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AUDITORS' REPORT TO THE SHAREHOLDER:

We have audited the balance sheet of London Hydro inc. as at December 31, 2001 and the
statements of operations and deficit and cash flows for the year then ended. These financiai
statements are the responsibility of the Corporation’s management. Our responsibility is to express
an opinicn on these tinancial statements based on our audit.

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

in our opinion, these financial statements present fairly, in all material respects, the financial position
of the Corporation as at December 31, 2001 and the results of its operations and cash flows for the
year then ended in accordance with accounting principles generally accepted in Canada.
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Chartered Accountants

L.ondon, Canada

February 22, 2002
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Distribution revenne

Operating expenses

Plant operating and mainteaance
General and administrative
Amortization of capital assets

Less: Costs recovered (Note 10)

Operating loss

Other income (expense) (Note 11)
Interest and other revenue

London Hydro Inc.

Statement of Qperations
(in thousands of doliars)

For the Year Ended December 31, 2001

Provision for non-recoverable regulatory amounts

Earnings (loss) before income taxes

Income tax recovery (Note 12)

Net earnings (loss) for the year

3

2001

29,561

8214
15,124
11,047

34,385
(3,228)

31,157

(1,596)

5,372

(3,142)
2,230

634

(755)

1,389

See accompanying potes to the fnancial statements

2000
(Note 15)

5 1,286

1,480
2,482
1,248

5210
(715)
4,495

(3,209)

631

65}

(2,558)

5 (2,558)



ASSETS

Current assets

Cash and equivalents (Note 3)
Accounts receivable (Note 4)
Inventories

Prepaid expenses

Incoms taxes recoverable

Transitional costs recoverable (Note 5)

Capital assets (Note 6)

LIABILITIES AND SHAREHOLDER'S EQUITY

Current liabilities

Accounts payable and accrued liabilities -
Due to Ontario Power Generation
Other

Due 10 related parties (Note 14}

Long-term liabilities

Customer and other deposits (Note 7)
Employee future benefits (Note 13)
Long-term debt (Note 8)

Sharcholder's equity
Share capital (Note 9)
Deficit

On behaif of the Board:

Director

Loendon Hydro Inc.

Balance Sheet
(in thousands of dollars)
As at December 31, 2601

2001

7,201
37,150
3.527
365
857

45,100

1,695

159046

$

210,741

20,482
7,126
3,248

30,856

7,163
7,715
70,000

84,938

96,116

{1,169}

3

94,947

210,741

oyl

Director

See accompanying notes to the financial statements

2000

5 23,545
36,120

4,736

573

64,974

153,307

§ 218,281

3 22,701
5,798
11,498

39,997

6,001
8,725
95,000

109,726

71,116
(2,558)

68,558

s5___ 218281
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Deficit, beginning of year

Net earniogs (loss) for the year

Deficit, end of year

1London Hydro Inc.

Statement of Deficit
(in thousands of dolars)
For the Year Ended December 31, 2001

2001
b3 (2,358)
1,389
L (1,169)

See accompanying notes to the financial statements

2000
{(Note 15)

$ -
(2,558)
$ (2,558)



London Hydroe Inc.

Statement of Cashflows
(in thousands of dollars)

For the Year Ended December 31, 2001

e’

Ovperating activities
Net earnings (loss) for the year

Charges to operations not aﬁ'ecting; cash

Amortization of capital assets
Loss (gain} on disposal of capital assets

Net change in non-cash working capital balances related 1o operations
Decrease in employee future benefits

Increase in customer and other deposits

Cash provided by operating activities
Financing (Note 8)

Advances to sharcholder

Contributions to capital costs

Cash provided by (used in) financing activities
Investing activities

Additions to capital assets

Proceeds on disposal of capital assets

Increase in recoverable transitional costs

Cash used in investing activities
Decrease in cash and equivalents during the year

Cash and equivalents, beginning of the year

Cash and equivaients, end of the year

b

2001

1,389
11,047
(1,055)
11,381
{4,444)

(950)

1,162

1,149
(5,168)

2,116

(3,052)

(20,750}
2,004

(1.695)
(20,441)

(16,344)

23,545

7,201

See accompanying notes to the financial statements

2000
{Note 15)

$ (2,558)
1,248

70

(1,240)

4,444

70

3274

(347)

742

395

(6,088)
4

(6,084)
(2,415)

23,960

kY 23,545
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Business Operations

London Hydro Inc.

Notes to the Financial Statements
(in thousands of dollars)

For the Year Ended December 31, 2001

The Company is a wholly owned subsidiary company of the Corporation of the City of London and
commenced active operations on November 1, 2000, providing regulated electrical distribution services, as
regulated by the Ontario Energy Board, to the inhabitants of the City of London. On May 15, 2001 the
Company name was changed to London Hydro Inc.

Summary of Significant Accounting Policies

The financial statements have been prepared in accordance with accounting principles generally accepted in
Canada,

4) Revenue recognition
In accordance with Ontario Energy Board regulations, the Company recogunizes as revenue the regulated
distribution tariffs associated with envergy distributed and variances between energy purchase costs and

eneigy billed are recorded as regulatory assets or liabiliies for future distribution rate application
consideration.

The Company follows the practice of cycle billing of customers” accounts and revenue is recognized in the
period billed. An accrual is made in the accounts at December 31 for power supplied but not billed to
customers between the date the meters were last read and the end of the vear.

b) Inventories

Inventories of materials and supplies are valued at the lower of laid down cost on the average cost basis and
net realizable value,

¢) Capital assets

Capital assets are amortized over their estimated useful lives using the straight-line method over the following
periods:

Buildings 50 to 60 years
Other constmcton 25 to 30 years
Substation eguipment 30 years
Distribution lines, transformers and meters 25 years
System supervisory equipment 15 to 25 years
Service, office and other equipment 8 to 10 years
Automotive equipment 4 to 8 years
Computer equipment 5 years

Page 1 of 7
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London Hydre Inc.

Notes to the Financial Statements
(in thousands of dollars)

For the Year Ended December 31, 2001

Suramary of Siguificant Accounting Policies, confinued

When a capital asset is sold or otherwise disposed of, the related cost and accummlated amortization are
removed from the respective accounts and any gain or loss on disposition is recognized in earnings.

Capital assets that by their nature are not readily identifiable as individual assets are grouped together. Under
this method, the related cost and accumulated amortization are removed from their respective grouping
account at the end of the asset's estimated usefol life, regardless of actual service life. Any proceeds on
disposition are recognized in earnings in the year of disposition.

d) Contributions to capital costs

Contributions are received from developers and contractors for capital costs incurred by the Company. These
contributions are included as a reduction to the cost of the related capital assets when those assets are placed
in service.

¢} Cash and eguivalents

Cash on hand and on deposit with banks, and short-term investmenis with maturity of three months or less,
are considered cash and equivalents.

) ILucome taxes

The Company follows the tax allocation basis of accounting for income taxes whereby income tax expense
{recovery) is recorded in the years the income and expense are recognized for accounting purposes regardless
of when the related taxes are actually paid or recovered.

g) Measurement uncertainty

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets, Liabilities,
revenues and expenses, as well as the disclosare of contingent assets and liabilities at the date of the financial
statements. Certain estimates are also reguired as regulations, which will ultimately determine the actual
results, have yet to be finalized and are dependent on the completion of regulatory proceedings or decisions.
Due to these uncertainties, actual results might differ from those estimates and the impact will be recorded in

the current period when the actual results are known.
k) Employee future benefits

The Company has adopted the following policies for future benefits provided to both active and retired
employees:

(i) Pension benefits
The Company has a pension agreement with the Omtario Municipal Employees Retitement System

(OMERS), which is a mult-employer contributory defined benefit plan. Company contributions to the
plan are recognized as pension expense in the period thar they are incurred.

Page 2 of 7



London Hydro Inc.

Notes to the Financial Statements
(ir thousands of dollars)
For the Year Ended December 31, 2001

Summary of Significant Accounting Policies, continued

(if) Other Post-Retirement and Post-Emplovment benefits

The Company provides other benefits to active and retired employees including group life insurance and
health-care benefits. Recognition of these benefits are acmarially determined using the projected benefit
method pro rated on service using management's best estimate of expected plan investment performance,

e

3.

salary escalation, retirement ages of employees and expected health care costs.

Cash and Equivalents

2001 2000

Shori-term investments 3 - $ 25,500

Cash (overdraft) 7,201 (1.955)
_$ 7201 8 2355

Accounts Receivable
2001 2000
Accounts receivable -

Energy and producis $ 36,150 $ 34,081
Sundry 2,256 3,178
38,406 37,259

Less: Allowance for doubtful accounts 1,256 1,139
5 3715 _$ 36120

Tramsitional Cosis Recoverable

In preparation for opening of the electricity market and to comply with regulations, the company has incurred

costs that are eligible for recovery in future rates, subject to the approval by the Ontaric Energy Board.

Capital Assets
2001 2000
Accumutated

Cost Asmportization Net Net
Land and land rights 3 93 % 203 % 760 b 803
Buildings 17,243 5,914 11,329 11,285
Plant and equipment 28,886 16,179 12,707 12,757
Transmission and distribution system 209,367 80,647 128,720 125,348
Work in progress 6.430 - 6,430 3,074
$ 262889 § 102,943 § 159,946 $ 153,307

Page3of 7
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London Hydro Inc.

Notes to the Financial Statements
(in thousands of dollars)

For the Year Ended December 31, 2001

Capital Assets, continued

During the year and in accordance with the Electricity Act (1998) and the Development Charges by-law C.P.
1350-57, a Hydro Reserve Fund was transferred from the City of Loadon to the Company to finance future
growth-related capital costs incurred in providing hydro electric service in the City of London. The balance
of these funds was used during the year to offset the cast of qualifying growth-related capital expenditures.

Customer and Other Depaosits

Custorer deposits held as security for energy consumption bear interest at a rate of prime less 2% per annum:,
Interest is paid at the time of refund of the deposit to the customer.

Long-term Debt

Long-term debt is comprised of a non-interest bearing promissory pote payable to the Corporation of the City
of London with a maturity date of July 1, 2003, On August 7, 2001 the City of London approved a $25
million reduction of the promissory note in exchange for an equivalent increase in the stated capital of the
issued and cutstanding common shares of the Company.

Share Capital

Authorized
An unlimited number of common shares

An unlimited number of non-voting, non-cumulative preference
shares, redeemable at the paid-up amount

Issued Number Value
Balance, December 31, 2000 1,001 $ 71,116
Increase in stated capital (Note 8) - 25,000
Balance, December 31, 2001 1,001 § 96,116

Related Party Transactions and Balances
a) Transactions

During the year and within the course of normal operations, the Company provided services to the City of
London on an estimated cost recovery basis at an amount of $3.2 million (2000 - $0.7 million).

b) Due to Related Parties

The balances due to related parties are non-interest bearing and without stated repayment terms.

Page 4 of 7
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London Hydro Inc.

Notes to the Financial Statements
(in thousands of dollars)
For the Year Ended December 31, 2001

Other Income (Expense)}
a) Other income is comprised of the following: '
Interest $ 904 § 295
Late payment charges 1,202 162
Gair (loss) on disposal of assets 1,055 (70)
Cost of power rebate 204 -
Rentals 356 44
Sundry 591 94
Scrap sales 145 32
Billable services 215 94
$ 5372 § 651

b) Provision for non-recoverable reguiatory amounts

Effective January 1, 2001, and until the opening of the electricity market place in Ontario, the Ontario Energy
Board (“OEB”) accounting policies and procedures require the Company to record all variances between the
cost of energy parchased and energy billed as regulatory assets or liabilities.

The OEB has indicated by virtue of requiving regulated utilities to capture these variances that the amounts
will ultimately be recoverable (payable) by the regulated utilities through future rate application procedures.
At the present time, the OEB has not clearly confirmed by regnlatory decision whether these amounts will be
fully recoverable (payable) or what the process, timing and methodology for recovery or payment will be, In
accordance with generally accepted accounting principles, the Company has fully provided for the non-
recovery of these amounts in the amount of $3.1 million until such time as certainty by way of regnlatory
decision is provided.

Income Taxes

As a wholly owned subsidiary Company of the Corporation of the City of London, the Company is exempt
from income taxes under the Income Tax Act (Canada). Effective October 1, 2001 and pursuant to the
Electricity Act (1998) (Ontario) the Company is required to make payments in lieu of tax to the Ontario
Electricity Financial Corporation. The amount of payments in lieu of tax will be approximately equivalent to
the income and capital taxes that would have to be paid if the Company was a taxable corporation under the
Income Tax Act (Canada).

The Company’s effective income tax rates differed from the statutory combined federal and provincial rates
primarily due to the following:

Earnings before income taxes 3 634

Incorne tax expense based on combined federal and provinciaf

stamtory income tax rate of 40.62% 257
Federal large corporations tax 102
Non-taxable accounting income earned prior to October 1, 2001 (892y
Permanent non-taxable gains included in accounting incoms 411
Other items 189
Income tax recavery recognized §(755)

Page 507



London Hydro Inc.

Notes to the Financial Statements
(in thousands of dollars)

For the Year Ended December 31, 2001

13. Employee Future Benefits

a) Pension plan
The Company has a pension agreement with the Ontarioc Municipal Employees Retirement System
(OMERS), which is a multi-employer plan, on behalf of its employees. The plar is a contributory defined
benefit plan which specifies the amount of retirement benefit to be received by the employees based on the
length of service and rates of pay. Effective August 1, 1998, OMERS declared a contribution holiday, which
temporarily suspended payments to the plan until July of 2002.

b) Medical and life insurance benefits

The Company provides medical and life insurance benefit coverage to certain retirees of the Company. Based
on an actvarial valuation performed as at Septenaber 30, 1999, the unfunded accumulated benefit obligation is
$6.8 million. The annualized service and interest costs are estimated to be $0.9 million per annum, and the
annnalized benefit payments are estimated to be $0.5 million per annum.

The principal actuarial assumptions underlying the valuations are as follows:

(i) Discount rate

The present value of future liabilities recognized at year-end and the expense for the year ended, were
determined using a discount rate of 7.25%.

(if) Medical cost increases

Medical costs are estimated to initially increase at an annual rate of 9% until year 2004 at which time
future ammual increases will be at a rate of 5% per anmum.

(iii) Salary levels
Future general salary and wage levels were assumed to increase at 4% per year.
¢) Worker’s Compensation Benefits

The Company has provided worker’s compensation benefits as a self-insured employer under the Ontario
Workplace Safety and Insurance Board (“WSIB™). An actvarially estimated obligation of $1.7 million has
been recognized using the projected benefit method for events that have occurred up to September 30, 1999,
Pursuant to WSIB requirements and effective January 1, 2002, the Company wifl no longer self insure its
WSIB claims and will become a WSIB defined Schedule 1 employer. As part of this transition the WSIB
requires the Company to pay an estimate of the actuarial settlement in the amount of $0.9 million which has
been reflecied as a reduction of the existing obligation recogmized by the Company. Tt is expected that the
final settlernent will be determined in year ended December 31, 2002.

