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HYDRO ONE INC.
MANAGEMENT'S DISCUSSION AND ANALYSIS

Our Company, together with its subsidiaries, owns and operates one of the largest electricity high-voltage
transmission systems and low-voltage distribution systems in North America. We acquired the
transmission, distribution and energy services businesses of Ontario Hydro on April 1, 1999, as part of the
major restructuring of Ontario’s electricity industry.

Restructuring and deregulation of the electricity industry has been taking place throughout North America
over the past few years. The industry is moving toward more competitive market models that are intended
to encourage increased responsiveness to customers and market conditions. In Ontario, the migration to
an open market was initiated more than four years ago and has involved extensive study and facilitating
legislation. Other actions have also been taken by the Province of Ontario (the Province), including the
establishment of the Independent Electricity Market Operator (IMO) and a broadened mandate for the
Ontario Energy Board (OEB), to ensure that this evolution proceeds in an orderly manner.

Transmission

Our transmission business owns and operates approximately $6.5 billion of assets, comprised primarily of
Ontario’s high-voltage transmission system. During 2000, 146.9 tera watt hours (TWh) of electricity were
transmitted through our 28,500 kilometre network to 53 municipal electricity utilities and 66 large
directly connected industrial companies, and to our own distribution system. We also own and operate 17
facilities that connect our transmission system with systems in neighbouring provinces and U.S. states.

Distribution (including retail)

Our distribution business owns and operates approximately $3.4 billion of assets, comprised primarily of
a 113,900 kilometre low-voltage distribution network. During 2000, 17.6 TWh of electricity were
transmitted through the distribution network to 957,000 customers located in small and medium-sized
municipalities and in rural, northern and remote areas of Ontario. This business also serves 38 large
industrial customers and 124 municipal electricity utilities that are not connected directly to our
transmission system. As part of our growth strategy, we entered into agreements to purchase 84 of the 124
municipal electricity utilities connected to our distribution system. In 2000, we completed the acquisition
and integration of 16 of these utilities. In 2001, we expect to complete the acquisition of the remaining 68
distribution-connected utilities. We also acquired one municipal electricity utility in 1999. These
acquisitions, as well as three that are directly connected to our transmission system, will result in the
addition of approximately 240,000 customers and $350 million of distribution fixed assets.

We also operate a generation and distribution system in 20 remote communities across northern Ontario
that are not connected to Ontario’s electricity grid. These facilities are owned either by us or by the
Ontario Electricity Financial Corporation (OEFC).

Other

Other businesses include energy services, power procurement and telecom. In prior years, these
businesses were included with distribution (including retail). Energy services offers business assistance in
establishing energy procurement strategies, energy tracking and bill management programs, as well as
energy-efficient equipment installation and financing. As the electricity market opens for competition, our
current residential offering of communication and home improvement services will be expanded to
include energy. Our power procurement business manages power acquisition for the distribution business
and will provide settlement services to purchase power from the IMO-controlled electricity market. Our
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MANAGEMENT'S DISCUSSION AND ANALYSIS (continued)

emerging telecom business markets dark and lit fibre-optic capacity to large commercial customers and
major carriers. This business also markets co-location space on our microwave towers to wireless service
providers.

REGULATION

Our transmission and distribution businesses completed their first full year of regulation under the OEB in
2000. The OEB has the authority under the Ontario Energy Board Act, 1998 to approve or fix rates for
these businesses; the power to provide continued rate protection for rural and remote electricity
consumers; and the responsibility for ensuring that distribution companies fulfill obligations to connect
and service customers. The OEB issues rate orders that establish rates for the transmission and
distribution businesses. The rates are designed to permit these regulated businesses to recover their
approved costs and to earn a specified rate of return.

Rate setting is shifting from the traditional cost of service approach to performance-based regulation
(PBR). Under PBR, regulated utilities are encouraged to improve operating efficiency through the use of
economic incentives to meet or exceed performance targets. Efficiency savings beyond those required by
the regulator are shared between the utility and its customers. PBR is also cost-effective, as fewer
regulatory reviews are generally required.

Transitional Rate Orders for 1999 and 2000

In 1999, the OEB issued transitional rate orders covering 1999 and 2000 for the transmission and
distribution businesses based on a cost of service application that provided for an annual rate of return on
average common equity of 9.35%. This rate was adjusted by the OEB to 9.88% in 2000 to reflect higher
forecasted interest rates. Average common equity allocated to these businesses, for regulatory purposes,
totals approximately $2.9 billion. Because customers pay "bundled" rates, which aggregate the
generation, transmission, distribution and other charges for the provision of electricity, customer revenues
are collected, pooled and allocated to the successor companies of Ontario Hydro. The transitional rate
orders form the basis of revenue allocation to our Company.

The transitional rate orders, which otherwise expire on March 31, 2001, were intended to terminate
effective with Open Access. Open Access refers to the introduction of the competitive wholesale and
retail electricity markets in Ontario. The Province will determine the date that Open Access will begin.
Given the anticipated delay in market opening beyond March 31, 2001, the OEB has entered into
discussions with distribution utilities, including our Company, regarding the extension of licences and the
transitional rate orders.

Applications for Rates following Open Access

Transmission

The OEB has approved unbundled transmission rates that will apply following Open Access. Although
these rates are not based on a PBR framework, they have been designed to yield an approved rate of

return of 9.88%, based on deemed average common equity of $2.1 billion. We are currently in the process
of developing a PBR rate proposal for later submission to the OEB.
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MANAGEMENT'S DISCUSSION AND ANALYSIS (continued)

Distribution

The OEB has defined the first-generation PBR framework for distribution utilities in its Electricity
Distribution Rate Handbook. This framework will establish unbundled distribution rates for the period
commencing with Open Access. It includes mechanisms to address productivity, growth, transition and
extraordinary costs. The application of these mechanisms will evolve during the first rate period. While
the framework also includes a provision to enable excess earnings to be shared between the distributor
and its customers, this provision will not be incorporated during the first-generation PBR period. We
submitted our amended distribution rate application under this first-generation PBR framework on
January 19, 2001.

Our rate application proposes that the increase in the average total bill for retail customers be limited to
3% at Open Access and a further 3% on each of March 1, 2002 and March 1, 2003, based on an assumed
increase in the cost of power over the 2000 rate. The total bill for retail customers comprises the
competitive energy charge, transmission costs, distribution charge, system control expenses and debt
retirement charges incurred primarily as a result of investments by the former Ontario Hydro. The non-
distribution costs are passed through to the customer in our capacity as billing agent.

Based on our proposed 3% increase, our rate request for the first-generation PBR period is below the
distribution component of revenues based on current rates. This reduction will help our customers better
manage their total electricity costs when the market opens. We are developing a plan to address this
revenue reduction through the balance of the transition period to Open Access. For the subsequent
distribution rate period, we will advance a proposal that reflects our actual ongoing revenue requirement
and program needs, including amounts that are not being fully recovered during this transition period.

Rate applications for acquired municipal electricity utilities will continue to be filed separately from the
remainder of our distribution business. By the end of 2000, 15 applications had been filed under the same
OEB-approved PBR framework that applies to our core distribution business. These applications are
expected to be processed by the OEB during 2001.

Remote Communities

We are also pursuing the advantages of a PBR mechanism for our generation and distribution business
which services remote communities across northern Ontario. This business will not be part of the
competitive market and is not driven by the impetus of Open Access to unbundle its rates. Current rates
have been designed on a cost-recovery basis and will continue to apply until a proposal is put forward to
the OEB.

RESULTS OF OPERATIONS

The Consolidated Financial Statements include the results of operations and financial position for periods
prior to the acquisition date of April 1, 1999, when our business was conducted by Ontario Hydro. The
historical results may have been different had the operations been conducted as a stand-alone corporation,
rather than as a business unit of Ontario Hydro. Results for the period beginning April 1, 1999 reflect a
new regulatory system and capital structure (see Note 3 to the Consolidated Financial Statements).
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MANAGEMENT'S DISCUSSION AND ANALYSIS (continued)

Net Income

Net income increased by $3 million over 1999 to $378 million in 2000. This increase was primarily due to a
lower provision for payments in lieu of corporate income taxes of $43 million from deductions recognized
in the current year for tax purposes but in different periods for accounting purposes, primarily related to the
staff reduction program. The increase in the OEB-approved rate of return contributed a further $15 million
to the increase in net income. These increases were partially offset by a lower contribution from the retail
sale of electricity of $33 million and the impact of the gain of $22 million, after payments in lieu of
corporate income taxes, on the sale in 1999 of our investment in Ontario Quinta A.V.V. (Ontario Quinta).

Net income of $375 million in 1999 increased by $105 million, after excluding a credit of $204 million to
results of operations in 1998 related to the revaluation of the deferred pension asset. This increase was
primarily due to a reduction of approximately $111 million in the costs of the distribution (including
retail) business, which resulted from the restructuring of Ontario Hydro and the application of our
transitional rate order. The net gain of $22 million on the sale of Ontario Quinta further contributed to the
increase in net income. These increases were partially offset by a gain of $30 million in 1998 on the sale
of surplus land.

Net income for our regulated transmission and distribution businesses was in line with the annual rate of
return of 9.88% in 2000 and 9.35% in 1999 provided for in our transitional rate orders. These rates of
return are based on average common equity of approximately $2.9 billion that is deemed, for regulatory
purposes, to be allocated to these businesses.

Revenues
Transmission

Transmission revenues increased by $23 million, or 2% over 1999, to $1,260 million. Revenues increased
by $19 million as a result of the increase in the allowed rate of return of 9.88% as approved by the OEB,
compared with 9.35% in 1999. The remaining increase in revenue was primarily attributable to an
increase in services provided to the other successor corporations of Ontario Hydro.

In 1999, transmission revenues increased by $59 million, or 5% over 1998, to $1,237 million. Revenues
increased by $67 million due to higher allowed costs provided for under the transitional rate order
approved by the OEB. Revenues further increased by $26 million due to the inclusion of sales of services
to the other successor corporations of Ontario Hydro effective April 1, 1999. These sales were partially
offset by a $12 million reduction in demand for marketing and sales services related to the disposition of
surplus assets to third parties. These increases in revenue were partially offset by the impact of a $30
million gain on the sale of surplus land in 1998.

Distribution (including retail)

Distribution (including retail) revenues declined by $90 million, or 5% over 1999, to $1,703 million. Lower
revenue of $44 million was attributable to a reduction in allowed costs provided for under the distribution
transitional rate order for 2000. In addition, retail revenues declined by $46 million. Of the reduction in
retail distribution revenues, $41 million was due to a reduction in the demand for electricity and $16 million
was due to the annexation of some of our service territory to a number of municipal electricity utilities in
prior years. The effect of these reductions on retail distribution revenue was partially offset by a reduction in
line losses of $11 million.
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In 1999, distribution (including retail) revenues increased by $64 million, or 4% over 1998, to $1,793
million. Revenues increased by $83 million due to higher allowed costs provided for under the distribution
transitional rate order for 1999. Revenue also increased by $33 million due to the inclusion of sales of
services to retail customers, other utilities and other Ontario Hydro successor corporations. The impact of
these increases was partially mitigated by a $52 million decline in revenue from our retail distribution
business. Within retail, a $102 million reduction in revenues through annexations and a $17 million
reduction in rates, primarily due to a shift in the mix of rate groups, was partially offset by a $67 million
increase in the demand for electricity from the remaining customer base. The ability of municipalities to
annex areas previously served by us ceased as of April 1, 1999 (see Note 11 to the Consolidated Financial
Statements).

Other

Other revenues declined by $63 million, or 66% over 1999, to $32 million in 2000 and by $46 million, or
33% over 1998, to $95 million in 1999. Other revenues for 1999 and 1998 were primarily derived from
the activities of our subsidiary, Ontario Hydro International Inc. (OHII). The operations of OHII are being
wound up and, as part of this strategy, OHII sold its main operating asset, its investment in Ontario
Quinta, on September 15, 1999. The reduction in revenue from OHII accounted for a reduction in other
revenue of $72 million in 2000 compared with 1999 and by $52 million in 1999 compared with 1998.
Excluding the impact from OHII, other segment revenue increased by $9 million in 2000 and by $6
million in 1999 compared to 1998 due to the launch of new telecom and energy services.

