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Justification for Programs or Projects

In Excess of $1 Million

Sustaining Capital Programs .................. Ref. 8110 S19
Development Capital Programs ............... Ref. D1 to D16
Operations Capital Programs .................. Ref. Ol to O2
Shared Services and Other Capital ........... Ref. IT1 to IT3

........... Ref. C1 to C3
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Hydro One Distribution - Investment Justification
Town of Thessalon Rebuild — Part 2 of 4

Investment Driver: DC107 Reference #: 816
Investment Name: Town of Thessalon Rebuild — Part 2 of 4 In-8ervice: December, 2008
Need:

This investment is required to address the end-ofife condition of poles, conductor, and associated overhead line
components operating at 2.4 kV in the Town of Thessalon.

Not proceeding with this investment wouid present reliability and safety risks to residents of Thessalon associated with
overhead line assets that are at end of lifa.

Investment Summary;

The Town of Thessalon is an acquired Municipal Elactric Utility that has a 2.4 kV delta distribution network supplied from two
25kV/2 4 kV Distribution Stations with a total load of about 4.0 MVA.

An ACA has concluded that the majority of the 2.4 kV system in Thessalon is at end-of-iife and in need of replacement.
Specificaily;

«  more than 50% of the poles are at end-of-ife.

+  there are numerous sections of frayed andior “suspect” conductor.

*  numerous instances of substandard clearances, including clearances to joint-use tenants and strast lights.

¢ substandard conductor ground clearances,

In addition, an ungrounded 2.4 kV deita distribution network is not a common North American alectric utility instaitation.
Hydro One Distribution Standards do not cover a 2.4 kV delta system, and as such there are no approved work methads,
materials, or construction standards for this sysiem.

A review of the options for addressing the end-of-life assets and non-standard systemn in Thessalon concluded that the
preferred alternative is to re-build the Town's distribution network and convert it to 25/14.4 kV operation in four stages  This
voltage is consistent with the existing Mydro Cne Distribution system supplying the area around Thessalon. Completion of
this work wil aliow the elimination of two Distribution Stations.

Phase 1 of this plan will be completed in 2087, This investment covers phase 2 of the recommended plan.

Results:
*  Replace end-ot-life distribution line assets and bring the distribution network in the Town of Thessalon up to
present-day Hydro One Distribution Standards.
« Mitigate reliability and safety risks associated with end-of-life distribution line assets,
+ Replace end of life assets to comply with regulatory requirements.

Cosis:
2008 ($M)
Capital® and Minor Fixed Assels 1.3
Opergtions, Maintenance & Administration and Removals 0.2
Gross Investment Cost 1.5
Recoverable -
Net Investment Cost 1.3

"Includes overhead and Allowance for Funds Used During Construction at current rates
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Enerpy Probe Research Foundation (EP) INTERROGATORY #5 List ]

Interrogatory

Ref: Exh. D2/T 2/S 3 (Ref#: §16)
Issue 4.2: Are the amounts proposed for 2008 Capital Expenditures appropriate?

This schedule discusses the need to rebuild a 2.4 kV feeder in the Town of Thessalon
acquired in the purchase of the local municipal utility.

a) How much was spent on Phase 1 of this project?

b) Please provide details of the acquisition of the municipal utility specifically:
i} The cost of the acquisition
it} Any studies that Hydro One conducted on the value of the utility

i) Any reports that Hydro One had on the condition of the utility’s assets

Response

a) About $0.7 million has been spent on phase 1 of this project,

b)
i. the cost of the acquisition was approximately $560,000 in 2001
il. please see attached a copy of the Thessalon Summary Due Diligence Report
{Attachment A)
tii. please see attached a copy of the Thessalon Asset Condition Assessment
{Attachment B)
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1.0 Background & Observations

¢ This report summarizes key issues and comments as 4 result of M&A due diligence efforts on Thessalon HEC,
+  Thessalon is 4 utitity with no full time staff and 729 customers.

*  Due diligence issues in this report have been organized based on a checklist of privorities developed and updated
by M&A.

*  The customers of this utility would be easy to integrate into the Hydro One system.
*  The due diligence efforts did not discover any jssues that would materially impact the deal. assuming the

purchase prices is adjusted in accordance with recormmendations and accept for potential Tiabilities in section
6.0,



2.0 Executive Summary

Section Observation Impact Suggested Course of Action
Qpe'raiio'ns The Lhility has been requesied to The customer information will

Walter Kloosira

lerminate agreements with Harris

for customer system maintenance

and with Northern Meter Setvices
for mieter {esting,

be incorporated into H1's CCS
system, Maeter {esting will be
done by HI inhouse.