14. Fipagcial Instruments

Management estimates that the fair valnes of all financial assets and liabilities are not materially different
from their carrying values.

Page 6 of 7



" London Hydro Inc,

Netes to the Financial Statements
(in thousands of dollars)
For the Year Ended December 31, 2001

15. Prior Period Figures )

The prior period figures presented for comparison purposes in the statements of operations, deficit and
cashilows are for the two-month period from the date of incorporation and commencement of operations on
November 1, 2000, to December 31, 2000. Certain prior period figures presented have been restated to
conform with the current year’s presentation.

Page 7of 7
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AUDITOR’S REPORT

To the Shareholder of London Hydro Inc.

We have examined the balance sheet of London Hydro Inc. as at December 31, 2002 and the
statements of eamings, retained earnings, and cash flows for the year then ended. These
financial statements are the responsibility of Hydro’s management. Our responsibility is to
express an opinion on these financial statements based on our audit.

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

In our opinion, these financial statements present fairly, in all material respects, the financial
position of London Hydro Inc. as at December 31, 2002 and the results of its operations and its

cash flows for the year then ended in accordance with Canadian generally accepted accounting
principles.

0 1P
T

Chartered Accounts

Londen, Canada
February 21, 2003

. . . . RPRG us, a Canadan ovsied imited hatmbiy paitnership estathished under tha laws of Ontaric,
5 tha Conatkan rmembar fiim gl KPMG Imemaneonal, 3 Swiss nonopei sng A5353Canon.



London Hydro Inc.

Balance Sheet
(in thousands of dollars}
As at December 31, 2002
2002 2001
ASSETS
Current assets '
Cash and equivalents s - $ 7,201
Accounts receivable (Note 3) 49,400 37,150
Inventories 3,340 3,527
Prepaid expenses 448 365
Future income taxes (Note 12) 488 857
53,676 49,100
Regulatory amounts recoverable(Notes 4, 11 and 14) 15,629 1,605
Capital assets (Note 3) 161,375 159,946
Future income taxes (Note 12} 3,185 5,400
3 233,865 b 216,141
LIABILITIES AND SHAREHOLDER'S EQUITY
Current liabilities
Bank indebtedness {Note 6) L 10,659 5 -
Accounts payable and accrued liabilities -
Due to Independent Electricity Market Operator 18,559 20,482
Other 9,367 7,126
Due to shareholder (Note 7} 3,418 3,248
42,003 30,856
Long-term liabilities
Due to shareholder (Nate 7) 70,000 70,000
Customer and other deposits (Note 8) 10,304 7,163
Employee future benefits (Note 13) 7,048 7,775
87,352 84,938
Shareholder's equity
Share capital (Note 9) 96,116 96,116
Retained earnings 8394 4,231
104,510 100,347

5 233,865 b3 216,141

On behalf of the Board:

el D

/4
Dirkctor

See accompanying notes to the financial statements



London Hydro Inc.

Statement of Earnings
(in thousands of doilars)
For the Year Ended December 31, 2002

2002 2001
Distribution revenue k] 39,705 s 29,561
Operating expenses
Plant operating and maintenance 7,429 8,214
General and administrative 17,195 14,843
Amortization of capital assets 11,611 11,047
36,235 34,104
Less: Costs recovered (Note 7) (2.948) (3,228)
13,287 30,876
Operating income (loss) 6,418 (1,315)
Other income (expense)
Interest and other revenue (Note 10) 4,147 5372
Interest expense (Note 6) (608) (281)
Provision for regulatory amounts (Notes 11 and 14) (2,553) (3,142)
986 1,949
Earnings before income taxes 7,404 634
Income taxes (recovery) (Note 12)
Current 1,350 102
Future 1,891 (857)
3,241 755
Net earnings for the year 3 4,163 3 1,389

See accompanying notes to the financial statements



London Hydro Inc.

Statement of Retained Earnings
(in thousands of dollars)
For the Year Ended December 31, 2002

2002 2001
Retained earnings (deficit), beginning of year s 4,231 $ (2,558)
Restatement for recognition of future income taxes {Note 2(f)) - 5,400
Net carnings for the year 4,163 1,389
Retained earnings, end of year 3 8,394 s 4,231

See accompanying notes to the financial statements



Londenr Hydro Inc.

Statement of Cashflows
(in thousands of dollars}

For the Year Ended December 31, 2002

Operating activities

Net earnings for the year

Charges to operations not affecting cash
Amortization of capital assets
Gain on disposal of capital assets
Gain on settiement of employee future benefit plan
Future income taxes

Net increase in non-cash working capital balances related to operations
Decrease in employee future benefits
Increase in customer and other deposits

Cash provided by operating activities

Financing activities

Proceeds from bank term debt

Repayment of bank terrn debt

Advances to shareholder

Developer contributions to capital asset costs

Cash provided by (used in) financing activities
Investing activities

Additions to capital assets

Proceeds on disposal of capital assets

Increase in recoverable regulatory 2mounts

Cash used in investing activities

Decrease in cash and equivalents during the year

Cash and equivalents, beginning of the year

Cash and equivalents (bank indebtedness), end of the year (Note 6)

Supplemental cashflow information
Interest paid

{ncome taxes paid

2002

§ 4,163
11,611
(259}
(607)
1,891
16,759
(10,964)
(120)
3,141
8,816
10,600
{250}
1,739
11,489

(18,748)
339

(10,006)

(28415)
(8,110}
7,201

$ 909

$ 439
3 955

See accompanyinrg notes to the financial statements

2001

3 1,389

11,047
(1,055)

755

10,626

(3,689)
(950)
1,162

7,149

(5,168)
2,116

(3,052)

(20,750)
2,004
(1,695)

(20,441}

(16,344)
23,545

S____ 1201

5 435



London Hydro Inc.

Notes to the Financial Statements
(tabular amounts in thousands of doliars)
For the Year Ended December 31, 2002

Business Operations

The Company is a wholly owned subsidiary company of the Corporation of the City of London providing
electrical distribution services to the inhabitants of the City of London, as regulated by the Ontaric Energy
Board.

Sununary of Significant Accounting Policies

The financial statements have been prepared in accordance with accounting principles generally aceepted in
Canada.

a) Revenue recognition

In accordance with Ontario Energy Board regulations, the Company recognizes as revenue the regulated
distribution tariffs associated with energy distributed and variances between energy purchase costs and
energy billed are recorded as regulatory assets or liabilities for futuwre distribution rate application
consideration.

The Company follows the practice of cycle billing of customers’ accounts and revenue is recognized in the
period billed. An accrval is made in the accounts at December 31 for power supplied but not billed to
customers between the date the meters were last read and the end of the year.

b) Inventories

Inventories of materials and supplies are valued at the lower of laid down cost on the average cost basis and
net realizable value.

¢) Capital assets

Capital assets are amortized over their estimated useful lives using the straight-line method over the following
periods:

Buildings 50 to 60 years
Other construction 25 to 30 years
Substation equipment 30 years
Distribution lines, transformers and meters 25 years
Systemn supervisory equipment 15 to 25 years
Service, office and other equipment 8 to 10 years
Automotive equipment 4 to 8 years
Computer equipment 5 years

When a capital asset is sold or otherwise disposed of, the related cost and accumulated amortization are
removed from the respective accounts and any pain or loss on disposition is recognized in earnings.

Pagelof 8
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London Hydre Inc.

Notes to the Financial Statements
(tabular amounis in thousands of dollars)
Feor the Year Ended December 31, 2002

Summary of Significant Accounting Policies, continued

- -aéi:_ai_t_al_assets that by their nature are not readily identifiable as individual assets are groﬁﬁed together. Under T

this method, the related cost and accurnulated amortization are removed from their respective grouping
account at the end of the asset's estimated useful life, regardless of actual service life. Any proceeds on
disposition are recognized in eamnings in the year of disposition.

d} Contributions to capital costs

Contributions are received from developers and contractors for capital costs incurred by the Company. These
contributions are included as-a reduction to the cost of the related capital assets when those assets are placed
in service.

€) Cash and equivalents

Cash on hand and on deposit with banks, and short-term investments with maturity of three months or less,
are considered cash and equivatents.

f) Income taxes

Effective January I, 2002, and in accordance with the recomumendations of the Canadian Institute of
Chartered Accountants, the Company retroactively adopted the liability method for accounting for income
taxes. Under this method, future income tax assets and liabilities are recognized for differences between the
financial statement carrying amounts of existing assets and liabilities and their respective values for income
tax purposes. These differences are measured using substantively enacted tax rates in effect in the peried in
which those differences are expected to be recovered or settled. To the extent that there is uncertainty
regarding the recovery of a future income tax asset a valuation allowance reducing the future income tax asset
is recorded. This change in accounting policy resuited in a retroactive increase as at December 31, 2001 to
both long-term future income tax assets and retained eamings in the amount of $5.4 million.

g) Measurement uncerfainty

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets, liabilities,
revenues and expenses, as well as the disclosure of contingent assets and liabilities at the date of the financial
statements. Certain estimates are also required as regulations, which will ultimately defermine the actual
results, have yet to be finalized and are dependent on the completion of regulatory proceedings or decisions.
Due to these uncertainties, actual results might differ from those estimates and the impact will be recorded in
the current period when the actual results are known.

h) Employee future benefits

The Company has adopted the following policies for future benefits provided to both active and retired
employees: '

(i) Pension benefits
The Company has a pension agreement with the Ontario Municipal Employees Retirement System

{OMERS), which is a multi-employer contributory defined benefit plan. Company contributions to the
plan are recognized as pension expense in the period that they are incurred,

Page2of 8



London Hydro Inc.

Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2002

2.  Summary of Significant Accounting Policies, continued
(ii) Other Post-Retirement and Post-Employment benefits
The Company provides other benefits to active and retired employees including group life insurance and
health-care benefits. Recognition of these benefits are actuarially determined using the projected benefit
method pro rated on service using management's best estimate of expected plan investment performance,

salary escalation, retirermnent ages of employees and expected health care costs.

3.  Accounts Receivable

2002 2001

Accounts receivable -
Energy and water § 48,751 $ 36,150
Sundry 2,021 2,256
50,772 38,406
Less: Allowance for doubtful accounts 1,372 1,256
$ 49,400 $ 37,150

Included in accounts receivable is approximately $4.8 million (2001- $4.1 million) of customer receivables
for water consumption that the Company bills and collects on behalf of the Corporation of the City of
London. As the company does not assume liability for collection of these amounts, no allowance for
doubtful collection has been provided for these accounts.

4, Regulatory Amounts Recoverable

2002 2001

Transitional costs 5 6,918 3 1,695
Retail settlement variance account 8,711 -
$ 15,629 ] 1,695

In preparation for opening of the electricity market and to comply with regulations, the Company has incurred
costs that are eligible for recovery in future distribution rates, subject to the approval by the Ontario Energy
Board. During the year, the Company placed into service $3.9 million of capital assets and incurred $1.3
million in transitional costs that are all eligible for such recovery.

The Retail Settlement Variance Account represents amounts that have accumulated since market opening and
comprise variances between amounts charged by the Independent Electricity Market Operator for the
operation of the wholesale electricity market and the supply and transmission of energy commodities and the
amounts billed to customers by the Company based on the Ontario Energy Board approved rates. Ontario
Energy Board policy indicates that such variances will be recovered in future rate setting decisions.
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London Hydre Inc.

Notes to the Financial Statements
{tabular amounts in thousands of dollars)
For the Year Ended December 31, 2002

Capital Assets
2002 2001
Accumulated
Cost Amortization Net Net
Land and land rights 3 925 % 241§ 684 $ 760
Buildings 17,483 6,320 11,163 11,329
Plant and equipment 30,829 16,762 14,067 12,707
Distribution system 222,414 89,156 133,258 128,720
Work in progress 2,203 - 2,203 6,430
$ 273,854 § 112479 $ 161,375 3 159,946
Bank Indebtedness
2002 2001
Unsecured demand revolving bank facility, bearing interest at the
Prime Rate less 0.8% per annum 3 909 $ -
Unsecured demand bank term debt, repayable in monthly principal
instalments of $83,333 per month, bearing interest at the Prime
Rate less 0.5% per annum 9,750 -
$ 10,659 3 -

The Company has utilized $50.0 million in bank standby letters of credit issued to the Independent Electricity
Market Operator, as required by regulation. The Company has recently 1eceived regulatory approval to

reduce the standby letters of credit to $13.2 million.

Interest paid during the year on the bank term debt amounted to $0.1 million. Bank term debt principal
repayments over the next five years are in the amount of $1.0 million per annum for an aggregate repayment

of $5.0 million.

Due to Sharcholder
2002 2001
Non-interest bearing trade balances due to shareholder, without
stated repayment terms $ 3418 $ 3248
Unsecured promissory note, bearing interest at 6% per annum
commencing July 1, 2003, payable in interest only, maturing July
i, 2008 (2001 - non-interest bearing, maturing July 1, 2003) 70,000 70,000
73,418 73,248
Less: Current portion 3,418 3,248
$ 70,000 $ 70,000
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London Hydro Inc.

Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2002

Due to Shareholder, continued

During the year and within the course of normal operations, the Company provided services to the City of
London on an estimated cost recovery basis at an amount of $2.9 million {2001 - $3.2 million).

Custormer and Qther Deposits

Customer and other deposits include security deposits for energy consumption bearing interest at a rate of
prime less 2% per annurn and developer deposits held in accordance with regulation.

Share Capital

Authorized
An unlimited number of commeon shares

An unlimited number of non-voting, non-cumulative preference
shares, redeemable at the paid-up amount

Issued 2002 2001

1,001 common shares $ 96,116 $ 96,116
Interest and Other Revenue

2002 2001

Late payment charges $ 1,477 $ 1,202

Interest 412 904

Customer billing service fees 433 9

Gain on disposal of assets 299 1,055

Rentais and scrap sales 352 501

Sundry 567 797

Gain on settlement of employee future benefit plan (Note 13) 607 -

Cost of power rebate - 904

3 4,147 3 5372

Provision for Regulatory Amounts

Effective January 1, 2001, and uoiil the opening of the electricity market place in Ontario, the Ontario Energy
Board (“OEB”) accounting policies and procedures require the Company to record all variances between the
cost of energy purchased and energy billed as regulatory assets or liabilities.