Costs
Operation, Maintenance and Administration

Operation, maintenance and administration (OM&A) costs are comprised primarily of labour, material,
equipment and purchased services in support of the transmission and distribution system. Such costs are
primarily aligned to sustaining, operations, support and recoverable work programs. In addition, OM&A
includes property taxes which are paid to municipalities and the Province on our lines, stations and
buildings located throughout Ontario and payments in lieu of capital taxes which are paid to the OEFC.
Total OM&A declined by $7 million, or 1% over 1999, to $856 million in 2000 and increased by $140
million, or 19% over 1998, to $863 million in 1999 due to the factors discussed below.

Transmission

Transmission OM&A increased by $10 million, or 2% over 1999 levels, to $433 million in 2000.
Expenditures related to sustaining, operations and support work programs increased by $6 million to $279
million. Costs incurred to sustain the transmission system, including preventive and corrective
maintenance on transformer stations, transmission lines and telecommunications equipment, increased by
$10 million. Higher costs for telecommunications and line work were partially offset by lower planning
and engineering costs. Increased telecommunication expenditures are required to maintain the aging
analog microwave radio system. The increase in sustaining work program costs was partially offset by a
reduction of $4 million in centralized support costs, which was primarily attributable to the staff reduction
program. The cost to run our Transmission Operations Management Centre and Transmission Operating
Centres, which monitor the wires system and provide a field operating interface with stakeholders, was
consistent with the prior year. Recoverable work programs, which represent costs incurred to provide
services primarily to the other successor corporations of Ontario Hydro, increased by $4 million to $68
million, due to an increase in services provided. Transmission OM&A associated with property taxes and
payments in lieu of capital taxes amounted to $86 million, consistent with the prior year.
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Transmission OM&A for 1999 totalled $423 million, an increase of $74 million, or 21%, over 1998.
Expenditures associated with sustaining, operations and support work programs increased by $17 million
to $273 million, primarily as a result of environmental management, vegetation clearing and
telecommunications activities. Included in these work program costs was a net charge of $5 million,
which consisted of a $33 million charge associated with the staff reduction program, partially offset by
the reversal of an earlier staff reduction provision of $6 million and a provision for real estate costs of $22
million. Costs incurred to support recoverable work programs in 1999 increased by $25 million over 1998
to $64 million, primarily due to the provision of services to the other Ontario Hydro successor
corporations commencing with the restructuring of Ontario Hydro. Property taxes and payments in lieu of
capital taxes amounted to $86 million in 1999, an increase of $32 million. This was the result of new
levies and the new requirement to make payments in lieu of capital taxes, effective April 1, 1999.

Distribution (including retail)

Distribution (including retail) OM&A of $388 million increased by $6 million, or 2%, over spending
levels in 1999. Incremental costs of $10 million were incurred in support of the acquisition of municipal
electricity utilities. In addition, OM&A associated with property taxes and payments in lieu of capital
taxes increased by $4 million, to $13 million. Expenditures related to sustaining, operations and support
work programs declined by $3 million to $346 million. We experienced a reduction of $5 million in
centralized support program costs, which was primarily related to the staff reduction program. This
reduction was partially offset by an increase of $2 million in operating costs associated with customer
services, reflecting our new obligations as a distributor in the emerging competitive electricity market.
Costs incurred to sustain the distribution system, including our remote system, which are primarily related
to customer trouble calls to restore power, vegetation management and line and station maintenance work,
were consistent with 1999. Lower costs for line maintenance and vegetation management were offset by
higher costs to operate our remote system, primarily from rising fuel prices. Costs incurred to support
recoverable work programs declined by $5 million to $19 million due to a change in the mix of services
provided.

Distribution (including retail) OM&A for 1999 totalled $382 million, an increase of $64 million, or 20%,
over 1998 levels. Expenditures associated with sustaining, operations and support work programs
increased by $32 million to $349 million in 1999. Increased costs of $54 million primarily as a result of
customer trouble call activity, vegetation management and the start-up of a pilot project to enhance outage
management and line and station maintenance, were substantially offset by $41 million in costs incurred
in 1998 related to the January 1998 ice storm. In addition, a net charge of $19 million was recorded which
consisted of a $27 million charge associated with the staff reduction program, partially offset by the
reversal of an earlier staff reduction provision of $8 million. Recoverable work program costs of $24
million were incurred to provide services to retail customers, other utilities and other Ontario Hydro
successor corporations. Property taxes and payments in lieu of capital taxes amounted to $9 million in
1999, an increase of $8 million. This was the result of new levies and the new requirement to make
payments in lieu of capital taxes, effective April 1, 1999.

Staff Reduction Program

In November 1999, our Board of Directors approved a staff reduction program intended to reduce cost
levels. Although most of the costs associated with the staff reduction program were funded from the
pension plan surplus, we recorded a provision in 1999 of $60 million, primarily related to cash incentives
and supplementary pension benefits that could not be charged to the pension surplus. The provision also
included the estimated cost of limited targeted buyouts and involuntary severance. With approximately
1,400 employees accepting early retirement, the staff reduction program was substantially completed
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during 2000 and costs of $53 million were charged to the provision. In addition, we determined that $5
million of the provision related to supplementary pension benefits and involuntary severance would not
be used and reversed this amount as a credit to the results of operations in the current year. The program
reduced the pension surplus, for funding purposes, by $270 million.

In 1999, we re-evaluated the need for some provisions previously recognized by Ontario Hydro and
assumed by our Company on April 1, 1999. A remaining provision of $14 million associated with an
involuntary staff reduction program originally recognized by Ontario Hydro in 1997 was reversed as a
credit to the results of operations in 1999. In addition, due to a change in market and other business
conditions, a real estate provision of $22 million originally recorded by Ontario Hydro in 1993 was
reversed as a credit to the results of operations in 1999.

Other

Other OM&A declined by $23 million, or 40%, to $35 million in 2000 and increased by $2 million, or
4%, to $58 million in 1999. Other OM&A for 2000, 1999 and 1998 related to the activities of OHII were
nil, $31 million and $44 million, respectively. Excluding the impact from OHII, other OM&A increased
by $8 million in 2000 and by $15 million in 1999 compared with the previous years. The increase in 2000
was primarily in support of our new telecom and energy services. The increase in 1999 was primarily
related to the establishment of our holding company.

Purchased Power

Purchased power costs declined by $73 million, or 8%, compared with 1999 to $866 million.
Approximately $43 million of the reduction mirrors the decline in retail distribution revenue from the
demand for electricity and the annexations by municipal electricity utilities of areas that we previously
served. The decline associated with our divestiture of Ontario Quinta amounted to $37 million. These
reductions were partially offset by an increase of $7 million in costs to support our new business ventures.

In 1999, purchased power costs declined by $226 million, or 19%, compared with 1998 to $939 million.
Approximately $190 million of this reduction reflected a lower cost for the energy we delivered.
Purchased power costs decreased by $56 million due to the annexation of some of our service territory,
partially offset by a $48 million increase in purchases due to higher sales to our remaining customer base.
Purchased power costs further declined by $28 million as a result of the sale of our investment in Ontario
Quinta in September 1999.

Depreciation and Amortization

Depreciation and amortization expense increased by $6 million, or 2% over 1999, to $348 million in 2000,
and by $42 million, or 14% over 1998, to $342 million in 1999. In 2000, an increase in depreciation expense
of $16 million due to higher depreciation and removal charges associated with our expanded capital
program was partially offset by lower amortization expense of $10 million associated with the regulatory
assets. In 1999, increased amortization of $52 million was partially offset by lower depreciation expense of
$10 million, which was attributable to a lengthening of service lives and a gain on the minor sale of real
estate.

Ontario Hydro adopted accrual accounting for its employee future benefits other than pension in 1997,
and in 1998 changed the discount rate used to measure these liabilities from a long-term average rate to a
market-based interest rate in anticipation of new accounting recommendations from the Canadian Institute
of Chartered Accountants. The OEB approved a regulatory asset to provide for the recovery of the past
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service cost associated with these liabilities over a 10-year period on a straight-line basis. The
amortization for 2000 reflects a full-year expense of $42 million compared with nine months in 1999 and
nil in 1998. Also in 1999, the OEB approved the full recovery in that year of certain costs charged to
operations by Ontario Hydro in 1997. As a result, amortization related to this regulatory asset was $20
million in 1999 and nil in each of 2000 and 1998.

Transitional Cost Adjustment

The transitional cost adjustment was a one-time charge that amounted to $55 million for the three months
ended March 31, 1999. This charge represented the difference between allowed costs specified in the
transitional rate orders approved by the OEB and costs that were allowed under the Power Corporation
Act.

Provincial Debt Guarantee Fee

The Province does not guarantee our debt and consequently we did not incur a debt guarantee fee in 2000.
Prior to April 1, 1999, however, the Province did guarantee the debt of Ontario Hydro, which was
partially secured by assets that we acquired.

Deferred Pension Asset

In accordance with the provisions of the Electricity Act, 1998, Ontario Hydro recorded an increase in the
value of the deferred pension asset, with a corresponding credit of $204 million to 1998 results of
operations. Specifically, the provisions of the Electricity Act, 1998 allow our Company to reduce
employer contributions to the pension fund to the extent permitted under the Pension Benefits Act when
the plan has a surplus.

Gain on Sale of Investment

On September 15, 1999, our subsidiary, OHII, sold its 25% equity interest in Ontario Quinta. At the time
of sale, Ontario Quinta held a 60% interest in Luz del Sur S.A.A., an electricity distribution company
serving southern Lima, Peru, and a 64% interest in Tecsur S.A.A., a utility maintenance and construction
company also operating in Peru. We realized a gain of $32 million before payments in lieu of corporate
income taxes on this sale in 1999.

Financing Charges

Financing charges declined by $41 million, or 11% over 1999, to $340 million in 2000 and by $178
million, or 32%, to $381 million in 1999. These decreases primarily reflect a reduction of $28 million in
2000 and $131 million in 1999 resulting from lower average levels of debt, and a reduction of $10 million
in 2000 and $47 million in 1999 from lower average interest rates. The lower levels of debt reflect the
new capital and debt structure established on April 1, 1999, in conjunction with the acquisition of our
transmission, distribution and energy services businesses. Prior to April 1, 1999, financing charges
represented the interest and expenses associated with the allocated portion of Ontario Hydro’s debt.

Provision for Payments in Lieu of Corporate Income Taxes
The provision for payments in lieu of corporate income taxes increased by $13 million, or 7% over 1999,

to $207 million. We have been obligated under the Electricity Act, 1998 to make these payments in lieu of
corporate income taxes to OEFC based on our results of operations since April 1, 1999. As a result, the
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provision for 2000 reflects an expense for the full-year as compared to nine months in 1999 and no
expense in 1998. On a full year basis, the lower provision for 2000 reflects a lower level of income and an
increase in deductions, primarily for the staff reduction program. The charge for the staff reduction
program was recognized for accounting purposes in 1999, but taken as a deduction for tax purposes in
2000 when the related cash payments were made.

LIQUIDITY AND CAPITAL RESOURCES

Liquidity and Capital Resource Requirements
Capital Expenditures

Capital expenditures are made to safeguard the long-term reliability of our asset base, which is
geographically dispersed and exposed to weather conditions. Investments are also required to expand our
market, pursue our objective of reducing costs and to prepare for Open Access. Total capital expenditures
were $469 million in 2000, compared with $529 million in 1999 and $394 million in 1998.

Capital expenditures for the transmission business were $280 million in 2000, representing a 14%
decrease over the 1999 level of $327 million but a significant increase over 1998 capital expenditures of
$171 million. The change in the level of expenditures since 1998 primarily reflects infrastructure and
facilities programs, including the ongoing planned replacement of our old protection and control
microwave radio system, and increased investments made in expansion programs during 1999.

Capital expenditures of $183 million on our transmission stations, lines, equipment and
telecommunications refurbishment were lower than the 1999 level of $193 million. Similar expenditures
in 1998 amounted to $79 million. End-of-life replacement of transmission station equipment and
transmission lines, poles and towers located throughout the province amounted to $133 million. Capital
expenditures on comparable work in 1999 and 1998 amounted to $142 million and $59 million,
respectively. Excluding transportation and work equipment, end-of-life replacement spending was
maintained at the 1999 level, which had been increased over 1998 to address asset condition work
deferred by Ontario Hydro. Reinvestment in transportation and work equipment during 1999 enabled a
lower level of spending in the current year. Capital expenditures on telecommunication equipment,
primarily related to the replacement of our aging analog protection and control microwave radio system
with fibre-optic lines, amounted to $50 million in 2000 and $51 million in 1999. In 1999, the first phase
of the replacement was completed, involving the replacement of the analog system in the Toronto core
area. In 2000, the second phase was implemented, which involved the replacement of the analog system
at 14 sites in southern Ontario. Telecommunication expenditures of $20 million in 1998 reflected
preliminary work on the microwave radio replacement project and ongoing refurbishment activity.