46 of the inventory transformers
have no value to H1.

The utility has a joint use
agreerment with Regional Cable
Systems

Exclude from the purchase,

Joint use agreements witl not
be assigned to Hi. Hi has
master agreemants in place
with the cable and telephone
companies.

The HEC is cuttently a member of
Fnerconnect.

Request the HEC to terminate
this membership prior to closing.

Envirenmental
Walter Kloostra

Thessalon does nol have an in-
service transformer PCR test
program.

The transformers will be
incorporated inwo HU's PCR
tesling program.

Integration Issue

The two transformer station sites
have not yel been tested.

The test showed no sites
contaminaiion.

Customer
Service/Metering
Sreve Vance

The Utility does not have customer
tefephone numbers in their system.

I Utility does not
complete this action, it

may cost HT about $3000
o complete.

The Utility has been raquested to
incorporate this information
prior to closing.

The meter re-verification program
for 2004 is compiete. About 80
meters still need to be verified for
the 2001 program.

The HEC has been requested to
commplete this program prior (o
closing, All meters will be
incorporated into H1's meter re-
verification. program thereafter

Integration Issue

One metering instaliation uses
voltage stepped down from primary
and CT’s at secondary - this is non
compliant and must be changed,

33,000,

If the Ulility does not
complete this action, the
approximate cost to H1 is

The Utility has been requested to
correct this metering setup.

Financial
Doug LaFrambaise

Perchase price is currently based
upon Dec 1999 book value. Book
value appears to have declined
since then,

$20K ($39K-$9K)

The purchase price should be
adjusted to account for any
reduction in book value since
Dec 1999

Qualifying transition cost has no
value to H1

$32.4K

Decrease purchase price
acgordingly

Water and electricily assets are
currently combined.

Water and electricity assets must
be separated prior to closing.




3.0 Operations/Electricity System & Logistics

The following are key area comments resulting from the Thessalon due diligence exercise. Although much was
accomplished, only general summary comments are made except where opportunities/risks are noteworthy,

TRANSPORT & WORK EQUIFMENT:
No transport and work equipment is involved in this purchase.
INVENTORY

Hydro One will purchase the majority of the nventory owned by Thessalor. However, 46 trapsformers, which are
perceived to be of no value to Hydro One, will be exeluded from this purchase,

OPERATING

Operating Voltage 14400/2400 V

HEC does not have distribution maps.

HEC has two MS's.

STREET LIGHTS

The Town of Thessalon will own and mdintains streetlights.

SERVICE CONTRACTS (in or out)

Thessalon HEC has a maintenance agreement with Harris for customer system.
Meter testing is done by Northern Meter Servicss vearly Tor an annual fee.
DAMAGE CLAIMS

No outstanding damage claims,

TROUBLE CALLS
Average of 1/ month. Response Time: per OEB rural commitment within 99 minutes

JOINT USE AGREEMENTS

No need for Joint Use Agreement with Bel! Canada.

Thessalon HEC has 70 attachment on Bell poles. Bell has 110 attachments on Hydro poles.

Regional Cable Systems have 318 attachments on Hydro poles (per an audit

Joint Use Agreements will not be assigned to Hydro One. Hydro One has master agreements in place with both
parties.

LICENCE/PERMITS

No licences or permits

RIGHTS OF WAY

The HEC has no registered/unregistered easements.

REAL PROPERTY (Owned/Leased)

Hydro One will be acquiring no buildings. Tt wili be acquiring two MS properties.



4.0 Envirenmental

Thessalon HEC has not tested their distribution transformers for PCBs. These will be consolidaied with HONT
assets and tested.

HONT will be acquiring two substation properties. These properties will be serutinized for environmental cancerns.
ES&A has been awarded the work 1o investigaie and provide a report.

HONTI is not scquiring any PCB storage or waste generator labilities.
ENVIRONMENTAL TEST RESULTS

Both MS sites have been tested and no contamination was found.
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5.0 Customer Service

«  MNumber of Customers ..................... 729 total, 116 general service, 602 residential and i1 demand

»  Four customers own transformers.