The OEB has indicated by virtue of requiring regulated utilities to capture these variances that the amounts
will ultimately be recoverable (payable) by the regulated utilities through future rate application procedures.
At the present time, the OEB has not clearly confirmed by regulatory decision whether these amounts will be
fully recoverable (payable) or what the process, timing and methodology for recovery or payment will be. In
accordance with generaily accepted accounting principles, the Company has fully provided for the non-
recovery of these amounts in the amount of $2.6 million in 2002 ($3.1 millicn in 2001} until such time as
certainty by way of regulatory decision is provided.
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London Hydro Inc.

Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2002

Income Taxes

a) Income tax status

As a wholly owned subsidiary Company of the Corporation of the City of London, the Company is exempt
from income taxes under the Income Tax Act {Canada). Effective October 1, 2001 and pursuant to the
Electricity Act (1998)}Ontario) the Company is required to make payments in lieu of tax to the Ontario
Electricity Financial Corporation. The amount of payments in licu of tax will be approximately equivalent to
the income and capital taxes that would have to be paid if the Company was a taxable corporation under the
Income Tax Act (Canada).

b} Income fax rate

The Company’s effective income tax rates differed from the statutory combined federal and provincial rates
primarily due to the following:

2002 2001
Earnings before income taxes $ 7,404 $ 634
Income tax expense based on combined federal and provincial
statutory income tax rate of 38.6% (2001- 40.62%) 2,858 257
Federal large corporations tax 367 102
Non-taxable gains included in accounting income (349 {411)
Non-taxable accounting income eamed prior to October 1, 2001 - (892)
Recognition of previously unrecognized future income tax assets (92) -
Future income tax asset reduction for substantively enacted tax rates 333 -
QOther iterns 124 189
Income tax expense (recovery) recognized § 3,241 $ (755)

Employee Future Benefits
a) Pension plan

The Company has a pension agreement with the Ontarioc Municipal Employees Retirement System
(OMERS), which is a multi-employer plan, on behalf of its employees. The plan is a contributory defined
benefit plan which specifies the amount of retirement benefit to be received by the employees based con the
length of service and rates of pay. Effective August 1, 1998, OMERS declared a contribution holiday, which
temporarily suspended payments to the plan vatil Janvary of 2003, On January 1, 2003, the Company and
plan members are required to resume payments which will increase gradually to normalized contribution
levels in fiscal 2004.
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_Employee Future Benefits, confinuned

Londen Hydro Inec.

Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2002

b) Medical and life insurance benefits

The Company provides medical and life insurance benefit coverage to certain retirees of the Company. Based
on an actuarial extrapolation of the plan’s valvation of September 30, 1999, the unfunded accurnulated benefit
obligation is $7.0 million. The annualized service and interest costs are estimated to be $0.4 million per
annurmn, and the annualized benefit payments are estimated to be $0.5 million per annum. The pension
expense for the years ended 2001 and 2002 was $0.6 million.

The principal actuarial assumptions underlying the valuations are as follows:
(i) Discount rate

The present value of future liabilities recognized at year-end and the expense for the year ended, were
determined using a discount rate of 6.75%.

(i) Medical cost increases

Medical costs are estimated to initially increase at an annual rate of 7% until year 2004 at which time
future annual increases will be at a rate of 5% per annum.

(iii) Salary levels
Future general salary and wage levels were assumed to increase at 4% per year.
c) Worker's Compensation Benefits

Prior to January 1, 2002, the Company provided worker’s compensation benefits as a self-insured employer
under the Ontario Workplace Safety and Insurance Board {(“WSIB™), recognized the actuarially estimated
liability of $1.7 million. Pursuant o WSIB requirements and effective January 1, 2002, the Company no
longer self-insures its WSIB claims and has become a WSIB defined Schedule 1 employer, As part of this
transition the WSIB required the Company to pay amount of $1.1 million as settlement of the obligation as a
self-insured employer under the plan. With the transition to Schedule 1 under the WSIB plan, and the
payment of this settlement amount, the Company is no longer responsible for the previously recognized
liability. The difference between that liability and the final settlement payment in the amount of $0.6 million
has been reflected as a gain on settlement of the plan and included in the statement of earnings for the year.

Financial Instruments and Credit Risk
(a) Financial Instruments

Management estimates that the fair values of ali financial assets and liabilities are not materjally different
from their carrying values.

(b) Credit Risk
Credit risk is the risk that a counterparty will fail to discharge its obligation to the Company reducing the

expected cash inflow from Company assets recorded at the balance sheet date. Credit risk can be
concentrated in debtors that are similarly affected by economic or other conditions.
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_Financial Instruments and Credit Risk, continued

London Hydro Inc.

Notes to the Financial Statements
(tabular amounts in thousands of doliars)
For the Year Ended December 31, 2002

The Company has assessed that there are no significant concentrations of credit risk other than the present
uncertainty relating to the collection of amounts subject to regulatory approval and disposition, In November,
2002, the Government of Ontario passed legislation which effectively froze previously annmounced
distribution rate increases and cast significant uncertainty over previously announced government direction
and policy pertaining to the collection of regulatory assets and variance accounts. As at December 31, 2002
the Company has $8.7 million {2001 - $nil) in Retail Settlement Account variances, $6.9 million (2001-$1.7
million) in transitional costs recoverable, for total financial assets of $15.6 million (2001-$1.7 million) that
are subject to this regulatory uncertainty. Additionally, the Company has expensed $2.6 million (2001- $3.1
million) of costs that are subject to recovery once regulatory certainty is provided.

Prior Period Figures

Certain prior period figures presented have been restated to conform with the current year’s presentation.
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KPMG LLP
Chartered Accountants

144 Fuilzrion Strest Suite 1400 Telephene (519) 6724880
PO Box 2305 Telefax (519) 672-5684
London ON NBA 5P2 Www.Kpmg.ca
Canada — o

AUDITOR’S REPORT

To the Sharehoider of London Hydro inc.

We have examined the balance sheet of London Hydro Inc. as at December 31, 2003 and the
statements of earnings and retained earnings, and cash flows for the year then ended. These
financial statements are the responsibility of Hydro’s management. Our responsibility is to
express an opinion on these financial statemenis based on our audit.

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

In our opinion, these financial stalements present fairly, in all material respects, the financial
position of London Hydro Inc. as at December 31, 2003 and the results of its operations and its

cash flows for the year then ended in accordance with Canadian generally accepted accounting
principles. .

i 4P
s 40

Chartered Accountants

London, Canada
February 13, 2004

. KPIAG Lir, 3 Canadiar Lited liglekly partneraiup o fhe Canadian
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London Hydro Inc.

Balance Sheet
(in thousands of dollars)
As at December 31, 2003
2003 2042
ASSETS
Current assets
Cash and equivalents . s 7,829 b -
Accounts recejvable (Note 3) 37,214 495,400
Regulatory amounts recoverable (Note 4} 5,223 -
Inventories 3,567 3,340
Prepaid expense and other 796 96
54,629 53,676
Regulatory amounts recoverable (Notes 4, and 14) - 8,953 15,629
Capital assets (Note 5) 163,874 161,375
Future income taxes (Note 12) 3,105 3,185
3 230,561 b3 233,865
LIABILITIES AND SHAREHOLDER'S EQUITY
Current liabilities
Bank indebtedness (Note §) - 5 - 3 10,659
Accounts payable and accrued liabilities -
Due to [ndependent Electricity Market Operator 16,563 18,559
Other 10,562 9,367
Due to shareholder (Note 7) 3,958 3418
31,083 42,003
Long-term liabilities .
Due to sharehalder (Note 7) . 70,000 70,000
Customer and other deposits (Note 8) 12,860 10,304
Employee future benefits (Note 13) 7177 7,048
90,037 _ 13
Shareholder's equity
Share capital (Note 9) 96,116 96,116
Retzined eamings 13,325 8,304
109,441 104,510
s 230561 5 233865

Diredior’ ~

See accompanying notes 1o the financial statements




London Hydro Inc.

Statement of Earnings and Retained Earnings

{in thousands of dollars}

For the Year Ended December 31, 2003

Distribution revenue (Note 10}

Operafing expenses

Plant operating and maintenance
General and administrative
Amortization of capital assets

Less: Costs recovered (Note 7)

Operating income

Other Income (expense)

Interest and other revenue (Note 11)
Interest expense (Notes 6 and 7}
Provision for regulatory amounts {Note 4)

Earnings before income taxes
Income taxes (Note 12)

Net earnings for the year

Retained earnings, beginning of year

Retained earnings, end of year

2003

5 39,840

7,894
17,637
12,133

37,664
(3,945)
33,719

6,121

3,850
(2,704)

1,146
7,267
2,336
4,931
8,394

$ 13,325

See accompanying notes to the financial statements

2002

3 38,705

7,429
17,195
11,611

36,235
{2.948)
33,287

6,418

4,147
(608)

(2,553)
986

7,404
3,241
4,163
4,231

3 8,394



London Hydro Inc.

Statement of Cashflows
(in thousands of dollars)
For the Year Ended December 31, 2003

2003

Operating activitics
Net earnings for the year L 4931
Charges to operations not affecting cash

Amortization of capitai assets 12,133

Gain on dispasal of capital assets (21)

Gain on settlement of employee future benefit plan -

Future income taxes 568

17,611

Net decrease (increase) in non-cash working capital balances related to operations 11,351
Increase (decrease) in employee future benefits 129
[ncrease in customer and other deposits 2,556
Cash provided by operating activities 31,647
Financing activities
Proceeds of bank termn debt -
Repayment of bank term debt (9,750)
Developer contributions to capital asset costs 1,561
Cash (used in) provided by financing activities (8,189)
Investing activities
Additions to capital assets (16,240}
Proceeds on disposal of capital assets 67
Decrease (increase) in regulatory amounts recoverahle 1,453
Cash used in investing activities (14,720}
Increase (decrease) in cash and equivalents during the year 3,738
Cash and equivalents, beginning of the year (909)
Cash and equivalents, end of the year (Note 6) $ 7,829
Supplemental cashflow informatien
Interest paid 3 2,446
Income taxes paid 3 2,170

See accompanying notes to the financial statements

2002

3 4,163

11,611
(299)
(607)

1,891

16,759
(10,964)
(120)

3,141

8,816

10,000
(250)
1,739

11,489

(18,748)
339

(10,006)
(28,415)

(8,110)
7,201

3 909)

3 438

b 953



Londen Hydro Inc.
Notes to the Financial Statements
(tzbular amounts in thousands of dollars)
For the Year Ended December 31, 2003

Business Operations

The Company is a wholly owned subsidiary company of the Corporation of the City of London providing
electrical distribution services to the inhabitants of the City of London, as regulated by the Ontario Energy
Board.

Summary of Significant Accounting Policies

The financial statements have been prepared in accordance with accounting principles generally accepted in
Canada.

a) Revenue recognition

In accordance with Ontario Energy Board regulations, the Company recognizes as revenue the regulated
distribution tariffs associated with energy distributed and variances between energy purchase costs and
energy billed are recorded as regulatory assets or labilities for future rate application consideration.

The Company follows the practice of cycle billing customers' accounts and revenue is recognized in the
period billed. An accrual is made in the accourts at December 31 for power supplied but not billed to
customers between the date the meters were last read and the end of the year.

b) Inventories

Inventoriés of materials and supplies are valued at the lower of laid down cost on the average cost basis and
net realizable value.

c) Capital assets

Capital assets are amortized over their estimated useful lives using the straight-line method over the following
petiods:

Buildings 50 to 60 years
Other construction 25 10 30 years
Substation equipment 30 years
Distribution lines, transformers and meters 25 years
System supervisory equipment 15 to 25 years
Service, office and other equipment 8 to 10 years
Automotive equipment . 4to 8 years
Computer equipment 5 years

When a capital asset is sold or otherwise disposed of, the related cost and accumulated amortization are
removed from the respective accounts and any gain or loss on disposition is recognized in earnings.

Capital assets that by their nature are not readily identifiable as individual assets are grouped together. Under
this method, the related cost and accumulated amortization are removed from their respective grouping
account at the end of the asset's estimated useful life, regardless of actnal service life. Any proceeds on
disposition are recognized in earmnings in the year of disposition.
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London Hydro Inc.
Notes to the Financial Statements
{tabular amounts in thousands of dollars)
For the Year Ended December 31, 2003

Summary of Significant Accounting Policies, continued

d) Contributions to capiral costs

Coniributions are received from developers and contractors for capital costs incurred by the Company. These
contributions are included as a reduciion to the cost of the related capital assets when those assets are placed
in service.

¢) Cash and equivalents

Cash on tand and on deposit with banks, and short-term investments with maturity of three months or less,
are considered cash and equivalents.

f) Income taxes

The Company follows the liability method for accounting for income taxes whereby future income tax assets
and liabilities are recognized for differences between the ‘financial statement carrying amounts of existing
assets and liabilities and their respective values for income tax purposes, These differences are measured
using substantively enacted tax rates in effect in the period in which those differences are expected to be
recovered or settled. To the extent that there is uncertainty regarding the recovery of a future income tax
asset a valuation allowance reducing the future income tax asset is recorded.

g) Measurement uncertainty

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets, liabilities,
revenues and expenses, as well as the disclosure of contingent assets and liabilities at the date of the financial
staterments.  Certain estimates are also required as regulations, which will ultimately determine the actnal
results, have yet to be finalized and are dependent on the completion of regulatory proceedings or decisions.
Due to these uncertainties, actual results might differ from those estimates and the impact will be recorded in
the current period when the actual results are known.

h) Employee future benefits

The Company has adopted the following policies for future benefits provided to both active and retired
employees:

{i) Pension benefits

The Company has a pension agreement with the Ontaric Municipal Employees Retirement System
(OMERS), which is a multi-employer contributory defined benefit plan. Company contributions to the
plan are recognized as pension expense in the period that they are incurred.

(ii) Other Post-Retirement and Post-Employment benefits

The Company provides other benefits to active and retired employees including group life insurance and
health-care benefits, Recognition of these benefits are actuarially determined using the projected benefit

method pro rated on service using management's best estimate of expected plan investment performance,
salary escalation, retirement ages of employees and expected health care costs.
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London Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2003

3. Accounts Receivable
) S 2003 2002
Accounts receivable - .
Energy and water 5 37,678 5 48,751
Sundry 1,241 2,021
38,919 50,772
Less: Allowance for doubtful accounts 1,705 1,372
b 37,214 $ 45,400
Included in accounts receivable is approximately $4.4 miilion (2002 - $4.8 million} of customer receivables
for water consumption that the Company bills and collects on behalf of the Corporation of the City of
London. As the company does not assume liability for collection of these amouats, no allowance for
doubtful collection has been provided for these accounts.
4, Regulatory Amounts Recoverable

2003 2002

Transitional costs % 6,863 5 6918
Retail Settlement Variance Account 9,248 8,711
16,111 15,629

Less: Provision for regulatory rate adjustments (1,935} B
14,176 15,629

Less: Current portion recoverable (5,223) -
$ 8,953 $ 15629

a) Transitional costs and Retail Settlement Variance Account

In preparation [or opening of the elecuicity mahel and o votply with tegulations, the Cowupany has incwicd
transitional costs that are eligible for recovery in future distribution rates, subject to the approval by the
Ontario Energy Board (OEB). In addition and pursuant to regulation, the Company has accurnulated in the
Retail Settlement Variance Account amounts that have accurnulated since market opening comprised of
variances between amounts charged by the Independent Electricity Market Operator for the operation of the
wholesale electricity market and the supply and transmission of energy commodities, and the amounts billed
to customers by the Company based on the OEB approved rates. These variances are also eligible for

recovery in future rates.