Investments in expansion programs to meet the growing demands of new and existing customers
amounted to $64 million in 2000, $101 million in 1999 and $67 million in 1998. During 1999, the
completion of international negotiations enabled work to commence on the installation of three phase-
shifting transformers and an autotransformer at the interconnection with the State of Michigan. This
equipment will increase our import capacity by 500 MW and export capacity by 1,000 MW. Expenditures
related to this project in 1999 amounted to $23 million and were primarily for design, site preparation and
a significant portion of the switchyard electrical, control metering and relaying work. In 2000, we spent
$11 million to complete the installation and begin the commissioning of the first phase-shifter. We also
completed the construction of a dedicated transmission service to the auto industry in the Windsor area at
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a cost of $9 million in 2000 and $17 million in 1999. Also in 1998 and 1999, a number of network
reinforcement projects were undertaken in response to the January 1998 ice storm. These projects were
completed by the end of 1999.

Capital expenditures to support operations, increase efficiency and reduce costs amounted to $33 million
in each of 2000 and 1999, and $25 million 1998. In 2000, these projects included the implementation of a
new network management system. This system will enhance our ability to monitor and manage our
transmission assets and to maximize our transmission capability and utilization. In addition, the
construction of the Transmission Outage Management Centre which started in the previous year was
completed. In 1999, we also consolidated a number of dispersed operating centres and upgraded the
supervisory control and data acquisition equipment. Expenditures in 1998 were primarily related to
development costs for our work management and financial systems.

Capital expenditures for the distribution business were $175 million in 2000, compared with $186 million
and $188 million in 1999 and 1998, respectively. The majority of capital expenditures for this business
are driven by customer demand and the condition of our assets, and also include some infrastructure
support work. In addition, we spent $23 million to acquire 16 municipal electricity utilities in 2000.
Acquisition related expenditures amounted to $3 million in 1999 and nil in 1998.

Customer-demand-driven capital expenditures amounted to $79 million in 2000 compared with $78
million in 1999 and $49 million in 1998, and included new connections, customer load and our joint-use
and relocation program. Joint-use costs are incurred to support upgrade requirements of third-party users
of our equipment and are carried out under various cost-sharing arrangements.

Capital expenditures incurred to sustain the existing asset base amounted to $34 million in 2000,
compared with $78 million and $105 million in 1999 and 1998, respectively. Expenditures for 1998
included approximately $49 million related to the January 1998 ice storm. In 1999, we enhanced our
wood pole replacement program in response to an asset condition study. We replaced approximately five
times as many poles in 1999 as we did in either 2000 or 1998. In addition, higher investments in
transportation and work equipment were made during 1999 than in 2000 or 1998.

Expenditures to support operations and enhance efficiency and reduce costs amounted to $39 million in
2000, $27 million in 1999 and $34 million in 1998. Projects for 2000 were focused on preparation of our
systems and processes for Open Access. Expenditures in 1999 were primarily incurred to support a pilot
project to improve outage management and various projects to integrate supporting information systems.
In 1998, expenditures were primarily for upgrades to our customer service system.

Capital expenditures for our other operations amounted to $14 million in 2000, compared with $16
million in 1999 and $35 million in 1998. After excluding capital spending in support of OHII, the
operations of which were substantially wound down in 1999, capital expenditures amounted to $14
million, $10 million and $7 million in each of the years 2000, 1999 and 1998, respectively. The year-
over-year increases were made in support of our new telecom and energy services businesses.

Capital expenditures are budgeted at about $1,160 million in 2001. Of this amount, approximately $500
million is required to close the outstanding acquisition agreements with 71 municipal electricity utilities
(see Note 4 to the Consolidated Financial Statements).

The budget for our transmission business in 2001 is $390 million, an increase of $110 million from the

level of expenditures in 2000. In 2001, we plan to commission the Ontario-Michigan interconnect and
begin construction of an interconnection project with Hydro-Québec. These projects are important steps
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in fulfilling our commitment to increase import capacity by 2000 mega watts within three years of Open
Access. We also plan to continue with the fibre-optic replacement of the existing microwave radio system
in sections of southern, eastern and northeastern Ontario. Expenditures will also be made to further
rationalize our Transmission Operating Centres. We also plan to increase our capital investments in our
transmission stations.

Excluding our acquisition program, capital expenditures for our distribution business are budgeted at
$245 million, representing an increase of $93 million from 2000 expenditures. We are planning to extend
the end-of-life pole replacement program and begin development of a distribution outage management
system. Planned upgrades to our financial systems will further increase our objective of enhancing
efficiency.

Other capital expenditures are budgeted at $25 million, an increase of $11 million over 2000. This
increase is primarily related to the expansion of our fibre-optic communication system in support of our
growing telecom business.

Servicing Indebtedness

As at December 31, 2000, we had long-term debt outstanding of $4,446 million, including the current
portion, with a current average interest rate of 8.13%. Of this amount, $3,446 million is due to OEFC and
$1 billion was issued in connection with our inaugural bond issue on June 1, 2000.

The notes due to OEFC are unsecured, and senior in ranking. These notes bear interest at various rates,
with a current weighted-average interest rate of 8.4% per year, and mature between 2001 and 2007. The
notes due in 2001 total $474 million. We may, at our option, prepay at any time all or part of the notes.

In connection with the refinancing of maturing notes due to OEFC, we offered and sold debentures in the
amount of $1 billion. The debentures were issued in three series: $200 million five-year debentures at a
coupon rate of 6.94%; $400 million 10-year debentures at a coupon rate of 7.15%; and $400 million 30-
year debentures at a coupon rate of 7.35%. The debentures rank equally with the remaining notes due to
OEFC.

Outstanding short-term promissory notes as at December 31, 2000 amounted to $130 million, with
maturities not exceeding 365 days. The notes bear interest at a weighted-average rate of 5.75%.

Post-acquisition Adjustment

We recorded the purchase of our transmission, distribution and energy services businesses from OEFC at
the exchange amount of $8.6 billion, which approximated the book and fair values of the assets acquired
and liabilities assumed on April 1, 1999. The actual net amount of assets and liabilities acquired was less
than estimates by $122 million. This excess of equity and liabilities over assets has been recorded as an
account receivable, pending the outcome of the rate-setting process relating to pension costs and
contributions in aid of construction. We anticipate that the $122 million account receivable will be
adjusted through shareholder’s equity. However, if the OEB determines that pension costs should be
included in the revenue requirement on the accrual basis of accounting or confirms that we can recover
contributions in aid of construction through rates, the assets acquired on April 1, 1999 would be higher
than the exchange amount. In this case, we anticipate a resulting post-acquisition adjustment to increase
debt and shareholder's equity in a manner consistent with the original capital structure. At this time, the
outcome of the rate-setting process and the impact on debt, equity and other net assets cannot be
determined (see Note 3 to the Consolidated Financial Statements).
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HYDRO ONE INC.
MANAGEMENT'S DISCUSSION AND ANALYSIS (continued)

Payment of Dividends

The preferred shares issued on March 31, 2000, are entitled to a total annual cumulative dividend of $18
million, payable on a quarterly basis. Dividends on our common shares are declared at the sole discretion
of our Board of Directors, as recommended by management. Key factors influencing management's
recommendation include results of operations, our Company's financial condition, cash requirements and
other pertinent factors, such as industry practice and shareholder expectations.

Preferred dividends of $18 million and common dividends of $236 million, including $23 million
approved on February 13, 2001, have been declared for the year ended December 31, 2000. For the nine
months ended December 31, 1999, $13 million in preferred dividends and $158 million in common
dividends were paid to the Province on March 31, 2000 (see Note 16 to the Consolidated Financial
Statements).

Payments in Lieu of Corporate Taxes

Under the Electricity Act, 1998, we are required to make payments in lieu of corporate taxes to OEFC,
commencing April 1, 1999. These payments are calculated in accordance with the rules for computing
income and taxable capital and other relevant amounts contained in the Income Tax Act (Canada) and the
Corporations Tax Act (Ontario) as modified by the Electricity Act, 1998, and related regulations.

Sources of Liquidity and Capital Resources
Cash Provided from Operations

Net cash provided from operations was $713 million in 2000, as compared with $851 million in 1999 and
$520 million in 1998. The reduction of $138 million over 1999 primarily reflects higher levels of working
capital. Accounts payable and accrued liabilities declined due to cash payments made under the staff
reduction program and the resulting reduction in payroll-related liabilities. Lower accounts payable and
accrued liabilities were partially offset by a reduction in accounts receivable consistent with lower retail
distribution revenue, a decline in inventory levels as a result of our rationalization program, and an
increase in the accrual for employee future benefits other than pension.

The increase in net cash provided from operations of $331 million between 1999 and 1998 reflected net
income growth in 1999 (after adjusting 1998 income for the revaluation of the deferred pension asset),
higher accounts payable and accrued charges as well as higher accrued interest following the initial
capitalization of our Company on April 1, 1999. Accounts payable and accrued charges at December 31,
1999 included amounts for power which, prior to the Ontario Hydro reorganization, had been settled
between business units immediately. Accounts payable and accrued charges at the end of 1999 also
included amounts for payments in lieu of corporate taxes, and the net increase in provisions associated
with the staff reduction program and the reversal of certain provisions. These increases were partially
offset by the reduction in long-term accounts payable and accrued charges resulting from the operations
of OHII being wound up.

Short-term Credit Facilities
On August 18, 2000, we entered into a revolving standby credit facility of $500 million for a 364-day
term and $250 million for a five-year term, arranged through a syndicate of financial institutions. This

standby facility is used to backstop the issuance of commercial paper. The facility provides for varying
rates of interest based on Canadian benchmark rates, including a prime rate and a bankers’ acceptance
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HYDRO ONE INC.
MANAGEMENT'S DISCUSSION AND ANALYSIS (continued)

rate. Covenants under the revolving credit facility limit our permissible total debt as a percentage of total
capitalization, restrict our ability to sell assets, and impose a negative pledge provision subject to
customary exceptions. The indebtedness under this credit facility ranks equally with all other unsecured
indebtedness. We also have the ability to increase the size of the 364-day term facility up to $750 million.
On September 6, 2000, we launched our commercial paper program to manage working capital needs and
bridge cash requirements between long-term debt issues, which may include the temporary funding of
municipal electricity utility acquisitions. We are authorized to issue up to $1 billion in short-term
promissory notes with a term to maturity of less than 365 days.

Debt Capital Markets

We are in the process of establishing our Canadian Medium Term Note (MTN) program with applicable
Canadian securities regulators. The size of the MTN shelf is $2.5 billion and is valid for a period of two
years. We intend to use the MTN program to meet most of our 2001 and 2002 borrowing requirements,
including the funding of our municipal electricity utility acquisitions.

RISK MANAGEMENT

We are implementing an enterprise risk management policy and framework that aim to balance risk while
also optimizing returns. The development of a strong risk management culture enables regulatory,
strategic, operational and financial risks to be managed and aligned with strategic business objectives.

While our philosophy is that risk management is the responsibility of all employees, the Audit and
Finance Committee of our Board of Directors has been mandated to review the risk profile and the status
of the internal control framework annually. Our Chief Executive Officer has ultimate accountability for
risk management. Our Chief Financial Officer is responsible for the ongoing monitoring and review of the
risk profile and practices and works in close association with the senior management team to ensure that
the risk management program is an integral part of our business strategy, planning and objectives. The
Audit and Finance Committee, the Chief Executive Officer and the Chief Financial Officer are supported
by the Chief Risk Officer. This support includes coordinating risk policies and programs, preparing risk
assessments and profiles and assisting line and functional managers in fulfilling their responsibilities.
Internal Audit is responsible for performing independent reviews of the effectiveness of risk management
policies, processes and systems.

Market Risk

Market risk refers primarily to the risk of loss that results from changes in interest rates, foreign exchange
rates and commodity prices. All of the long-term debt outstanding at December 31, 2000 is denominated
in Canadian dollars and bears interest at various rates, with a current weighted-average rate of 8.13%. We
are exposed to fluctuations in interest rates as maturing debt is refinanced. However, the effect of higher
future interest rates could be partially mitigated should the OEB adjust the approved rates. We are not
currently exposed to fluctuations in foreign exchange rates. We may decide in the foreseeable future to
issue debt in foreign currency. We could swap any foreign currency denominated debt into Canadian
dollars at or about the date of issuance to mitigate foreign exchange rate risk.