¢ No water heater rentals, 5 sentinel light rentals.

¢ Maeter reveritication program for 2000 is complete. Approximatety 80 reverifications are still to be dene for
2001,

*  Customers have no telephone numbers in system.

*  One metering installation uses voltage stepped down from primary and CT's at secondary ~— this is a non
compliant instaliation and must be changed.

»  Moeter reading is done by internal staff.

*  Meter reading is done on a bi-monthly basis for residentia) and maonthly for commercial.

Conclusion: The customers of this Utitity should easily integrale to Hydro One.



6.0  Financial

A financial due diligence, desktop review, has been completed. The deskiop review includes a review of the financial
statements included in the original sybmission, and current financial information available, The scope of work did
not include either visiting the MEU or discussing any matters or issugs with the Utility's accountant,

The itihity was incorporated on October 25, 2000
SUMMARY FINDINGS

At the time of preparation of this document, October 27", negotiations with Thessalon were continuing in respect to
what Hydro One would be acquiring from Thessaion, Therefore, the financial due diligence commentary deals with
working capital issues as well as fixed assets, as items included in both categories could potentially be in scope. This
review is based on the December 2000 audited financial statements as prepared by Dennis R. Thompson, a local

chartered accountant.

The current expectation is that the frapsaction would see Hydro One acquire only the net fixed assets. Curremt
working capital would be retained by the municipality and would not be part of the transaction. Hydro One would act
a5 predecessor company’s agent in the collection of accounts receivable.

The suggested purchase price is $595.000 a multiple of 1.2 thmes the NBV of the 1999 fixed assets of $491.43]. It
is recommmended that the price adjustment clause within the agreement be based on the multiple of the net book value
being acquired. Most disputes have occurred as a result of a decline in book value between the purchase date and the
closing date. A mechanism based on book value encourages the ulility to continue to maintain the purchased asset
book value through until closing.

The purchase price for Thessalon is based on jts December 31, 1999 balance sheef. Throngh a Jack of
investment the value of this utility has deteriorated since that date.

The adjustment in NBY should be based on net decrease in book vaiue after adjustment for excluded assets with a
reduction in value of 1.2 times {multiple that we paid in excess of 1999 book value 595/491 = 1.2 fimes f.e. we
assessed a value of $1.20 for every $1.00 of assets). In this manner Hydro One would not be subject to argument
sbout depreciation/average depreciation or appropriate spending. The working assumption is that spending would be
in the normat course and would be sufficient to maintzin book value otherwise they are getting a benefit by stripping
out depreciation in cash and by us paying more for less.

In the case of Thessalon the book value may have dechined by as much as $65,000 from the 1999 net asset value of
$491,000, assuming that there has been no reinvestment in that time period and that the transaction is completed by
December 31, 2001, The potential decline and the need for » mechanism to address the reduction in the fixed
asset book value should be addressed in the agreement. It appears as if this utility has failed fo make any
significant additional investment in its infrastructure since December 31, 1999. At December 31, 2000 the
fixed asset book value had deteriorated by $38,000 or roughly the annusl depreciation amount. Investment in
the system amounted to $9,000.

iIf Hydro One acquires the Working Capital along with the fixed assets, then the purchase price would increase by
about § 203,690. This figure is derived using the December 2000 financial statements and assumes that the utility

8
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would be responsible for amount owed o the Muncipality. Current assets totaled $386.000. Current liabilities other
than amounts owed to the municipality totaled $182,044. The caleulation does not include current Habilities owed o
the Municaplity as follows:

®  Accounts payable to the town of Thessalon of $ 56,1 10; and

Note payable to Thessalon of $ 321,148,
H these amounts were included the working capital deficit would be $173.568.

Neither of these amounts was listed on the October 2000 closing balance sheet of the former Thessalon Hydro

Electric Commission.

It would not be recommended that Hydro One assume the promissory note w the Municipality in the amount of §
321,148, While this may appear to assist Thessalon in its attempis to minimize transfer tax it is possible that the
structure might be considered by the Ministry of Finance as an attempt to avoid trasfer tax. If Hydro One intends to
acquire the note payable as part of the transaction i.e. fixed assets less note payabie) then tax advice should be songht
prior 1o entering into the transaction.

It is not recommended that Hydro One acquire the working capital of this atility

The bank account has a blend of both water and electricity monies, as does the receivables listing, Separation of
water assets from electricity assets is typically difficull to accomplish. If there is no split of the assets transfer tax will
have io be paid on the water portion also.