During the year, the Company incurred additional transitional costs of $0.2 million and received an interim

recovery of $0.3 million through distribution rates.
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London Hydroe Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2003

4, Regulatory Amounts Recoverable, continued

_b) Recovery of regulatory amounts

in December 2003, the Ontario Energy Board permitted the Company to commence recovery of regulatory
assets through distribution rates over a four-year period commencing March 1, 2004, During fiscal 2004, the
Company will receive an interim recovery until such time as the Ontario Energy Board undertakes a detailed
review to validate the amounts available for final recovery. In accordance with this direction, the Company
bas filed an application for the first year recovery of $6.4 million, commencing March 1, 2004, which will
amount to an approximate recovery of $5.2 million during the Company’s fiscal 2004 year,

¢) Provision for regnlatory rate adjustments

During the period January I, 2001 until the May 1, 2002 opening of the electricity market place in Ontario,
the Company incurred pre-market opening energy cost variances totaling $5.7 million. Due to the absence of
any regulatory decisions or procedures in place during fiscal 2001 or 2002 regarding the recovery of these
varjances through future rate applications, the Company fully provided for the non-recovery of these amounts
in the amount of $2.6 million in 2002 and $3.1 millior in 2001. The recent direction received from the OEB
indicates that these amounts will now be potentially eligible for recovery over the four-year period, and
accordingly, the Company’s tecent regulatory application for recovery includes these amounts. Any
collection of these amounts previously expensed, will be reflected in future fiscal years as they are recovered
in distribution rates.

With the implementation of Bill 210 in December of 2002, distribution rates were frozen at their existing
levels, which included a one-time adjustment for the recovery of 2001 income taxes. Due to the rate freeze,
this adjustment was not removed from the rates received in fiscal 2003 and the regulator has not provided a
clear decision on whether the Company will be required to refund in future years the 2001 income taxes
received in fiscal 2003. Until regulatory certainty is provided on this matter, the Company has established a
provision reducing regulatory amounts otherwise recoverable in the amount of $1.9 million for the potential
refund of these taxes.

The Company has not made any further provision for any portion of those costs recorded as regulatory assets
which may be disallowed by the regulator in future years.

Capital Assets
2003 2002
Accumulated

Cost Amortization Net Net
Land and land rights $ 967 % 280 % 687 b 684
Buildings 17,713 6,733 10,980 11,163
Plant and equiprment 31,465 17,054 14,411 14,067
Distribution system 233,516 98,151 135,365 133,258
Work in progress 2,431 - 2,431 2,203

$ 286092 § 122,218 § 163,874 3 161,375
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London Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2003

Bank Indebiedness

L]
<
o]
¥y}

Unsecured demand revolving bank facility, bearing interest at the
Prime Rate less 0.8% per annum $

Unsecured demand bank term debt, repayable in monthly principal
instaiments of $83,333 per month, bearing interest at the Prime
Rate less 0.5% per annum -

|

L2002

9,750

$ -

3 10,659

The Company has utilized $13.2 million in bank standby letters of credit issued to the Independent Electricity

Market Operator, as required by regulation.

Interest paid during the year on the bank term debt amounted to $0.3 million (2002 - $0.1 miltion).

Related Party Balances and Transactions

2003 2002
Non-interest bearing trade balances due to shareholder, without
stated repayment terms 3 3,958 § 3418
Unsecured promissory note, bearing interest at 6% per annum
commencing July 1, 2003, payable in interest only, maturing July
1, 2008 70,000 70,000
73,958 73,418
Less: Current portion 3,958 3418
$ 70,000 $ 70,000

Duwring the year and within the course of normal operations, the Company provided services to the City of
London on an estimated cost recovery basis at an amount of $3.9 million (2002 - $2.9 million), and paid

interest to the City in the amount of $2.1 million (2002 - $nil),

Customer and Other Deposits

Custemer and other deposits include security deposits for energy consumption bearing interest at a rate of

prime less 2% per annum and developer deposits held in accordance with regulation.

PageSof 8



10,

11,

12,

London Hydre Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2003

Share Capital

Anthorized
An unlimited number of common shares

An uynlimited number of non-voting, non-cumulative preference
shares, redeemable at the paid-up amount

Il
o=
fa=g
(¥

Issued 2002

1,001 common shares $ 96,116 $ 96116

Distribution Revenue

In addition to distribution revenues of $39.8 million (2002 - $39.7 million), by regulation the Company is
responsible for billing, collecting and settling energy purchase costs in the amount of $243.3 million (2002 -
$247.4 million).

Interest and Other Revenue

2003 2002
Late payment charges 3 1,209 5 1,477
Interest 871 412
Customer billing service fees 603 433
Gain on disposal of assets 21 299
Rentals and serap sales 274 352
Sundry 872 . 567
Gain on settlement of employee future bepefit plan - - 607

3 3,850 3 4,147

Ineome 'I'axes
a) Income tax status

As a wholly owned subsidiary Company of the Corporation of the City of London, the Company is exempt
from income taxes under the Income Tax Act (Canada). Effective October 1, 2001 and pursuant to the
Electricity Act (1998)(Ontaric} the Company is required to make payments in lien of tax to the Ontaric
Electricity Financial Corporation. The amount of payments in lieu of tax will be approximately equivalent to
the income and capital taxes that would have to be paid if the Company was a taxable corporation under the
Income Tax Act {Canada).
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London Hydro Inc.
Notes to the Financial Statements
{tabular amounts in thousands of dollars)
For the Year Ended December 31, 2003

Income Taxes, continued

The Company's effective income tax rates differed from the statutory combined federal and provincial rates
primarily due to the following:

2003 2002
Earnings before income taxes $ 7,267 $ 7404
Income tax expense based on combined federal and provincial
statutory income tax rate of 36.6% (2002 - 38.6%) A 2,661 2,858
Federal large corporations iax 400 367
Effect of changes to substantively enacted tax rates (415) 333
Non-taxable gains included in accounting income - (349)
Other items (310} 32
Income tax expense recognized $ 2336 3 3,241
Income tax expense is comprised of the following: 2003 2002
Current income tax $ 1,768 $ 1350
Future income tax 568 1,891
§ 2336 $ 3241

Employee Future Benefits
a) Pension plan

The Company has a pension agreement with the Ontario Municipal Employees Retirement System
(OMERS), which is a multi-employer plan, on behalf of its employees. The plan is a contributory defined
benefit plan which specifies the amount of retirement benefit to be received by the employees based on the
length of service and rates of pay. Effective August 1, 1998, OMERS declared a contribution holiday, which
temnporarily suspended payments to the plan until January of 2003, On January 1, 2003, the Company and
plan members were required to resume payments which will increase gradually to normalized contribution
levels in fiscal 2004. During the year, the Company contributed $0.4 miliion.

b} Medical and life insurance benefits

The Company provides medical and life insurance benefit coverage to certain retirees of the Company. An
actuarial valuation as at September 30, 2003 has estimated the Plan’s unfunded accumulated benefit
obligation at $9.4 million, of which the Company has recorded an accrued pension liability of $7.2 million.
No accounting recognition has been given to the remainder of the accumulated benefit obligation of $2.2
millien as the balance pertaing to changes in actuarial assumptions and actuarial experience losses.
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London Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2003

Employee Future Benefits, continued

In accordance with current pension accounting practices, abproxx:rnatcly $1.2 million of that amount will be

recognized in future years commencing in fiscal 2004, on & straight-line basis over a sixteen-year period,
being the expected annual remaining service life of plan members. These changes will increase the
Company's 2003 pension expense of $0.6 million (2002 - $0.6 million) to approximately $0.8 million in
fiscal 2004. The annualized plan service and interest costs are $0.6 million per annum, and the anaualized
benefit payments are $0.5 million per annum,

The principal actuarial assumptions underlying the September 30, 2003 valuation are as follows:

{i) Discount rate

The present value of future liabilities recognized at year-end and the expense for the year ended, were
determined vsing a discount rate of 6.0%.

{ii) Medical and dental cost increases

Medical costs are estimated to initially increase at an annual rate of 12% until year 2010 at which time
future annual increases will be at a rate of 5% per annum. Dental costs are estimated to initially increase
at an annual rate of 5%

(iii) Salary levels

General salary and wage levels were estimated to increase at the future rate of inflation.

Financial Instruments and Credit Risk
{a) Financial Instruments

Management estimates that the fair values of all financial assets and Habilities are not materially different
from their carrying values.

(b) Credit Risk

Credit risk is the risk that a counterparty will fail to discharge its obligation to the Company reducing the
expected cash inflow from Company assets recorded at the balance sheet date. Credit risk can be
concentrated in debtors that are similarly affected by economic or other conditions.

The Company has assessed that there ave no significant concentrations of credit risk other than the present

uncertainty relating to the recovery of regulatory assets. The final regulatory amount recoverable will be
assessed in future years by the regulator after the audit of those costs during 2004.

Prior Period Figures

Certain prior period figures presented have been restated to conform with the current year's presentation.
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Chartered Accountants Fax {619) 672-5684
140 Fullarton Street Suite 1400 Internet www.kpmg.ca
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Canada

AUDITOR’S REPORT

To the Shareholder of London Hydro Inc.

We have examined the balance sheet of London Hydro Inc. as at December 31, 2004 and the
statements of earnings and retained earnings, and cash flows for the year then ended. These
financial statements are the responsibility of Hydro's management. Our responsibility is to
express an opinion on these financial statements based on our audit.

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

in our opinion, these financial statements present fairly, in all material respects, the financial
position of London Hydro Inc. as at December 31, 2004 and the results of its operations and its

cash flows for the year then ended in accordance with Canadian generally accepted accounting
principles.

K& ¥
bl

Chartered Accountants

London, Canada
February 18, 2005

KPMG LLP. a Canadian limned Sabikty partnership is the Canadian
mernber firm of KPMG International, a Swiss cooperative



London Hydro Inc.

Balance Sheet
(in thousands of dollars)
_...As at December 31, 2004__

2004 2003
ASSETS
Current assets '
Cash and equivalents 3 17,771 b 7,829
Accounts receivable (Notes 3, 8 and 10) 41,276 31214
Regulatory amounts recoverable (Note 4) 6,466 5223
[nventories 3,330 3,567
Prepaid expenses 913 796
69,756 54,629
Regulatory amounts recoverable(Note 4) 12,03¢ 8.953
Capital assets (Note 5) 166,252 163,874
Future income tax assets(Note 12) 3212 3,105
$ 231,250 ] 230,561
LIABILITIES AND SHAREHOLDER'S EQUITY
Current lisbilities (Note 6)
Accounts payable and accrued liabilities -
Due to Independent Electricity System Operator b3 19,233 3 16,563
Other 10,763 6,828
Income taxes payable 1,895 274
Customer and other deposits (Note 7) 8.812 3,450
Due to shareholder (Note 8) 5,009 3,958
Future income tax liabilities (Note 12) 967 -
46,679 31,083
Long-term liahilities
Customer and other deposits (Note 7) 9.667 12,860
Due to sharehalder (Note 8) 70,000 70,000
Employee future benefits (Note 13) 7,355 7,177
87,622 90,037
Shareholder's equity
Share capital (Note 9) 95,116 96,116
Retained earnings 21,433 13325
_u7se . 109441
S BLIe, S 20561

Subsequent event (No

/2 /4

Director ™ v

See accompanying notes 1o the financial stalements



London Hydro Inc.

Statement of Earnings and Retained Earnings

(in thousands of dollars)
For the Year Ended December 31, 2004

Distribution revenue (Note 10)

Operating expenses

Plant operating and maintenance
General and administrative
Amortization of capital assets

Less: Costs recovered (Note 8)

Operating income

Other Income (expense}
Interest and other revenue (Note 11)
Interest expense (Nole 8}

Earnings before the following

Recovery of regulatory amounts (Note 4)

Eamings before income taxes

Tucome taxes (Note 12)
Net earnings for the year
Retained earnings, beginning of year

Retained earnings, end of year

2004

$ 40,015

8,485
17,033
12,578

38,096
(3,895)
14,201

5,814

4,399
(4,473}
{74)

5,740

6,498
12,238

4,130
8,108
13,325

5 21,433

See accompanying notes to the financial statements

20063

N 39,840

7,894
17,637

12,133

37,664
(3.945}
33,719

6,121

3,850
(2.704)
1,146

7,267

7,267
2,336
4931
8,394

S 1335



London Hydre Inc.

Statement of Cashflows
(in thousands of dollars)

-———.—-For the Year Ended December31,2004. ... —

2004 2003

Operating activities
Net eamings for the year b 8,108 S 4,931
Charges to operations not affecting cash

Amortization of capital asseis 12,578 12,133

Gain on disposal of capital assets (19 (20)

Furure income taxes 860 - 568

21,527 17,611

Ner decrease in non-cash wortking capital balances related to operations 5.335 10,531
Increase in cmployee future benefits 1738 129
Increase in customer and other deposits 2,159 3,376
Cash provided by operating activities 29,199 31,647
Financing activities
Repayment of bank term debt - (9,750)
Developer contributions to capital asset cosls 1,627 1,561
Cash provided by (used in) financing activities 1,627 (8,189
Investing activities
Additions to capital assets {16,633) (16,240)
Proceeds on disposal of capilal assets 69 67
Decrease (increase) in regulatory amounts recoverable {(4,320) 1,453
Cash used in investing activities (20.884) (14,720
Encrease in cash and equivalents during the year 9,942 8,738
Cash and eguivaients, beginning of the year 7,829 909
Cash and equivalents, end of the year 3 17,771 5 7829
Supplemental cashflow information
Interest paid S a8 S 246
Inconte taxes paid 52250 8 2170

Sce accompanying notes to the financial statements



Londen Hydro Enc.
Notes to the Financiai Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2004

Business Operations

The Company is 2 wholly owned subsidiary company of the Corporation of the City of London providing
electrical distribution services to the inhabitents of the City of London, as regulated by the Ontario Energy
Board.