A 1% change in interest rates on the long-term debt maturing in 2001 would affect net income by $1.3

million. The same 1% change in rates on debt maturing in 2002 would affect net income by an additional
$2.5 million, for a total impact of $3.8 million.
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HYDRO ONE INC.
MANAGEMENT'S DISCUSSION AND ANALYSIS (continued)

Although we are not currently exposed to commaodity risk, the introduction of Open Access will result in
increased competitive pressures and some potential risk relating to fluctuations in electricity prices and
volumes. Rates for our transmission business are based on projected levels of peak demand. A significant
reduction in actual consumption levels from projections could negatively affect the rate of return of this
business. In the event of reductions resulting from unusual circumstances, we would apply to the OEB for
a rate increase.

While our distribution business faces a similar volume risk, it is not exposed to commodity risk. The OEB
has allowed all distributors to pass commaodity costs through to customers. Our entry into the competitive
retail market will create exposure to price and volume risks, both of which we believe can be mitigated.
These risks arise from different prices, volumes and other conditions in supply contracts as compared to
prices negotiated with customers and their actual volume requirements. We intend to limit our exposure to
commodity price and volume risk in the competitive retail market through contract matching techniques
and risk transfer mechanisms, such as insurance. Overall, we believe that our exposure to commodity risk
will be limited.

Credit Risk

Financial assets create a risk that a counter-party will fail to discharge an obligation, causing a financial
loss. Currently, there are no significant concentrations of credit risk with respect to any class of financial
assets. Our revenue is earned from a broad base of customers consistent with the draft revenue allocation
agreement among the successor corporations of Ontario Hydro. As a result, we currently do not earn a
significant amount of revenue from any single customer. However, with the introduction of Open Access,
we will be required to procure wholesale power on behalf of competitive retailers for resale to their
customers. The resulting concentrations of credit risk will be mitigated through the use of various security
arrangements, which will be incorporated into our service agreements with these retailers in accordance
with the OEB's Retail Settlements Code.

In addition, we have not entered into any transactions involving derivative financial instruments. We may
decide to enter into such transactions in the future to hedge foreign exchange and interest rate risk. In this
case, credit risk will be monitored and minimized through the use of master agreements that incorporate
netting provisions. Netting provisions enable the settlement of derivative financial assets and liabilities
with the counter-party on a net basis in the event that the counter-party defaults.

Regulatory Risk

The process of restructuring Ontario's electricity industry and the development of the regulatory
framework continues. Over the long term, we anticipate PBR to be positive for all stakeholders. An
output-based regulation framework should provide our Company with an opportunity to earn enhanced
returns while delivering rates to customers that reflect continuing efficiency improvements and high
levels of service. Over the short term, the evolving electricity marketplace exposes us to actions of
competitors, suppliers, regulators and government that could affect our financial results.

Revenues from our transmission and distribution businesses depend on approved rates for customers.
Transmission rates for the period following Open Access have been approved at a sufficient level to
operate our transmission system and to earn a market-based rate of return, currently deemed to be 9.88%.
The amended rate application filed for our distribution business contemplates a reduction in distribution
revenue. While we will strive to manage the distribution business, on a short-term basis, within the
revenue envelope, we may not achieve the market-based rate of return that would otherwise be permitted.
For the second-generation PBR period, we will advance a proposal for distribution rates that reflects our
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MANAGEMENT'S DISCUSSION AND ANALYSIS (continued)

actual ongoing revenue requirement and program needs, including amounts that are not being fully
recovered under our current rate application.

We expect to file an application with the OEB to recover the market transition costs incurred to align
business systems and practices with the requirements of the future competitive electricity market (Market
Ready costs). The process and timing for this approval have not been established. After the market opens,
the OEB will review issues regarding the timing and mechanisms for the recovery of Market Ready costs
and will establish guidelines at that time. Our application will follow these guidelines. The total period
and capital transition costs incurred for the transmission and distribution businesses are projected to be
more than $80 million upon Open Access. While these expenditures continue to be incurred and deferred
with rigorous adherence to the initial criteria for transition costs established by the OEB, the OEB has the
discretion to examine and assess the extent to which these Market Ready costs will be fully recovered.

The rate structure also supports the annual level of capital expenditures. Our capital expenditure program
is focused on improving asset condition and operational efficiency and achieving our expansion
objectives. The Electricity Distribution Rate Handbook includes other mechanisms to recover
extraordinary expenditures, such as those incurred as a result of severe weather conditions.

Environmental Risk

We manage a number of environmental risks which are primarily related to contaminated land,
polychlorinated biphenyls (PCBs), spills and leaks. We have developed specific environmental
management programs for these risks, including a program to systematically assess and remediate, if
necessary, contaminated land and a program to identify and safely destroy PCB-contaminated equipment.
We also have a program to respond to spills and to reduce the amount of insulating oil leaking from
equipment. In addition, the nature of our operations requires permits and approvals to be obtained under
applicable environmental legislation. Environment-related OM&A expenses and environment-related
capital expenditures totalled $40 million in 2000, $49 million in 1999 and $37 million in 1998.

Estimated expenditures for land assessment and remediation are expected to total approximately $95
million over a period of four to nine years. Of this amount, about $75 million relates to the assessment
and remediation of contaminants that may have spread from transmission stations, distribution stations
and service centres to adjacent properties. This estimate assumes that only off-site contaminants which
pose a risk to human health or the environment will be remediated, and that the further spread of off-site
contamination will be prevented.

The remaining estimated expenditures related to land assessment and remediation consist of $17 million
for remote generating stations and $3 million for generating station switchyards. On September 2, 1997,
the Ministry of the Environment issued a binding administrative order against Ontario Hydro that has
resulted in these undertakings. It is estimated that these costs will be incurred over four to six years.

The estimates for land assessment and remediation assume that the Ministry of the Environment and, in
the case of the remote generating sites, the Federal Department of Indian Affairs and Northern
Development and affected Indian bands, will support our approach to assessment and remediation and
that existing environmental regulations will not change.

Estimated expenditures for the removal and destruction of PCBs are expected to total approximately $170

million and will be incurred over 20 years. This estimate assumes that existing environmental regulations
regarding PCB limits will not change and that the timetable for the phase-out and destruction of PCBs
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will not be accelerated. Based on our recent experience of the cost to inspect and test transformers, we
have increased our estimate over 1999.

Transfer of Assets

We are also exposed to financial risk associated with the cost to complete the transfer to our Company of
title to assets located on Indian lands in connection with the acquisitions of our operations on April 1, 1999.
Transfer of title to these assets did not occur because authorizations originally granted by the Minister of
Indian Affairs and Northern Development (Canada) for the construction and operation of these assets
could not be transferred without the consent of the Minister and the relevant Indian bands or bodies or, in
several cases, because the authorizations had either expired or had never been properly issued. We
manage these assets, which are currently owned by OEFC.

We have commenced negotiations with the relevant Indian bands and bodies to obtain the authorizations
and consents necessary to complete the transfer of these transmission, distribution and other assets. We
cannot predict the total amount that we may have to pay to obtain the required authorizations and
consents. We expect to pay more than $850,000 per year, which was the amount previously paid to these
Indian bands and bodies by Ontario Hydro and which is the total amount of allowed costs in the
transitional rate orders. If, after taking all reasonable steps, we cannot otherwise obtain the authorizations
and consents from the Indian bands and bodies, OEFC will continue to hold these assets for an indefinite
period of time. Alternatively, we may have to relocate these assets from the Indian lands to other
locations at a cost that could be substantial, or, in a limited number of cases, abandon a line and replace it
with diesel generation facilities. In such cases, we would apply to the OEB to recover these costs in future
rate orders.

Union Negotiations

The substantial majority of our employees are represented by either the Power Workers’ Union or the
Society of Energy Professionals and as a result, we face financial risks related to our ability to negotiate
collective agreements consistent with our rate orders. On December 27, 2000, we reached a one-year
settlement with the Society of Energy Professionals. The collective agreement with the Power Workers'
Union will expire on March 31, 2001. Negotiations have concluded and we expect that the tentative
agreement will be ratified in the short term. We believe that each settlement is well-balanced and
reasonable and will enable us to continue to pursue productivity initiatives.

OUTLOOK

The process of restructuring Ontario’s electricity industry initiated by the Province will result in the
wholesale and retail electricity markets becoming open to competition. Our objective in this changing
marketplace is to continue to be Ontario’s dominant electricity transmission and distribution company and
to expand our unregulated businesses. We will continue to improve overall operational efficiency. We
will embrace PBR and will continue to participate in the development of the regulatory and market
framework for Ontario's electricity industry. We will also take advantage of our core strengths — including
our skilled workforce and financial strength — to pursue selected growth opportunities.

Our immediate focus on growth remains the rationalization of Ontario’s distribution sector. To date, we

have signed agreements to purchase 88 municipal electricity utilities, representing 240,000 additional
customers. Brampton Hydro Corporation is the largest acquisition with approximately 84,000 customers.
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The opportunity now is to gain regulatory approval and to move quickly to close each transaction. We
expect that our carefully planned integration processes will deliver the operational savings enabled by this
consolidation effort. Although the pace of further rationalization in Ontario will slow, we will continue to
be a leader in this movement and will look to partnerships and other structures that will create value.

The expansion of the transmission system will enhance our growth prospects in both the Canadian and
U.S. electricity markets. Between the interconnection project with the State of Michigan and the proposed
project with Hydro-Québec, we will increase our import capacity by 1,850 MW and export capacity by
2,350 MW. Significant fragmentation is prevalent in the U.S. transmission market and we are well
positioned to participate in the pending transition process. The extension of core transmission and
distribution services, including innovations in information technology, to other industry participants will
also create additional opportunities for growth.

We retained the Ontario Hydro brand name, a very valuable asset in serving the retail market.
Competition is renewing the potential for this market and we are leveraging the Ontario Hydro name in
our expanded service offerings to residential, commercial and industry customers. Our current offering of
Onsource long distance services, home improvement services, water heaters and other elements will be
bundled with electricity once this market opens for competition.

Our entry into the telecom market as a carrier's carrier has enabled us to expand our opportunities beyond
the electricity industry in Ontario. With our vast rights of way, significant potential exists for our
Company to benefit from the tremendous growth in demand for data transmission.

Our financial position remains strong and we are pursuing a strategy to improve operational efficiency. It
is through this strategy that we plan to generate the resources necessary to enhance the asset base, achieve
our environmental objectives, pursue selected growth opportunities and to position our Company well, in
the changing marketplace.

RECONCILIATION TO U.S. GAAP

The Consolidated Financial Statements have been prepared in accordance with Canadian generally
accepted accounting principles (GAAP). Net income under Canadian GAAP for 2000 was $68 million
more than it would be under U.S. GAAP. Retained earnings under Canadian GAAP were $41 million
more at December 31, 2000, than they would be under U.S. GAAP. See Note 23 to the Consolidated
Financial Statements for a description of the principal differences between Canadian GAAP and U.S.
GAAP, as they pertain to us. In addition, note that the Five-Year Summary of Financial and Operating
Statistics on page 54 includes information presented in accordance with U.S. GAAP.
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MANAGEMENT’S REPORT

The accompanying Consolidated Financial Statements of Hydro One Inc. (Hydro One or the Company)
are the responsibility of management and have been prepared in accordance with accounting principles
generally accepted in Canada. Hydro One applies accounting principles appropriate to its circumstances.
The significant accounting policies followed by the Company are described in the summary of significant
accounting policies contained in Note 2 to the Consolidated Financial Statements. The preparation of
financial statements necessarily involves the use of estimates based on management’s judgement,
particularly when transactions affecting the current accounting period cannot be finalized with certainty
until future periods. The Consolidated Financial Statements have been properly prepared within
reasonable limits of materiality and in light of information available up to March 13, 2001.

Management maintains a system of internal controls designed to provide reasonable assurance that the
assets are safeguarded and that reliable financial information is available on a timely basis. The system
includes formal policies and procedures and an organizational structure that provides for appropriate
delegation of authority and segregation of responsibilities. An internal audit function independently
evaluates the effectiveness of these internal controls on an ongoing basis and reports its findings to
management and the Audit and Finance Committee of the Hydro One Board of Directors.

The Consolidated Financial Statements have been examined by Ernst & Young LLP, independent
external auditors appointed by the Hydro One Board of Directors. The external auditors’ responsibility is
to express their opinion on whether the Consolidated Financial Statements are fairly presented in
accordance with generally accepted accounting principles. The Auditors’ Report, which appears on page
20, outlines the scope of their examination and their opinion.

