits for furiher information regarding the fair value and related voluation

techniques for pension plan assets.

Risk Management
Exposure to market risk, credit risk and liquidity risk arises in the normal course of the Company's business.

Markef Risk

Market risk refers primarily to the risk of loss that resulis from changes in commodity prices, foreign exchange rates and interest rates. The
Company does not have commodity risk. The Company does have loreign exchange risk as it enters info agreements to purchase materiols
and equipment associated with capital programs ond projects that are sstiled in foreign currencies. This foreign exchange risk is not material,
although the Campany could in the future decide to issue foreign currency-denominated debt which would be hedged back to Canadian
dollors consistent with ifs risk management policy. Hydro One is exposed to fluctuations in inferest rates as the regulated rate of return for

the Company's ransmission and distribution businesses is derived using o formulaic approach that is based on the forecast for long-term
Govemment of Canada bond vields and the spread in 30year "A"rated Canadian utility bonds over the 30~ear benchmark Government
of Canada bond yield. The Company estimates that a 1% decrease in the forecasted longtern Government of Canada bond yield or the
“A"rated Canadian utility spread used in determining the Company's rate of return would reduce the Transmission Business' results of operations
by approximately $18 million {2011 ~ $18 million} and Hydro One Networks' Distribution Business” results of operations by approximately
$10 million {2011 =~ $10 million).

The Company uses a combination of fixed and variablerate debt 1o manage the mix of its debt particlio. The Company also uses derivative
linoncial insiruments fo manage interestrate risk. The Company utilizes interestrate swaps, which are typically designated as fair value hedges,
os a means to manage ifs interest rate exposure lo achieve a lower cost of debt. In addition, the Company may utilize inferestrate derivative
instruments fo lock in interest rote levels in anticipation of future financing. Hydro One may also enter info derivative agresments such as
forwardsstarting pay fixedinterestrate swap agreements 1o hedge against the effect of future inferest rate movements on longerm fixed-rate

borrowing requirements. Such arrangements are typically designated as cash flow hedges. No cash flow hedge agreements were oulsianding

as at December 31, 2012 or 2011.

A hypothetical 10% increase in the interest rates associated with variablerrate debt would not have resulied in a significant decrease in
Hydro One’s results of operations for the years ended December 31, 2012 or 2011

Fair Valve Hedges

For derivative instruments that are designated and qualify as fair value hedges, the gain or loss on the derivative as well as the offsetting loss
or gain on the hedged item afiributable 1o the hedged risk are recognized in the Consolidated Statements of Operations and Comprehensive
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Income. The net unrealized loss [gain} on the hedged debt and the related interest rate swaps for the years ended December 31, 2012 and
2011 are included in financing charges as follows:

Year ended December 31 (millions of dollars} 2012 2017
Unrealized loss [gain) on hedged debt (14} 25
Unrealized loss {gain] on fair value interestrate swaps 14 (25)

Net unrealized loss {gain) - _

Al December 31, 2012, Hydro One had $750 million (2011 — $750 million) of notional amounts of fair value hedges outstanding related
fo inferestrate swaps, with assets at fair value of $19 million {2011 = $33 miflion]. During the vears ended December 31, 2012 and 2011,
there was no significant impact on the resulis of operations as o result of ony ineffectiveness aitribuiable fo fair value hedges

Credit Risk

Financial assels create o risk that a counterpary will fail to discharge an obligation, causing a financial loss. At December 31, 2012 and
2011, there were no significant concentrations of credit risk with respect to any class of financial assets. The Company's revenue is earned from
a broad base of customers. As a result, Hydro One did not earn o significant amount of revenue from any individual customer. At December 31,

2012 and 2011, there was no significant accounts receivable balance due from any single cusiomer.

At December 31, 2012, the Company’s provision for bad debts was $23 million {2011 = $18 million]. Adjustments and write-offs
were defermined on the basis of a review of overdue accaunts, toking info consideration historical experience. At December 31, 2012,
approximately 3% of the Company’s accounts receivable were aged more than 60 days (2011 ~ 3%).

Hydro One manages its counterparty credit risk through various techniques including: entering info transactions with highly-rated counterparties;
limiting tofal exposure levels with individual counterparties consistent with the Company's Boardapproved Credit Risk Policy: entering into master
agreements which enable net seflement and the contractual right of offset; and menitoring the financicl condition of counterparties. In addition

fo payment nefing language in master agreements, the Company establishes credit limits, margining thresholds and collateral requirements for
aach counterparty. Counterparly credit limits are bosed on an infernal credit review that considers a variety of factors, including the results of

a scoring model, leverage, fiquidity, profitability, credit ratings and risk management copabilities. The determination of credit exposure for a
parficular counterparty is the sum of current exposure plus the potential future exposure with that counterparly. The current exposure is caleulated as
the sum of the principal value of money market exposures and the market value of all contracts that have o posifive markto-market position on the
measurement date. The Company would only offset the positive market values against negative values with the some counterparty where permitted
by the existence of a legal netling agreement such s an International Swap Dedlers Association master agreement. The potential future exposure
represents a safety margin to protect against future fluciuations of interest rates, currencies, equities, and commodities. It is calculated based

on factors developed by the Bank of Infernctional Setflements, following extensive historical analysis of random fluciuations of inferest rates and
currencies. To the extent that a counterparty’s margining thresholds are exceeded, the counterparty is required to post collateral with the Company
as specified in each agreement. The Company monitors current and farward credit exposure to counterparties both on on individuol and an
aggregate basis. The Company’s credit risk for accounts receivable is limited to the carrying amounts on the Consolidated Balance Sheets.

Derivative financial instruments result in exposure 1o credit risk since there is a risk of counterparty default. The credit exposure of derivative
contracts, before collateral, is represented by the fair value of contracts at the reporting date. At December 31, 2012, the counterparly credit
risk exposure on the fair value of these inferestrate swap contracts was $22 mitlion {2011 = $36 milfion). At December 31, 2012, Hydro
One's credit exposure for all derivative instruments, and applicable payables and receivables, had a credit rating of investment grade, with
four financial institutions as the counterparties. The credit exposure of each of the four counterparties accounted for mare than 10% of the tofal
credit exposure.

Liquidity Risk

liquidity risk refers o the Company’s ability to meet its financial obligations as they come due. Hydro One meets ifs shorterm liquidity
requirements using cash and cash equivalents on hand, funds from operations, the issuance of commercial paper, ihe revolving standby credit
facility, and by holding Province of Ontario FloatingRate Notes. The Commercial Paper Pragrom is supported by a fotal of $ 1,500 million in
liquidity facilities comprised of a $1,250 million commitied revolving credit facility with a syndicate of banks maturing in June 2017 and the
Province of Ontario FloatingRale Notes with a fair value of $251 million. The shortterm liquidity under this program and anticipated levels of
funds from operations should be sufficient to fund normal operating requirements.

76 HYDRO ONE ANNUAL REPORT 2012




NOTES TC CONSOUDATED FINANCIAL STATEMENTS

At December 31, 2012, accounts payable and accrued liabilities in the amount of $722 million are expected fo be seftled in cash at their
carrying amounts within the next year.

At December 31, 2012, Hydro One had issued longterm debt in the nofional amount of $8,460 million (2011 - $7,975 million].
longterm debt maturing during the next year is $600 million (2011 -~ $600 million). Interest paymenis for the next 12 months on the
Company’s outstanding long-term debt amount to $410 million {2011 ~ $408 million). Principal outstanding, interest payments and related
weighted average interest rates are summarized by the number of years io maturity in the following table.

Principal Outstanding Weighled Average

on longterm Debt Interest Payments’ Interest Rate!

Years to Maturity imillions of dollars) [millions of dollars) (%)
1 year 600 410 5.0
2 years 750 379 3.1
3 years 550 356 2.8
4 years 500 331 4.3
S years 600 320 2.2
3,000 1,796 4.1

6 -~ 10 years @00 1,403 3.6
Over 10 vears 4,560 4,138 56
8,460 7,337 4.9

T interest paymenls and weighted average interest rates beyond 1 vear exclude the impact of the $50 million floatingrate Series 22 noles due 2015 and the $50 million
pay g g Y Y p g
floatingrate Series 27 notes due 2016

13. CAPITAL MANAGEMENT
The Company's objectives with respect to its copital structure are to maintain effective occess to capifal on a longterm basis of reasonable
rates, and fo deliver oppropriate financial returns. In order 1o ensure ongoing effective access o capital, the Company targels fo mainiain an

"A" category longterm credit rating.

The Company considers ifs capital siructure to consist of shareholder's equity, preferred shares, longierm debt, and cash and cash equivalents.
Al December 31, 2012 and 2011, the Company's capital structure was as follows:

December 31 [millions of dollars) 2012 2011
Llongterm debt payable within one year 600 600
less: Cash and cash equivalents 195 228
405 3772

longterm debt 7,879 7,408
Preferred shares 323 323
Common shares 3,314 3,314
Retained earnings 3,202 2,827
6,516 6141

Total capital 15,123 14,244

The Company has customary covenants typically associated with long-erm debt. Among other things, Hydro One's longterm debt and credit
facility covenants limit the permissible debt to 75% of the Company's tolal capitalization, limit the ability to sell assets and impose a negative
pledge provision, subject 1o customary exceptions. At December 31, 2012 and 2011, Hydro One was in compliance with all of these
covenants and limitations.
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14. PENSION AND POST-RETIREMENT AND POST-EMPLOYMENT BENEFITS

Hydro One has a defined benefit pension plan, a supplementary pension plan, and postrefirement and postemployment benefit plans. The
defined benefit pension plan (Pension Plan} is contributory and covers all regular employees of Hydro One and its subsidiaries, except Hydro
One Brampion Networks. Employees of Hydro One Brampton Networks pariicipote in the OMERS plan, a muliiemployer public sector pension
fund. The supplemeniory pension plan provides members of the Pension Plan with benefits that would have been earned and payable under the
Pension Plan but for the limitations imposed by the Income Tax Act {Canada). The supplementary pension plan obligation is included with other
postretirement and postemployment benefit obligations on the Consolidated Balance Sheets.

The OMERS Plan

Hydro One confributions 1o the OMERS plan for the year ended December 31, 2012 were $2 million (2011 ~ $1 million]. Company
confributions payable af December 31, 2012 and included in accrued liabilities on the Consolidated Balance Sheets were $0.2 million
{2011 - $0.2 million). Hydro One contributions do not represent more than 5% of tofal contributions fo the OMERS plan, as indicated in
OMERS's most recently available annual report for the year ended December 31, 2011,

At December 31, 2011, the OMERS plan was 88.7% funded, with an unfunded liability of $7,290 million. This unfunded licbifity will likely
result in future payments by participating employers and members. Hydro One future contributions could be increased substantially i other
eniities withdraw from the plan.

Pension Plan, Post-Retirement and Post-Employment Plans

The Pension Plan provides benefits based on highest threeyear average pensionable earnings. For new management employees who
commenced employment on or after January 1, 2004, and for new Society of Energy Professionalsrepresented siaff hired after November 17,
2005, benefits are based on highest fiveyear average pensionable eornings. Afier refirement, pensions are indexed fo inflation.

Company and employees’ contributions to the Pension Plan are based on actuarial valuations performed af leas! every three yeors. Annual
Pension Plan contributions for 2012 of $163 million {2011 = $152 million) were based on an actuarial valuotion effective December 3 1
2011 and the level of 2012 pensionable eamings. Estimated annual Pension Plan coniributions for 2013 are $162 million based on the
December 31, 2011 valuation and the projecied level of pensionable earnings.

Hydro One recognizes the overfunded or underfunded siatus of the Pension Plan, and postrefirement and postemployment plans {Plans) as an
asset or liability on its Consolidated Balarce Sheets, with offsetiing regulatory ossets and liabikities as appropriate. The underfunded benefit
obligations for the Plans, in the absence of regulatory accounting, would be recognized in AOCL. The impact of changes in assumptions used
fo measure pension, postrefirement and postemployment benefit obligations is generally recognized over the expected average remaining
service period of the employees, For the year ended December 31, 2012, the measurement dote for the Plans was December 31
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PostRetirement and

Pension Benefits PostEmployment Benefits

Year ended December 31 (millions of dollars) 2012 2011 2012 2011
Change in projected benefit obligation

Projected benefit obligation, beginning of year 5,461 4,996 1,206 1,178
Current service cost 123 108 29 30
Interest cost 285 286 63 68
Reciprocal transfers 1 4 - -
Benefits paid {291) {289 (42 {42)
Net actuarial loss {gain) 928 356 203 (28)
Prajected benefit obligation, end of year 6,507 5,461 1,459 1,206
Change in plan assets

Fair value of plan assets, beginning of year 4,682 4,000 - -
Actual return on plan assets 425 102 - -
Reciprocal transfers i 4 - -
Benefits paid {291} [289) - -
Employer's caniributions 163 153 - -
Employees’ confributions 27 27 - -
Administraiive expenses {15) 4 - -
Fair value of plan assets, end of year 4,992 4,687 - -
Unfunded status 1,515 779 1,459 1,206

Hydro One presents its benefit obligations and plon assets net on its Consolidated Balonce Sheets within the following line iems:

PostRetirement and

Pension Benefits ’ PostEmploymert Benefits
December 31 [millions of dollars) 2012 2011 2012 2011
Accrued liabilities - - 43 43
Pension benefit licbility 1,515 779 - -
Postretirement and postemploymert benefit liability - - 1,416 1,163
Unfunded status 1,515 779 1,459 1,206

The funded /unfunded siatus of the pension, pastretirement and postemployment benefit plans refers 1o the difference befween the fir value of
p f p ploy B

plon assets and the projected benefit abligations for the Plans. The funded /unfunded status changes over time due to several factors, including

conlribution levels, assumed discount rates and actual returns on plan assefs.
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The following table provides the proiecfedk benefit obligation (PBO), accumulated benefit obligation [ABO) and fair value of plan assets for
the Pension Plan.

December 31 {millions of dollars) 2012 2011
PRO 6,507 5,461
ABO 6,074 5,038
Fair value of plan assets 4,992 4,682

On an ABO basis, the plans were funded at 82% at December 31, 2012 {2011 — 93%). On a PBO basis, the plans were funded at 77% at
December 31, 2012 (2011 ~ 86%). The ABO differs from the PBO in that the ABO includes no assumption about future compensation levels.

Components of Net Periodic Benefit Costs

The following table provides the components of the net periodic benefit costs for the years ended December 31, 2012 and 2011 for all plons:

PostRetirement and

Pension Benefits PostEmployment Benefits

Year ended December 31 [millions of dollars) 2012 2011 2012 2011
Current service cost, nef of employee contributions 96 81 30 30
Interest cost 285 286 63 67
Expected return on plan assets net of expenses (289} [291) - -
Actuarial loss amortization 112 68 8 7
Prior service cost amortization 3 4 3 4
Net Periodic Benefit Cost 207 148 104 108
Charged 1o results of operations’ 76 93 48 61
' The Company follows the cash basis of accounting consistent with the inclusion of persian costs in OEBapproved rales. During the year ended December 31, 2012,

pension costs of $163 million {2011 - $153 million} were atiributed 1o fabour, of which $76 million (2011 - $93 million} was charged to operations and $87 million

{2011 - $60 million] was capitalized as part of the cost of property, plant ond equipment and infangible assets.
Assumptions

The measurement of the obligations of the Plans and cosls of providing benefits under Plans involves various factors, including the development
of valuation assumptions and accounting palicy elections. When developing the required assumptions, the Company considers hisiorical
information os well as future expectations. The measurement of benefit obligations and costs is impacted by several assumptions including the
discount rafe applied to berefit obligations, the long-term expecied rate of refurn on plan assets, Hydro Cne's expected level of contributions
to the Plans, the incidence of mortality, the expected remaining service period of plan participants, the level of compensation and rate of
compensation increases, employee age, length of service, and the anficipated rate of increase of healh care costs, among other factors. The
impact of changes in assumptions used to measure the obligations of the Plans is generally recognized over the expected average remaining
service period of the plan participants. In selecting the expecied rate of refurn on plan assets, Hydro One considers historical econamic
indicators (including inflation and GDP growth) that impact asset returns, as well as expectations regarding future longterm capital market
performance, weighted by target asset class allocations. In general, equity securities, real estate and private equity investments are forecasted
to have higher returns than fixed income securifies.