Summary of Significant Accounting Policies

The financial staternents have been prepared in accordance with accounting principles generally accepted in
Canada.

a) Revenue recognition

In accordance with Ontario Energy Board regulations, the Company recognizes as revenue the regulated
distribution tariffs associated with energy distributed, and variances between energy purchase costs and
energy billed are recorded as regulatory assets or liabilities for future rate application consideration.

The Company fellows the practice of cycle billing customers' accounts and revenue is recognized in the
period billed. An accrual is made in the accounts at December 31 for power supplied but not billed to
custorners between the date the meters were last read and the end of the year.

b} Inventories

Inventories of materials and supplies are valued at the lower of laid down cost on the average cost basis and
net realizable value.

¢) Capital assets

Capital assets are amortized over their estimated useful lives using the straight-ine method over the following
periods:

Buildings 50 to 60 years
Other construction 25 to 30 years
Substation equipment 30 years
Distribution lites, tansfutnes and stets 25 years
System supervisory equipment 15 to 25 years
Servige, office and other equipment 8 to 10 years
Automotive equipment 4 to 8 years
Computer equipment 5 years

When a capital asset is sold or otherwise disposed of, the related cost and accumulated amortization are
removed from the respective accounts and any gain or loss on disposition is recognized in earnings.

Capital assets that by their nature are not readily identifiable as individual assets are grouped together. Under
this method, the refated cost and accumulated amortization are removed from their respective grouping
accaunt at the end of the asser's estimated usefid life, regardless of actual service life. Any proceeds on
disposition are recognized in earnings in the year of disposition.

Page1of 9



——Summary of Significant Accounting Policies, continued

London Hydro Inc.
Notes to the Financial Statements
{tabular amounts in thousands of dollars)
For the Year Ended December 31, 2004

d) Contributions to capital costs

Contributions are received from developers and contractors for capital costs incurred by the Company. These
contributions are included as a reduction to the cost of the related capital assets when those assets are placed
in service.

e) Cash and equivalents

Cash on hand and on deposit with banks, and short-term investments with maturity of three months or less,
are considered cash and equivalents.

f) Income taxes

The Company follows the liability method for accounting for income taxes whereby future income tax assets
and liabilities are recognized for differences between the financial statement carrying amounts of existing
assets and liabilities and their respective values for income tax purposes. These differences are measured
using substantively enacted tax rates in effect in the period in which those differences are expected to be
recovered or settled. To the extent that there is uncertainty regarding the recovery of a future income tax
asset a valuation allowance reducing the future income tax asset is recorded.

g} Measurement uncertainty

The preparation of financial statements in conformity with generally accepied accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets, liabilities,
revenues and expenses, as well as the disclosure of contingent assets and labilities at the date of the financial
statements. Certain estimates are also required as regulations, which will ultimately determine the actual
results, have yet to be finalized and are dependent on the completion of regulatory proceedings or decisions.
Due to these uncertainties, actual results might differ from those estimates and the impact will be recorded in
the current period when the actual results are known.

h) Employee future benefits

The Company has adopted the following policies for future benefits provided to both active and retired
empioyees:

(i) Pension benefits

The Company has a pension agreement with the Ontaric Municipal Employees Retirement System
(OMERS), which is a multi-employer contributory defined benefit plan. Company contributions to the
plan are recognized as pension expense in the period that they are incurred.

(ii) Other Post-Retirement and Post-Employment benefits
The Company provides other benefits to active and retired employees including group life insurance and
health-care benefits. Recognition of these benefits are actuarially determined using the projected benefit

method pro rated on service using management'’s best estimate of expected plan investment performance,
salary escalation, retirement ages of emplayees and expected health care costs.
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3.

London Rydro Inc.
Notes to the Financial Statements
{tabular amounts in thousands of dollars)
For the Year Ended December 31, 2004

Accounts Receivable

2004 2003

Accounts receivable -
Energy and water § 41,407 $ 37478
Sundry 1,572 1,241
42,979 38,719
Less: Allowance for doubtful accounts 1,703 1,505
S 41,276 S 37,214

Included in accounts receivable is approximately $4.7 million (2003 - $4.8 million) of customer receivables
for water consumption that the Company bills and collects on behalf of the Corporation of the City of
Londen. As the company does not assume liability for collection of these amounts, no allowance for

doubtfu) collection has been provided for these accounts.

Regulatory Amounts Recoverable

Transitionat costs [
Retail Settlement Variance Account

Provision for regulatory rate adjustments
Recoveries through rates

Less: Cutrent portion

2004 2003
14,902 $ 6,863
10,794 9,248
25,696 16,111
(2,600) (1,935}
(4,600) -
18,496 14,176

6,466 5,223

$ 12,030 $ 8953

a}) Transitional costs and Retai! Settlement Variance Account

In preparation for opening of the electricity market and to comply with regulations, the Company has Incurred
In addition and pursuant to
reguiation, the Company has accumulated in the Retail Settlement Variance Account amounts that have
accumulated since market opening comprised of variances between amounts charged by the Independent
Electricity System Operator for the operation of the wholesale electricity market and the supply and
transrission of energy commedities, and the amounts billed to customers by the Company based on rates
approved by the Ontario Energy Board. These variances are also eligible for recovery in future rates.

Regulatory costs that are eligible for recovery through distribution rates.

During the year the Company incurred additional retail settlement variances of $1.5 million.
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Londen Hydro Inc.
Notes to the Financial Statements
{tabular amounts in thousands of dollars)
For the Year Ended December 31, 2004

4. Regulatory Amounts Recoverable, continued

b} Recovery of regulatory amounts

In December 2003, the Ountario Energy Board permitted the Company to commence recovery of regulatory
assets through distribution rates over a four-year period commencing March 1, 2004, Under this process
during fiscal 2004, the Company recovered 34.6 million through distribution rates.

During 2004 the Ontario Energy Board completed its review of London Hydro’s submission of recoverable
regulatory asset amounts, and issued its decision on this matter on December 9, 2004. In prior years, due to
the uncertainty with respect to the regulatory approval process and the uliimate recovery of certain of these
costs, a portion of the amounts approved in the December 9, 2004 decision had been expensed for financial
reporting purposes.  As a result of the decision, an adjustment to fiscal 2004 earnings of $6.5 mitlion has
been recorded to reflect the additional recoveries less the costs incurred by the Company to participate in the
regulatory proceeding.

¢} Provision for regulatory rate adjustments

With the implementation of Bill 210 in December of 2002, distribution rates were frozen at their existing
levels, which included a one-time adjustment for the recovery of 2001 income taxes. Due to the rate freeze,
this adjustment was not removed from the rates until April 1, 2004 and the regulator has not provided a clear
decision on whether the Company will be required to refund in future years the 2001 income taxes received in
fiscal 2003 and 2004, Tt is anticipated that regulatory direction will be provided on this matter with the
finalization of the 2006 Distribution Rate Handbook in 2005. Until regulatory certainty is provided on this
matter, the Company has established a provision reducing regulatory amounts otherwise recoverable in the
amount of $2.6 million for the potential refund of these taxes.

5. Capital Assets

2004 2003
Accumulated

Cost Amortization Net Net
Land and land righis ) 97 § 318 g 649 b 687
Buildings 17,325 7,155 10,670 10,980
Plant and equipment 33,552 18,026 13,526 14,411
Distribution system 244,047 107,597 136,450 135,363
Work in progress 2,957 - 2,957 2,431

3 299348 5 133,096 3 166,252 3 163,874

6. Bank Indebtedness

The Company has utilized $13.2 miltion in bank standby letters of credit issued to the Independent Electricity
Systemn Operator, as required by regulation.
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London Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2004

7.  Customer and Other Deposits
Customer and other deposits include security deposits for energy conswmption bearing interest at a rate of
prime less 2% per annum and developer deposits held in accordance with regulation.
8. Related Party Balances and Transactions
2004 2003
Non-interest bearing trade balances due to sharehelder, without
stated repayment terms $ 5009 5 3938
Unsecured promissory note, bearing interest at 6% per annum
commencing July 1, 2003, payable in interest only, maturing July
1,2008 70,000 70,000
75,009 73,958
Less: Current portion 5,009 3,958
$ 70,000 $ 70,000
Included i the accounts receivable is §1.0 million (2003 - $L.0 million} of energy, water, and sundry
receivables due from the Corporation of the City of London.
During the year and within the course of normal operations, the Company provided services to the City of
London on an estimated cost recovery basis at an amount of $3.9 million (2003 - 33.9 million), and paid
interest to the City in the amount of $4.2 million (2003 - $2.1 miltion).
9.  Share Capital
Authorized
An unlimited number of common shares
An unlimited number of non-voting, non-cumulative preference
shares, redeemable at the paid-up amount
[ssued 2004 2003
1,001 common shares 5 96116 $ 96,116
10.  Distribution Revenue

In addition to distribution revenues of $40.0 million (2003 - $39.8 million), by regulation the Company 1s
responsible for billing, collecting and settling energy purchase costs in the amount of 5245.9 million (2003 -
$243.3 mitlion).
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11.

12.

London Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars}
For the Year Ended December 31, 2004

Interest and Other Revenue

2004 2003

Interest ¥ 1,490 5 87
Late payment charges 978 1,209
Sundry 1,018 893
Customer billing service fees 601 603
Rentals and scrap sales 112 274
3 4,399 S 3,850

Income Taxes

a) Income tax status

As a wholly owned subsidiary Company of the Corporation of the City of London, the Company is exempt
from income taxes under the Income Tax Act (Canada). Pursuant to the Electricity Act {1998)(Ontario) the
Corpany is required to make payments in lieu of tax to the Ontario Electricity Financial Corporation. The
amount of payments in lieu of tax will be approximately equivalent to the income and capital taxes that would

have to be paid if the Company was a taxable corporation under the Income Tax Act {Canada).

b} Income tax expense

The Company’s effective income tax rates differed from the statutory combined federal and provincial rates

primarily due to the following:

2004 003
Earnings before income taxes $ 12,238 g 7267
Income tax expense based on combined federal and provincial
statutory income tax rate of 36.1% (2003 — 36.6%) $ 4420 3 2,661
Federal large corporations tax 210 400
Unrecognized future incomc tax a3scts {500} -
Effect of changes to substantively enacted tax rates - (415)
Other items - (310}
Income !ax expense recognized $ 4,130 $ 2,336
Income tax expense is comprised of the following:
Current incorme tax S 3,270 5 1,768
Future income tax 860 568
3 4,130 § 233
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13.

Londen Hydro Inc.
Notes to the Financial Statements
{tabular amounts in thousands of doltars)
For the Year Ended December 31, 2004

Income Taxes, continued

c) Future income tax balances

The tax effects of temporary differences that give rise to significant portions of the future income tax assets
and future income tax liabilities are as follows:

2004 2003

Future income tax assets (liabilities):
Capital assets $ 6,293 3 6,210
Deferred regulatory asset recoveries (3,684) (2,442)
Other (364) {663)

$ 2,245 5 3,105

Classified in the balance sheet as follows:
Non-current assets 3 3,212 % 3,105
Current liabilities (967) -
3 2,245 $ 3,105

Employee Future Benefits
a) Pension plan

The Company has a pension agreement with the Ontario Municipal Employees Retirement System
(OMERS), which is a multi-employer plan, on behalf of its employees. The plan is a contributory defined
benefit plan which specifies the amount of retirement benefit to be received by the employees based on the
length of service and rates of pay. Effective August 1, 1998, OMERS declared a contribution holiday, which
temporarily suspended payments to the plan until January of 2003. On January 1, 2003, the Company and
plan members were required to resume payments which increased gradually to full contribution levels in
fiscal 2004. During the year, the Company contributed $1.0 million (2003 - 80.4 million).

b) Medical and life insurance benefits plan

The Company provides medical and life insurance henefit coverage to certain retirees of the Company.
Based on a recent actuarial extrapolation of the plan’s last valuation of September 30, 2003, the following
information has been detcrmined:

2004 2003
Accrued benefit obligation

Balance, beginning of year 5 9,426 3 7.574
Current service cost 163 124
Interest cost 558 503
Benefits paid {391) {492}
Actuarial loss - 1,717
Balance, end of year $ 9,556 3 0,426
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London Hydro Inc.
Nates to the Financial Statements
{tabular amounts in thousands of dollars)
For the Year Ended December 31, 2004

13, Emb-i(;jk;"l;';ture -Béneﬁ;s, continued

20 2003
Accrued benefit liability
Accrued benefit obligation $ 9,556 s 0,426
Benefits paid between measurement date of
September 30, 2004 and December 31, 2004 (149) {123)
Unamortized net actuarial loss (2,052) (2,126)
Accrued benefit Hability, end of year 5 7,355 AV
The Company’s net periodic benefit cost is comprised of the fellowing:
20 2003
Current service cost $ 163 3 124
Interest cost 558 503
Amortization of net actuarial loss 74 -
S 795 b3 627

The excess of the net actuarial loss in excess of ten percent of the acerued benefit obligation is amortized over
the average remaining service life of employees, which is estimated to be 16 years.

The significant actuarial assumptions are as follows:

2004 2003
Discount rate 6.0% 6.0%
Initial medical cost rate 12.0% 12.0%
Ultimate medical cost rate 50% 5.0%
Year ultimate rate reached 2011 201t
Dental cost rate 5.0% 5.0%
Rate of compensation increase 4.0% 4.0%

The estimated impact on fiscal 2004 reported pensiont amounts of a one percent increase or decrease in the
health care cost assumnptions is as follows:

Reported +1.0% -1.0%
Current service cost $ 163 § 181 k3 149
Interest cost % 558 % 619 % 507
Accrued benefit obligation $§ 955 $ 10320 3 8932
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London Hydro Inc.
Notes to the Finaneial Statements
{1abular amounts in thousands of dollars)
For the Year Ended December 31, 2004

14. Financial Instruments and Credit Risk

' (a) Financial Instruments
ivianagement estimates that the fair values of all financial assets and habilities are not materially different
from their carrying values.
{b) Credit Risk
Credit risk is the risk that a counterparty will fail to discharge its obligation to the Company reducing the
expected cash inflow from Company assets recorded at the balance sheet date. Credit risk can be

concentrated in debtors that are similarly affected by economic or other conditions. The Company has
assessed that there are no significant concentrations of credit risk.

15. Subsequent Event
On February 8, 2005, the Board of Directors declared a 32.0 million dividend payable to the sole shareholder,

the Corporation of the City of London.

16. Prior Period Figures

Certain prior period figures presented have been restated to conform with the current year’s presentation.
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London ON NGA 5P2

Canada

AUDITORS’ REPORT

To the Shareholder of London Hydro Inc.