On March 31, 1999, Ontario Hydro ceased operations. Ontario Hydro’s management was responsible for
the financial statements of Ontario Hydro for the three months ended March 31, 1999, and year ended
December 31, 1998, as set forth in Ontario Hydro’s Final Annual Report for the period from January 1,
1998, to March 31, 1999. These Consolidated Financial Statements included the results of the businesses
acquired by Hydro One Inc. on April 1, 1999.

As at April 1, 1999, Hydro One became operational under the name Ontario Hydro Services Company
Inc. The Company name changed to Hydro One Inc. in May 2000. The Hydro One Board of Directors,
through its Audit and Finance Committee, is responsible for ensuring that management fulfills its
responsibilities for financial reporting and internal controls. The Audit and Finance Committee of Hydro
One met periodically with management, the internal auditors and the external auditors to satisfy itself that
each group had properly discharged its respective responsibility and to review the Consolidated Financial
Statements before recommending approval by the Board of Directors. The external auditors had direct
and full access to the Audit and Finance Committee, with and without the presence of management, to
discuss their audit and their findings as to the integrity of the financial reporting and the effectiveness of
the system of internal controls.

On behalf of Hydro One Inc.’s Management:

. Al Pt Uy

Eleanor R. Clitheroe Malen S. Ng
President and Chief Executive Officer Executive Vice President and Chief Financial Officer
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AUDITORS’ REPORT

To the Shareholder of Hydro One Inc.:

We have audited the Consolidated Balance Sheets of Hydro One Inc., (the Company) as at December 31,
2000 and December 31, 1999, and the Consolidated Statements of Operations, Shareholder’s Equity and
Cash Flows of the Company for each of the years in the three-year period ended December 31, 2000.
These financial statements are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with Canadian and United States generally accepted auditing
standards for 2000 and Canadian generally accepted auditing standards for 1999 and 1998. 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 Consolidated Financial Statements present fairly, in all material respects, the
financial position of the Company as at December 31, 2000 and December 31, 1999, the results of its

operations and its cash flows for each of the years in the three-year period ended December 31, 2000, in
accordance with Canadian generally accepted accounting principles.

Ernat ?M// ALP

Ernst & Young LLP
Chartered Accountants
Toronto, Canada

February 26, 2001
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HYDRO ONE INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

Year ended December 31
(Canadian dollars in millions)

2000 1999 1998
Revenues
Transmission (Note 17) 1,260 1,237 1,178
Distribution (including retail) (Note 17) 1,703 1,793 1,729
Other 32 95 141
2,995 3,125 3,048
Costs
Operation, maintenance and administration (Note 5) 856 863 723
Purchased power (Note 17) 866 939 1,165
Depreciation and amortization (Note 6) 348 342 300
Transitional cost adjustment (Note 7) - 55 -
Provincial debt guarantee fee (Note 17) - 8 31
Deferred pension asset (Note 13) - - (204)
2,070 2,207 2,015

Other income
Gain on sale of investment (Note 8) - 32 -
Income before financing charges

and provision for payments in lieu

of corporate income taxes 925 950 1,033
Financing charges (Notes 9 and 17) 340 381 559
Income before provision for payments

in lieu of corporate income taxes 585 569 474
Provision for payments in lieu of corporate

income taxes (Notes 10 and 17) 207 194 -
Net income 378 375 474

See accompanying notes to Consolidated Financial Statements.
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HYDRO ONE INC.
CONSOLIDATED BALANCE SHEETS

December 31

(Canadian dollars in millions) 2000 1999
Assets
Current assets
Cash and cash equivalents - 468
Accounts receivable (net of allowance for doubtful
accounts - $10 million; 1999 - $9 million) 511 536
Materials and supplies 65 81
576 1,085
Fixed assets (Note 11)
Fixed assets in service 12,375 11,907
Less: accumulated depreciation 4,108 3,848
8,267 8,059
Construction in progress 252 300
8,519 8,359
Other long-term assets
Regulatory assets (Note 12) 352 383
Deferred pension asset (Note 13) 452 241
Long-term accounts receivable and other assets 78 20
Goodwill (net of amortization - $nil million) (Note 4) 6 -
Deferred debt costs 14 2
902 646
Total assets 9,997 10,090

See accompanying notes to Consolidated Financial Statements.
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HYDRO ONE INC.
CONSOLIDATED BALANCE SHEETS (continued)

December 31

(Canadian dollars in millions) 2000 1999
Liabilities
Current liabilities
Bank indebtedness 24 -
Accounts payable and accrued charges 357 403
Accrued interest 64 72
Short-term notes payable (Note 14) 130 -
Long-term debt payable within one year (Note 14) 474 1,399
1,049 1,874
Long-term debt (Note 14) 3,972 3,446
Other long-term liabilities
Employee future benefits other than pension (Note 13) 509 496
Regulatory liability (Note 12) 452 241
Long-term accounts payable and accrued charges 15 9
976 746
Total liabilities 5,997 6,066

Contingencies and commitments (Notes 3, 19 and 20)

Shareholder's equity (Notes 3 and 16)

Preferred shares (authorized: unlimited; issued: 12,920,000) 323 -
Common share (authorized: unlimited; issued: 100,000) 3,436 -
Shares to be issued - 3,759
Retained earnings 241 265
Total shareholder’s equity 4,000 4,024
Total liabilities and shareholder's equity 9,997 10,090
On behalf of the Board:
& .
-*"ﬁ_(gﬂML C\/mu"—'
Sir Graham Day Eleanor R. Clitheroe
Chair of the Board of Directors President and Chief Executive Officer

See accompanying notes to Consolidated Financial Statements.
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HYDRO ONE INC.

CONSOLIDATED STATEMENTS OF SHAREHOLDER'’S EQUITY

Year ended December 31
(Canadian dollars in millions)

2000

1999

1998

Net assets of Acquired Businesses (Note 3)

Balance, January 1

Net income (to March 31, 1999)

Net refund on annexations by municipalities

Pre-acquisition adjustments

Purchase of Acquired Businesses

Accounting change — employee future benefits
other than pension (Note 13)

Balance, December 31

Shares to be issued (represented by promissory
note) (Note 3)

Balance, January 1

Issuance of note on purchase of Acquired
Businesses

Cancellation of note on issuance of common
and preferred shares

Balance, December 31

Common and preferred shares (Note 16)

Balance, January 1

Issuance of 10 common shares in 1998 for
nominal consideration

Issuance of 12,920,000 preferred shares in
exchange for promissory note

Issuance of 99,990 common shares in exchange
for promissory note

Balance, December 31

Retained earnings

Balance, January 1

Net income (from April 1, 1999)
Dividends (Note 16)

Balance, December 31

2,431
110
(25)

1,243

(3,759)

2,065
474

(108)

2,431

3,759

3,759

(3,759)

3,759

323

3,436

3,759

265
378
(402)

265

241

265

See accompanying notes to Consolidated Financial Statements.
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HYDRO ONE INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

Year ended December 31

(Canadian dollars in millions) 2000 1999 1998
Operating activities
Net income 378 375 474
Adjustments for non-cash items:
Depreciation and amortization
(net of removal costs) 324 324 276
Transitional cost adjustment - 55 -
Gain on sale of investment - (32) -
Deferred pension asset - - (204)
702 722 546
Changes in non-cash balances related
to operations (Note 18) 11 129 (26)
Net cash generated from operations 713 851 520
Financing activities
Debt for long-term financing:
Issued 1,000 194 1,130
Retired (1,399) (362) (1,228)
Debt for short-term financing 130 - -
Deferred debt costs (12) 2 -
Dividends paid (398) - -
Net cash used in financing activities (679) (170) (98)
Investing activities
Fixed assets (434) (540) (383)
Acquisition of municipal electricity utilities (23) - -
Proceeds on disposal of fixed assets
and investments - 245 -
Other assets (69) 43 -
Net cash used in investing activities (526) (252) (383)
Net change in cash and cash equivalents (492) 429 39
Cash and cash equivalents, January 1 468 39 -
Cash and cash equivalents, December 31 (Note 18) (24) 468 39

See accompanying notes to Consolidated Financial Statements.
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HYDRO ONE INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. INCORPORATION AND COMMENCEMENT OF OPERATIONS

Hydro One Inc. (Hydro One or the Company) was incorporated on December 1, 1998, under the Business
Corporations Act (Ontario) and issued 10 common shares for nominal consideration, and is wholly-
owned by the Province of Ontario (the Province). As part of the reorganization of Ontario Hydro under
the Electricity Act, 1998, and the related restructuring of the electricity industry in Ontario, Hydro One
acquired and assumed certain assets, liabilities, rights and obligations of the electricity transmission,
distribution and energy services businesses of Ontario Hydro (the Acquired Businesses) on April 1, 1999,
and commenced operations on that date. In exchange, the Company issued debt and a promissory note,
which was assumed by the Province in connection with the capitalization of the Company on March 31,
2000 (see Notes 3 and 16).

The principal business of Hydro One is the transmission and distribution of electricity to customers within
Ontario and the business is primarily regulated by the Ontario Energy Board (OEB).

2. SIGNIFICANT ACCOUNTING POLICIES

Basis of consolidation

The Consolidated Financial Statements include the accounts of the Company and its wholly-owned
subsidiaries: Hydro One Networks Inc., Ontario Hydro Energy Inc., Hydro One Remote Communities Inc.,
Hydro One Markets Inc., Hydro One Telecom Inc., Hydro One Network Services Inc., Ontario Hydro
Delivery Services Company Inc. and Ontario Hydro International Inc.

Basis of accounting

These Consolidated Financial Statements are prepared in accordance with accounting principles generally
accepted in Canada (Canadian GAAP) and conform with accounting principles generally accepted in the
United States (U.S. GAAP), except as disclosed in Note 23.

The results of operations and cash flows presented in these Consolidated Financial Statements for periods
prior to April 1, 1999, have been recorded in Hydro One’s Consolidated Financial Statements on the same
basis and in the same periods as originally recorded by Ontario Hydro. These financial statements, prior
to April 1, 1999, have been prepared primarily through specific identification of assets, liabilities,
revenues and expenses relating to such businesses, but also through an allocation of certain common
financial statement accounts and items of Ontario Hydro.

Rate-setting

The Ontario Energy Board Act, 1998 gave the OEB increased powers and responsibilities to regulate the
electricity industry. These powers and responsibilities include the power to approve or fix rates for the
transmission and distribution of electricity, the power to provide continued rate protection for rural and
remote electricity consumer, and the responsibility for ensuring that distribution companies fulfill
obligations to connect and service customers. Prior to April 1, 1999, Ontario Hydro was governed by the
Power Corporation Act, which provided it with broad powers to generate, supply and deliver electricity
throughout Ontario.
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The transitional rate orders issued by the OEB effective April 1, 1999, approved the transmission and
distribution revenue requirements for 1999 and 2000, which were designed to permit these regulated
businesses to recover their allowed costs and to earn a forecasted annual rate of return of 9.35% for 1999
on average common equity deemed, for regulatory purposes, to be allocated to such businesses. For 2000,
the OEB adjusted the rate of return to 9.88% to reflect higher forecasted interest rates for that year.
Although Hydro One did not commence operations as a stand-alone enterprise separate from Ontario
Hydro until April 1, 1999, the transitional rate orders formed the basis of revenue recognition for the three
months ended March 31, 1999, consistent with a draft revenue allocation agreement among the successor
corporations of Ontario Hydro.

In its capacity to approve or fix rates, the OEB has specified the following regulatory treatments that have
resulted in accounting treatments differing from Canadian GAAP for enterprises operating in a non-rate-
regulated environment:

I.  Employee future benefits other than pension are recorded using the accrual method as required by
Canadian GAAP. The OEB has allowed for the recovery of past service costs, which arose on the
adoption of the accrual method, in the revenue requirement on a straight-line basis over a 10-year
period. As a result, Hydro One recorded a regulatory asset in the original amount of $419 million to
reflect this regulatory treatment;

1. Expenses incurred to align systems and practices with the requirements of the future competitive
electricity market in Ontario (Market Ready costs) have been deferred in accordance with the initial
criteria set out in the OEB’s Electricity Distribution Rate Handbook and the Accounting Procedures
Handbook for Electric Distribution Utilities. In the absence of such regulation, these costs would
have been expensed when incurred under Canadian GAAP. Hydro One intends to apply for the
recovery of these costs once the guidelines and timetable for this process have been established by the
OEB,;

I11. In accordance with the Company’s interpretation of the transitional rate orders approved by the OEB,
pension costs are recorded in the results of operations when employer contributions are paid to the
pension fund rather than on the accrual basis. As a result, a regulatory liability has been recorded in
an amount equal to the deferred pension asset; and

IV. The Company provides for payments in lieu of corporate income taxes relating to its regulated
businesses using the taxes payable method as directed by the OEB.