The following weighted average assumptions were used ta determine the benefit obligations and benefit expense at December 31, 2012

and 201 1. Assumplions used fo delermine current yearend benefit obligations are the assumptions used 1o estimaie the subsequent year's net
periodic benefit costs.
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Post-Retirement and

Pension Benefits PostEmployment Benefits
Year ended December 31 2012 2011 2012 2011
Significant assumptions:
For net periodic benefit cost, year ended December 31:
Weighted average expecied rafe of return on plan assefs 6.25% 6.25% - -
Weighted average discount rafe 5.25% 5.75% 5.25% 5.75%
Rate of compensation scale escalation [without merif} 2.50% 2.50% 2.50% 2.50%
Rate of cost of living increase 2.00% 2.00% 2.00% 2.00%
Average remaining service life of employees fyears) 11 11 R 1
Rate of increase in health care cost trends! - - 4.41% 4.91%
For projected benefit obligation, at December 31:
Weighted average discount rote 4.25% 5.25% 4.25% 5.25%
Rale of compensation scale escalation {without merit] 2.50% 2.50% 2.50% 2.50%
Rate of cost of living increase 2.00% 2.00% 2.00% 2.00%
Rate of increase in healih care cost trends? - - 4.39% 4.41%

' 7.03% per annum in 2012, grading down 1o 4.41% per annum in and offer 2031 (2011 - 7.56% in 2011, grading down fo 4.91% per annum i and after 2029}

7 6.91% per anoum in 2013, grading down 1o 4.39% per annum in and after 2031 (2011 - 7.03% in 2012, grading down to 4.41% per annum in and after 2031}

The discount rate used fo determine the current year pension obligation and the subsequent year's net periodic benefit costs is based on o
yield curve approach. Under the yield curve approach, expected future benefit payments for each plan are discounted by a rate on o third
party bond yield curve corresponding io each duration. The vield curve is based on AA longerm corporate bonds. A single discount rate is
celevloted that would yield the same present value as the sum of the discounted cash flows.

(

-
Ine er

fect of 1% change in health care cost trends on the postrefirement and postemployment benefits is as follows:

Year ended December 31 [milfions of dollars) 2012 2011
Effect of 1% increase in health care cost irends on:
Projected benefit obligation at December 31 246 174
Service cost and interest cost 17 20

Effect of 1% decrease in health care cost lrends on;
Projected benefit obligation at December 31 {191) [138)
Service cost and interest cost {13) {1

Estimated Future Benefit Payments
At December 31, 2012, estimated future benefit payments by the Company fo Plan pariicipants were:

PostRefirement and

{miflions of dollars) Pension Benefits PostEmployment Benefits
2013 299 51
2014 306 54
2015 313 57
2016 318 61
2017 324 64
2018 fhro&gh 0 2022 1,690 374
Total estimated future benefir paymenis through 1o 2022 3,250 661
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Components of Regulatory Assets

A portion of actuarial gains and losses and prior service costs is recorded within regulotory osseis on Hydro One's Consolidated Balance
Sheets to reflect the expected regulatory inclusion of these amounts in future rates, which would otherwise be recorded in OCI. The following
table provides the actuariol gains and losses and prior service costs recorded within regulatory assels:

PostRetirement and

Pension Benefits PostEmployment Benefits

Year ended December 31 [millions of dollars) 2012 2011 2012 2011
Actuarial loss {gain] for the year 807 558 203 {27
Actuarial loss amortization (112) 68) (8 {71
Prior service cost amortization {3) [4) {3 {3}
692 186 192 (37)

The following table provides the components of regulatory assets that have not been recognized as components of net periodic benefit costs
for the years ended December 31, 2012 and 2011:

PostRetirement and

Pension Benefits PostEmployment Benefits

Year ended December 31 |millions of dollars) 2012 2011 2012 2011
Prior service cost 5 7 5 7
Actuarial loss 1,510 772 315 116
1,515 779 320 123

The following table provides the components of regulatory assels af December 31 that are expected fo be amortized as components of net
periodic berelit costs in the following yeor:

PostRetirement and

Pension Benafits PostEmployment Benefits

Year ended December 31 {millions of dollars) 2012 2017 2012 2011
Prior service cost 2 3 3 3
Actuarial loss 175 112 17 4
177 115 20 7

Pension Plan Assets

Investment Strategy

On a regular basis, Hydro One evaluates ifs investment sirategy 1o ensure that plan assets will be sufficient fo pay Pension Plan benefits when
due. As part of this ongoing evaluation, Hydro One may make changes fo its largeted asset allocation and investment strategy. The Pension
Plan is managed af a net asset level. The main objective of the Pension Plan is to sustain a certain level of net assets in order fo meet the
pension obligations of the Company. The Pension Plan fulfills its primary objective by adhering to specific invesiment policies outlined in its
Summary of Investment Policies and Procedures (SIPP), which is reviewed and approved by the lnvestment-Pension Commitiee of Hydra One’s
Board of Directors. The Company manages net assets by engaging knowledgeable external investment managers wha are charged with the
responsibility of investing existing funds and new funds [current year's employee and employer contributions) in accordance with the approved
SIPP. The performance of the managers is monitored through o governance structure. Increases in net assets are o direct result of investment
income generated by investments held by the Pension Plan and contributions to the Pension Plan by eligible employees and by the Company.
The main use of nel ossets is for benefit payments fo eligible Pension Plan members.
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Pension Plan Asset Mix
At December 31, 2012, the Pension Plan target asset ollocations and weighted average asset allocations were as follows:

December 31, 2012

Target Allocation (%)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Pension Plan Assets (%)

Equity securities 60.0 64.1
Debt securities 350 358
Other! 50 0.1

100.0 100.0

* Other investments include real esiate and infrastructure invesiments.

At December 31, 2012, the Pension Plan held $20 million of Hydro One corporate bonds {2011 = $27 million) and $243 million of debt

securifies of the Province (2011 ~ $214 million).

Concentrations of Credif Risk

Hydro One evaluated its Pension Plan’s asset porifolio for the existence of significant concentrations of credit risk as af December 31, 2012

and 201 1. Concentrations that were evaluated include, but are not limited to. investment concentrations in a single entity, concentrations in a

type of industry, and concenfrations in individual funds. At December 31, 2012 and 2011, there were no significant concentrations (defined

as greater than 10% of plan assets} of risk in the Pension Plan’s assets.

The Pension Plan manages its counterparty credit risk with respect to bonds by investing in investment-grade and government bonds and with

respect fo derivative instruments by fransacting only with financial institutions rofed at least A8 by S&P or “Ac?” by Moody's Invesiors Service

Inc. and also by ulilizing exposure limits to each counterparty. The risk of default on tansactions in listed securities is considered minimal, as the
Y ¢

trade will fail if either party 1o the ransaction does not meet its ebligation

Fair Value Measurements

The following tuble presents the Pension Plan assets measured and recorded of fair value on a recurring basis and their level within the fair

value hierarchy at December 31, 2012 and 201 1:

December 31, 2012 (millions of dollars) Level 1 level 2 Level 3 Total
Pooled funds 2 15 104 121
Cash and cash equivalents 125 - - 125
Shortterm securities - 100 - 100
Real estate - - 2 2
Corporate shares - Canadian 920 - - 920
Corporate shares — Foreign 2,077 - - 2,077
Bonds and debentures - Canadian - 1,643 - 1,643
Total fair value of plan assets! 3,124 1,758 106 4,988

" At December 31, 2012, the totol fair value of Pension Plan ussets excludes $ 16 million of inerest and dividends receivoble, $4 million relating 1o accruals for pending sales

transactions and $8 million relafing to accruals for pension administration expense.
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December 31, 2011 |millions of dollars) level 1 level 2 level 3 Total
Pooled funds 3 15 165 183
Cash and cash equivalents 128 - - 128
Shortterm securities - 38 - 38
Real estate - - 2 2
Corporale shares — Canadian 820 - - 820
Corporate shares - Foreign 1,820 - - 1,820
Bonds and debentures ~ Canadian - 1,675 - 1,075
Bonds and debentures ~ Foreign - ] - ]
Total fair value of plan assets! 2,771 1,729 167 4,667

" A December 31, 2011, the total fair value of Pension Plan assets excludes $17 million of inferest ond dividends receivable, $8 million of receivables relafing to pending

o)

sales ransaciions, and $10 miflion relating to accruals for pension administration expense,

See Note 12 - Fair Value of Financial Instruments and Risk Management for a description of levels within the fair value hierarchy.

Changes in the Fair Value of Financial Instruments Classified in Level 3

The following toble summarizes the changes in fair value of financial instruments classified in Level 3 for the years ended December 31, 20172
and 2011, The Pension Plan classifies financiol instuments as Level 3 when the foir volue is measured based on ot least one significent input
that is not observable in the markets or due o lack of liquidity in cerlain markets. The gains and losses presented in the 1oble below may include
changes in fair value based on both observable and uncbservable inputs.

Year ended December 31 [millions of dollars) 2012 2011
Fair value, beginning of year 167 167
Realized and unrealized gains 5 18
Purchases 6 @
Sales and disbursements (72} (271
Fair value, end of vear 106 167

There have been no material transfers info or out of level 3 of the fair value hierarchy.

The Company performs sensifivity analysis for fair value measurements classified in tevel 3, subsiiiuting the unobservable inputs with one
or more reasonobly possible alternative assumptions. These sensitivity analyses resulied in negligible changes in the fair value of financicl
insiruments classified in this level.

Valuation Techniques Used to Determine Fair Value

Pooled Funds

The pooled fund category mainly consists of private equity investments. Private equity invesiments represent private equity funds that invest in
operafing componies that are not publicly fraded on a stock exchange. Invesiment strategies in private equily include limited partnerships in
businesses that are characlerized by high internal growth and operational efficiencies, venture capital, leveraged buyouts and special sivations
such as disiressed investments. Private equity valuations are reported by the fund manager and are based on the valuation of the underlying
investments which includes inputs such as cost, operating results, discounted future cash flows and markerbased comparable data. Since these
valuation inputs are not highly observable, private equity invesiments have been categorized as Level 3 within pocled funds.

Cash Equivalents
Demand cash deposits held with banks and cash held by the investment managers are considered cash equivalents and are included in the fair
value measurements hierarchy as level 1.

ShortTerm Securities

Shorterm securifies are valued at cost plus accrued interest, which approximates fair value due to their shorterm nature. Shortterm securities
have been categorized as level 2.
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Real Estate
Real estate investments represent private equity invesiments in holding companies that invest in real estate properties. The investments in the

holding companies are valued using net asset values reporied by the fund manager. Real esiate invesiments are categorized as Level 3.

Corporate Shares
Corporate shares are valued based on quoled prices in active markets and are categorized as level 1. Investments denominated in foreign
currencies are tanslated into Canadian currency at yearend rates of exchange.

Bonds and Debentures
Bonds and debentures are presented at published closing trade quotations, and are categorized as Level 2.

15, ENVIRONMENTAL LIABILITIES
The Company has accrued the following discounted amouris for environmental liabilities on the Consolidaied Balance Sheets at December 31,

2012 and 201 1:

December 31 [millions of dollars) PCB LAR Total
2012
Environmental liabilities, January 1 199 58 257
Interest accrefion 9 2 11
Expenditures (8) {10} {18}
Revaluation adjustment {3 2 {1
Environmental liabilities, December 31 197 52 249
less: current portion (13} {9) {22)
184 43 227
December 31 [millions of dollars) PCB AR Total
2011
Environmental fiabilities, January 1 251 58 309
Interest accretion 12 2 14
Expenditures (D) {7 (16}
Revaluation adjusiment [(55) 5 {50)
Environmental liabilities, December 31 199 58 257
less: current portion {13) 9 [27)
186 49 235

The fellowing table illusirates the reconciliation between the undiscounted basis of the environmental liabilifies and the amount recognized in the
Consolidated Balance Sheets after facioring in the discount rafe:

December 31 [millions of dollars) PCB LAR Total
2012

Undiscounted environmental liabilities, December 31 233 54 287
less: discounting accumulated liabilities 1o present value {36} {2} {38)
Discounted environmental liabilities, December 31 197 52 249
December 31 [millions of dollars) PCB LAR Total
2011

Undiscounted environmental liabilities, December 31 242 61 303
less: discounting accumulated liabilities o present value [43) {3} [46)
Discaunted environmental liabilities, December 31 1909 58 257
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Estimated future environmental expenditures for each of the five years subsequent to December 31, 2012 and in fotal thereafier are as follows:
2013 - $22 million; 2014 — $38 million; 2015 - $36 million: 2016 - $22 million; 2017 — $17 million; and thereafier — $152 million.

At December 31, 2012, of the total estimated future environmental expenditures, $233 million relate to PCB {2011 ~ $242 million} and

$54 million relate to LAR {2011 ~ $61 million).

Consistent with its accounting policy for environmental costs, Hydro One records a liability for the estimated mandatory fulure expenditures
associated with the removal and destruction of PCBcontaminated insulating oils and reloted electrical equipment and for the assessment ond
remediation of chemically-contominated lands.

There ore uncertainties in estimating future environmental costs due to potential external events such as changes in legislation or regulations

and cdvances in remediation technologies. All factors used in estimating the Company's environmental liabilities represent management's best
estimates of the present value of the cost required to meet existing legislation or regulations. However, it is reasonably possible that numbers

or volumes of contaminated assets, cost estimates to perform work, inflation assumptions and the assumed pattern of annual cash flows may
differ significantly from the Company's current assumptions. In oddition, with respect to the PCB environmental liability, the availability of eritical
resources such as skilled labour and replacement assets and the ability fo lake maintenance outages in critical facififies may influence the timing
of expenditures. Fstimated environmenial liabilities are reviewed annuolly or more frequently if significant changes in regulation or other relevant
factors oceur. Esfimate changes are accounted for prospectively. The Company records o regulotory asset reflecting its expectation that future
environmental costs will be recoverable in rates.

In determining the amounts to be recorded as environmental liabilities, the Company estimates the cusrent cast of completing required work
ond mokes assumptions as to when the future expenditures will actually be incurred, in order o generate future cash flow informotion. A long-
term inflation assumption of opproximately 2% hos been used fo express these current cost estimaies as estimoted future expenditures. Future
enviranmental expenditures have been discounted using factors ranging from 3.75% fo 6.25%. depending on the appropriate rate for the
period when increases in the obligations were first recorded

PCBs

In September 2008, Environment Canada published its final regulations governing the management, storage and disposal of PCBs. These
regulalions were enacted under the Conadian Environmental Profection Act, 1999, These regulations impose timelines for disposal of PCBs
based on cerfain criteria, including type of equipment, in-use status and PCB-contamination thresholds. All PCBs in concentrations of 500 parts
per million (ppm] or more, except for specified equipment, had 1o be disposed of by the end of 2009, with the excepiion of specifically
exempted equipment. Under the regulations, PCBs in equipment in concenirations greater than 50 ppm and less than 500 ppm, or greater
than 50 ppm for poletop ransformers, poletop auxiliary electrical equipment and fight ballasts must be disposed of by the end of 2025.

Management judges that the Company currently has very few PCBcontaminated assets in excess of 500 ppm. Assels 1o be disposed of by
2025 primarity cansist of polemounted distribution line transformers and light ballasts. Contaminated distribution and fransmission siation
equipment will generally be replaced or will be deconiaminated by removing PCB-contominated insulating oif ond retro filling with replacement
oil that contains PCBs in concentrations of less than 2 ppm.

The Company's best estimate of the tolal estimated future expenditures o comply with current PCB regulations is approximately $233 million.
These expenditures are expected fo be incurred over the period from 2013 1o 2025. As a result of its most recent cost esfimate 1o comply with
current PCB regulations, the Company recorded a revaluation adjusiment to reduce the PCB environmental liability by approximately $3 million

{2011 ~ $55 million).

LAR

The Company's best estimate of the fofal estimated future expenditures ta complete its LAR program is approximately $54 millian. These
expenditures are expected fo be incurred over the peried from 2013 fo 2020. As part of its annual review of environmental liabilities, the
Company also reviewed its liability for LAR. As a result of this review, the Company recorded a revaluation adjusiment to increase the LAR
environmental liability by approximately $2 miflion {2011 — $5 million).
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16. ASSET RETIREMENT OBLIGATIONS

ARQOs, which represent legal obligations associated with the retirement of certain tangible longrived assets, are computed as the present value

of the projecied expenditures for the future refirement of specific assets and are recognized in the period in which the liability is incurred, if

a reosonable estimate of fair value can be made. If the asset remains in service af the recognition date, the present value of the liabifity is
added to the corrying amount of the associated asset in the period the liability is incurred and this additional carrying amount is depreciated
over the remaining life of the asset. If an ARO is recorded in respect of an ouiofservice asset, the asset refirement cost is charged to resuls of
operations. Subsequent to the initial recognition, the liability is adjusted for any revisions o the esiimated future cash flaws associoted with the
ARO [with corresponding adjusiments fo property, plant and equipment], which can occur due 1o a number of factors including, but not limited
o, cost escolafion, changes in fechnology applicable to the assets to be refired ond changes in federal, state or local regulafions, as well as
for accretion of the liability due 1o the passage of fime until the obligation is sefifed. Depreciation expense is adjusted prospectively for any
increases or decreases lo the carrying amount of the associated asset.