We have examined the balance sheet of London Hydro Inc. as at December 31, 2005 and the
statements of earnings and retained eamings, and cash flows for the year then ended. These
financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audit.

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

In our opinion, these financial statements present fairly, in all material respects, the financial
position of London Hydro Inc. as at December 31, 2005 and the results of its operations and its

cash flows for the year then ended in accordance with Canadian generally accepted accounting
principles.

King X
"

Chartered Accountants

London, Canada
February 17, 2006

KPMG LLP, a Canadian limited liability partnarship is the Canadian
trgmnber firm of KPMG International, a Swiss cooperative.



London Hydro Inc.

Balance Sheet
(in thousands of dollars)
As at December 31, 2005

ASSETS

Current assefs

Cash and equivalents

Accounts receivable (Notes 4, 9 and 11)
Regulatory assets (Note 5)

Inventories

Prepaid expenses

Regulatory assets (Note 5)
Capital assets (Note 6)

Future income tax assets (Note 13)

LIABILITIES AND SHAREHOLDER'S EQUITY

Current liabilities (Note 7)

Accounts payable and acerued liabilities -
Due to Independent Electricity System Operator
Other

Income taxes payable

Custorner and other deposits (Note 8)

Due to sharcholder (Note 9)

Regulatory liabilities (Note 5)

Future income tax liabilities (Note 13)

Long-term liabilities

Customer and other deposits (Note 8)
Due to shareholder (Note 9)
Employee future benefits (Note 14)

Shareholder’s equity
Share capital (Note 10)
Retained earnings

Subsequent event (Note 16)

On behslf of the Be

2005

$ 24,347
38,118

5,631

3452

937

72,505

11,926

167,224

5,992
3 257,647

$ 23,394
10,647

1,642

5,208

6,312

1,240

1,193

49,636

9,567
70,000
7,720

87,287

96,116
24,608
120,724

S

Director

S

See accompanying notes to the financial statcments

2004

$ 17,771
41,276

6,466

3,330

913

69,756
12,030
166,252

3,212

S 251050

$ 19,233
10,763

1,895

2,312

5,009

967
46,679

9,667
70,000
7,355

87,022

96,116
21,433

117,549
$ 251,250



London Hydro Inc.

Statement of Earnings and Retained Earnings
(in thousands of dollars)

s e — o oo - - FOr the Year-Ended December 31; 2008 - - - - -~

2005

Distribution revenue (Note 11} 3 42,262
Operating expenses
Plant operating and maintenance 8,596
General and administrative 17,774
Amortization of capital assets 12,848

39,218
Less: Costs recovered (Note 9) (3,259)

35,959
Operating income 6,303
Other Income (expense)
Interest and other revenue (Note 12) 5,277
Interest expense (Note 9) {4,496)

781

Earnings before the following 7,084
Recovery of regulatory amounts -
Earnings before incorne taxes 7,084
Income taxes (Note 13) 1,909
Net earnings for the year 5,173
Retained earnings, beginning of year 21,433
Dividends (2,000)
Retained earnings, end of year 3 24,608

Ses accompanying noies (g (e financial statements

2004

$ 40,015

8,485
17,033
12,578

38,096
(3,895)

34,201

5.814

4,399
4473
_ 9

5,740

6,498
12,238

4,130
8,108

13,325

£ 21,433



Operating activities

Net eamings for the year

Charges to operations not affecting cash
Amortization of capital assets
Gain on disposal of capital assets
Future income taxes

Net decrease in non-cash working capital batances related to operations

Increase in employee future benefits
Increase (decrease) in customer and other deposits

Cash provided by operating activities
Financing activitles

Dividends
Developer contributions to capital asset costs

Cash provided by financing activities

Investing activities

Additions to capiltal assels

Proceeds on disposal of capital assets

Decrease (increase) in regulatory assets and liabilities

Cash used in investing activities

Increase in cash and equivalents during the year
Cash and equivalents, beginning of the year
Cash and equivalents, end of the year

Cash and equivalents are comprised of

Cash
Banker's Acceptance at 3.25%

Supplemental cashflow information
Inferest paid

Income taxes paid

Londen Hydro Inc.

Statement of Cashflows
(in thousands of dottars) R
" 7" For the Year Ended December 31, 2005

2005

5 5,175

12,848
(44)

(2.554)

15,425
8,087
365

3,704
20,173

(2,000}
2,772

772

(16,712)
164
2,179

(14,369)

6,576
17,771

S s

8 9,390

14,957

S 24,347

$ 4,296
D————

b 5316

Sce zecompanying notes to the financial statements

2004

$ 8,108
12,578

(19)
860

21,527
5335
178
2,159

29,199

1,627
1,627

(16,633)
69

{4,320)
{20,884)

9,942
7.829

S 17,771

$ 17,771

3 17,771

s 4,218

S 220



London Hydro Inc.
Notes to the Financial Statements
{tabular amounts in thousands of dollars)
For the Year Ended December 3t, 2005

Regulated Business Operations and Distribution Rates

The Company is a wholly owned subsidiary company of the Corporation of the City of London and provides
regulated electrical distribution services to the inhabitants of the City of London.

The Company is regulated by the Ontario Energy Board (“OEB”), under the authority granted by the Ontario
Energy Board Act (1998). The OEB has responsibility to set reasonable distribution rates and thereby
approves all of the Company’s distribution and ancillary rates. The Company’s distribution revenue is
determined by applying those regulated rates to customers and their consumption of electricity in the
Company’s distribution territory, as established by its distribution license granted by the OEB.

In January 2000, the OEB established that distribution rates would be subject to Performance Based
Regulation (*PBR™), a method of regulation whereby distribution rates are reduced annually to reflect
productivity improvements required of the Company. Under this rate methodology, rates also include
regulated amounts for return on Company equity and debt, which were initially determined by the OEB to be
9.88% and 7%, respectively, While the initial PBR regulatory framework provided for those regnlatory rates
of return, subsequent regulation and Provincial Government initiatives have yet to allow distribution
companies to fully achieve those returns. Commencing sometime in fiscal 2008, it is expected that the full
amount for regulated rsturn will be included in distribution rates.

Financial Effects of Distribution Rate Regulation

The financial results presented are in accordance with generally accepted accounting principles and within
that framework the Company accounts for the impact of regulatory actions in the following manner;

a) Regulatory Decisions to Adjust Distribution Rates

In the event that a regulatory decision is rendered, providing regulatory approval and certainty to the
recognition of an asset, or creation of a liability, and culminating in an adjustment to Company distribution
rates, such occurrences are immediately reflected in the Company’s accounts.

b) Regulatory Direction and Practice

In the absence of a regulatory decision impacting rates, and where the Company is required by regulatory
accounting practice or direction to accumulate balances for future rate recovery or create liabilities for future
discharge, those amounts are recorded in accordance with that regulatory direction. Management assesses the
future uncertainty with respect to the final regulatory disposition of those amounts, and to the extent required,
makes accounting provisions to reduce the deferred balances accumulated or to increase the recorded
liabilities. Upon rendering of the final regulatory decision adjusting distribution rates, the provisions are
adjusted to reflect the final impact of that decision, and such adjustment is reflected in net earnings for the
period.

Amounts currently confirmed by final regulatory decision, and amounts currently accounted for in the

absence of final regulatory decision together with related provisions for future uncertainty, are more fully
described in note 5 to the financial statements.

Page 1 of 10



London Hydre Inc,
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2005

Summary of Significant Accounting Policies
a) Revenue recognition

In accordance with Ontario Energy Board regulations, the Company recognizes as revenue the regulated
distribution tariffs associated with energy distributed, and variances between energy purchase costs and
energy billed are recorded as regulatory assets or liabilities for future rate application consideration.

The Company follows the practice of cycle billing customers' accounts and revenue is recognized in the
period billed. An accrual is made in the accounts at December 31 for distribution revenue earned on power
supplied but not billed to customers between the date the meters were last read and the end of the year.

b) Inventories

Inventories of materials and supplies are valued at the lower of laid down cost on the average cost basis and
net realizable value.

¢) Capital assets

Capital assets are amortized over their estimated usefut lives using the straight-line method over the following
periods:

Buildings 50 to 60 years
Other construction 25 to 30 years
Substation equipment 30 years
Distribution lines, transformers and meters 25 years
System supervisory equipment 15 to 25 years
Service, office and other equipment 8 to 10 years
Automotive equipment 4 to 8 years
Computer equipment 5 years

When a capital asset is sold or otherwise disposed of, the related cost and accumulated amortization are
removed from the respective accounts and any gain or loss on disposition is recognized in earnings.

Capital assets that by their nature are not readily identifiable as individual assets are grouped together. Under
this method, the related cost and accumulated amortization are removed from their respective grouping
account at the end of the asset's estimated useful life, regardless of actual service life. Any proceeds on
disposition are recognized in earnings in the year of disposition.

d) Contributions to capital costs
Contributions are received from developers and contractors for capital costs incurred by the Company. These

contributions are included as a reduction to the cost of the related capital assets when those assets are placed
in service,
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London Hydre Inc.
Nates to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended Decemaber 31, 2005

Summary of Significant Accounting Policies, continued
e) Cash and equivalents

Cash on hand and on deposit with banks, and short-term investments with maturity of three months or less,
are considered cash and equivalents.

f) Income taxes

The Company follows the liability method for accounting for income taxes whereby future income tax assets
and liabilities are recognized for differences between the financial statement carrying amounts of existing
assets and liabilities and their respective values for income tax purposes. These differences are measured
using substantively enacted tax rates in effect in the period in which those differences are expected to be
recovered or settled. To the extent that there is uncertainty regarding the recovery of a future income tax
asset a valuation allowance reducing the future income tax asset is recorded.

g) Measurement uncertainty

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets, liabilities,
revenues and expenses, as well as the disclosure of contingent assets and liabilities at the date of the financial
statements. Certain estimates are also required as regulations, which will ultimately determine the actual
results, have yet to be finalized and are dependent on the completion of regulatory proceedings or decisions.
Due to these uncertainties, actual resnits might differ from those estimates and the impact will be recorded in
the current period when the actual results are known.

h) Employee future benefits

The Company has adopted the following policies for future benefits provided to both active and retired
employees:

(1) Pension benefits

The Company has a pension agreement with the Ontario Municipal Employees Retirement System
(OMERS), which is a multi-employer contributory defined benefit plan. Company contributions to the
plan are recognized as pension expense in the period that they are incurred.

(ii) Other Post-Retirement and Post-Employment benefits

The Company provides other benefits to active and retired employees including group life insurance and
health-care benefits, Recognition of these benefits are actuarially determined using the projected benefit

method pro rated on service using management's best estimate of expected plan investment performance,
salary escalation, retirement ages of employees and expected health care costs.
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Londen Hydro Inc,
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2005

4, Accounts Receivable

2003 2004

Accounts receivable -
Energy and water $ 38,137 $ 41407
Sundry 1,365 1,572
39,502 42,979
Less: Allowance for doubiful accounts 1,384 1,703
$ 38118 $ 41,276

Inciuded in accounts receivable is approximately $3.8 million (2004 - $4.7 million) of customer receivables
for water consumption that the Company bills and collects on behalf of the Corporation of the City of
London. As the Company does not assume liability for collection of these amounts, no allowance for
doubtful collection has been provided for these accounts.

S, Regulatory Assets and Liabilities

2005 2004
Regulatory assets
Amounts approved and included in distribution rates $ 14,534 $ 20,004
Less: Current portion 5,631 6,466
8,903 13,628
Amounts to be snbmitted for future rate approval:
Ontario Energy Board annual assessment costs 340 106
Purchased power cost variances 3,103 896
12,346 14,630
Provision for regulatory rate adjustments (420) (2,600)
$ 11,926 £ 12,030
Regulatory liabilities
Conservation and Demand Management - recoveries $ 2,122 $ -
Conservation and Demand Management - expenditures (882) -
3 1,240 3 -

a) Amounts approved and included in distribution rates

The regulatory decision of December 9, 2004 affirmed the recovery of these amounts in rates which are being
recovered through a distribution rate rider over a three-year period ending March 31, 2008.

b) Ontario Energy Board annual assessment costs

In December of 2004, electric distribution companies were allowed to establisk a deferral account to record
the annual costs assessed by the regulator. The amounts recorded as deferred costs are the amounts by which
the annual OEB assessment costs for the period January 1, 2004 to April 30, 2006, exceed the amounts being
recovered through distribution rates. It is anticipated that these costs will be reviewed by the regulator for
final approval in 2006, and if approved, recovery would commence in 2007,
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London Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dofiars)
For the Year Ended December 31, 2005

Regulatory Amounis Recoverable, contirued
b) Ontario Energy Board annual assessment costs, continued

In the absence of rate regulation, generally accepted accounting principles would require the Company to
record such costs in the operating results of the year in which they are incurred and reported earnings before
income taxes would be $0.2 million (2004 - $0.1 million lower) lower than reported,

¢} Purchased power cost variances

As a regulated distributor of electricity, the Company is obligated to provide default energy supply to those
consumers who elect not to purchase their energy from an energy retailer. The regulatory framework requires
that all default energy commodity costs be billed to the consumer at regulated rates, Variances between
purchase costs and amounts biiled are required to be captured in a Retail Settlement Variance Account for
future rate recovery. The Company has accumulated in the Retail Settlement Variance Accounts amounts
that have accumulated since January 1, 2004 in the amount of $3.1 million (2004 - $0.9 million). Variances
are cligible for recovery in future rates based upon a quarterly review process established by the regulator
which determines when the balances are material enough to warrant an adjustment to rates.

Variances accurnulated prior to January 1, 2004 in the amount of $9.9 million plus allowed interest are
included in the regulatory assets that were approved for rate recovery in December 2004.

d) Provision for regulatory rate adjustments

With the implementation of Bill 210 in December of 2002, distribution rates were frozen at their existing
levels, which included a one-time adjustment for the recovery of 2001 income taxes. Due to the rate freeze,
this adjustment was rot removed from the rates until April [, 2004. To-date, the regulator has not issued a
formal decision on whether amounts collected during 2003 and 2004 for the 2001 tax component in rates, will
be adjusted for in a future rate proceeding, but sufficient information was provided by the regulator during
2005 to indicate that these amounts will not be fully refundable. During 2005, this provision was reduced by
$2.2 million, and it is anticipated that final resolution on the remaining balance will be made in 2006 pending
further clarification on this matter by the regulator.