Revenue recognition and allocation

Wholesale customers in Ontario have traditionally been billed on a bundled basis, under which the billed
amount aggregated the generation and transmission charges for the provision of electricity. Retail rates
are also essentially bundled and set similarly to wholesale rates. Until the creation of competitive
wholesale and retail electricity markets (Open Access), electricity customers will continue to pay bundled
rates for electricity. Revenues are being collected, pooled and allocated to the successor corporations of
Ontario Hydro consistent with a draft revenue allocation agreement among such corporations. This draft
agreement incorporates the revenue requirements approved in the transitional rate orders issued by the
OEB. Prior to 1999, transmission revenue was allocated based on an internal mechanism used by Ontario
Hydro. The annual transmission revenue requirement was determined primarily based on an estimate of
the planned cost components and a specified rate of return on assets.

Distribution (including retail) revenue represents actual, rather than allocated, revenues attributable to the

sale and delivery of electricity, and is recognized as power is delivered to customers. Because customer
meters are generally read on a quarterly basis, it is necessary to estimate the monthly revenue for the
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period based on wholesale power purchases. These estimates are reconciled to actual customer
consumption on a regular basis.

Distribution revenue also includes an amount relating to rate protection for rural residential customers.
The rural rate protection program that had been in effect since 1982 was repealed on April 1, 1999 and
replaced with a comparable regime for rural rate protection under the Ontario Energy Board Act, 1998.
Under this Act, in approving electricity rates for a distributor that delivers electricity to rural residential
consumers, the OEB is required to provide rate protection for prescribed classes of consumers by
reducing the electricity rates that would otherwise apply so that the weighted-average rural bill does not
exceed the weighted-average municipal bill by more than 15%.

Corporate income and capital taxes

Prior to April 1, 1999, the Company’s businesses were effectively carried out as business units of Ontario
Hydro, which were exempt from corporate income and capital taxes.

Under the Electricity Act, 1998, Hydro One is required to make payments in lieu of corporate taxes to
Ontario Electricity Financial Corporation (OEFC), commencing April 1, 1999. These payments are
calculated in accordance with the rules for computing income and taxable capital and other relevant
amounts contained in the Income Tax Act (Canada) and the Corporations Tax Act (Ontario) as modified
by the Electricity Act, 1998, and related regulations.

The Company provides for payments in lieu of corporate income taxes relating to its regulated businesses
using the taxes payable method as directed by the OEB. Under the taxes payable method, no provisions
are made for future income taxes as a result of temporary differences between the tax basis of assets and
liabilities and their carrying amounts for accounting purposes. When unrecorded future income taxes
become payable, it is expected that they will be included in the rates approved by the OEB and recovered
from the customers of Hydro One at that time.

Materials and supplies

Materials and supplies represent spare parts and construction material held for internal construction and
maintenance of fixed assets. These assets are carried at the lower of average cost and replacement cost.

Fixed assets

Fixed assets are capitalized at cost, which comprises materials, labour, engineering costs, overheads,
depreciation on service equipment and the approved allowance for funds used during construction
applicable to capital construction activities within regulated businesses or interest applicable to capital
construction activities within unregulated businesses.

Fixed assets in service consist of transmission, distribution, communication, and administration and
service assets. Fixed assets also include future use assets such as land and capitalized development costs
associated with deferred capital projects.

Transmission

Transmission assets include assets used for the transmission of high-voltage electricity, such as transmission

lines, support structures, foundations, insulators, connecting hardware and grounding systems, and assets
used to step up the voltage of electricity from generating stations for transmission and to step down voltages
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for distribution, such as transformers, circuit breakers and switches.

Distribution

Distribution assets comprise assets related to the distribution of low-voltage electricity, including lines,
poles, switches, transformers, protective devices and metering systems.

Communication

Communication assets include the microwave radio system, optical ground wire, towers, telephone
equipment and associated buildings.

Administration and service

Administration and service assets include administrative buildings, major computer systems, personal
computers, transport and work equipment, tools, vehicles and minor fixed assets.

Construction in progress

Financing costs are capitalized on fixed assets under construction within regulated businesses based on
the regulator’s approved allowance for funds used during construction (2000 — 8.0%; 1999 — 7.9%; 1998
- 9.4%). For non-regulated assets under construction, interest is capitalized at rates that approximate the
average cost of all long-term funds borrowed (2000 — 8.0%; 1999 — 7.9%; 1998 — 9.4%).

Impairment of fixed assets

In the event that facts and circumstances indicate that a fixed asset may be impaired, an evaluation of
recoverability is performed. For purposes of such an evaluation, the estimated future undiscounted cash
flows associated with the fixed asset are compared to the asset’s carrying amount to determine if a write-
down is required.

Depreciation

The capital costs of fixed assets are depreciated on a straight-line basis, except for transport and work
equipment and personal computers, which are depreciated on a declining balance basis.

Depreciation rates for the various classes of assets are based on their estimated service lives. The average
estimated service lives and service life ranges of fixed assets are:

Estimated service lives (years)

Range Average
Transmission 12 — 100 51
Distribution 15 - 55 41
Communication 7 - 40 22
Administration and service 5- 50 38

In accordance with group depreciation practices, the original cost of normal fixed asset retirements are
charged to accumulated depreciation, with no gain or loss reflected in results of operations. Gains and
losses on sales of fixed assets and losses on premature retirements are charged to results of operations as
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adjustments to depreciation expense. Depreciation expense also includes the costs incurred to remove
fixed assets.

The estimated service lives of fixed assets are subject to periodic review. Any changes arising from such a
review are implemented on a remaining service life basis from the year the changes can first be reflected
in rates.

Employee Future Benefits

Employee future benefits provided by Hydro One include pension, group life insurance, health care,
workers’ compensation and long-term disability.

In accordance with the Company's interpretation of the transitional rate orders approved by the OEB,
pension costs are recorded when employer contributions are paid to the pension fund. As a result, a
regulatory liability is recorded in an amount equal to the deferred pension asset. The deferred pension
asset arises as a result of the cumulative difference between employer contributions and pension costs.
Pension plan assets are valued using fair values.

Employee future benefits are recorded on an accrual basis. Costs are determined by independent actuaries
using the projected benefit method prorated on service and based on assumptions that reflect
management’s best estimates. Past service costs from plan amendments and actuarial gains or losses are
amortized on a straight-line basis over the expected average remaining service life of the employees
covered.

Employee future benefit costs are attributed to labour and charged to operations or capitalized as part of
the cost of fixed assets accordingly.

Goodwill

Goodwill represents the cost of acquired municipal electricity utilities in excess of fair value of the net
identifiable assets purchased and is amortized on a straight-line basis over 20 years. The recovery of
goodwill, which is reported net of accumulated amortization, is evaluated on the basis of estimated future
undiscounted cash flows as well as other factors.

Deferred debt costs

Deferred debt costs include the unamortized amounts of debt discounts or premiums arising from the
issuance of debt and other costs. Deferred debt costs are amortized over the period to maturity of the debt
on an annuity basis.

Foreign currency translation

Current monetary assets and liabilities in foreign currencies are translated to Canadian currency at year-
end rates of exchange and the resulting exchange gains or losses are credited or charged to results of
operations.

Use of estimates

The preparation of financial statements in conformity with Canadian GAAP requires management to

make estimates and assumptions that affect the reported amounts of assets and liabilities and the
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disclosure of contingent assets and liabilities at the date of the financial statements, and the reported
amounts of revenues and expenses for the year. Actual results could differ from the estimates.

3. REORGANIZATION OF ONTARIO HYDRO

On March 31, 2000, the Company issued to the Province 12,920,000 5.5% cumulative preferred shares and
99,990 common shares. As consideration, the Province assumed Hydro One’s obligations including accrued
interest from April 1, 1999 under a promissory note and, in connection with the assumption of the
Company’s obligations by the Province, OEFC released Hydro One, effective as of March 31, 2000, from
its obligations under the promissory note.

The capitalized value of the Company as at April 1, 1999 was determined as follows:

(Canadian dollars in millions)
Excess of assets over liabilities of the Acquired Businesses,

March 31, 1999 2,516
Adjustments:

Elimination of allocated long-term debt from Ontario Hydro 5,382

Elimination of allocated short-term notes from Ontario Hydro 533

Elimination of allocated accrued interest 143

Elimination of allocated deferred debt costs (228)

Debt issued effective April 1, 1999 (4,845) 985
Regulatory asset - employee future benefits other than pension (Note 12) 419
Adjustment to deferred pension asset 164
Regulatory liability - deferred pension (386)
Other net adjustments 61

3,759

Represented by:
Shares to be issued (represented by promissory note) 3,759

The purchase of the Acquired Businesses from the related party, OEFC, was recorded at the exchange
amount of $8.6 billion, which approximated the book values of the assets acquired and liabilities assumed
on April 1, 1999, and, in the current regulatory environment, approximated their fair value.

The actual net amount of assets and liabilities acquired on April 1, 1999 was less than estimates by $122
million. This excess of equity and liabilities over assets has been recorded as an account receivable,
pending the outcome of the rate-setting process relating to pension costs and contributions in aid of
construction.

The Consolidated Financial Statements include a deferred pension asset and an offsetting regulatory
liability. The Company’s interpretation of the transitional rate orders issued by the OEB for Hydro One
effective April 1, 1999, is that the revenue requirement is based on pension costs being recorded in
operations when employer contributions are paid to the pension fund. As a rate-regulated entity, Hydro
One must account for pension costs on this basis for the regulated portions of the business. The OEB has
indicated that the rate treatment of pension costs could be re-examined at a future rate hearing. In the
event that the OEB determines that the pension costs should be included in the revenue requirement on an
accrual basis, Hydro One would not be required to record a regulatory liability.
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In addition, contributions in aid of construction are recorded as a nil amount, on a net basis, within fixed
assets (see Note 11). On January 18, 2000, the OEB decided that contributions in aid of construction
collected by municipal electricity utilities prior to January 1, 2000, in accordance with the previous
regulatory environment, can continue to be recovered through the revenue requirement. If the OEB
confirms that Hydro One can adopt the same regulatory accounting treatment related to its distribution
assets, and this overall industry treatment is acceptable to the Province, then Hydro One would be
required to record amounts for contributions in aid of construction, as approved by the regulator.

On January 19, 2001, Hydro One submitted an amended rate application to establish distribution rates for
the period commencing with Open Access. The revenue requirement in the current application is based on
employer contributions forming the basis for allowable pension costs. Contributions in aid of construction
have been reflected in the cost of service submitted in the Company’s application.

It has been proposed that the $122 million account receivable be adjusted through shareholder’s equity. If it
is determined that the regulatory liability should not be recorded or that amounts for contributions in aid of
construction should be recorded, a post-acquisition adjustment would be made. Hydro One anticipates that
the result of the post-acquisition adjustment would be to increase debt and shareholder’s equity in a manner
consistent with the original capital structure. At this time, the outcome of the rate-setting process, and the
impact on debt, equity and other net assets, cannot be determined.

4. ACQUISITIONS OF MUNICIPAL ELECTRICITY UTILITIES

Hydro One has entered into numerous agreements to acquire the outstanding shares or assets of municipal
electricity utilities. The Company accounts for such acquisitions using the purchase method with the
acquired companies’ results of operations being included in the Consolidated Statement of Operations from
the date of acquisition. The purchase of each municipal electricity utility must be approved by the OEB
prior to closing.

During 2000, Hydro One acquired 16 small municipal electricity utilities for cash consideration of
approximately $23 million. Net identifiable assets acquired amounted to approximately $17 million,
representing assets of $20 million and liabilities of $3 million. Based on the allocation of the purchase price,
the transactions resulted in goodwill of $6 million.

In addition, Hydro One has entered into agreements for the purchase of 71 other municipal electricity
utilities, which are expected to close in 2001. The aggregate cost of these acquisitions will be approximately
$500 million. These acquisitions include the purchase of Brampton Hydro Corporation for cash
consideration of approximately $260 million. Deposits in the amount of $57 million have been made in
respect of these acquisitions.