All factors used in estimating the Company's AROs represent management's best estimales of the costs required fo meet existing legislation
or regulations. Howeves, it is reasonably possible that numbers or volumes of contaminated assets, cost estimates to perform work, inflation
assumptions and the assumed pattem of annual cash lows moy differ significantly from the Compony’s current assumptions. AROs are reviewed

annually or more frequently if significont changes in regulation or other relevant faciors occur. Estimate changes are accounted for prospectively,

In determining the amounts 1o be recorded as AROs, the Company estimates the current fair value for completing required removal and
remediation work and makes assumptions as to when the future expenditures will actually be incurred, in order to generate future cash flow
informatian. A longerm inflation assumption of approximalely 2% has been used to express these current cost esfimates as esfimated future
expenditures. Future expenditures hove been discounted using factors ranging from approximately 3% to 5%, depending on the appropriafe
rate for the period when expenditures are expected 1o be incurred.

At December 31, 2012, Hydro One had recorded AROs of $15 million {2011 - $15 million), consisting of $7 million {20171 - $7 million)
related to the estimated fulure expenditures associated with the removal and disposal of asbestosconiaining materials installed in some of ifs
facilities, as well as $8 million (2011 - $8 million} related to the future decommissioning and removal of two of its switching stations.

The Company's liability for the esiimated fuiure expenditures associated with the removal and disposal of asbestoscontaining materials installed
in some of its facilities is based on management's best estimate of the present value of the estimated future expenditures to comply with current
regulations. In 2010, the Company completed a study with the aid of an expert external consuliant lo estimate the fulire expenditures required
1o remove osbeslos prior to facility demolifion. The amount of interest recorded is nominal and there have been no expenditures associoled with
these obligations to date.

In 2011, Hydro One recarded an ARO of $4 million related to the future decommissioning and removal of one of its swilching stations, in
addition 1o the ARO of $4 million recorded in a prior year related to the future decommissioning and removal of another switching station.
The amount of inferest recorded is nominal and there have been no expenditures associated with these obligations to date.

17. SHARE CAPITAL

Preferred Shares

The Company has 12,920,000 issued and outsianding 5.5% cumulative preferred shares with a redemption value of $25 per share or
$323 million total value. The Company is authorized to issue an unlimited number of preferred shares.

The Company’s preferred shares are enfitled to an annual cumulative dividend of $18 million, or $1.375 per share, which is payable

on a quarterly basis. The preferred shares are not subject to mandatory redemption (except on liquidation] but are redeemable in certoin
circumstances. The shares are redeemable at the option af the Province ot the redemption value, plus any accrued and unpaid dividends, if
the Province sells a number of the common shares which it owns 1o the public such that the Province's holdings are reduced to fess than 50% of
the common shares of the Company. Hydro One may elsct, without condition, fo pay all or part of the redemption price by issuing addifional
common shares fo the Province. If the Province does not exercise its redemgption right, the Company would have the abilfity to adjust the
dividend on the preferred shares fo produce a yield that is 0.50% less than the then-current dividend market yield for similorly rated preferred
shares. The preferred shares do not carry voling rights, except in limited circumstances, and would rank in pricrity over the common shares
upon liquidation.
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These preferred shares have conditions for their redemption that are outside the control of the Company because the Province can exercise ifs
right to redeem in the event of change in ownership without approval of the Company’s Board of Directors. Because the conditional redemption
feature is outside the control of the Company, the preferred shares are classified outside of Shareholder's Equity on the Consolidated Balance
Sheets. Monagement believes that it is not probable that the preferred shares will become redeemable. No adjustment to the carrying value

of the preferred shares has been recognized at December 31, 2012. If it becomes probable in the future that the preferred shares will be
redeemed, the redemption value would be adjusted.

Common Shares
The Company has 100,000 issued and cutstanding common shares. The Company is authorized to issue an unlimited number of
common shares.

Cemmon share dividends are declored at the sole discretion of the Hydro One Board of Directors, and are recommended by management
based on resulis of operations, maintenance of the deemed regulatory capital siructure, financial conditions, cash requirements, ond ofher
relevant factors, such as industry practice and shareholder expectations.

Earnings per Share
Earmings per share is calculoted as net income for the year, after cumulative preferred dividends, divided by the weighted average number of
common shares outstonding during the year.

18. DIVIDENDS
In 2012, preferred share dividends in the amount of $18 million (2011 —~ $18 millicn) and common share dividends in the amount of
$352 million (2011 ~ $150 million] were declared.

19. RELATED PARTY TRANSACTIONS

Fydro One is owned by the Province. The OEFC, IESO, Ontario Power Authority {OPA}, Ontario Power Generation Inc, {OPG) and the OER
ore relaled parties 1o Hydro One because they are controlled or significandly influenced by the Province. Transactions between these parties
and Hydro One were as follows:

Hydro One received revenue for transmission services from the IESO, based on vniform fransmission rates approved by the OEB. Transmission
revenues include $1,474 million (2011 ~ $1,366 million) related to these services. Hydro One receives amounts for rural rate protection
from the IESO. Distribution revenues include $127 million {2011 ~ $127 million} related to this prograrm. In 2012, Hydro One also

received revenue related fo the supply of electricity fo remote northern communities fram the IESO. Distribution revenves include $28 million
{2011 ~ $28 million) related to these services.

In 2012, Hydro One purchased power in the amount of $2,392 million {2011 - $2,401 million} from the I[ESC-administered electricity
market; $10 million (2011 — $16 million} from OPG; and $7 million (2011 = $10 million) from the OFFC.

Under the Ontario Energy Board Act, 1998, the OEB is required to recover all of its annual operating costs from gas and electricity distributors
and transmitters. In 2012, Hydro One incurred $11 million {20171 ~ $11 million} in OB fees.

Hydro One has service level agreements with OPG. These services include field, engineering, logistics and telecommunications services. In
2012, revenues related 1o the provision of construction and equipment mainlenance services with respect to these service level agreements
were $10 million (2011 ~ $7 million), primarily for the Transmission Business. Operation, maintenance and administration costs related 1o the
purchase of services with respect 1o these service level agreements were $2 million in 2012 {2011 — $2 million).

The OPA funds substantially all of the Company’s Conservation and Demand Management {CDA) programs. The funding includes progrom
costs, incentives, and management fees. In 2012, Hydro One received $39 million (2011 ~ $39 million) from the OPA related ta the
CDM programs.

The provision for Plls and payments in lieu of property taxes were paid or payable to the OFFC, and dividends were paid or payable to
the Province.
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Sales to and purchases from related parties occur at normal market prices or at a proxy for fair value based on the requirements of the OEB's
Affiliate Relationships Code. Quistanding balances at period end are unsecured, inferest free and setled in cash. At December 31, 2012, the
Company held Province of Ontario Floating-Rate Notes with a fair value of $251 million {2011 — $250 million).

The amounts due to and from related parties as a result of the transactions referred to above are as follows:

December 31 [millions of doflars) 2012 2011
Due from related parties 154 156
Due fo related parties’ {257} (342)
Llongterm invesiment 251 250

tincluded in due to related parfies at December 31, 2012 are amounts owing o the IESQ in respect of power purchases of $199 million (2011 — $209 million}.

20. CONSOLIDATED STATEMENTS OF CASH FLOWS

The changes in noncash balances related to operations consist of the following:

Year ended December 371 {millions of dollars) 2012 2011
Accounts receivable {30) {18)
Due from related parties 2 [32)
Materials and supplies 2 14}
Other assets {4) 1
Accounis payable {14) 29
Accrued liabilities 10 o8
Due to related parties {85} 61
Accrued inferest 10 ]
long-term accounts payable and other liabilities 13 -
Postretirerent and postemployment benefit liability 56 60
(40) 184

Supplementary information:
Net interes! paid 411 410
Payments in lieu of corporate income faxes 197 80

21. CONTINGENCIES

Legal Proceedings

Hydro One is involved in various lawsuits, claims and regulalory proceedings in the normal caurse of business. In the opinion of management,
the outcome of such matiers will not have a matericl adverse effect on the Company’s consolidoted financial posifion, results of operations or

cash fows,

Transfer of Assets

The transfer orders by which the Company acquired certain of Onlario Hydro's businesses as of April 1, 1999 did not transfer title fo some
assels located on Reserves (as defined in the Indian Act {Canadal). Currently, the OEFC holds these assets. Under the terms of the transfer
orders, the Company is required to manage these assets unfil it hos oblained all consents necessary to camplete the fransfer of fitle of these
assets fo itself. The Company cannot predict the aggregate amount that it may have 1o pay, either on an annual or onedime basis, to obtain
the required consents. However, the Company anticipates having to pay mare than the $1 million that it paid in 2012. If the Company cannot
obiain the required consents, the OEFC will continue 1o hold these assets for an indefinite period of time. If the Compony cannt reach o
satisfactory setlement, it may have 1o relocate these assets to other locations at a cost that could be substantial or, in a limited number of cases,
io abandon a line and replace it with dieselgeneration facilities. The costs relating to these assets could have a material adverse effect on the
Comparny’s results of operations if the Company is not able to recover them in future rate orders.
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22. COMMITMENTS

Agreement with Inergi LP (Inergi]

Effective March 1, 2002, Inergi, a wholly-owned subsidiary of Cap Gemini Canada Inc., began providing services fo Hydro One. On
May 1, 2010, consistent with the terms of the contract, the Company extended the Master Services Agreement with Inergi for a further
three-year period. This agreement will expire on February 28, 2015. As a result of this agreement, Hydro Cne receives from Inergi a range
of services including business pracessing and information technology cutsourcing services, as well as core system support reloted primarily fo
SAP implementation and oplimization. Inergi billings for these services have ranged between $93 million and $130 million per year and are
subject to extemal benchmarking every three years to ensure Hydro One is receiving a defined, compelifive and continuously improved price.

At December 31, 2012, the annual commitments under the Inergi agreement are as follows: 2013 = $136 million; 2014 = $130 million;
2015 - $21 million; 2016 and thereafter — nil.

Prudential Support

Purchasers of electricity in Ontario, through the IESO, are required to provide securily to mifigate the risk of their defaull based on their expected
activity in the market. As at December 31, 2012, the Company provided prudential support o the [ESO on beholf of Hydro One Networks
and Hydro One Brampton Networks using parental guarantees of $325 million (2011 = $325 million}, and on behalf of two distributors using
guarantees of $0.7 million {2011 = $0.7 million). On April 27, 2012, Fydro One's highest credit rating declined from the “Aa” category

o the “A”" category. Based on the new credit rating category, the Company has provided letters of credit in the amount of $22 million to the
[ESO. The IESO could draw on these guarantees and /or letiers of credit if these subsidiaries or distributors fail to make a payment required by
a default notice issued by the IESO. The maximum potential payment is the face value of any letters of credit plus the nominal amount of the
parental guarantees.

Retirement Compensation Arrangements

Bank letters of credit have been issued o provide security for the Company's liability under the terms of a trust fund established pursuant to the
supplementary pension plan for the employees of Hydro One and its subsidiaries. The supplementary pensian plan trustee is required 1o diaw
upon these leflers of credit if Hydro One is in default of its obligations under the terms of this plan. Such obligations include the requirement
to provide the frustee with an annual actuaricl report as well as leffers of credit sufficient 1o secure the Company's licbility under the plan, fa
pay benefits payable under the plan and to pay the letter of credit fee. The maximum potential payment is the face value of the letters of
credit. At December 31, 2012, Hydro One had letters of credit of $127 million (20711 = $124 million) outstanding relafing to retirement
compensation arrangemens.

Operating Leases

Hydro One is commitied as lessee fo irevocable operating lease confracts for buildings used in administrative and service related functions
and storing telecommunication equipment. These leases nave an average lite of between one and five vears with renewal opfions for periods
ranging from one to 10 years included in some of the contracts. All leases include a clause to enable upward revision of the rental charge on
an annual basis or on renewal according to prevailing market condifions. There are no restrictions placed upon Hydro One by entering info
these leases. Hydro One Networks and Hydre One Telecom are the principal entifies concerned.

At December 31, 2012, the future minimum lease payments under norcancellable operafing leases were as follows:

December 31 [millions of dollars) 2012 2011
Within one year 10 8
After one year but not more thon five years 29 26
More than five years 14 20

53 54

During the year ended December 31, 2012, the Campany made lease payments totaling $9 million (2011 ~ $6 million).
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23. SEGMENTED REPORTING

Hydro One has three reportable segments:

s The Transmission Business, which comprises the core business of providing electricity fransporiation and connection services, is responsible
for transmitting electricity throughout the Ontaric electricity grid;

s The Disiribution Business, which comprises the core business of delivering and selling electricity o cusiomers; and

* Other, the operations of which primarily consist of those of the telecommunications business.
The designation of segments has been bused on a combination of regulatory status and the nature of the products and services provided.
Operating segments for the Company are determined based on information used by the chief operating decision maker in deciding how to
allocate resources and evaluate the performance at each of the segments. The Company evaluates segment performance based on income

befare financing charges and provision for Pils from confinuing operations fexcluding ceriain allocated corporate governance costs).

The accounting policies followed by the segments are the some as those described in the summary of significant accaunting policies
< Y ¢ g
{see Note 2 ~ Significant Accounting Policies] Segment information on the above basis is as follows:

Year ended December 31, 2012 (millions of dollars) Transmission Distribution Other Consolidated
Segment profit
Revenues 1,482 4,184 62 5,728
Purchased power - 2,774 - 2,774
Operation, maintenance and administration 402 608 61 1,071
Depreciation and amortization 320 329 10 659
Income {loss) before financing charges and provision for Pils 760 473 9) 1,224
Financing charges 358
Income before provision for Pils 866
Capital expenditures 776 671 7 1,454
Year ended December 31, 2011 (millions of doflars) Transmission Distribution Other Consolidated
Segment profit
Revenues 1,389 4019 63 5,471
Purchased power - 2,628 - 2,628
Operation, maintenance and administration 4272 609 61 1,092
Depreciation and amortization 302 304 10 616
Income {loss] before finoncing charges and provision for Pits 565 478 (8} 1,135
Financing charges 344
Income before provision for Pils 791
Capital expenditures 810 628 Q 1,447
December 31 (millions of dollars) 2012 2011
Total assets
Transmission 11,586 10,589
Distribution 8,621 7,594
Other 604 653
20,811 18,836

All revenues, costs and assets, as the case may be, are earned, incurred or held in Canada.

HYDRO ONE ANNUAL REPORT 2012 9]



NOTES TO CONSOUDATED FINANCIAL STATEMENTS

24. TRANSITION TO US GAAP

The adopion of US GAAP has been made on a refrospective basis with restatement of comparative information 1o reflect US GAAP
requirements in effect at that fime. The Company's transition date to US GAAP is January 1, 2011, which is the commencement of the 2011
comparative period to the Company’s 2012 Consclidated Financial Statements.

Measurement and classification differences resulling from Hydro One's adoption of US GAAP are presented below. With respect o
measurement and classification differences, the tables under the heading US GAAP Differences represent quantitative reconciliations of the
Consolidated Balance Sheets and the Consolidated Siatements of Changes in Shareholder's Equity, previously presented in accordance

with Canadian GAAP, 1o the respective amounis and classifications under US GAAP, together with descriptions of the various significan
measurement and classification differences arising from the adoption of US GAAP. Consolidated Balance Sheefs and Consolidated Statements
of Changes in Shareholder's Equity reconciliations are presented as at January 1, 2011 and December 31, 2011, representing the
commencement and ending dates of the comparative financial year to 2012 There were no measurement or classification differences
resulting from Hydro One'’s adoption of US GAAP on the Consalidated Statements of Operations and Comprehensive Income.

Except as otherwise disclosed in this nofe, the change in basis of accounting from Canadian GAAP to US GAAP did not materially impact
accounting policies or disclosures. Reference should be made to the previously filed Canadian GAAP Corsclidated Financial Statements as of

and for the year ended December 31, 2011 for additional information on Canadian GAAP accounting policies and practices.