¢) Conservation and Demand Management expenditures and recoveries

In May of 2004, the Minister of Energy granted approval to all distributors to apply to the regulator for an
increase in their 2005 distribution rates, conditional on a commitment by the Company to reinvest an
equivalent amouat in conservation and demand management initiatives. The Company received approval to
collect approximately $2.8 million to be spent on conservation and demand management programs over the
period ending September 30, 2007.  Until such amounts are fully expended, the Company has reflected
these amounts as liabilities in keeping with the obligation to spend all amounts received on qualifying
activilies, as approved by the regulator.
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London Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2005

Capital Assets
2005 2004
Accumulated
Cost Amortization Net Net
Land and land rights 3 968 3 57§ el $ 649
Buildings 17,746 7.499 10,247 10,670
Plant and equipment 35,876 20,795 15,081 15,526
Distribution system 241,251 102,740 138,511 136,450
Work in progress 2,774 - 2,774 2,957
§ 208615 $ 131,391 $ 167,224 $ 166,252
Bank Indebtedness

The Company has utilized $13.2 million in bank standby letters of credit issued to the Independent Electricity
System Operator, as required by regulation,

Customer and Other Deposits
Customer and other deposits include security deposits for energy consumption bearing interest at a rate of

prime less 2% per annum and develaper deposits held in accordance with regulation.

Related Party Balances and Transactions

2005 2004
Non-interest bearing trade balances due to shareholder, without
stated repayment terms $§ 6312 $ 5009
Uunsecured promissory note, bearing interest at 6% per annum,
payabie in interest only, maturing July 1, 2008 70,000 70,000
76,312 75,009
Less: Current portion 6,312 5,009

$ 70,000 3 70,000

Included in the accounts receivable is $0.2 million (2004 - $1.0 million) of energy, water, and sundry
receivables due from the Corporation of the City of London.
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London Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dotlars)
For the Year Ended December 31, 2005

9. Related Party Balances and Transactions, continued
During the year and within the course of normal operations, the Company provided services to the City of

London on an estimated cost recovery basis at an amount of $3.3 million (2004 - $3.9 million), and paid
interest to the City in the amount of $4.2 million (2004 - $4.2 million).

10. Share Capital

Authorized
An unlimited number of commeon shares

An unlimited number of nen-voting, non-cumulative preference
shares, redeemable at the paid-up amount

L
[ae
(o]
]

I[ssued 2004

1,001 common shares $ 95,116 $ 95116

11. Distribution Revenue

In addition to distribution revenues of $42.3 million (2004 - $40.0 million), by regulation the Company is
responsible for billing, collecting and settling energy purchase costs in the amount of $297.4 million (2004 -
$245.9 million).

12. Interest and Other Revenue

2005 2004
Interest b 1,420 3 1,490
Late payment charges 982 978
Sundry 946 1,018
Customer billing service fees 598 601
Rentals 1,195 204
Scrap sales and other 136 108

$ 5,277 $ 4,399

13. Income Taxes
a) Income tax status

As a wholly owned subsidiary Company of the Corporation of the City of London, the Company is exempt
from income taxes under the [ncome Tax Act (Canada). Pursuant to the Electricity Act (1998)(Ontario) the
Company is required to make payments in lieu of tax to the Ontario Electricity Financial Corporation. The
amount of payments in lien of tax will be approximately equivalent to the income and capital taxes that would
have to be paid if the Company was a taxable corporation under the Income Tax Act (Canada).
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London Hydro Inc.
Notes to the Financial Statements
{tabular amounts in thousands of dollars)
For the Year Ended December 31, 2005

137 -Income Taxes, continued — -~~~ - = T
b) Income tax expense

The Company’s effective income tax rates differed from the statutory combined federal and provincial rates
primarily due to the following:

2005 004
Earnings before income taxes $ 7,084 $ 12,238
Income tax expense based on combined federal and provincial
statutory income tax rate of 36.1% (2004 — 36.1%) ¥ 2,557 3 4420
Federal large corporations tax 144 210
Unrecognized future income tax assets (500) (500)
Effect of changes to substantively enacted tax rates - -
Other items (292) -
Income tax expense recognized $ 1,909 $§ 4,130
Income tax expense is comprised of the following:
Current income tax $ 4,463 $ 3270
Future income tax (2,554) 860
3 1,909 3 4,130

¢) Future income tax balances

The tax effects of ternporary differences that give rise to significant portions of the future income tax assets
and future income tax liabilities are as follows:

2005 2004

Future income tax assets (liabilities):
Capital assets g 6,497 $ 6,293
Employee future benefits 1,000 500
Deferred regulatory asset recoveries (2,767) (3,684)
Other 69 (864)

b 4,799 3 2,245

Classified in the balance sheet as follows:
Non-current assets 3 5,992 3 3212
Current liabilities (1,193 {367)
5 4,799 35 2,245
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London Hydro Inec.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2005

14, Employee Future Benefits
a) Pension plan

The Company has a pension agreement with the Ontario Municipal Employees Retirement System
(OMERS), which is a multi-employer plan, on behalf of its employees. The plan is a contributory defined
benefit plan which specifies the amount of retirement benefit to be received by the employees based on the
length of service and rates of pay. During the year, the Company contributed $1.1 million (2004 - $1.0
million).

b) Medical and life insurance benefits plan
The Company provides medical and life insurance benefit coverage to certain retirces of the Company.

Based on a recent actvarial extrapolation of the plan’s last valuation of September 30, 2003, the following
information has been determined:

2005 2004
Accrued benefit obligation
Balance, beginning of year $ 9,556 b 9,426
Current service cost 170 163
Interest cost 565 538
Benefits paid (478) (591)
Actuarial loss 1,032 -
Balance, end of year $ 10,845 $ 9,556
2005 2004
Accrued benefit liability
Accrued benefit obligation $ 10,845 $ 9,556
Benefits paid between measurement date of
September 30, 2005 and December 31, 2005 (110) {149
Unamontized net actuarial [oss (3,015) (2,052)
Accrued benefit liability, end of year § 7,720 $ 7,355
The Company’s net periodic benefit cost is comprised of the following:
005 2004
Current service cost $ 170 $ 163
Interest cost 565 558
Amortization of net actuarial loss 68 74
3 803 $ 795

The excess of the net actuarial loss in excess of ten percent of the accrued benefit obligation is amortized over
the average remaining service life of employees, which is estimated to be 16 years.
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Londoen Hydro Inc.
Notes to the Financial Statements
(tabular amounts i thousands of dollars)
For the Year Ended December 31, 2005

“14.”~Employee Future Benefits, continued "

The significant actuarial assumptions are as follows:

2005 2004
Discount rate 5.1% 6.0%
Initial medical cost rate 10.0% 11.0%
Ultimate medical cost rate 5.0% 5.0%
Year ultimate rate reached 2011 2011
Dental cost rate 5.0% 5.0%
Rate of compensation increase 4.0% 4.0%

The estimated impact on fiscal 2004 reported pension amounts of a one percent increase or decrease in the
health care cost assumptions is as follows:

Reported +1.0% -1.0%
Current service cost $ 170 % 210§ 140
Interest cost $ 365 §$ 615 $ 525
Accrued benefit obligation $ 10,845 3 11906 § 10,002

15. Financial Instruments and Credit Risk
a) Financial Instruments

Management estimates that the fair values of all financial assets and liabilities are not materially different
from their carrying values.

b) Credit Risk
Credit risk is the risk that a counterparty will fail to discharge its obligation to the Company reducing the
expected cash inflow from Company assets recorded at the balance sheet date. Credit risk can be

concentrated in debtors that are similarly affected by economic or other conditions. The Company has
assessed that there are no significant concentrations of credit risk.

16, Subsequent Event

On March 21, 2006, the Board of Directors declared a $2.0 million dividend payable to the sole shareholder,
the Corporation of the City of London,
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AUDITORS’ REPORT

To the Shareholder of London Hydro Inc.

We have examined the balance sheet of London Hydro Inc. as at December 31, 2006 and the
statements of earnings and retained earnings, and cash flows for the year then ended. These
financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audit.

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

in our opinion, these financial statements present fairly, in all material respects, the financial
position of London Hydro Inc. as at December 31, 2006 and the results of its operations and its

cash {lows for the vear then ended in accordance with Canadian generally accepted accounting
principles.

Kins 47
/

Chartered Accountants

L ondon, Canada
February 23, 2007
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London Hydro Inc.

Balance Sheet
{in thousands of dollars)
As at December 31, 2006

2006 2005
ASSETS
Current assets
Cash and equivalents A 18,991 L3 24 347
Accounts receivable (Notes 4. 9.and 1 1) 46,564 38,118
Regulatory assets (Notes 5 and 16) 5,789 5,631
Inventories ‘ 3,893 3,452
Prepaid expenses 988 957
76.225 72,503
Regulatory assets {Notes 5 and 16) 4,363 12,650
Capital assets (Mote 6) 168.631 167,224
Future income tax assets (Note 13} 7.563 5.992
3 236.784 ] 258.411
LIABILITIES AND SHAREHOLDER'S EQUITY
Current lizbilities (Note 7)
Accounts payable and accrued liabilities -
Due to [ndependent Eiectricity System Operator b 20431 b3 23,394
Other 8,899 10,647
Income taxes payable 06 1,642
Regulatory liabilities (Notes 5 and 16) 172 1,240
Customer and other deposits (Note 8) 4,326 5,208
Due 1o shareholder (Note 9) 6,147 6,312
Future income tax liabilities (Note 13} I, -1 I 1 L
42,646 49,636
Long-term liabilities
Regulatory liabilities (Moles 5 and 16) 1,264 764
Customer and other deposits (Note 8) 10,170 9,567
Due to sharcholder (Naote ) 70,000 70,000
Employee future benefits (Note 14} 8.179 1.720
89.613 §8.051
Shareholder's equity
Share capital (Note 10) 96,116 96.116
Retained earnings 28.40% 24,608
124,525 130724
Subsequent event {Note | 7)
o =t
Director

See accon!panying nates fo the financial statentenis



Statement of Earnings and Retained Earnings

2006

Distribution revenue{Note 1 }) $ 47.943
Operating expenses
Plant operating and maintenance 9,238
General and administrative 18,743
Amortization of capital assets 13.351

41,332
Less: Costs recovered (Note 9) (3,264)

38.068
Operating income 9,875
Other Income (expense)
interest and cther revenue {(Note 12) 4,137
Interest expense (Note 9) (4,516)

221

Earniings before income taxes 10,096
Income taxes (Note i3} 4,295
Net earnings for the year 5,801
Retained earnings, beginning of year 24,608
Dividends (2,000)
Retained earnings, end of year b 28,409

London Hydre Inc.

{in thousands of doliars)

— _..Forthe Year Ended December31,2006 _ _ _ .

Sec accompanying noles o the financial statcroems

2083

s 42.262

8,596
17,774
12,848

39.218
{3.259)

35,959

6.303

5,277
(4.496)
781

7.084

1,909

5,175
21433
(2,600)

$ 24,608



Loendon Hydro Inc.

Statement of Cashflows
{in thousands of dollars)

o s Fop-the Year Ended December 31,-2006 - -

2006

Operating activities
Net earnings for the year $ 5,801
Charges to operations not affecting cash

Amortization of capital assets 13,351

Gatn on disposal of capital assets (67)

Future income taxes (999)

13,086
Net {increase) decrease in non-cash working capital balances related to operations (14,530)
Increase in employee future benefits 459
Decrease in customer and other deposits (27
Cash provided by operating activities 3.736
Financing activities
Bividends (2,000)
Developer contributions to capital asset cosls 2,233
Cash provided by financing activities 233
Investing activities
Additions to capital assets (17,032)
Proceeds on disposal of capital assets 108
Decrease in regulatory assets and liabilities 7.599
Cash used in investing activities {9.325)
Increase {decrease) in cash and equivalents during the year (5,356)
Cash and eguivalents, beginning of the year 24,347
Cash and equivalents, end of the year 3 18.991
Cash and equivalents are comprised of
Cash 5 3,016
Banker's Acceptance at 4.15% (2005 - 3.25%) 15.975
51991

Supplemental cashflow information
Interest paid 5 4,244
Income taxes paid $ 6,909

See accompanying notes to the financial statements

2005

5 5,175

12,848
(44)

{2.554)

13,423
8.087
365

{3,704)

20,173

(2,000)
2,772

772

(16,712)
164
2,178

(14,369

6.576

17,371

5 24,347

3 9,390
14.957

5 24,347

b3 4,296

5 5316




2.

London Hydro Inc.
Notes to the Financial Statements
{tabular amounts in thousands of dollars}
For the Year Ended December 31, 2006

Regula!eg Busingég 6perations and Distribution Rates

The Company is a wholly owned subsidiary company of the Corporation of the City of London and provides
regulated electrical distribution services to the inhabitants of the City of London.

The Company is regulated by the Ontario Energy Board (“OEB™), under the authority granted by the Ontario
Energy Board Act (1998). The OEB has responsibility to set just and reasonable distribution rates and
thereby approves all of the Company’s distribution and ancillary rates, The Company’s distribution revenue
is determined by applying those regulated rates to customers and their consumption of electricity in the
Company’s distribution territory, as established by its distribution license granted by the OEB.

Financial Effects of Distribution Rate Regulation

The financial results presented are in accordance with generally accepted accounting principles and within
that framework the Company accounts for the impact of regulatory actions in the following manner:

a) Regulatory Decisions to Adjust Distribution Rates

In the event that a regulatory decision is rendered, providing regulatory approval and certainty to the
recognition of an asset, or creation of = liability, and culminating in an adjustment to Company distribution
rates, such occurrences are immediately refiected in the Company’s accounts.

b) Regutatory Direction and Practice

In the absence of a regulatory decision impacting rates, and where the Company is required by regulatory
accounting practice or direction to accumulate balances for future rate recovery or create liabilities for future
discharge, those amounts are recorded in accordance with that regulatory direction. Management assesses the
future uncertainty with respect to the final regulatory disposition of those amounts, and to the extent required,
makes accounting provisions to reduce the deferred balances accumulated or to increase the recorded
liabilities. Upon rendering of the final regulatory decision adjusting distribution rates, the provisions are
adjusted to reflect the final impact of that decision, and such adjustment is reflected in net earnings for the
period.

Amounts currently confirmed by final regulatory decision, and amounts currently accounted for in the
absence of final regulatory decision together with related provisions for future uncertainty, are more fully
described in note 5 to the financial statements.

Summary of Significant Accounting Policies
a) Revenue recognition

In accordance with Ontario Energy Board regulations, the Company recognizes as revenue the regulated
distribution tariffs associated with energy distributed, and variances between energy purchase cosis and
energy billed are recorded as regulatory assets or liabilities for future rate application consideration.