The balance sheet includes an asset named “Qualifying Transition costs” in the amount of 332,392, The asset is a
capitalized legal fee and is along term asset, It is not included in the working capital calculation above. The asset has
no value 0 Hydro One as it relates 1o the incorporation of the utility in October 2000.

It is recommended that Thessalon be responsible for all the payables and the return of customer deposits. These costs
can be netted against the amount of receivables that are collected and the company can ultimately be wound up and
the net proceeds distributed after applicable tax,

DETAIL FINDINGS

All amounts unless indicated otherwise are as at December 31, 2000,

Current assets

Cash: The statement shows an amount of § 111,324 of cash. If the working capital is acquired then the bank
account would have to be transferred over to Hydro One at close. There are water funds in this account,

Accounts receivable: The amount shown on the December 2000 statements is $ 171,800, The receivable listing at
Qctober 1, 2001 shows an amount of § 86,342.05. OF this amount $22,019.79 or 25% pertains to water accounts, An
aged listing was not provided so a determination of the aging of the receivables is not possible. If we do acquire the
current assets, then it is recommended that we assume only the current receivables and nothing over 90 days. I we

9

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,



-

acquire only the fixed assets, then the receivables will go back o the municipality tfor collection and we will ransfer

aver all customer accounts with a zero balince.

Inventory: The amount shown al December 31, 2000 is $ 57.889. There should be a physical count performed
prior to close and an assessment of what is good, and what is of value to Hydro One. Ofien times the value of what
we are purchasing can be minimized or better yet optimized by having the mwnicipality sell any obsolete ttems prios
to ciose. This would requive a Hydro One Supply person to perfunﬁ due diligence prior to ¢lose. Inventery should
be purchased separately and not included in the fixed asset balance. To ensure consistency inventory included in
fixed asset in 2000 should also be excluded o ensure that the measurement of change in the fixed asset balsnce since

1999 45 consistent.

Unbilled Revenue: The amount as stated is § 44.027. 1f we acquire the working capital then the final bill that
Thessalon sends out should be as close (o the closing date as possible to minimize the estimating error of Unbilled
Revenue. If Hydro One decides o purchase only the fixed assets, then Thessalon should fix the elosing date o the

date of the final bill. By doing this Hydro One will get full and actual benefit for the power that we sell after the

close of the sale.

Prepaid expenses: There is an amount of $ 798 on the statements. This is of no value to Hydro One.

Current Liabilities: At December 31, 2000 this amount was $ 208,728.

Customer deposits ~ Current: The amount is $ 18,571, These should be applied to the customer accounts so that
their balance is zere, and if there is an amount in excess of what the customer owes, then they shoald receive g
cheque from the municipality in that amount. If Hydro One is acquiring the working capital, then the municipality
would be reimbursed for the overpayment amounts paid back to the custorners.

Fixed assets

Using the December 2000 fixed asset value of $ 453,630, the fol lowing is detail of the assets and exclusions:

Plang: $ 400,379
General office $ 18397
Rolling Stock $ 20,581

Miscellaneous stock $ 14,273
% 453,630

At December 31, 1999 fixed assets were $491,43). The recorded book value before adjustment for excluded assets
at December 31, 2000 was $453,630 or a decline of $38,000 or 3% of the purchase price. This is approximately
equal o the annual depreciation expense. Assuming no reinvestment the book value will continue to decline at the
rate $35,000 per year.

The valuation model assumed excluded assets of $20.000 and a book value at December 31, 1999 for the fixed
assets of $471,000

Excluded assets are:

[0
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Buildings and fixtures 5 33336
Street lighting and signal systems b nil
Office equipmem 0 2.909
Computer hardware $ 15488
Transportation eguipment ¥ 20588
Taowsls shop und parage eguipment 513912

Plant materials and operating supplies § 19,271

$ 105,497

Using the December 2000 audited fixed asset values with the associated exclusions, and a net book value of fixed
assets excluded of $105.497, the acquired asset value would be $348,134, Adding back 320,000 to address the

astimated exciuded asset the adiusted net book value as at December 31, 2000 would be $368,134. On a 1.2 times
muliiple the value paid for the wiility should be $441,760,

The financial projection model has assumed that fixed assets at December 31,2000 would have been $527,000
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MEU Condifion Assessment
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