The following table summarizes the increases {decreases) to tofal assets:

{millions of dollars) Notes Janvary 1, 2011 December 31, 2011
Total assets — Canadian GAAP 17,327 18,368
Deferred debt costs A 32 32
Delerred pension asset B {460) [466)
Regulatory assels B 450 Q02
Total assets — US GAAP 17,344 18,836
The following table summarizes the increases [decreases) fo tolal liabilifies:

{millions of dolkars] es January 1, 2011 December 31, 2011
Total fiabilities — Conadian GAAP 11,347 11,914
Llongterm debt A 5 Q
Net unamortized debt premiums A 27 23
Pension benefit lickility B 297 779
Postretirement and postemployment benefit liability B 153 123
Regulatory liabilities B (460) (466)
Total liabilities — US GAAP 11,363 12,382
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US GAAP Differences
The reconciliations of the January 1, 2011 and December 31, 2011 Consolidated Balance Sheets from Canadian GAAP to US GAAP

are as follows:

NOTES TO COMNSOUDATED FINANCIAL ST,

ATEMENTS

Ehect of
Canadian transition fo
Janvary 1, 2011 (millions of dolflars) Notes GAAP US GAAP US GAAPR
Assets
Current assets:
Cash 33 - 33
Shorterm investments 139 - 139
Accounts receivable F 28 (124} 787
Due from related parties F - 124 124
Regulatory assets 42 42
Materials and supplies 21 - 21
Deferred income tox assets 35 - 35
Derivative instruments C - i 1
Other c (1] 7
1,189 - 1,189
Property, plant and equipment:
Property, plant and equipment in service
{net of accumulated depreciation] 12,520 - 12,520
Construction in progress 1,402 1,402
Future use land, components and spares 139 - 139
14.061 - 14.060
Other Eomgierm ossets:
Regulatory assefs B 1,013 450 1,463
Deferred pension asset B 460 {460} -
Longterm investment 249 - 249
Intangible assets Inet of accumulated amortization) 189 - 189
Goodwill 133 - 133
Deferred debt costs A - 32 32
Derivative instruments C - 7 7
Deferred income tax assets 19 - 10
Other C Q (7 2
2,072 22 2,094
Total assets 17,322 22 17,344
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NOTES TO CONSOUDATED FINANCIAL STATEMENTS

Fffect of
Canadian transition fo
January 1, 2011 [millions of dollars Notes GAAP US GAAP US GAAP
Liabilities
Current liabilities:
Accounts payable and accrued charges D, F 884 [884]) -
Accounts poyable D - 125 125
Accrued liabilities D - 478 478
Due to related parties F - 281 281
Accrued interest 84 - 84
Regulatory liabilifies 72 - 72
longterm debt payable within one year 500 - 500
1,540 - 1,540
longterm debt A 7,278 5 7,283
Other long-term liabilities:
Postretirement and postemployment benefit liability B Q80 153 1,133
Deferred income tox liabilities 693 - 693
Pension benefit liability B - 267 297
Environmental liabilities 287 - 287
Regulatory liabilities B 540 {460} 80
Net unamortized debt premiums A 27 27
Asset refirement obligations [ - 1
Longrterm accounts payable and other liabilities 12 - 12
2,523 17 2,540
Total licbilifies 11,341 22 11,363
Preferred shares E - 323 323
Sharehelder’s equity
Preferred shares E 323 {323} -
Common shares 3,314 - 3,314
Retained eamings 2,354 - 2,354
Accumulated other comprehensive loss [10) - [10)
Total shareholder’s equity 5,981 {323 5,058
Total figbilities, preferred shares and shareholder’s equity 17,322 22 17,344
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Effect of
Canadian transition fo
December 31, 2011 {millions of dollars) Notes GAAP US GAAP US GAAP
Assefs
Current assets:
ShorHerm investments 228 - 228
Accounts receivable F Q61 (156) 805
Due from related parties F - 156 156
Regulatory assets 24 - 24
Matedals and supplies 25 - 25
Deferred income fax assets 19 - 19
Derivative instruments C - ] 1
Other C 20 m 19
1,277 1.277
Property, plant and equipment:
Property, plant and equipment in service
{net of accumulated depreciation) 13,329 - 13,329
Construction in progress 1,436 - 1,436
Future use land, componenis and spares 138 - 138
14,903 - 14,903
Other longHerm assets:
Regulatory assets B8 1,064 Q02 1,966
Deferred pension asset B 466 {466] -
Lengterm investment 250 - 250
Intangible assets {net of accumulated amortization) 224 - 224
Goodwill 133 - 133
Deferred debt costs A - 32 32
Derivative instruments C - 33 33
Deferred income tax assets 7 - 17
Other C 34 {33) 1
2,188 468 2,656
Total assets 18,368 468 18,836
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NOTES TG CONSOUDATED FINANCIAL STATEMENTS

Effect of
Canadian transition to
December 31, 2011 |millions of dollars) Notes GAAP US GAAP US GAAP
Liabilities
Current liahilities:
Bank indebtedness 30 - 39
Accounts payable and accrued charges D F 1,071 {1,071} -
Accounts payable D - 154 154
Accrued liabilities D - 575 575
Due to related parties F E 342 342
Accrued interest 85 - 85
Regulatory liabilities 25 - 25
longterm debt payable within one year 600 - 600
1,820 - 1,820
Longierm debt A 7,399 Q 7,408
Other longrterm liabitities:
Postretirement and postemployment benefit liability B 1,040 123 1,163
Deferred income tax liabilities 758 - 758
Pension benefit liability B - 779 779
Environmental liabilities 235 - 235
Regulatory liabilities B 635 [466) 169
Net unamortized debt premiums A - 23 23
Asset refirement obligations 15 - 15
Longterm accounis payable and other liabilities 12 -~ 12
2,695 459 3,154
Total liabilities 11,914 468 12,382
Preferred shares E - 323 323
Shareholder’s equity
Preferred shares £ 323 [323) -
Common shares 3,314 - 3,314
Retained earnings 2,827 - 2,827
Accumulated other comprehensive loss {10} - [10)
Total shareholder’s equity 6,454 (323} 6,131
Total liabilities, preferred shares and shareholder’s equity 18,368 468 18,836
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NOTES TO CONSOUDATED FINANCIAL STATEMENTS

The adjusiments 1o the January 1, 2011 ard December 31, 2011 equity from Canadian GAAP 1o US GAAP are as follows:

Accumulated Other Total
Janvary 1, 2011 Comprehensive Retained Shareholder's
[millions of dollars) Common Shares  Preferred Shares Income {loss) Earmnings Equity
Canadian GAAP 3,314 323 110} 2,354 5,981
Other comprehensive income - - - -
Preferred shares reclassified
outside shoreholder’s equity - [323) - - (323}
US GAAP 3,314 - {10} 2,354 5,658
Accumulated Other Total
December 31, 2011 Comprehensive Retained Shareholder's
[millions of dollars) Common Shares  Preferred Shares Income {Loss) Farnings Equity
Canadian GAAP 3,314 323 (10} 2,827 6,454
Other comprehensive income - - - - -
Preferred shares reclassified
autside shareholder's equity - {323) - - [323)
US GAAP 3,314 - (10 2,827 6,131

Notes to the Transitional Adjustments

Under US GAAP, the Company [i) measures certain assets and licbilities differently than it had under Canadian GAAP [see details on each
measurement change below); and {ii] discloses certain assets, liabilities and equity on different lines in the Consolidated Financial Statements
than it had under Canadian GAAP (see details on each dlassification change below],

A. Debt Issuance Costs (classification change)

Under Canadion GAAP, costs of arranging debt financing, premiums and discounts were netied against longrerm debt. Under US GAAP,
costs of ananging debt financing ore included in "Deferred debt cosis” as part of “Other longterm assets”, and et unamortized premivms are
included in "Net unamortized debt premiums” as part of “Other longterm liabilities”.

At January 1, 2017 and December 31, 2011, the effect on the Consclidated Balance Sheets is reflected by the following increases:

{millions of dollars) January 1, 2011 December 31, 2011
Other long-term ossets:

Deferred debt costs 32 32
Other long-term liobilities:

Net unamortized debt premiums 27 23
Long-term debt 5 %

B. Pension, Post-Retirement and Post-Employment Benefits (measurement change)

Under Canadian GAAP, the Company disclosed, but was not required fo recognize, the net unfunded siatus of pension, postretirement and
postemployment benefit obligations on the Consolidated Balance Sheets. Under US GAAF, the Company recognized the unfunded status of
pension, postretirement and postemployment benefit obligations on the Consolidated Bolance Sheets with an offset to associated regulatory
assets for the #ransitional fair value adjustments as the incremental obligations are expected fo be recavered through future rates charged to
customers. The deferred 1ax assets and liabilities arising on recognition of incremental pension, postretirement and postemployment benefir
obligations and the associated regulatory assets offset each other, with na material impact on the Consolidated Statements of Operations and
Comprehensive Income. In the absence of regulatory accounting, the related tax impact on the opening transitional adjustments would result in
the recognition of deferred tax assets of $113 million on January 1, 2011 and $224 million on December 31, 2011,
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NOTES TO CONSOUDATED FINANCIAL STATEMENTS

At January 1, 2011 ond December 31, 2011, the effect on the Consolidated Balance Sheets is reflected by the following increases [decreases):

{millions of dollors) Janvary 1, 2011 December 31, 2011
Other long-term assets:
Deferred pension asset {460} {466)
Regulatory assets' 450 902
Other long-term liobilities:
Pension benefit fiability 297 779
Postrefirement and postemployment benefit liability 153 123
Regulatory liabilities? [460) [466)

Represents offsetling regulatory assets for incremental obligations for pension and non-pension obligatians of $297 million and $153 million on Janvary 1, 2011, and
$779 million and $123 million on December 31, 2011, respectively.

? Represents writeoff of deferred pension asset regulatory liability under Canadian GAAP.

C. Derivative Instruments (classification change)

Inder Canadian GAAP, the Company classified its derivative instruments in designated hedging relationships and in economic hedging
relationships under the category of “Other assets” on the Consolidated Balance Sheets. Under US GAAP, the Company has included these
balances in “Derivative instruments”.

AtJanucry 1, 2011 and December 31, 2011, the effect on the Consclidated Balance Sheets is reflected by the following increases
(decreases):

[millions of dollars) January 1, 2011 December 31, 2011
Current assels:
Derivative instruments 1 1
Orther (1 ]
Other long-term assets:
Derivative instruments 7 33
Other 171 (33)

D. Accounts Payable (classification change)
Under Canadian GAAP, frade and nontrade payables were disclosed as “Accounts payable and accrued charges”. Under US GAAP, trade
payables are recognized in “Accounts payable” and non-trade payables are recognized in "Accrued liabilities”.

At Jonuary 1, 2011 and December 31, 2011, the effect on the Consplidated Balance Sheets is reflected by the following increases [decreases):

[millions of dollars) January 1, 2011 December 31, 2011
Current ligbilities:
Accounts payable 125 154
Accrued liabilities 478 575
Accounts payable and accrued charges [603) 729}

E. Preferred Shares (classification change)

Under Canadian GAAP, Hydro One's preferred shares were classified as equity, and preferred dividends were deducied from relained
earnings and accrued as declared. Under US GAAP, the preferred shares are classified outside shareholder’s equity because of conditional
redempion features in the preferred share agreement. Under US GAAP, the preferred dividends continue to be deducted from retained earnings
ond accrued as declared {see Note 17 — Share Capital).
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NOTES TO CONSOLUDATED FINANCIAL STATEMENTS

Atlanuary 1, 2011 and December 31, 2011, the effect on the Consclidated Balance Sheets is reflecied by the fallowing increases {decreases):

{millions of doflars) January 1, 2011 December 31, 2011
Preferred shares 323 323
Shareholder’s equity:

Preferred shares {323) {323}

F. Related Party Balances (classification change)

Under Canadian GAAP, receivables from related parties and payables 1o related parties were disclosed as “Accounts receivable” and
"Accounts payable and accrued charges”, respectively. Under US GAAP, receivobles from related parties are recognized in “Due from related
parties” and payables to related parfies are recognized in “Due o related parties”.

At January 1, 2011 and December 31, 2011, the effect on the Consclidated Balance Sheets is reflected by the following increases {decreases):

{millions of doffars) Jonuary 1, 2011 December 31, 2011
Current assefs:
Due from related parties 124 156
Accounts receivable (124) [156)
Current liabilities:
Due 1o related parties 281 342
Accounts payable and accrued charges (281) 13472]

25. COMPARATIVE FIGURES

The comparative Consolidated Financial Stalements have been reclassitied from sialements previous]y presented to conform fo the preseniation
of the December 31, 2012 Consolidated Financial Statements.
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FIVE-YEAR SUMMARY CF FINANCIAL AND OPERATING STATISTICS

FIVE-YEAR SUMMARY OF FINANCIAL

AND OPERATING STATISTICS

Statements of Operations Data

Year ended December 31 [millions of dollars) 20127 20117 20102 20097 20087
Revenues
Distribution 4,184 4019 3,754 3,534 3,334
Transmission 1,482 1,389 1,307 1,147 1,212
Other 62 63 63 63 51
5,728 5,471 5,124 4,744 4,507
Costs
Purchased power 2,774 2,628 2,474 2,326 2,181
Operation, maintenance and administration 1,071 1,092 1,078 1,057 065
Depreciation and amortization 659 616 583 537 548
4,504 4,336 4135 3,920 3,694
Income before financing charges and provision
for payments in lieu of corporate income taxes 1,224 1,135 Q89 824 903
Financing charges 358 344 342 308 292
income before provision for payments in ey
of corporate income taxes 866 791 647 516 611
Provision for payments in liev of corporate income taxes 121 150 56 46 113
Net income 745 641 591 470 498
Basic and fully diluted earnings per common share (dollars) 7.280 6,278 5727 4,528 4,797
Dividends per common share declared [dollcrs) 3,523 1,500 100 1,700 2,410
Balance Sheets Data
December 31 (millions of doflars) 20127 2011 2010! 20002 20082
Assets
Distribution 8,621 7,594 6,915 6,481 5,873
Transmission 11,586 10,589 © 820 8,993 7877
Other 604 653 609 161 128
Total Assets 20,811 18,836 17,344 15,635 13,878
Liabilifies
Current liabiliies {including current portion
of longterm debt) 1,756 1,820 1,540 1,655 1,300
long-term debt 7,879 7.408 7,283 6,281 5,733
Other longterm liabilities 4,346 3,154 2,540 2,281 1,721
Preferred shares 323 323 323 - -
Shareholder’s equity
Preferred shares - - - 323 323
Common shares 3,314 3,314 3,314 3,314 3,314
Retained earnings 3,202 2,827 2,354 1,791 1,497
Accumulated other comprehensive income @) o) (10} (10} {10)
Totul liabilities, preferred shares and shareholder’s equity 20,811 18,836 17,344 15,635 13,878

' Based on US GAAP

? Based on Canadian GAAP
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Other Financial Data

FIVE-YEAR SUMMARY OF FINANCIAL AND OPERATING STATISTICS

Year ended December 31 2012 20711 2010 2009 2008
Capital expenditures (millions of dollars)
Distribution 671 628 629 643 570
Transmission 776 810 Q36 G18 704
Other 7 Q 5 5 10
Totdl capital expenditures 1,454 1,447 1,570 1,566 1,284
Ratios
Net asset coverage on longterm debt ratio! 1.81 1.81 1.77 1.79 1.84
Earmings coverage ralio? 2.83 2.71 2.39 2.15 2.63
Operating statistics
Transmission
Units transmitted [TWWh)? 141.3 1415 142.2 139.2 148.7
Ontario 20-minute system peak demand (MW)? 24,768 25,505 25,145 24,477 24,231
Ontario 6C-minute system peak demand MW)? 24,636 25,450 25,075 24,380 24,195
Total ransmission lines {circuitkilometres) 29,327 28,942 28,051 28,924 29,039
Distribution
Units distributed 1o Hydro One customers (TWh)? 29.2 292 291 280 209
Units distributed through Hydro One lines {TWh/34 42.4 42.5 42.5 435 447
Tolal distribution lines {circuitkilometres) 121,525 120,514 123,552 123,528 123,260
Customers 1,381,926 1,365,379 1,345,177 1,333,920 1,325,745
Total regular employees 5811 5,781 5717 5,427 5,032

" The net asset coveroge on longrerm debs ratio is caleulated as folol assets minus toial licbilities excluding longterm deb fincluding current portion) divided by

longerm debi {including current portion)

? The earnings coverage rafio hos been coleulated as the sum of net income, financing charges and provision for payments in lie of corporale income toxes divided

by the sum of financing charges, capitalized interest and cumulative preferred dividends.