The Company follows the practice of cycle billing customners’ accounts and revenue is recognized in the
period billed. An accrual is made in the accounts at December 31 for distribution revenue earned on power
supplied but not billed to customers between the date the meters were last read and the end of the year.
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_ Summary of Significant Accounting Policies, continued

London Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of doilars)
For the Year Ended December 31, 2006

b) Inventories

Inventories of materials and supplies are valued at the lower of Jaid down cost on the average cost basis and
net realizable value,

c} Capital assets

Capital assets are amortized over their estimated useful lives using the straight-fine method over the foliowing
periods:

Buildings 50 to 60 years
Other construction 25 to 30 years
Substation equipment 30 years
Distribution lines, transformers and meters 25 years
System supervisory equipment 15 to 25 years
Service, office and other equipment 8 to 10 years
Automotive equipment 410 8 years
Computer equipment 5 years

When a capital asset is sold or otherwise disposed of, the related cost and accumulated amortization are
removed from the respective accounts and any gain or loss on disposition is recognized in earnings.

Capital assets that by their nature are not readily identifiable as individual assets are grouped together. Under
this method, the related cost and accumulated amortization are removed from their respective grouping
account at the end of the asset's estimated useful life, regardless of actual service life. Any proceeds on
disposition are recognized in eamnings in the year of disposition.

d) Contributions 1o capital costs

Contributions are received from developers and contractors for capital costs incurred by the Company. These
contributions are included as a reduction to the cost of the related capital assets when those assets are placed
in service.

€) Cash and equivalents

Cash on hand and on deposit with banks, and short-term investments with maturity of three months or less,
are considered cash and equivalents.

f) Income taxes

The Company follows the liability method for accounting for income taxes whereby future income 1ax assets
and liabilities are recognized for differences between the financial statement carrying amounts of existing
assets and liabilities and their respective values for income 1ax purposes. These differences are measured
using substantively enacted tax rates in effect in the period in which those differences are expected to be
recovered or settled. To the extent that there is uncertainty regarding the recovery of a future income 1ax
asset a valuation allowance reducing the future income tax asset is recorded.
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London Hydro fnc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2006

- Summary-of Significant Accounting Policies, continued - —- - - - - v e

g) Measurement unceriainty

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets, liabilities,
revenues and expenses, as well as the disclosure of contingent assets and liabilities at the date of the financial
statements. Certain estimates are also required as regulations, which will ultimately determine the actual
results, have yet to be finalized and are dependent on the completion of regulatory proceedings or decisions.
Due to these uncertainties, actual results might differ from those estimates and the impact will be recorded in
the current period when the actual results are known,

h) Employee future benefits

The Company has adopted the following policies for future benefits provided to both active and retired
employees:

(i) Pension benefits

The Company has a pension agreement with the Ontaric Municipal Employees Retirement System
(OMERS), which is a multi-employer contributory defined benefit plan. Company contributions to the
plan are recognized as pension expense in the period that they are incurred,

{ii) Other Post-Retirement and Post-Employment benefits

The Company provides other benefits to active and retired employees including group life insurance and
health-care benefits. Recognition of these benefits are actuarially determined using the projected benefit

method pro rated on service using management's best estimate of expected plan investment performance,
salary escalation, retirement ages of employees and expected health care costs.

Accounts Receivable

2006 2005

Accounts receivable -
Energy and water $ 47,63 $ 38137
Sundry 361 1,365
48,024 39,502
Less: Allowance for doubtfui accounts 1,460 1,384
3 46564 $ 38,118

included in accounts receivable is approximately $4.4 million (2005 - $3.8 million) of customer receivables
for water consumption that the Company bills and collects on behalf of the Corporation of the City of
London. As the Company does not assume liability for collection of these amounts, any amount relating to
water consumption that is determined to be uncollectible is charged to the Corporation of the City of London.
At the year-end, approximately $0.4 million (2005 - $0.4 million) is included in the allowance for doubtful
accounts for uncoilectible amounts relating to water consumption.
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London Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2006
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Regulatory assets
Amounts approved and included in distribution rates 9,042 S 14,534
Less: Current portion 5,789 5.631
3,253 8,903
Amounts to be submitted for future rate approval:
Ontario Energy Board annual assessment costs 425 340
Purchased power cost variances (non-commodity) 617 3,867
Other 70 -
4,365 13,110
Provision for regulatory rate adjustments - {420)
§ 4,365 3 12,690
Regulatory liabilities
Current amounts
Conservation and Demand Management ~ recoveries $ 2,837 5 2,122
Conservation and Demand Management - expenditures {2,665) (882)
3 172 $ 1,240
Long-term amounts
Purchased power cost variances {commodity) $ 1264 $ 764

a) Amounts approved and included in distribution rates

The regulatory decision of December 9, 2004 affirmed the recovery of these amounts in rates which are being
recovered through a distribution rate rider over a three-year period ending March 31, 2008.

b) Ontario Energy Board annual assessment costs

In December of 2004, efectric distribution companies were allowed to establish a deferral account to record
the annual costs assessed by the regulator. The amouats recorded as deferred costs are the amounts by which
the annual OEB assessment costs for the period Janvary 1, 2004 to April 30, 2006, exceed the amounts being
recovered through distribution rates. Subsequent to April 30, 2006, the annual assessment costs have been
fully home by the Company and expensed. It is anticipated the costs deferred will be reviewed by the
regulator for final approval in a future rate application process.

in the absence of rate regulation, generally accepted accounting principles would require the Company to
record such costs in the operating results of the year in which they are incurred and reported earnings before
income taxes would be $0.1 million lower (2005 - $0.2 million lower) than reported.

¢) Purchased power cost variances

As a regulated distributor of electricity, the Company is obligated to provide default energy supply to those
consumers who elect not 1o purchase their energy from an energy retailer. The regulatory framework requires
that all default enersy commodity and non-commodity costs be billed to the consumer at regulated rates.
Variances between purchase costs and amounts billed are required to be captured in Retail Settlement
Variance Accounts for disposition in future rates.

Paged of 10



e i e 8o Reguiatory. Assets and. Liabilities, continwed ____

London Hydro Inc.
Notes to the Financial Statements
{tabular amounts in thousands of dollars)
For the Year Ended Decembrer 31, 2006

¢) Purchased power cost variances

Currently, the variances accumulated are for the period commencing January 1, 2004 to December 31, 2006.
Varfances accumulated prior to January 1, 2004 in the amount of $9.9 million plus allowed interest are
included in the regulatory assets that were approved for rate recovery in December 2004,

The variance accounts have been further defined by the regulator into commodity related and non-commodity
accounts. Those accounts defined as commodity accounts are eligible for regulatory review on a quarterly
basis. All other accounts are defined as non-commeodity and are curreatly eligible for review on an annual
basis. For all variance accounts, the review period does not in itself determine whether any adjustment wili
be permitted as the reguiator will determine when the balances are material enough to warrant an adjusiment
to rates, As the actual disposition is subject to unknown timing by the regulator the related regulatory assets
and liabilities have been classified as long-term.

d) Provision for regulatory rate adjustments

As a result of the significant reduction of accumulated regulatory assets subject to future rate assessment, the
provision for future rate approval uncertainty in the amount of $0.4 million was removed and included in
eamings for the year.

e) Conservation and Demand Management expenditures and recoverics

{n May of 2004, the Minister of Energy granted approval to all distributors to apply to the regulator for an
increase in their 2005 distribution rates, conditional on a commitment by the Company to reinvest an
equivalent amount in conservation and demand management initiatives. The Company received approval to
collect approximately $2.8 million to be spent on conservation and demand management programs over the
pericd ending September 30, 2007, Unti) such amounts are fully expended, the Company has reflected
these amounts as liabilities in keeping with the obligation to spend all amounts received on qualifying
activities, as approved by the regulator.

Capital Assets

2006 2005
Accumulated

Cost Amortization Net Net
Land and land rights 3 971 & 39 % 575 3 611
Buildings 17,897 7,922 9,975 10,247
Plant and equipment 37,432 22,239 15,203 15,081
Distribution system 249,142 116,354 138,788 138,511
Work in progress 4,090 - 4,090 2,774

$ 309,532 $ 140,901 § 168,631 5 167,224
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10.

London Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of doltars)
For the Year Ended December 31, 2006

The Company has utilized $13.2 miliion in bank standby letters of credit issued to the Independent Electricity
System Operator, as required by regulation.

Caustomer and Other Deposits
Customer and other deposits include security deposits for energy consumption bearing interest at a rate of

rime less 2% per annum and developer deposits held in accordance with regulation.
P p p g

Related Party Balances and Transactions

2006 2005
Non-interest bearing trade balances due to sharcholder, without
stated repayment terms s 6,147 3 6,312
Unsecured promissory note, bearing interest at 6% per annum,
payable in interest only, maturing July 1, 2008 70,000 76,000
76,147 76,312
Less: Current portion 6,147 6,312

$ 70,000 $ 70,000

Included in the accounts receivable is $0.7 million (2005 - $0.2 million) of energy, water, and sundry
receivabies due from the Corporation of the City of London.

During the year and within the course of normal operations, the Company provided services to the City of
London on an estimated cost recovery basis at an amount of $3.3 million (2005 - $3.3 million), and paid
interest to the City in the amount of $4.2 million (2005 - $4.2 million).

Share Capital

Authorized
An unlimited number of common shares

An unlimited number of non-voting, non-cumulative preference
shares, redeemnable at the paid-up amount

)
{a]
=
(=)

Issued 2005

|

1,00} common shares $ 96116 S 96,116

Distribution Revenue
In addition to distribution revenues of $47.9 million (2005 - $42.3 million), by regulation the Company is

responsible for billing, collecting and settting energy purchase costs in the amount of $296.4 million {2005 -
$297.4 million).

Page 6 of 10



12 Interest and Other Be Ve U - o e e e e et e e e s

13.

- Londen Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2006

2006 2005
Interest 3 1,237 $ 1,420
Late payment charges 934 982
Sundry e 1,398 946
Customer billing service fees B 645 598
Rentals 385 1,195
Scrap szles and other . 138 136

3 4,737 s 5,277

Income Taxes

a) Income fax status

As a wholly owned subsidiary Company of the Corporation of the City of London, the Company is exempt
from income taxes under the Income Tax Act {Canada). Pursuant to the Electricity Act (1998)(Ontario) the
Company is required to make payments in lieu of tax to the Ontario Electricity Financial Corporation. The
amount of payments in licu of tax will be approximately equivalent to the income and capital taxes that would
have to be paid if the Company was a taxable corporation under the Income Tax Act {Canada).

b) Income tax expense

The Company’s effective income tax rates differed from the statutory combined federal and provincial rates
primarily due to the following: .

2006 2005
Earnings before income taxes $ 10,096 $ 7084
Income tax expense based on combined federal and provincial
statutory income tax rate of 36.1% N § 3,646 £ 2,557
Federal large corporations tax : - 144
Effect of changes to substantively enacted rates . 800 - -
Unrecognized future income tax assets . . (300) {500)
Other items T N 149 {292}
Income tax expense recognized - - -§ 47295 $ 1,909
Income tax expense is comprised of the foligwing:
Current income tax hog 5,294 $ 4,463
Future income tax . o (999) {2,554)
| $ 4295 s 1909
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14.

London Hydro Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2006

Income Taxes, continued

¢) Future income tax balances

The tax effects of temporary differences that give rise to significant portions of the future income lax assets

and future income tax liabilities are as follows:

2006 2005
Future income tax assets (liabilities):

Capital assets 3 6,135 3 6,497
Employee future benefits 1,362 1,000
Deferred regulatory asset recoveries (1,699) (2,767
Other - 69
3 5,798 5 4,799

Classified in the balance sheet as follows:
Non-current assets 3 7,563 b 5,092
Current liabilities {1,7635) (1,193)
5 5,798 5 4,799

Employee Future Benefits

a) Pension plan

The Company has a pension agreement with the Ontario Municipal Employees Retirement System
(OMERS), which is a multi-employer plan, on behalf of its employees. The plan is a contributory defined
benefit plan which specifies the amount of retirement benefit to be received by the employees based on the
length of service and rates of pay. During the year, the Company contributed §1.3 million (2005 - $1.1

million).

b} Medical and life insurance benefits plan

The Company provides medical and life insurance benefit coverage to certain retirees of the Company.
Based on a recent actuarial extrapolation of the plan’s lasi valuation of September 30, 2006, the following

information has been determined:;

2006 2005
Accrued benefit obligation

Balance, beginning of year S 10,845 5 9,556
Current service cost 224 170
Interest cost 550 365
Benefits paid 437) (478)
Actuarial loss {gain) {550) 1,032
Balance, end of year $ 10,632 $ 10,845
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London Hydre Inc.
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2006

e e woe 1o Emiployee. Future Benefits, continwed. .

2006 2005
Accrued benefit liability
Accrued benefit obligation £ 10,632 § 10,845
Benefits paid between measurement date of
September 30, 2006 and December 31, 2006 (109) (110}
Unamortized net actuarial loss (2,344) (3,013)
Accrued benefit liability, end of year 3 8,179 s 7,720
The Company’s net periodic benefit cost is comprised of the following:

2006 2005
Current service cost ¥ 224 3 170
[nterest cost 550 565
Amortization of net actuarial loss 121 68

3 895 3 803

The excess of the net actuarial loss in excess of ten percent of the accrued benefit obligation is amortized over
the average remaining service life of employees, which is estimated to be 16 years.

The significant actuarial assumptions are as follows:

2006 2005
Discount rate 5.2% 5.1%
Initial medical cost rate 10.0% 10.0%
Ultimate medical cost rate 5.0% 5.0%
Year ultimate rate reached 2013 2011
Dental cost rate 5.0% 5.0%
Rate of compensation increase 4.0% 4.0%

The estimated impact on fiscal 2006 reported pension amounts of a one percent increase or decrease in the
health care cost assumptions is as follows:

Reported +1.0% -1.0%
Current service cost b 224 % 279 3 183
Interest cost 3 550 % 607 S 505
Accrued benefit obligation $ 10,632 § 11615 ¥ 9,845
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16.

17.

London Hydro Ine,
Notes to the Financial Statements
(tabular amounts in thousands of dollars)
For the Year Ended December 31, 2606

a) Financial Instruments

Management estimates that the fair values of all financial assets and liabilities are not materially different
from their carrying values.

b) Credit Risk
Credit risk is the risk that a counterparty will fail to discharge its obligation to the Company reducing the
expected cash inflow from Company assets recorded at the balance sheet date. Credit risk can be
concentrated in debtors that are similarly affected by economic or other conditions, The Company has
assessed that there are no significant concentrations of credit risk.
Comparative Figures
Certain prior year’s figures presented in note 5 to the financial statements and the balance sheet have been
reclassified to conform to the current year’s presentation.

Subsequent Event

On March 20, 2007 the Board of Directors declared a $2.0 million dividend payable to the sole shareholder,
the Corporation of the City of London.
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