5. OPERATION, MAINTENANCE AND ADMINISTRATION

In November 1999, Hydro One approved a staff reduction program intended to reduce cost levels.
Although most of the costs associated with the staff reduction program were funded from the pension plan
surplus, the Company recorded a provision in 1999 in the amount of $60 million primarily related to cash
incentives and supplementary pension benefits that could not be charged to the pension surplus. The
provision also included the estimated cost of limited targeted buyouts and involuntary severance. The
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staff reduction program was substantially completed during 2000 and costs in the amount of $53 million
were charged to the provision. In addition, the Company determined that $5 million of the provision
related to supplementary pension benefits and involuntary severance would not be used and reversed this
amount as a credit to the results of operations.

In 1999, Hydro One re-evaluated the need for some provisions previously recognized by Ontario Hydro
and assumed by the Company on April 1, 1999. A remaining provision of $14 million associated with an
involuntary staff reduction program originally recognized by Ontario Hydro in 1997 was reversed as a
credit to the results of operations in 1999. In addition, due to a change in market and other business
conditions, a real estate provision originally recorded by Ontario Hydro in 1993 in the amount of $22
million was reversed as a credit to the results of operations in 1999.

6. DEPRECIATION AND AMORTIZATION

Year ended December 31

(Canadian dollars in millions) 2000 1999 1998

Depreciation of fixed assets in service 282 272 276

Fixed asset removal costs 24 18 24

Amortization of regulatory assets 42 52 -
348 342 300

7. TRANSITIONAL COST ADJUSTMENT

The transitional cost adjustment represents the difference between allowed costs specified in the OEB
transitional rate orders, and costs incurred by Ontario Hydro during the first three months in 1999 that
were allowed under the Power Corporation Act. Costs included in Hydro One’s revenue requirement
were higher due to payments in lieu of corporate taxes and an amount for amortization relating to the
recovery of employee future benefits other than pension costs. These additional costs were partially offset
by reduced financing charges resulting from lower debt balances that reflect the new capital structure of
the Company and lower interest rates as well as the elimination of the provincial debt guarantee fee levied
by the Province. The transitional cost adjustment was a non-recurring charge.

The following summarizes the components of the transitional cost adjustment for the three months ended
March 31, 1999:

(Canadian dollars in millions) 1999
Depreciation and amortization 10
Payments in lieu of capital tax 6
Payments in lieu of corporate income taxes 87
Provincial debt guarantee fee (8)
Financing charges (40)
55

33




HYDRO ONE INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

8. ONTARIO HYDRO INTERNATIONAL INC.

On September 15, 1999, Hydro One’s subsidiary, Ontario Hydro International Inc., sold its 25% equity
interest in Ontario Quinta A.V.V. (Ontario Quinta), resulting in a gain before income taxes of $32
million. At the time of the sale, Ontario Quinta held a 60% interest in Luz del Sur S.A.A., an electricity
distribution company serving southern Lima, Peru, and a 64% interest in Tecsur S.A.A., a utility
maintenance and construction company also operating in Peru.

Prior to the sale, the results of operations, and the assets and liabilities of Ontario Quinta had been
proportionately consolidated within Hydro One’s financial statements.

The following summarizes the effects on the results of operations and financial position of using
proportionate consolidation to account for the Ontario Quinta investment for the period prior to the sale.
The effect on net income was equal to that which would have been obtained under the equity method (see
Note 23).

Year ended December 31

(Canadian dollars in millions) 2000 1999 1998
Revenues - 69 116
Operation, maintenance and administration - 24 39
Purchased power - 37 65
Depreciation and amortization - 4 6
Financing charges - - (3)
Net income - 4 9

9. FINANCING CHARGES

Year ended December 31
(Canadian dollars in millions) 2000 1999 1998
Interest on short-term notes payable 2 - 30
Interest on long-term debt payable 377 411 539
Foreign exchange losses - - 6
Less: Interest charged to construction

in progress (22) (18) (10)
Interest earned on investments an (12) (6)

340 381 559

For the purpose of preparing historical financial statements, the financing charges of Ontario Hydro were
notionally allocated to Hydro One and the other successor corporations for periods prior to April 1, 1999.
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10. CORPORATE INCOME TAXES

The provision for payments in lieu of corporate income taxes (PILs) differs from the amount that would
have been recorded using the combined Canadian Federal and Ontario statutory income tax rate. A
reconciliation between the statutory and effective tax rates is provided as follows:

Year ended December 31
(Canadian dollars in millions) 2000 1999
Income before provision for PILs 585 569
PILs included in the transitional cost adjustment (Note 7) - 87
Less: Income before provision for PILs for the period
January 1 to March 31, 1999 - (197)
Adjusted income before provision for PILs 585 459
Federal and Ontario statutory income tax rate 43.95% 44.62%
Provision for PILs at statutory rate 257 205
Increase (decrease) resulting from:
The application of the income taxes payable
method to the regulated businesses:
Net temporary differences:
Capital cost allowance in excess of depreciation and amortization (44) (50)
Charge for staff reduction program (lower than) in excess of cash
payments (23) 27
Interest capitalized for accounting purposes but
deducted for tax purposes (10) @)
Employee future benefits other than pension expense (lower than)
in excess of cash payments 4 3
Other 8 -
Net temporary differences (73) (27)
Permanent differences:
Large corporations tax 15 11
Other 8 5
Net permanent differences 23 16
Provision for PILs 207 194
Effective income tax rate 35.38% 42.27%

Future income taxes relating to the regulated businesses have not been recorded in the accounts as they
are expected to be recovered through future revenues. As at December 31, 2000, future income tax
liabilities of $80 million (1999 - $27 million), based on substantively enacted income tax rates, have not
been recorded. Hydro One was not subject to PILs prior to April 1, 1999.
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11. FIXED ASSETS

December31 Fixed assets ~ Accumulated  Construction

(Canadian dollars in millions) in service depreciation in progress Total

2000

Transmission 7,968 2,493 144 5,619

Distribution 3,441 1,097 85 2,429

Communication 383 194 5 194

Administration and service 583 324 18 277
12,375 4,108 252 8,519

1999

Transmission 7,652 2,234 248 5,666

Distribution 3,350 1,132 47 2,265

Communication 323 178 1 146

Administration and service 582 304 4 282
11,907 3,848 300 8,359

Fixed assets include contributions in aid of construction of $49 million for transmission (1999 — $50
million) and $215 million for distribution (1999 — $194 million). Contributions in aid of construction
represent fixed assets owned by the Company. Since Hydro One did not pay for these assets, they have
been recorded in the fixed asset accounts as nil, on a net basis.

Financing costs are capitalized on fixed assets under construction, including allowance for funds used
during construction on regulated assets and interest on unregulated assets, and were $22 million in 2000
(1999 — $18 million).

During 1999, $75 million of distribution assets were transferred to municipal electricity utilities. Pursuant
to certain provisions of the Power Corporation Act, some municipalities in Ontario were permitted to
expand the service territories of their respective municipal electricity utilities to include areas that were
served by Ontario Hydro. These expansions involved the transfer of distribution assets, liabilities and
customers from Ontario Hydro to the relevant municipal electricity utility at a prescribed price. The price
payable for the transferred assets was prescribed by the Power Corporation Act as being equal to the
original cost of the assets less the sum of the accumulated net retail equity of $25 million and the
accumulated depreciation associated with those assets as recorded in Ontario Hydro’s books. The ability
of municipalities to exercise this statutory expansion right ceased as of April 1, 1999.
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12. REGULATORY ASSETS AND LIABILITY

Regulatory assets and liabilities arise as a result of the rate-making process. As described in Note 2, Hydro
One has recorded the following regulatory assets and liability:

December 31

(Canadian dollars in millions) 2000 1999
Regulatory assets:

Employee future benefits other than pension 335 377
Market Ready 17 6
Total regulatory assets 352 383
Regulatory liability:

Deferred pension 452 241
Total regulatory liability 452 241

Hydro One intends to apply for recovery of the Market Ready costs, which include $25 million of related
capitalized systems costs, once the guidelines and timetable for this process have been established by the
OEB.

13. EMPLOYEE FUTURE BENEFITS

Pension

Hydro One established a contributory, defined benefit pension plan covering all regular employees of
Hydro One and its subsidiaries on January 1, 2000. Until that date, employees and pensioners continued
to participate in the Ontario Electricity Financial Corporation Pension Plan (OEFC Pension Plan),
formerly the Ontario Hydro Pension and Insurance Plan. The pension information presented in the
Consolidated Financial Statements for the period commencing on April 1, 1999 includes Hydro One’s
proportionate share of the OEFC Pension Plan assets and liabilities.

Subject to approval by the Financial Services Commission of Ontario, the OEFC Pension Plan is expected
to transfer assets and liabilities to the successor plans, including the pension plan of Hydro One, in 2001.

The provisions of the Electricity Act, 1998, allow Hydro One to reduce employer contributions to the
pension plan to the extent permitted under the Pension Benefits Act, effective April 1, 1998. As a result,
the deferred pension asset was increased by $204 million with a corresponding credit to 1998 operations.

Effective January 1, 2000, Hydro One adopted the Canadian Institute of Chartered Accountants’ (CICA)
recommendations related to Employee Future Benefits. The rate used to discount future benefits changed
from management’s best estimate to a market-based interest rate. Hydro One has applied the
recommendations retroactively but has not restated individual comparative periods. The cumulative effect of
this adoption was a $211 million increase to the deferred pension asset and the regulatory liability.
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Employee Future Benefits other than Pension

In 1998, the rate used to discount future benefits was changed from management’s best estimate to a
market-based interest rate. The cumulative effect of this change was a $108 million increase in liabilities

with a corresponding reduction in shareholder’s equity.

Employee Future Benefits

Vear ended December 31 Pension other than Pension
(Canadian dollars in millions) 2000 1999 2000 1999
Change in accrued benefit obligation
Accrued benefit obligation, January 1,

as previously stated 3,690 2,221 434 350
Adjustment related to adoption of new standard® (230) - - -
Accrued benefit obligation, January 1, as adjusted 3,460 2,221 434 350
Past service costs from plan amendments - - 14 -
Current service cost 55 75 15 16
Interest cost 246 215 35 29
Benefits paid (199) (168) (39) (29)
Net actuarial loss (gain) 242 (26) 85 (108)
Staff reduction program - 234 3 10
Allocation adjustment? - 1,139 - 166
Accrued benefit obligation, December 31 3,804 3,690 547 434
Change in plan assets
Fair value of plan assets, January 1 4,296 2,474 - -
Actual return on plan assets 301 519 - -
Employer contributions - - - -
Employees’ contributions 16 17 - -
Benefits paid (199) (168) - -
Administrative expenses @) @) - -
Allocation adjustment - 1,461 - -
Fair value of plan assets, December 31 4,407 4,296 - -
Funded status
Funded excess (unfunded benefit obligation) 603 606 (547) (434)
Unamortized net actuarial losses (gains) 270 (365) - (98)
Unamortized past service costs - - 11 -
Deferred benefit asset (accrued benefit liability) 873 241 (536) (532)
Valuation allowance® (421) - - -
Deferred pension asset, net of valuation

allowance (accrued benefit liability) 452 241 (536) (532)
Less: current portion - - 27 36
Deferred pension asset, net of valuation allowance

(long-term liability) 452 241 (509) (496)

Includes past service costs from plan amendments of $63 million recognized on adoption of new standard.