¥ Systemrelated stafistics include prefiminary figures for December.

“Units distributed through Hydro One lines represent foial distribution system requirements and include eleciricity distributed 16 consumers who purchosed power

directly from the £SO
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BOARD OF DIRECTORS
(as at December 31, 2012)

James Arnett?
Chair of the
Board of Directors,
Hydro Cne Inc.

Kathryn A. Bouey™*#
President,

TBG Strategic
Services Inc.

Corporate Director

Loura Formusa
President and
Chief Executive Cfficer,

Hydro One Inc.

Retired
December 31, 2012

Don MacKinnon®4
President,
Power Workers” Union

Walter Murray'37
Corporate Director

Yezdi Pavri'4
Corporate Director

Douglas E. Speers®*¢
Corporate Director
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Carmine Marcello
President and

Chief Executive Officer
Hydro Ore Inc.

Flected
January 1, 2013

George Cooke™?’
Chief Executive Officer,
The Dominion of
Canada Genreral
Insurance Company

lonet Holder®¢7

Executive Vice President,

Western Access,
Enbridge Inc.

Michael J. Mueller’ 24
Corporate Director

Rebert L. Pace??7
President and CEQ,
The Pace Group lid.

Gale Rubenstain??®
Pariner,

Goodmans LLP
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¢ Human Resources

* Business Transformation Com

Board Commitiess

Audit and Finance Committee The Audit and Finance
Commitee oversees the infegrity of ccmun,mg policies and
financiol reporting, internal controls, internal audit

financial risk exposures, finaneial complicnce and sthics
policies. The commities met seven times in 2012,

Corporate Gavernance Commitiee The Corporate Governance
Commit resporsible for the Board’s governance of the
Company. it recommends issues to be HESCJ;sec*‘ af meefings of
the Board of Directors, reviews the mandate of the Board and
each commitiee of \F‘u Board, mr*om s BQGrd Assess|
monitors the quality of management's relationship with the Bord
and recommends suilable nominees for election 1o the Boord of
Directors. The committee mat five times in 2012

mittiee The Human Resources

Commitee is responsible for reviewing the appropricieness
of our current ard future organization o’ siructuie, succession
plons for corporate and divisional officers, the code of
business conduci, and the performance ond remuneration of
our senior executives, including recommending 1o the Board
the remuneration of the President and CEO T‘wc commitiee
me! eleven times in 2012,

vittee The Business
Trarsformation Commitiee is responsible for s
Board in its oversight responsibiliies in oll ma
to the Company's comerstone project, the /\wa
Distribution System and Continuc
ihe planning, development and <mp?emen'u'so~ J major
fransmission system or distrib
described in the Corporaiic Energy :mpiemenfoﬁlor
Plar. The committee met six fimes in 2012,

sHil

story and Public Policy &’)mm,’fee The Regular tory ond
Public Policy Committee monitors the Currpory% compliance
with applicable regulatory requirements ond legislation and
advice
se Board of Direciors on public offairs issues hat have a
gnificant impact on us. The commitiee oversees compliance
progroms, policies, s‘or‘dcrds and procedures and reviews
the Com par: Y's proposals s for rofe applications, complience
ootions and reports. The commitiee met four fimes in 2012

is 1 espon sible for identifving, ”ssess‘rq and provi
)

3
fof i

sion

Healih, Safely ond Environment Committes The Heolth, Safety
and Environment Commitiee Is responsible for reviewing
cccupational health, safety and environment policies
sor\”“(”s, and progroms, compliance with occupationol
healih, safety and environmenial legislation, policies and

standards, and public health and safety issues. The committee
met four fimes in 2012

e's primary function is fo assis! the Boord in
fulfilling its oversight responsibilities in ol motters related
i the Corporation’s Pension Plan including the "iyom One
Pension Fund. The committes met four fimes in 2012,

i}




Hydro One Inc.

Is @ holding company with subsidiaries
that operate in the business areas of
electricity fransmission and distribution
and felecom services.

Hydre One Networks Inc.
Represents the majority of our business,
which is regulated by the Oniario Energy
Board. It is involved in the planning,
consfruction, operation and maintenance
of our transmission and distribution

networks.

Hydro One Brampton
Networks Inc.

Distributes electricity to one of the fastest
growing urban cenires in Canada, just
30 kilometres outside of Toronto.

Hydro One Remote
Communities Inc,

Operates ond mainioins the
generation and distribution assets
used to supply electricity fo 21 remote

communities across Northern Ontario

that are not connecied to the province's
eiec?rici‘fy fransmission grid

Hydre One Telecom Inc.
Markets our fibreroptic capacity to

business customers. This business
represents less than one per cent of
our total assets.

CORPORATE INFORMATION

Corporate Address
483 Bay Street

Toronto, Ontario MG 2P5
{416) 345-5000
1-8779551155

www. HydroOne.com

Investor Relations
[416] 3456867
investor relations@HydroOnes. com

Media Inquiries
[416) 3456868
1-877-506-7584

Customer Inquiries
Power outage ond
emergency number:
1-800-434-1235
Residential, farm and

small business accounts:
1-888-664-9376

Business accounis:

1-877-447-44172

Auditors
KPMG P




To learn more about what Hydro One is doing to deliver electricity,
build for the future and keep the environment heatthy, visit

www.HydroOne.com
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SHARED SERVICES CAPITAL - CORNERSTONE

1.0 OVERVIEW

The Cornerstone Project is part of the overall information technology (“IT”) strategy to
replace several of Hydro One’s key enterprise information systems as they reach their
‘end of life’. The Cornerstone Project is also a major business process transformation
initiative that provides a platform for further effectiveness and efficiency gains at Hydro

One. The Cornerstone Project is being carried out in four phases as summarized below:

Phase 1 (Completed June 2008): Replaced end of life Passport application and
functionality associated with work management, supply chain, procurement, accounts
payable and asset registry with a modern Enterprise Asset Management (“EAM™)

solution using SAP.

Phase 2 (Majority Completed August 2009, minor items completed in 2010): Replaced
end of life PeopleSoft application for Finance / Human Resources / Payroll processing
with functionality provided by SAP Enterprise Resource Planning (“ERP”) that is
integrated with the EAM solution installed in Phase 1. The Phase 2 implementation also
addressed the analytical and reporting business needs for work management, finance,

investment management, HR and Pay using SAP’s Business Intelligence (“BI”) platform.

Phase 3 (In-Service 2011-2014): Enhance integrated planning, Enterprise Asset
Management / Enterprise Resource Planning / Business Intelligence systems, tools and
processes by expanding Hydro One’s SAP solution and integrating key
systems/technologies and specialized packaged point solutions to drive additional
business value, improve end-to-end process efficiency and improve asset lifecycle

management analytics/decisions. This includes adding and enhancing SAP functionality
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for asset analytics, business planning, planning/scheduling/dispatch and supply chain
optimization as well as integrating specialized software applications for asset investment
planning, geo-spatial analytics and engineering & design. The in-service dates for this
phase have been extended over the period of 2011-2014 due to the advancement of the
Cornerstone Phase 4 initiative. Supply Chain optimization work was completed
successfully in June 2011. Asset Analytics, Business Planning & Consolidation, Asset
Investment Planning and Engineering Design projects are currently underway. Planning,

Scheduling and Dispatch improvements are targeted for 2013/2014.

Phase 4 (2011-2013): Replace end of life Customer Information System (*CIS™)
including customer/account services, billing, settlements, and open market systems. The
CIS project is currently replacing the legacy CIS systems with a unified platform based
primarily on SAP’s industry leading billing application — Customer Relationship &
Billing (CRB). In addition to SAP, the project is implementing an Itron application to
facilitate integration to and from the IESO for billing of Time Of Use residential
customers as well as perform meter data management for interval billed commercial and
industrial customers.  This implementation will upgrade numerous capabilities across
the organization from customer interaction to customer demand management to service
order processing to device management. This initiative will alse integrate CIS into the
current SAP core, which will provide benefits due to tighter integration with the Work
Management and Finance applications. This phase supports only Hydro One Distribution

and no costs are reflected in the Hydro One Transmission revenue requirement.
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Table 1 below identifies the capital expenditures for the Cornerstone program for the

period 2009 to 2014.

Table 1
Cornerstone Capital 2009 — 2014 ($ Millions)
Historic Bridge Test TX Allocated
2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2013 | 2014
Minor Fixed 021 03| 110 12 i ] ] -
Assets
Development 90.7 | 189 | 59.7 | 1084* | 44.9* | 100 | 152 | 57
Projects
2‘;‘:‘ Capital 90.9 | 192 | 707 | 109.6* | 44.9% | 100 | 152 | 57

* 2012 - $85.7M and 2013 - 18.1M is directly allocated to DX only for Cornerstone Phase 4 (CIS)

The Cornerstone capital expenditures consist of Minor Fixed Assets and Development
Costs. The latter includes all the costs to acquire, install and place into service the new
systems. Capital expenditures support the Sustainment, Development, and Operations
work programs of Hydro One Networks Inc. As such, Phase 1, 2 & 3 consist of assets
that are largely shared by both the Transmission and Distribution businesses with
Cornerstone Phase 4 being allocated solely to Hydro One Distribution. The differences in
year to year expenditures are the result of the phasing of the Cornerstone implementation.

The Cornerstone Project OM&A spending is shown in Exhibit C1, Tab 4, Schedule 05.

Cornerstone Value Realization (Benefits):

Hydro One has implemented the first two phases of the program and is realizing value
across the following four value areas: Productivity, Cost Effectiveness and Process
Efficiency; Better Decisions; Compliance; and Employee Engagement. The Cornerstone
program is continuing to drive forward on the next phases and will extend and expand
upon these same value areas as the program rolls out across new business functions.

Additional detail for how Cornerstone aligns to these value areas is as follows:
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Productivity, Cost Effectiveness and Process Efficiency

Cornerstone has addressed business operation inefficiencies through the adoption of
industry standard processes. Hydro One has not customized the business systems to
accommodate current business processes; rather, Hydro One has replaced current
business processes with industry standard practices that are fully supported by our
new business systems. Cost effectiveness is achieved with the reduction in material
costs and material handling costs as well as IT application operating costs. Process

efficiency generates value by streamlining business operations.

Better Decisions

Better decision making arises from leveraging better information to optimize
decisions on asset investments, system reliability and customer needs. To aid in
enabling this objective, Cornerstone has provided an integrated system of record and
business intelligence reporting and analytics platform for asset and business data

which allows for easier access to reliable data for developing investment strategies.

Compliance

Cornerstone has facilitated improved adherence to the internal controls framework.
Hydro One can now better adapt to changing conditions and promote internal
efficiency, and more easily ensure the reliability of financial statements and

compliance with laws and regulations.

Employee Engagement

Cornerstone supports the corporate Human Resources strategy by securing employee
commitment through: cultivating staff ownership of processes and information; pride
in achieving enhanced productivity; and confidence in compliance with standardized

procedures.
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Through this program delivery approach, the Cornerstone Program is well positioned to
achieve the value targets from Phases 1, 2, 3 and 4. As each of the phases are built upon
the SAP foundation, the achievement of the savings from these investments is being
tracked together as a part of the overall Cornerstone program. Table 2 provides a

summary of the realized savings from 2009-2011 as well as a summary of the savings

projected for 2012-2014. The overall value of the Cornerstone Project is tracking to plan.

Table 2
Allocated Cornerstone Value Realization 2009 — 2014 ($ Millions)

Realized — Total Program Planned — Total Program

Total

Historic Bridge Test Test

2009 2010 2011 2012 2013 2014

TXOM&A 6.3 13.1 15.7 15.7 17.4 18.4
TX Capital 15 9.7 54 174 187 740
Total TX 08 3 781 781 361 04
DX OM&A 39 20.7
DX Capital 31 41 6.0 6.0 153 163
Total DX 73 10.8 132 132 762 370

2.0 BACKGROUND

The capital work program for Cornerstone commenced in 2007. Phase 1 of the project
was successfully completed in June 2008. The majority of Phase 2 was completed in
August 2009. Work is well underway for both Phase 3 and Phase 4. The first three

phases of the Cornerstone Project are discussed below:

Phase 1 — Enterprise Asset Management (“EAM”) Core Functionality (Completed June

2008)
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The EAM initiative replaced the existing Passport applications with a modern EAM
solution in June 2008. The result is an integrated EAM application that has enabled more
effective information transfer within the Company and provided the basis for
connectivity with other core systems as they are replaced or upgraded. Phase 1 savings
(both Transmission and Distribution) total $200 million over a seven year period
beginning in 2009. Total savings of $62.2M are expected in the test years 2013 and 2014

as shown in Table 3 and have been incorporated into the current business plan.

Total Cornerstone Phase 1 Savirll;gs l(;]il) (Transmission & Distribution)
2009 2010 2011 2012 2013 2014
OM&A 8.9 16.0 18.2 18.2 18.2 18.2
Capital 6.4 1.1 12.9 12.9 12.9 12.9
Total 15.3 27.1 31.1 31.1 31.1 311

As Phase 1, Phase 2 and in-service portions of Phase 3 have been implemented within an
integrated SAP solution of EAM, ERP and BI; savings are tracked based on the
integrated solution. Phase 1 and Phase 2 Savings have a cumulative LTD value of
$90.6M and an end target of $250M over 7 years. Phase 3 has a LTD value of $2.5M and
an end target in the range of $160-$200M of savings. These savings are being realized
across 3 primary areas: Strategic Sourcing and Discount Capture; Headcount reductions

relative to the EB-2010-0002 filing; and through the rationalization of legacy IT systems.

Strategic Sourcing and Discount Capture:

Through improved collaboration across the business units and better visibility through
SAP, the supply chain organization is able to execute a go-to-market strategy consisting
of an approved set of standardized ratings with firm volume commitments resulting in
significant reductions in the unit pricing with the vendors. The net result is a reduced

material cost for projects and programs within the work program. In addition, through
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better analysis and management of contractual terms, the supply chain organization is
better able to define payment terms and achieve discounts through timely approvals.
These reduced material costs are reflected in the in-year actuals as well as for the test

years. Graph | represents the value realized from the strategic sourcing value area.

Process Efficiencies enabling Headcount Reductions:

Through improved business processes enabled by SAP functionality and workflow,
access to the right information at the right time through SAP Business Intelligence and
improved collaboration across the business units, all lines of business were able to reduce
their headcount requirements relative to the EB-2010-0002 filing. The net result is a
labour savings for projects and programs within the work program. This reduced labour
cost is reflected in the in-year actuals as well as for the test years. Graph 2 represents the

value realized from the process efficiency value area.

Application Rationalization:

Through the Cornerstone program, IT has been able to drive a rationalization of legacy IT
systems including major systems replaced as the core functionality of Phase 1 and 2 as
well as many ancillary business and system tools that have been absorbed into the SAP
landscape. The net result is a reduction in IT application, database, license and support
costs for over 450 (life to date, year end 2011) business software applications and system
tools. This reduced IT cost is reflected in the in-year actuals as well as for the test years.

Graph 3 represents the value realized from the Application Rationalization value area.
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Graph 3
Application Rationalization
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Graph 2
Process Efficiencies enabling Headcount Reductions
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Phase 2 — Enterprise Resource Planning (“ERP”) and Business Intelligence (“BI”)

Functionality (Majority Completed August 2009, minor items completed in 2010)

The ERP & BI initiative replaced the existing PeopleSoft, Cognos and SAS applications
with a modern SAP ERP and BI solution in August 2009 integrated into the Phase 1 SAP
EAM solution. The result is an integrated enterprise suite that has further enabled more
effective information access and productivity within the company. Phase 2 savings (both
Transmission and Distribution) total $50 million over a seven year period starting in
2009. Total savings of $15.6 million are expected in the test years 2013 and 2014 as

shown in Table 4 and have been incorporated into the current business plan.

Total Cornerstone Phase 2 Savi’lfgs l(g;a) (Transmission & Distribution)
2009 2010 2011 2012 2013 2014
OM&A 1.6 3.8 4.6 4.6 4.6 4.6
Capital 1.2 2.7 3.2 32 3.2 32
Total 2.8 6.5 7.8 7.8 7.8 7.8

As Phase 1 and Phase 2 have been implemented within an integrated SAP solution of
EAM, ERP and BI; savings are tracked based on the integrated solution. Please refer to

explanation following Table 3 for details on the realization of Phase 2 benefits.

Phase 3 Enhanced Integrated Planning (In-Service 2010-2014):

Phase 3 will enhance integrated planning, Enterprise Asset Management / Enterprise
Resource Planning / Business Intelligence systems, tools and processes by expanding
Hydro One’s SAP solution and integrating key systems/technologies and specialized
packaged point solutions to drive additional business value, improve end-to-end process

efficiency and improve asset lifecycle management analytics/decisions. This includes
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adding and enhancing SAP functionality for asset analytics, business planning,
planning/scheduling/dispatch and supply chain optimization as well as integrating
specialized software applications for asset investment planning, geo-spatial analytics and
engineering & design automation. The in-service dates for this phase have been extended
over the period of 2011-2014 due to the advancement of the Cornerstone Phase 4
initiative. Supply Chain optimization work was completed successfully in June 2011.
Asset Analytics, Business Planning & Consolidation, Asset Investment Planning and
Engineering Design projects are currently underway. Planning, Scheduling and Dispatch

improvements are targeted for 2013/2014.

Supply Chain Optimization Project:

Following the core supply chain implementation in Cornerstone Phase 1, it was
recognized that there were additional optimization opportunities to expand the supply
chain functionality. The objectives of the optimization project were to further enhance
capabilities for strategic sourcing, discount capture, electronic interaction with vendors
for procurement and invoicing, and services procurement. The Supply Chain
Optimization project completed successfully in June 2011 and the value associated with

expanded strategic sourcing and discount capture are tracking to plan.

Asset Analvtics:

Enhanced Asset Management (AM) Analytics builds on the success of Cornerstone
Phases 1 and 2 by developing a cascading delivery framework of asset management
analytics that leverages SAP Business Intelligence to guide/support investment planners
to make strategic asset lifecycle investment decisions that optimize cost and operational
risks. Analytic tools are being developed to consistently provide a comprehensive and
cascading information view of asset risks/priorities based on demographics, condition,
performance, criticality, obsolescence, customer, Health Safety & Environment and other

operational risks. The Asset Analytics project is currently underway with an in-service
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date of January 2013 and will achieve value associated with maintenance cost reductions,
process efficiencies for asset management staff and improved prioritization of the asset

needs to optimize investments.

Business Planning and Consolidation Project:

The SAP BusinessObjects Planning & Consolidation ("BPC") tool provides the
framework in which to include the entire business planning, forecasting and reporting
process, and will be fully integrated with SAP. The main function of the model is to
prepare financial information in support of the business planning process and rate
applications to the Ontario Energy Board. The BPC project is currently underway with
an in-service date of June 2012 and will achieve value associated with process
efficiencies for finance and operating lines of business as well as improved risk

mitigation associated with business planning integrity and quality.

Asset Investment Planning (“AIP”):

AIP will deliver business value through revised business processes and tools that will
optimize investment decisions aligned with Hydro One strategic objectives, support
business planning, investment scenario analysis, estimating, in-year / across-year
redirection and improve the collaborative end-to-end investment planning processes as
well as support regulatory rate filings. The AIP Project will build upon previous
Cornerstone investments and will implement corporate wide investment planning,
prioritization and optimization processes through integrated processes and tools in a
phased approach. The AIP project is currently underway with a staged approach for a
stand-alone implementation in 2012 and a fully integrated solution in 2013 and will
achieve value associated with process efficiencies for asset management and operating

lines of business as well as improved investment decisions.
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Engineering Design Transformation (“EDT™):

The EDT initiative is planned in a staged approach to deliver improvements in
engineering design and automation. Stage 1 is currently underway to implement a
configured Electrical Design Automation toolset. The full implementation plan will be
developed for implementation in 2013. Value is expected to be achieved in the areas of
improved engineering design through improved speed to construction, enhanced design
accuracy and quality, further standardization and repeatability and loop diagram

automation.

Planning, Scheduling and Dispatch:

The Planning, Scheduling and Dispatch project will expand and improve the business
processes of work initiation, planning (90+ days), scheduling (5-90 days), dispatch (0-5
days) and work completion and reporting. The solution will leverage SAP, Mobile and
GIS investments to improve back office and field worker productivity and drive
improved quality and consistency of data captured at source. This initiative is planned to

be in-service in 2014 with benefits ramping up starting in 2015.

Phase 3’s implementation schedule has been extended through 2014 due to the
advancement of Cornerstone Phase 4. Costs and benefits have been adjusted accordingly.
Hydro One expects savings from improved processes, elimination of duplicative data
systems and improved transparency across the organization. Total savings of

$40.1million are expected in the test years 2013 and 2014 as shown in Table 5.
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Table 5§
Total Cornerstone Phase 3 Savings ($M) (Transmission & Distribution)

2009 2010 2011 2012 2013 2014
OM&A - - 0.2 0.2 5.2 7.2
Capital - - 23 2.3 10.7 17.0
Total - - 2.5 2.5 15.9 24.2

Phase 3 benefits are being realized in 2011/2012 for the in-service project (Supply Chain
Optimization) and savings are being tracked as a part of the integrated solution.
Additional savings will ramp up over the 2013-2015 years to include benefits from Assct
Analytics, Business Planning & Consolidation, Asset Investment Planning, Engineering
Design Transformation and Planning and Scheduling. The Phase 3 estimated benefit of

$160-$200 million will follow the same methodology utilized for Phase 1 & 2 benefits.

Phase 4 (2011-2013) - Replace Customer Information System (“CIS”) Functionality
(Hydro One Distribution Only)

Phase 4 of the Cornerstone Program will replace end of life Customer Information
System (“CIS”) including customer/account services, billing, settlements, and open
market systems. The CIS project is currently replacing the legacy CIS systems with a
unified platform based primarily on SAP’s industry leading billing application —
Customer Relationship & Billing (CRB).

Hydro One expects Distribution Business savings from the CIS implementation to total
$172 million over a 7 year time horizon. Total savings of $24.0 million are expected in
the test years 2013 and 2014 as shown in Table 6 and these savings have been
business plan.

incorporated into the current
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Table 6
Total Cornerstone Phase 4 Savings ($M) (Distribution)

2009 2010 2011 2012 2013 2014
OM&A - - - - 3.3 % 92 *
Capital - - - - 43 % 72%*
Total - - - - 7.6 * 16.4 *

* Hydro One Distribution only for Cornerstone Phase 4 (CIS)
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NON-TYPICAL CAPITAL - CUSTOMER INFORMATION SYSTEM

1.0

NEED

Hydro One’s Customer Information System (“CIS”) has reached its end of life and must

be replaced immediately. This critical replacement falls under the capital spend category

of non-typical spending as described in Exhibit B, Tab I, Schedule |.

The project, which allows Hydro One to improve service to customers, provides a more

efficient customer system which is less costly to maintain than the obsolete customer

information system installed in 1998 for the old Ontario Hydro.

Hydro One had planned the CIS program in-service date for 2016, however several

factors prompted the necessity to bring forward the in-service date to 2013. The drivers

for this change were as follows:

Frequent changes to the system prompted by government initiatives amongst others,
were putting customers and the Company at too great a risk for total system failure.
An updated system to handle the IESO upgrades to Smart Metering/MDM/R
processes and systems was required as the current systems are cumbersome. require
significant manual effort. and are subject to frequent costly enhancements.

The processes and systems built to handle new Distributed Generation (“DG™)
connections, process generation data and statements, and pay the generators, were
built using the existing open market systems which are not scalable to handle the
volumes of DG connections anticipated over the next three to five years. The new
CIS will alleviate this problem in an integrated fashion.

More formal demand management conservation obligations require the ability to
implement, manage and track the resulting conservation programs in a more rigorous

fashion in order to quantify the results and consequently refine and enhance the




25

26

27

Filed: June 15,2012

EB-2012-0136

Exhibit B

Tab 3

Schedule |

Page 2 of 22
scope, scale and efficacy of the programs. The new CIS will have the ability to
implement and monitor CDM activities as part of mainstream customer service
processes.

e The timeline leaves sufficient time for system stabilization before the possible
transition of outsourced IT and Customer Care services provider functions. It was not
feasible to conduct a CIS Replacement in parallel with the Qutsourcing Contract RFP.
Hydro One could not risk a change in a critical supplier mid-stream during the CIS
Replacement project.

e The next feasible window. a 2016 start for 2019 cut-over. would result in the existing
CIS being 20 years old at the time of replacement. This would introduce a high
amount of risk associated with a legacy system that is 20 years old with no vendor

support as well as require increased expenditure for any system changes between now

and 2019.

This project was presented to and discussed with stakeholders as part of an initial
information session on June 29, 2011, and followed with an update at the stakeholder
session on October 19, 2011. Please see Exhibit A. Tab 4., Schedule 1 for further details

on the Stakeholder Consultation.

2.0 CURRENT CUSTOMER INFORMATION SYSTEM

The CIS project will replace Hydro One’s end of life Customer Information System
including customer/account services, billing. settlements. and open market systems. The
CSS (Customer Service System) or Customer/l application was purchased from
Andersen Consulting (now Accenture). The application has undergone significant
modifications in order to address the changes in the Ontario regulatory environment and

to meet Ontario Energy Board requirements. This is an extensively customized product
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which is very costly to maintain and very costly to modify to meet new regulatory and

business needs. Accenture no longer develops or supports the application.

Customer/1. installed in 1998, is the primary billing system for retail and general
accounts. Changes to the system, no matter how small. generally represent core
modifications which are expensive and time consuming. CSS runs on its own dedicated
mainframe hardware which is expensive to maintain. The Open Market Systems suite
("OMS”) is the set of applications that are integrated to perform the company’s market
transactions, settlements and complex billing functions. This suite was installed in 2002
to accommodate market opening. The OMS systems have since been modified to support

market rule updates and the calculation of payments to generators.

CSS and OMS together effectively represent the “Cash register” of the company.
Virtually all Distribution revenue flows through these two systems and thus their stability
and operation are vital to the financial health of the company. Beyond that, CSS is also
the platform with which we communicate with customers and initiate service orders to
the field. The current CIS solution includes multiple custom applications integrated to
meet various requirements. Many manual steps are necessary to meet customer,
government and industry demands thus reducing productivity along the entire process life

cycle.

3.0 PROJECT OVERVIEW

The CIS project is replacing the legacy CIS systems with a unified platform based
primarily on SAP’s industry leading billing application — Customer Relationship and
Billing (“CRB”).  For Meter Data management, ltron’s Enterprise Edition application

will use out-of-the-box integration with the SAP core to facilitate integration to and from
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the IESO for billing of Time Of Use residential customers as well as perform meter data

management for interval billed commercial and industrial customers.

The project is expected to be in service in 2013. Approximately 30 disparate systems
will be retired and replaced with the SAP and Itron applications. The Market rules and
Settlements will be handled by a vendor supported SAP module. Meter Device

information will also be migrated into SAP.

This implementation will upgrade numerous capabilities across the organization
including customer interaction, customer demand management, service order processing,
and meter management. By implementing SAP for CIS functionality, Hydro One will
have an integrated enterprise platform based on SAP which will provide benefits in the
CIS area due to its integration with the Work and Asset Management and Finance

modules.

Total project costs by Phase, including OM&A are included in Table 1.
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Table 1
CIS Project Costs by Phase and Item
($ Millions)

, Verification
tem Discovery BI:::;mt Realization | Final Prep & ( STn?;;?oLn)
€ Stabilization
Implementation
Effort (discovery,
labour/services,
commissioning $9.1 $21.0 $49.5 $38.0 521.3 $138.90
and other
support)
Hardware $10.0
Software $13.4
Interest and
Overhead 317.5 E
Total 5179.8
Table 2 identifies the CIS capital expenditures for the period 2011 to 2013. g
Table 2
CIS Capital 2011- 2013 ($ Millions)
2011 | 2012 2013 Total
In-service
2013
Minor Fixed Assets 10.1 0 10.1
Development Project 41.5 | 85.7 18.1 145.3
Total Capital Cost 51.6 85.7 18.1 155.4

The CIS capital expenditures consist of Minor Fixed Assets and Development Costs. The

latter includes all the costs to acquire, install and place into service the new systems.
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] Functional Overview:

3 Below is a high level overview of the functions enabled by the Customer Information

4 System. The primary CIS functions are described in the detail following the graphic.

CIS Business Functions
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Metering:

Meter Device Management

This function encompasses the life cycle management of metering devices, specifically
meters and instrument transformers (current and potential) — from set up to retirement.
Each device must be uniquely identified and the complete definition of its attributes must
be maintained in a system that Measurement Canada. as the regulatory body, accepts as
the ‘System of Record’. In addition, the definition of the attributes of each meter
installation must also be managed. Both functions are necessary to meet technical and
regulatory requirements in order to measure and bill. or pay customers for their electricity

consumption and/or power production.

Meter Data Acquisition and Storage

The Meter Data Acquisition and Storage function covers the retrieval and processing of
meter readings to provide data required to bill consumers and settle with electricity
providers. This capability will facilitate integration to and from the IESO for billing of
Time of Use residential customers as well as perform meter data management for

interval-metered commercial and industrial customers.

Billing and Payment:

Bill Calculation and Printing

The Bill Calculation and Printing Function covers the billing determinant processing, bill
calculation and invoice production for approximately 1.2 million customers. Customer
bills are comprised mainly of delivery. commodity and regulatory charges. Also included
in the calculation and display of the bill are late payment charges, and other

miscellaneous debits and credits.
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Bill presentation includes the formatting of the statement, and the delivery of that
statement to the customer via Canada Post or web-based electronic presentment. As part
of the bill presentment process, bill messages and bill inserts are prepared and delivered

to specific customer segments along with the bill itself.

As the bill is calculated. various checks and controls are performed to minimize the risk
of a customer receiving an incorrect bill. The CIS system supports the execution of these
checks, together with workflow functions to support the manual handling of the resulting
exceptions. and the efficient execution of billing adjustments, cancellation and rebilling

as necessary.

Complex Billing

The Complex Billing function covers the meter data processing and bill calculation of
interval metered customers connected to Hydro One’s distribution system. These
customers include the largest commercial and industrial accounts, retail generators and
other local distribution companies (“LDCs™). It also includes the billing of embedded
wholesale market participants (i.e., those connected to Hydro One’s distribution systems),
who are billed for commodity related charges by the province's Independent Electricity

System Operator (“IESO”) and by Hydro One for delivery related charges.

Remittance Processing

Hydro One partners with TD Bank and Symcor, as well as other payment processors. to
handle the processing of payments received from customers. Encrypted payment files are
received daily and posted to customer accounts via CIS. CIS reconciles payments via our

SAP financial modules.
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Credit & Collections

The Collection program is responsible for mitigating financial risk and debt exposure by
applying and maintaining security deposits and by completing electricity disconnection in
response to customer non-payment of arrears. Credit and Collections activities are
conducted in compliance with OEB regulations which define specific business rules

around, for example, the payment and refund of security deposits.

Retail and Wholesale Market:

Wholesale Settlements

The Wholesale Settlements functional area covers Hydro One’s financial and related
wholesale market transactions with Ontario’s Independent Electricity System Operator
and the procurement of power from retail generators connected to Hydro One's
distribution systems. It also covers settlement with other Local Distribution Companies
connected to Hydro One’s distribution systems for power purchased at retail points of
delivery and power supplied under short-term and long-term load transfer arrangements

with those distributors.

Retailer Enrolment & Billing

In the Ontario electricity market, energy customers have a choice when it comes to the
purchase of their electricity commodity. The Ontario market has almost 20 active
electricity retailers. Hydro One has over 140,000 customers actively enrolled with

electricity retailers.

The Ontario market rules support a bill-ready retailer billing model. in which the LDCs
inform electricity retailers of the amount of electricity consumed by each of their
customers, and the retailers inform the LDCs of the commaodity charge to add to their

customer’s bills. In a bill-ready market, the retailers are required to calculate the
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commodity charge based on the customer’s consumption. This market supports both
distributor consolidated billing (“DCB™) and retailer consolidated billing (“RCB™). For a
DCB customer, the bill is issued by Hydro One to the customer using the commodity
charge (8) provided by the retailer and all other charges as calculated by Hydro One. For
a RCB customer, all of the charges normally billed to the customer (including the
commodity charge) are billed by the retailer. The retailer decides which bill option they
will use. CIS functionality in this area also automates the calculation and processing of

settlement payments between Hydro One and the retailers who do business within Hydro

One’s service territory.

Data and Reporting Improvements:

As part of the CIS project, Hydro One will be extending the existing SAP Business
Intelligence (“BI") solution which was implemented as part of the earlier Cornerstone
phases. As a result, the Bl solution will be extended to include the customer, billing.
metering and payment data which is in scope for the CIS solution. This will allow the
new data to be combined with the existing asset, financial and resource data which is
being gathered in the current SAP solution. There are two major benefits associated with

this ability:

= significant effort is required today from IT staff to extract data from legacy CIS
systems. due to the age and complexity of the technology employed. In future, Hydro
One staff will be able to access the Bl sclution themselves and “self-serve’ many of
their requests; and

e the ability to combine data relating to both customers, and their usage patterns. with
distribution system data (assets. outages. work programs) will enable better insight
into Hydro One’s business operations, and the relationship between customer

behaviour/satisfaction and the performance of the distribution system.
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The improved usability of the Bl solution coupled with the richness of the data available,
will assist Hydro One in business planning to optimize operational and capital

expenditures from a safety, reliability and customer satisfaction perspective.

40  CUSTOMER CARE/CIS COSTS AND BENEFITS

4.1 Costs

At the June 29, 2011 Stakeholder session, stakeholders requested Hydro One provide a
template similar to the one Enbridge Gas Distribution Inc. included in their application
EB-2011-0226. Exhibit JCTC1.4 (See June 29 Stakeholder Notes, Appendix B. Item 6.
included in Exhibit A, Tab 4. Schedule 1, Appendix C). Hydro One’s template, shown as
Table 3. includes the line items which represent the Hydro One CIS costs equivalent to

those Enbridge included in its template as agreed with its stakeholder group.
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4.2  Table 3 Cost Descriptions

Rows I and 4 — License fees

These rows represent the fees paid to commercial software vendors for maintenance of the
licensed CIS software. In the legacy CIS environment this includes fees paid to Accenture for the
Customer/1 foundation software, fees paid to Itron and other software vendors for the
applications included in the OMS suite. and miscellaneous other maintenance contracts including

mainframe operating system support.

In the new CIS environment, these costs increase in aggregate due to the maintenance fees
associated with the new CIS software components licensed primarily from SAP and Itron. These
increases are partially offset by the elimination of the mainframe legacy CIS software and the

elimination of some components of the OMS suite of applications.

Rows 2 and 5 -~ CIS Hosting and Support

This row represents the charges from Inergi for:

* Maintaining and fixing issues associated with the CIS applications. The CIS is managed in a
problem management framework, to service levels that have been established with the
relevant lines of business within Hydro One and which reflect the criticality of these
applications.

* Operation, maintenance, and management of hardware (servers, mainframe, storage area
network and data storage devices). operating systems. associated applications and
infrastructure required to run the CIS applications, including the costs incurred to provide

back up and disaster recovery capability for these applications.

With the implementation of the new CIS, which is based on commercial off-the-shelf software,

and which is configurable instead of requiring expensive time consuming code changes, it is
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anticipated that the service provider costs will reduce considerably once the new CIS application
has been stabilized. The new CIS application will also allow the existing mainframe computers
to be retired, which will provide further savings. These savings will be fully realized via the re-

tendering of IT services which will occur prior to 2015 when the current Inergi contract expires.

Rows 3 and 6 - CIS Backoffice

These rows are the costs of Hydro One staff who oversee the maintenance and operation of the
CIS, and who oversee the implementation of changes to the CIS to meet regulatory and customer
service requirements. It also includes costs from Hydro One’s Customer Care service provider to
provide CIS-related services including an end-user helpdesk, quality assurance (to ensure that the
CIS application is producing accurate business outputs such as customer bills), reporting, and

user acceptance testing of regular monthly releases of CIS.

As for the application maintenance activities, the implementation of the new CIS is anticipated to
produce lower costs in this area once the new CIS application has been stabilized. This is due to
the configurable nature of the application and the fact that it is based on off-the-shelf software
which is supported by the vendor. These savings will be fully realized upon the re-tendering of

the IT services contract.

The costs reflected in lines 1 to 6 show what is necessary to operate and maintain the
applications (either legacy CIS or new CIS) in a fully functional state to support the customer
service and billing business processes based on current business requirements. They do not
include the cost of any future development activity. application enhancements, or refresh of the
application software or associated hardware. Such costs will be included in future cost of service

filings.

Row 7 — New CIS project capital costs
The total cost depicted in Row 7 is Hydro One's regulated return @ 40% equity.
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Row 8, 9 and 10 — Revenue requirement and rate impact of CIS

Row 8 represents the annual revenue requirement for CIS after allowing for the impact of CIS
benefits. Row 9 is the 2011 OEB approved revenue requirement used as the basis of determining
cumulative rate impact due to CIS. Row 10 shows the projected impact of CIS on distribution
rates, expressed as a percentage change relative to the base revenue requirement shown in Row
9. Any future cost of service applications and work program changes are not included in this

calculation.

4.3  Savings and Benefits Summary

Hydro One expects Distribution Business savings from the CIS implementation to total $172

million over a 7 year time horizon.

Hydro One continues to explore opportunities with other Ontario LDCs to look for project cost
savings synergies associated with sharing knowledge and deliverables regarding Hydro One’s
CIS implementation. Any such cost savings will be reflected in lower project and on-going
costs. Hydro One has insufficient information at this time to quantify the amount of these

potential savings.

CIS benefits have been identified through collaborative efforts by Hydro One. the CIS solution
integrator. SAP and Hydro One’s outsourced partners. The benefits approach has been
developed based on our CIS solution integrator’s best practices/framework. The benefits from
CIS are enabled primarily through application and process changes, greater data transparency.

integration and collaboration across Hydro One’s Lines of Businesses.

The CIS investment enables a future customer service delivery model that will: meet the needs of

the evolving utility customer of the future; support the achievement of key corporate objectives
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(Customer Satisfaction, Innovation, Productivity); and ensure that related strategic technology

investments yield maximum value.

Customer Care

An integrated CIS which provides a 360 degree view of the customer profile with enhanced
customer issue resolution capability will reduce handling time on calls and correspondences,
improve billing timeliness and accuracy, increase first call resolution (“FCR”™) and improve

customer satisfaction.

Included in these benefits are avoided cost savings associated with the high cost of customizing
an end of life legacy customer information system to meet ongoing and future business needs
(See Attachment | for Ontario Green Energy Benefit Example). The new CIS based on a
standard SAP platform is easier to configure and will require less agent training time. There will
also be a reduction of bad debt expense through better tracking of delinquent accounts and more
efficient collection processes. Integration of CIS with other enterprise SAP platforms and new

technologies such as smart meters will drive work force productivity improvement

Finance
Benefits will be realized through reducing the time required to issue bills which will result in
significant cash flow savings. Accounting processes will also be streamlined in the new CIS due

to the integrated nature of CIS with the existing SAP ECC platform.

IT

Benefits will be realized through operational and capital savings from the decommissioning of
mainframe. Rationalization of the hardware environment on which SAP runs will reduce
infrastructure management and support costs as well as facility costs and hardware refresh. A

common SAP platform for CIS enhances productivity in the area of application maintenance
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support and enhancement work program across Hydro One and Hydro One’s outsourced service

provider.

5.0 STAKEHOLDER INFORMATION REQUESTS

As previously mentioned. the CIS project was presented to and discussed with stakeholders as
part of an initial information session on June 29, 201 1. and followed up with an update at the
stakeholder session on October 19, 2011. During those sessions there were several stakeholder
requests for specific information to be included in Hydro One’s CIS evidence. The information

requested by stakeholders is included in the following sections.

5.1 Cost for Hydro One staff working on CIS Project

Hydro One was asked to provide more details about the estimated costs for the use of Hydro One
personnel in the project, with specific interest in the costs of back-filling for seconded staff. (See
June 29 Stakeholder Notes, Appendix B, Item 17, included in Exhibit A, Tab 4, Schedule 1,

Appendix C).

The cost for Hydro One staff on the CIS project is shown in the Table 4.

Table 4
Costs for Hydro One staff on CIS Project
(SM) 2011 2012 2013 TOTAL
Hydro One 4.7 * 6.8* 47> 162

*costs area allocated to Capital or OMA based on accounting treatment for work activity

In very large projects such as CIS, it is typical that significant numbers of key staff are seconded
to the project for a number of months / years. leaving a resource gap in the home base
organization. The intent of the cost treatment applied to this project is to provide funding for the

home base organizations to bring in backfill resources through either temporary employees or
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external contract staff. It should be noted, however. that in some circumstances staff have been

moved from another capital project in which case their costs would not impact OM&A.

5.2 Project Contingency

Hydro One was asked to provide more details about the project contingency and the governance
of these funds. (See June 29 Stakeholder Notes. Appendix B. Item 8. included in Exhibit A, Tab
4, Schedule 1, Appendix C).

In very large projects such as CIS, Hydro One includes a portion of funding in contingency to
cover any project issues such as clarification on requirements. system issues, technology
performance and external factors unknown to the project at the time the business case is
approved. Due to the complexity of the CIS project, Hydro One expects to use the contingency,

and the Board of Directors has approved the release of these funds.

5.3  Ontario Clean Energy Benefit implementation

Hydro One was asked to provide more information about the study that was referenced in the
session which illustrated the cost of making changes in the legacy CIS vs. the new CIS. (See
June 29 Stakeholder Notes, Appendix B, ltem 10, included in Exhibit A, Tab 4, Schedule 1.
Appendix C).

Ontario Clean Energy Benefit study:

The implementation of the Ontario Clean Energy Benefit is representative of the type of change
to customer charges that Hydro One has to implement from time to time. Implementing this
change in the existing CIS system — CSS — was performed by Inergi late in 2010, on a very
aggressive timeline. As with all billing changes there was considerable detail to be worked

through in design to determine:
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e exactly which customers were eligible

e how the benefit would be calculated for each different charge and each customer type

e how the benefit would be displayed on the bill

e how the benefit would be calculated and displayed in the cutover month

e what accounting would occur for the benefit and therefore what information the CIS would
need to feed to the Finance systems to support proper accounting

s what were the reporting requirements for the benefit.

A solution was proposed and validated, and then the changes were designed to all the various
modules of CSS that needed to be updated in order to produce the required outcome. As the code
changes were made. a comprehensive set of test scenarios was identified in order to test all the
impacted account types through the cutover and ensure that the code changes were working
properly. As always, the implementation of the this change had to be coordinated with other
changes occurring in the CIS systems at the same time. to ensure cross impacts were identified

and mitigated.

The actual effort to implement these changes in the legacy CIS was 4,480 hours broken up as

follows:
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Phase Hours

| — Planning 221

2 — Design 794

3 — Build 1,264

4 - Test 448

5 — Deploy 160

6 - Post Production Support 302

7 - Process & Training 186

8 - Project Management 1,105

Grand Total 4,480

Within the new SAP-based CIS. the design and implementation of a charge or credit like OCEB
is simplified since the implementation can be handled through configuration of billing
parameters in SAP — the benefit can be defined as a charge type, eligibility for the charge type
can be defined in configuration tables, and the other charges to which the OCEB benefit is to be
applied can also be defined in configuration tables. Significantly, the definition of the charge
type includes the definition of how the charge is pro-rated at the beginning and the end of the
period of time (currently defined as five years) during which the OCEB is to be applicable.
Hence the effort estimate for the planning, design. build and test of OCEB in the new CIS was
reduced from 2,727 hours to approximately 800 hours. Other elements of the estimate were

reduced to a lesser extent, creating an overall estimate of 1.600-2.200 hours as noted below
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Phase Hours
| — Planning
2 — Design 800
3 — Build
4 - Test
5 — Deploy 80-120
6 - Post Production Support 140-240
7 - Process & Training 80-140
¥ - Project Management 500-900
Grand Total 1,600-2,200

Attachment 1 to this exhibit provides the estimate from our CIS System Integrator HCL-Axon

for the cost of implementing the Ontario Clean Energy Benefit in the new CIS solution.

5.4 Hydro One Board Approval document

Hydro One was asked to provide the Hydro One Board Approval document for the CIS Project

(See June 29 Stakeholder Notes, Appendix B, ltem 5. included in Exhibit A, Tab 4. Schedule 1.
Appendix C). The Hydro One Board document is provided as Attachment 2.
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Ontario Energy Board (Board Staff) INTERROGATORY #18 List 1

Issue 4 Is Hydro One’s proposal with respect to the treatment of the CIS
project for 2013 and 2014 appropriate?

Interrogatory

Ref: Exhibit B/Tab3/Schl/pages 2-3

Hydro One indicates that its current CIS system. installed in 1998, is now at end of life.
Can Hydro One provide examples of CIS systems for similar distributors in Ontario or
other jurisdictions and compare their CIS systems in terms of costs and end of life
considerations?

Reasponse

Hydro One’s current CIS (Customer/1) was purchased from Andersen Consulting, now
doing business as Accenture. Accenture no longer develops or supports the Customer/1
application. In contrast to modem, vendor-supported applications like SAP, Customer/1
is not configurable software. Any required changes are therefore custom modifications to
the software programs that make up Customer/!. and are made at Hydro One’s expense
and risk. In addition, Customer/I requires mainframe hardware which is itself costly to
maintain and operate.

Based on the information gathered from the public record. among the larger Ontario
electric utilities, Toronto Hydro, Enersource. Hydro Ottawa, London Hydro, EnWin and
Powerstream have all recently replaced or are replacing their CIS systems. indicating
similar concerns with attempting to fulfill Ontario distributor business requirements
based on their legacy CIS systems. The legacy CIS systems that they replaced mostly
date from the late 1990s or later. Similarly, Enbridge Gas Distribution replaced their
legacy CIS systems with SAP in 2009. The legacy CIS system was implemented in the
late 1990s. See the table below for a summary.

In other Canadian jurisdictions, BC Hydro, Fortis BC, Hydro Quebec and SaskPower
have all either moved or are moving to an SAP-based CIS in the last 10 years.
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Utility & Rank in Date of implementation of Current CIS Status
Ontario by # customers fegacy CIS
(for Electric Utilities)

Toronto Hydro (2) SCT Banner implemented SCT Banner was replaced
1999/2000 in 2011 with Oracle CC&B

Hydro Ottawa (4) CIS Replacement in 2004 C1S Upgrade from SPL to
(Advanced Utility Systems to | CC&B is underway with a
SPL) planned in-service date of

Q42013
Enersource (6) Legacy CIS implemented 1999 | Legacy CIS replaced with
Oracle CC&B in 2009

London Hydro (7) CISOntario implemented in SAP implementation
2000/2001 2008/2009

EnWin (10) SPL system implemented in Currently planning to
2004, replace

Enbridge Gas Distribution | Legacy CIS implemented in Legacy CIS replaced with

(n/a) 1698/99 SAP in 2009

With respect to costs, it is generally difficult to compare Hydro One’s CIS costs with
other Ontario utilities using publicly available information. However, for Enbridge’s CIS
replacement the costs were filed in a template in EB-2011-0226 Exhibit A. Tab 2.
Schedule 1 in a form which Hydro One followed in this filing, so the costs can be
compared. Per EB-2011-0226 Exhibit N1, Tab 1, Schedule | EGD's capital cost of the
CIS project was $118.7M, which was subsequently updated to $127.2M. Hydro One’s
capital cost is $155.4M.

With respect to the capital costs of EGD’s CIS project compared to Hydro One’s CIS
project, there are significant differences in the requirements of an Ontario electric
distribution utility compared to a gas utility, for example, requirements to:

e interact with the IESO’s meter data management repository for smart metered
customers who are on TOU pricing

e process time of use meter data and calculate interval bills and TOU bills

e process the EBTs associated with the interactions with Retailers.

On a per customer basis EGD’s costs are lower given the considerably larger customer
base at EGD. Hydro One believes that once a CIS project reaches this magnitude and
complexity, the number of customers served is not a significant driver of the overall
project cost. The differences between the capital costs of the two projects can be
explained by the increased complexity associated with the requirements associated with
Ontario electric utilities related to Smart Metering. TOU pricing. and open market
interactions via EBTs.
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Ontario Energy Board (Board Staff) INTERROGATORY #20 List 1

Issue 4 Is Hydro One’s proposal with respect to the treatment of the CIS
project for 2013 and 2014 appropriate?

Interrogatory
Ref: Exhibit B/Tab3/Schl/page 16

Hydro One indicates that it continues to explore opportunities with other Ontario LDCs
to Took for project cost savings but has insufficient information to quantify the amount of
the potential savings. Please provide more detail on these opportunities: What is the
progress so far on this initiative? How many LDCs have been approached or have shown
interest in the new system? Please provide an estimate of the potential savings or provide
a range.

Response

Hydro One and EnWin discussed the possibility of EnWin leveraging Hydro One’s CIS
implementation or a portion of the development deliverables for its CIS replacement.
given that EnWin was considering an SAP-based CIS implementation. The two utilities
met on a number of occasions to compare requirements. to consider which aspects of
Hydro One’s implementation could be leveraged by EnWin, and to discuss cost sharing
mechanisms. These discussions concluded with EnWin determining that their needs were
better served by approaching their CIS requirements differently, and have subsequently
decided to pursue other vendors’ CIS software solutions.

Hydro One leveraged the experience of London Hydro’s SAP and Itron CIS installation
to provide cost effective knowledge transfer and implementation experience. Hydro One
has worked with London Hydro to provide resources for expert advisors to assist with
testing of the CIS system with the IESO systems and interfaces. London Hydro is the
only utility in the Ontario Energy Market that has installed an SAP & ltron based system
with interfaces to the [ESO similar to those being installed at Hydro One. The estimated
saving associated with this partnership is approximately $180.000, when compared to the
estimated cost of completing this work with our outsourcing provider.

Hydro One has also signed a Memorandum of Understanding (MOU) with London
Hydro. The objective of the MOU is to formalize ongoing collaboration efforts between
the two organizations to reduce project development. testing, training and on-going
operational costs associated with the common systems. The collaboration efforts will
minimize risks to achieve project timelines, influence vendors and improve the quality of
solutions. Collaboration may further help in influencing major project vendors such as
SAP & ltron in developing meaningful and reasonable product changes in their core
solutions/offerings.
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Ontario Energy Board (Board Staff) INTERROGATORY #21 List 1

Issue 4 Is Hydro One’s proposal with respect to the treatment of the CIS
project for 2013 and 2014 appropriate?

Interrggatory
Ref: Exhibit B/Tab3/Schl/page 19

Hydro One indicates that due to the complexity of the CIS project, it expects to use the
project contingency funds. What were the primary reasons that contingency funds were
required? Please provide a table that summarizes the use of the contingency funds by
major category.

Response

As the project entered the realization phase of the project, the complexity in certain areas
was greater than anticipated. As a result, additional resources were required to help
complete the design and build of the system. As the build increased in complexity. other
aspects of the project such as data conversion and testing were subject to corresponding
increases in resources as required. Specifically:

- The meter data acquisition area of the solution saw a significant increase in
complexity based on the requirement to interface with the provincial MDM/R and
with HONI's existing Smart Meter Infrastructure. As the detailed solution design
associated with these requirements was developed. there was more than a one
hundred percent increase in the number of developments required for this aspect of
the solution.

- Similarly, the complexity of the solution associated with processing  Ontario
Electronic Business Transactions increased. In this area the solution requires
integrating a new piece of SAP’s CIS solution with Hydro One’s existing
applications. In this area there was an overall fifty percent increase in the number of
developments required.

- Other areas of increases included complex billing and settlements, where Hydro One
has unique requirements associated with its role as both a transmitter and distributor
in Ontario.

The additional complexity in these areas impacted the various project development
phases spanning system and interface design, build. test. data conversion, and final
preparation. Taken together, the items detailed above have resulted in the in-service date
of the project being shifted from Q1 2013 to Q2 2013. The table below shows the
breakdown of spend by the above categories.
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Table 1: CIS Project Costs (Contingency Spend by Category)

Meter Data

Ontario

commissicning and
other support)

Item Acg;unsntmniMeter Deregulation Other TOTAL (3M)
Device Management
Implementation
Effort (discovery,
labour/services, $17.2 $5.2 $3.1 $25.50
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Energy Probe (EP) INTERROGATORY #17 List 1

Issue 4 Is Hydro One’s proposal with respect to the treatment of the CIS

project for 2013 and 2014 appropriate?

Interrogatory

Ref’

Exhibit B. Tab 3, Page 16 &
Exhibit B, Tab 3. Schedule I, Table 3 Updated-C1S Benefits

a) Please expand on the details of the Benefits Realization Plan for the new CIS. If
this is documented, please file a copy.

b) Please list all areas of the Business that will benefit from the new CIS and
provide short descriptions/examples of these.

¢) Please list by year and Functional Area the Quantitative Benefits that underlie
the claimed benefit of $172 million over seven years for the new CIS.

d) Please quantify the benefit reductions that have been netted out from the net
revenue requirement on Line 8 of the second reference.

e) How will actual benefits be tracked and how will these. together with variances
from Plan, be reported to the Board and Ratepayers? Please provide detailed
proposal(s)

Response

a)

and €)

Within the project methodology. financial benefits are identified up front as part of
the discovery and business case process. Benefits are associated with the CIS
requirements so that the relationship between the benefits and the system design is
maintained throughout the project.

The benefits are validated with the applicable business leads in each Hydro One Line
of Business, and reflected in applicable business plans and budgets. Hence the
realization of these benefits is committed via reduction of the applicable budgets.
During the Realization and Final Preparation phases of the project, benefits are
further validated, benefits reporting is defined, and the actions required to ensure the
benefits are realized are identified. These activities are ongoing. and result in for
example, documented business process changes. updates to work instructions and
updates to relevant training materials.
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b)

Once the project is live and CIS is in service. benefits will be tracked by Hydro One
staff. The Business Transformation Sub-Committee of Hydro One’s Board of
Directors will receive regular updates on the benefits realized by the CIS Project, and
these benefits will be reported to the Board and ratepayers through Hydro One’s cost
of service rate applications. Benefits will be further validated by Hydro One's
Internal Audit team.

The areas of the business that will benefit from the new CIS are Customer Care. [T,
Finance.

Customer Care

An integrated CIS which provides a more integrated view of the customer profile
with enhanced customer issue resolution capability will reduce handling time on call
and correspondences, improve billing timeliness and accuracy. increase first cal
resolution (“FCR™) and improve customer satisfaction. In addition. the new CIS wil
improve collections and hence reduce bad debt expense by improving HONT's ability
to track customers as they move within. or in and out of. HONI's service territory.
This is expected to lead to improved ability to collect on receivables associated with
premises that the customer has vacated.

5
1
I

Finally, the new CIS coupled with the Smart Meter network, will allow HONI to
disconnect and reconnect service to a meter remotely, without a field technician
making a visit to the property. This is expected to both reduce field support costs
related to collections and special investigations. and to reduce bad debt.

Finance

Benefits will be realized through reducing the time required to issue bills which will
result in cash flow savings. Accounting processes will also be streamlined in the new
CIS due to the integrated nature of CIS with the existing SAP ECC platform. Finally.
the new system will enable more accurate application of late payment charges to
overdue arrears. which is expected to increase late payment revenues.

IT

Benefits will be realized through operational and capital savings from the
decommissioning of the mainframe computer on which the current CIS system runs.
Rationalization of the hardware environment on which SAP runs will reduce
infrastructure management and support costs as well as facility costs and hardware
refresh. A common SAP platform for CIS enhances productivity in the area of
application maintenance support and enhancement work program across Hydro One
and Hydro One’s outsourced service provider.
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t  ¢) The business benefits by LOB are shown in the table below.

2

CIS Business Benefit Breakdown by LOB (3M)

Line of Business 2013 2014 2015 2016 2017 2018 2019 2020
Customer Service $2.3 $5.5 $9.3 $9.5 $9.5 $9.5 $9.5 $1.9
IT $0.0 $2.9 $17.7 $15.2 $7.6 37.7 $7.6 $1.5
Finance $5.3 3$8.0 $8.0 $8.0 38.0 $8.0 $8.0 $1.6
TOTAL $7.6 $16.4 $35.0 $32.6 $25.0 $25.2 $25.1 $5.0
CIS Project OM&A costs ($13.6)

3
Note that for 2013, there are CIS Project OM&A costs of $13.6M which more than
offset the business benefits forecast to be realized in that year.

d) Over the period covered in the model, Hydro One has netted out $239.717.209 of
benefits from Line 6 (CIS Project Costs) to derive Line 8 (CIS Revenue
Requirement).
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Consumers Council of Canada (CCC) INTERROGATORY #12 List 1

Issue 4 Is Hydro one's proposal with respect to the treatment of the CIS
project for 2013 and 2014 appropriate?

Interrogatory
EX. B/T3/S1/P. 4

The evidence states that Hydro One had planned the CIS in-service date for 2016. What
was the expected cost for the 2016 CI1S? Please explain how that differs from the current
cost. How much has been spent to date in 2012 relative to the forecast of $103.8 million?

Response

The estimated cost of the 2016 CIS was $150M with projected benefits of $90M over
seven years. This amount was a high-level estimate and subject to discovery. which
involved detailed requirements gathering and RFP, confirmation of requirements, costs
and benefits. After the discovery phase of the project, the costs and benefits were updated
to the current values of $180M of cost and $172M of benefit.

During the recent update to the rate application. Hydro One reduced the projected 2012
capital expenditure from $103.8M to $85.7M. The updated table has been reinserted
below for your reference. Actual spend to June 30 2012 is $21.5M

Table 2

CIS Capital 2011~ 2013 (S Millions)

20EE | 2012 2013 Total
In-service
2013
Alimor Fized Assets 101 { 101
Development Project 415 1 857 181 145 3
Total Capital Cost 516 | 857 181 155
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School Energy Coalition (SEC) INTERROGATORY #30 List 1

1
2

3 Issued Is Hydro One’s proposal with respect to the treatment of the CIS

4 project for 2013 and 2014 appropriate?

5

6 Interropatory

;

8 [B/3/1/p.5] Please:

9

10 a. Provide the start and end dates for each of the phases listed in Table 1; and

1

12 b. Provide a detailed explanation of each change in cost between the June 15 filing
13 and the August 29" update.

15 Respounse

17 a.
Project Phase Start Date End Date
Discovery Feb-11 May-11
Blueprint Jun-11 Oct-11
Realization Nov-11 Dec-12
Final Preparation Jan-13 May-13
Verification and
Stabilization Jun-13 Sep-13

19 b. Please Reference the response to Exhibit 1. Tab 4, Schedule 1.05 Staff 21
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School Energy Coalition (SEC) INTERROGATORY #35 List 1

Issue 4 Is Hydro One’s proposal with respect to the treatment of the CIS
project for 2013 and 2014 appropriate?

Interrogatory

[B/3/1/p.18] Please provide details of the incremental FTEs hired as a result of the CIS
project, and the roles those incremental personnel filled in each of 2011 through 2013.
Please confirm that all of those incremental personnel were temporary. and those FTEs
will revert to normal levels in 2014 and beyond.

Response

There are approximately 35-40 Hydro One staff members supporting the CIS project at
any given time, drawn primarily from Customer Care and IT. These staff are backfilled.
The net effect of the backfilling is for incremental staff to be hired by the base
organization, cither on contract or temporary employment positions. Staffing will revert
back to normal levels in late 2013, after all project activities have been completed.
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School Energy Coalition (SEC) INTERROGATORY #36 List 1

Issue 4 Is Hydro One’s proposal with respect to the treatment of the CIS
project for 2013 and 2014 appropriate?

Interrogatory

[B/3/1/Attach. 2, p. 1 and 7] Please explain why the in-service date changed from
October 2012. Please explain why there were cost overruns when HCL Axon was on a
“fixed price arrangement”.

Response

As discussed during the October 19, 2011 Stakeholder session (See Exhibit A, Tab 4,
Schedule 1. Appendix D, Notes Page 19) from a regulatory perspective, the go live date
may not be the date that the assets go into service. In the original June 15 2012 filing, the
in-service date was assumed to be Q1 2013. For an explanation of why the in-service date
changed from QI to Q2 2013, please refer to Exhibit I. Tab 4, Schedule 1.05 Staff 21.

Given that Hydro One has contracted with HCL Axon on a fixed price basis for the CIS
project, the extension of the project has a limited impact on the cost of HCL Axon’s
work. However, the other parties engaged in the project — Hydro One staff and
contractors, and Inergi staff — do not work on a fixed price basis. Hence the impact of the
extension of the project is primarily associated with the effort from these other parties.
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Association of Major Power Consumers in Ontario (AMPCO) INTERROGATORY #4

List 1

Issue 4 Is Hydro One’s proposal with respect to the treatment of the CIS

project for 2013 and 2014 appropriate?

Interrogatory
Reference: Exhibit B, Tab 3, Schedule |

a)

b)

c)
d)

g)

h)

J)

k)

Page 4 — The project is expected to be in service in 2013. Please confirm the original
start date of the project.

Page 5 Table 2 — Please reproduce Table 2 to show the breakdown of Board
Approved and actual costs for the life of the project.

Page 5 Table 2 — Please provide the types of costs included under development costs.
Page 16 — Hydro One expects Distribution Business savings from the CIS
implementation to total $172 million over a 7 year time horizon. Please provide a

description of the savings and provide a breakdown of these savings by year.

Page 16 — Please identify the potential opportunities between HONI and other Ontario
LDCs to look for project cost savings.

Page 18 Table 4 — Please confirm staff costs began in 2011.

Page 18 Table 4 - Please add additional rows to the Table to provide the number #
temporary FTEs by year, number of # external contract staff by year and include
other staff categories as required to match total costs for HONI staff on CIS project.

Please confirm the non-typical capital CIS project is non-discretionary.

Please confirm the amounts proposed in 2013 are outside of the base upon which
rates are derived.

The Board's Guidelines state that the distributor’s decision to incur the amounts must
represent the most cost-effective option. Please discuss.

Please confirm that the incremental revenue requested will not be recovered through
other means.
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1) The Board’s Filing Requirements (June 28, 2012) state on page 7 that the amounts
must clearly have a significant influence on the operation of the distributor: otherwise
they should be dealt with at rebasing. Please comment.

m) Please describe the actions HONI will take in the event that the Board does not
approve the proposed non-typical capital C1S spending.

Response

a) The CIS project Discovery Phase began in February 2011,

b) The CIS project costs are broken down in Table 1 of Exhibit B, Tab 3. Schedule 1.
There were no Board approved amounts for 2011 or 2012 for the CIS project.

¢) Development costs as noted on Page 5 Table 2 include:
e Labour Costs (Hydro One. Inergi & system integrator)
s Expenditures on software (both licencing & maintenance)
» Third Party Support Costs (SAP, TD Bank, etc.)
Overhead

d) Please refer to Exhibit I, Tab 4, Schedule 2.03 EP 17. part ¢},

e) Please refer to Exhibit I, Tab 4. Schedule 1.04 Staff 20.

f) Confirmed — staff costs began in 2011.

2) The number of Hydro One staff supporting the project varies from month to month
and has also varied within individual years as various activities ramp up or down.
Depending on the exact time of year, there were approximately 25-30 Hydro One

staff members supporting the project in 2011 and 35-40 Hydro One staff members in
2012.

Table 4: Costs for HONI Resources on the Project

(3M) 2011 2012 2013
Hydro One Labour Cost $4.70 $6.80 $4.70
Min Number of HONI Employees on the Project 25 35 BD

Max Number of HONI Employees on the Project 30 40 TBD
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Yes the non-typical capital CIS project is non-discretionary. Please refer Exhibit I,
Tab 2. Schedule 1.01 Staff 2.

Yes the amounts proposed in 2013 are outside the base upon which rates are derived.

As discussed in Exhibit B, Tab 3, Schedule | and in Exhibit I, Tab 2, Schedule 1.01
Staff 2, the project is non-discretionary and had to be undertaken now to replace an
aging system which is not supported by the vendor. Having established the CIS
requirements, the cost of the project was established through a competitive process to
select both the software components upon which the CIS system is based, and the
integrator costs. HCL Axon, the lowest cost bidder. was selected as the system
integrator under a fixed price arrangement, and SAP and ltron were selected as the
software providers through this competitive process. Based on the responses to the
RFP that was issued Hydro One is confident that it obtained a cost-effective solution.

Confirmed. There is no other mechanism to recover the incremental revenue
requested.

As discussed in Exhibit B, Tab 3. Schedule 1 and in response found in Exhibit I, Tab
2, Schedule 1.01 Staff 2, the project is non-discretionary and has to be undertaken
now to replace an aging system which is not supported by the vendor. Furthermore.,
the CIS is a significant investment being brought to the Board’s attention as soon as
possible. Given the material impact on the Company. Hydro One cannot wait for
rebasing to recover these costs.

m) Hydro One believes this project is in the best interest of customers and will be

approved by the Board.
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