Effective April 1, 1999, employee future benefits have been based on the actual number of Hydro One employees and
pensioners. Prior to April 1, 1999 employee future benefits were based on a proportionate share of Ontario Hydro’s payroll.
The valuation allowance reduces the deferred pension asset to the maximum future benefit Hydro One expects to realize
from the plan surplus.
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Employee Future Benefits

e e Pension other than Pension
(Canadian dollars in millions) 2000 1999 1998 2000 1999 1998
Components of net periodic benefit cost
Current service cost, net of employee

contributions 39 58 35 15 16 14
Interest cost 246 215 148 35 29 20
Expected return on plan assets (316) (275) (246) - - -
Amortization of net actuarial (gains) losses - (19) (50) 2 7 2
Amortization of past service costs - - 24 1 - 2
Amortization of transitional asset - - (8) - - -
Staff reduction program - 165 - 4 - -
Adjustment for plan surplus ownership - - 102 - - -
Change in valuation allowance 31 - - - - -
Adjustment due to transitional rate

orders (Note 2) - (141) - - - -
Net periodic benefit cost - 3 5 45 52 38
Capitalized as part of the cost of fixed assets - 1 1 21 22 7
Charged to operations - 2 4 24 30 31
Effect of 1% increase in health care

cost trends on:

Accrued benefit obligation, December 31 - - - 54 35 37

Net periodic benefit cost - - - 5 4 3
Effect of 1% decrease in health care

cost trends on:

Accrued benefit obligation, December 31 - - - (44) (29) (29)

Net periodic benefit cost - - - (4) (3) (3)
Significant assumptions
Weighted-average discount rate 6.75% | 6.50% | 6.00% | 6.88% | 7.38% | 5.91%
Rate of compensation scale escalation 3.25% | 3.50% | 3.50% | 3.25% | 3.50% | 3.50%
Rate of return on plan assets 7.75% | 7.25% | 9.00% - - -
Rate of cost of living increase 2.50% | 2.50% | 2.50% | 2.50% | 2.50% | 2.50%
Average remaining service life of

employees (years) 14 11 12 14 11 12
Rate of increase in long-term medical costs® - - -| 450% | 4.50% | 4.50%
Rate of increase in dental costs - - - | 3.50% | 3.50% | 3.50%

! 9.00% grading down to 4.50% after five years (1999 — 7.20% grading down to 4.50% after three years).
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14. DEBT

December 31
(Canadian dollars in millions) 2000 1999

Short-term notes payable 130 -

Long-term debt

Notes payable to OEFC 3,446 4,845
6.94% debentures due 2005 200 -
7.15% debentures due 2010 400 -
7.35% debentures due 2030 400 -
4,446 4,845

Less: long-term debt payable within one year 474 1,399
Long-term debt 3,972 3,446

Short-term debt represents promissory notes issued pursuant to the Company’s commercial paper program.
The notes are denominated in Canadian dollars with varying maturities not exceeding 365 days and with a
weighted-average interest rate of 5.75%.

The long-term debt is unsecured and denominated in Canadian dollars. Such debt is summarized by the
number of years to maturity in the following table:

Principal Principal
Outstanding on Outstanding on Notes Weighted-Average
Debentures Payable to OEFC Interest Rate

Years to Maturity (Canadian dollars in millions)  (Canadian dollars in millions) (percent)
1 year - 474 7.20
2 years - 443 10.96
3 years - 651 7.22
4 years - 682 6.78
5 years 200 307 7.72

200 2,557

6 — 10 years 400 889 9.07
Over 10 years 400 - 7.35
1,000 3,446 8.13

Hydro One has committed and unused revolving credit agreements with a syndicate of banks in the amount
of $500 million which matures in 2001 and $250 million which matures in 2005. If used, interest on the
lines of credit would apply based on Canadian benchmark rates. These credit agreements support the
Company's commercial paper program.
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15. FAIR VALUE OF FINANCIAL INSTRUMENTS AND CREDIT RISK

Fair value

The following table presents the carrying amounts and fair values of financial instruments:

December 31
(Canadian dollars in millions) 2000 1999
Carrying Fair Carrying Fair
Value Value Value Value
Long-term debt 4,446 4873 4 845 5,175

The fair value of long-term debt is based on year-end quoted market prices for same or similar debt of the
same remaining maturities.

The carrying values of cash and cash equivalents, accounts receivable, bank indebtedness, short-term
notes payable and accounts payable and accrued charges approximate fair value because of the short
maturity of these instruments.

Credit Risk

Financial assets create a risk that a counter-party will fail to discharge an obligation, causing a financial
loss. As at December 31, 2000, there were no significant concentrations of credit risk with respect to any
class of financial assets. The Company’s revenue is earned from a broad base of customers consistent
with the draft revenue allocation agreement among the successor corporations. As a result, Hydro One did
not earn a significant amount of revenue from any single customer. In addition, the Company has not
entered into any derivative financial instruments.

16. SHARE CAPITAL

On March 31, 2000, the Company issued to the Province 12,920,000 5.5% cumulative preferred shares
with a redemption value of $25.00 per share, and 99,990 common shares, bringing the total number of
outstanding common shares to 100,000. The Company is authorized to issue an unlimited number of
preferred and common shares.

The preferred shares are entitled to an annual cumulative dividend of $18 million, which is payable on a
quarterly basis. The preferred shares are redeemable at the option of the Province at a price of $25.00 per
share plus any accrued and unpaid dividends if the Province sells a number of the Company’s common
shares which it owns to the public such that the Province’s holdings are reduced to less than 50% of the
Company’s common shares. Hydro One may elect to pay all or part of this redemption price by issuing
additional common shares to the Province. If the Province does not exercise its redemption right, the
Company would have the ability to adjust the dividend on the preferred shares to produce a yield that is
0.50% less than the then-current dividend market yields for similarly rated preferred shares. The preferred
shares do not carry voting rights, except in limited circumstances, and would rank in priority to the
common shares upon liquidation.
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The common dividends are declared at the sole discretion of the Hydro One Board of Directors, and
recommended by management based on results of operations, financial condition, cash requirements and
other relevant factors such as industry practice and shareholder expectations.

In accordance with resolutions made by the Board of Directors, in respect of the nine months ended
December 31, 1999, $13 million in preferred dividends and $158 million in common dividends were paid
to the Province on March 31, 2000. In respect of 2000, preferred dividends in the amount of $18 million
and common dividends in the amount of $213 million were declared during the year, for a total of $231
million.

17. RELATED PARTY TRANSACTIONS

Prior to April 1, 1999, Hydro One, Ontario Power Generation Inc. (OPG), the Electrical Safety Authority
(ESA) and the Independent Market Operator (IMO) were, in effect, business units of Ontario Hydro.
Inter-business unit transactions are not available for 1998 due to the integrated nature of the operations of
these entities. Upon the reorganization of Ontario Hydro, OPG, ESA and IMO became related parties of
Hydro One because all of these entities are controlled by the Province.

Hydro One receives revenue for transmission services consistent with the draft revenue allocation
agreement administered by OPG (see Note 2). Transmission revenue for 2000 includes $1,183 million
(1999 - $1,164 million) related to these services.

Hydro One receives a portion of its distribution (including retail) revenue pursuant to the draft revenue
allocation agreement administered by OPG that will terminate upon Open Access (see Note 2). Under this
agreement, distribution (including retail) revenue for 2000 includes $59 million (1999 - $106 million).

Hydro One receives amounts for rural rate protection from customer revenue collected by the IMO (the
Province prior to April 1, 1999) (see Note 2). Distribution (including retail) revenue includes $127
million (1999 - $127 million) related to this program, of which $7 million (1999 - $7 million) was paid to
municipal electricity utilities in respect of annexation agreements.

Hydro One purchased power from OPG in the amount of $857 million in 2000 (1999 - $900 million).

Hydro One has several service level agreements with the other successor corporations, primarily OPG.
These services are provided or received on a cost recovery basis and include field and engineering,
logistics, corporate, telecommunication and information technology services. Revenues for 2000 include
$64 million (transmission - $61 million; distribution (including retail) - $3 million) (1999 - $64 million:
transmission - $58 million; distribution (including retail) - $6 million) related to the provision of services
to the other successor corporations and operation, maintenance and administration costs for 2000 include
$18 million (transmission - $15 million; distribution (including retail) - $3 million) (1999 - $47 million:
transmission - $32 million; distribution (including retail) - $15 million) related to the purchase of services
from the other successor corporations.

As at December 31, 2000, long-term debt in the amount of $3,446 million (1999 - $4,845 million) was
due to OEFC. Financing charges include interest expense on this debt in the amount of $330 million
(1999 - $411 million). Allocated debt for the period prior to April 1, 1999 included bonds and notes
payable to the Province as well as to unrelated parties. In respect of the allocated debt, Hydro One paid a
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debt guarantee fee to the Province. Since commencement of operations, the Province has not guaranteed

Hydro One’s debt, and accordingly, the provincial debt guarantee fee is no longer incurred.

Provision for payments in lieu of corporate taxes were paid or payable to OEFC and dividends were paid

or payable to the Province (see Note 2).

The amounts due to and from related parties as a result of the transactions referred to above are as

follows:

December 31

(Canadian dollars in millions) 2000 1999
Accounts receivable 144 144
Accounts payable and accrued charges (157) (169)

18. CONSOLIDATED STATEMENTS OF CASH FLOWS

For the purposes of the consolidated statements of cash flows, balance sheet item “bank indebtedness” has

been netted against “cash and cash equivalents.”

The changes in non-cash balances related to operations consist of the following:

Year ended December 31

(Canadian dollars in millions) 2000 1999 1998
Accounts receivable decrease (increase) 25 (16) 17
Materials and supplies decrease (increase) 16 (16) (15)
Accounts payable and accrued charges

(decrease) increase (46) 128 (52)
Accrued interest (decrease) increase 8 78 (8)
Long-term accounts payable and

accrued charges increase (decrease) 6 (72) @)
Employee future benefits other than pension increase 13 36 5
Other 5 9) 34

11 129 (26)

Supplementary information:
Interest paid 384 324 576
Payments in lieu of corporate income taxes 213 169 -
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19. CONTINGENCIES

Legal proceedings

As a result of Hydro One’s acquisition of certain transmission, distribution and energy services assets,
liabilities, rights and obligations of Ontario Hydro, Hydro One has succeeded Ontario Hydro as a party in
a number of legal proceedings. In 1995, Torcom Communications Inc. (Torcom) named Ontario Hydro as
one of several defendants in a suit seeking damages of $150 million, as well as specific performance of
certain agreements and interim injunctive relief. Torcom had sought to purchase certain
telecommunication devices belonging to a bankrupt company from the court-appointed receiver in
bankruptcy. The devices had been installed on Ontario Hydro property under license to the original
owner. Torcom claims that it reached an agreement with Ontario Hydro for the continued placement of
the devices on Ontario Hydro property. Torcom alleges Ontario Hydro breached this contract and
interfered with its efforts to purchase the devices from the receiver. There has been little activity on the
case since 1995, when Ontario Hydro served a demand to particularize the allegations against it. Ontario
Hydro did not receive a reply to its demand for particulars and has not yet served a statement of defense.
Hydro One believes that there are strong defenses to the plaintiff’s claims against Ontario Hydro and that
it is unlikely that the outcome of the litigation will have a material adverse effect on its business, results
of operations, financial position or prospects.

Hydro One is one of many defendants in a suit in the Superior Court of Justice commenced on October
18, 1995, asserting aboriginal title to certain land within the City of Sarnia. The plaintiff, The Chippewas
of Sarnia Band, alleges that the land was not properly surrendered before a Crown Patent was issued in
1853 and therefore subsequent owners who took possession under the Crown Patent do not possess valid
title. Hydro One maintains transmission line facilities on portions of the disputed land. Hydro One cannot
estimate the costs that might result from an adverse decision. On April 30, 1999, summary judgement was
granted, dismissing the action against Ontario Hydro and certain of the defendants. On May 27, 1999, the
plaintiff appealed the summary judgement order to the Court of Appeal for Ontario. Further, several
defendants have also appealed the summary judgement order and others, including Hydro One, have filed
cross-appeals. The appeals were argued in June 2000. The Court of Appeal decision rendered December
21, 2000 dismissed the plaintiffs’ appeal and granted the appeals of the other parties. The plaintiff has
given notice they are seeking leave to appeal to the Supreme Court of Canada and have asked the Court
for a time extension to file their appeal materials. Given the nature and issues of this case, it is likely that
leave to appeal will be granted. Hydro One believes that it is unlikely that the outcome of this litigation
will have a material adverse effect on its business, results of operations, financial position or prospects.

On March 29, 1999, the Whitesand First Nation Band commenced an action in the Ontario Court (General
Division), naming as defendants the Province, the Attorney General of Canada, Ontario Hydro, OEFC,
OPG and the Company. A notice of intent to defend was filed on behalf of Hydro One. The action seeks
declaratory relief, injunctive relief and damages in an unspecified amount. The Whitesand Band alleges
that since at least the first half of the twentieth century, Ontario Hydro has erected dams, generating
stations and other facilities within or affecting the band’s traditional lands and that such facilities have
caused damage to band members and the lands, including substantial flooding and erosion. The
Whitesand Band also claims treaty rights to a share of the profits arising from the activities of these
Ontario Hydro facilities, an entitlement to increases in annuity payments established by treaty and
compensation for costs incurred in the course of prior negotiations of band grievances with Ontario
Hydro. The Whitesand Band asserts multiple causes of action, including trespass, breach of fiduciary
duty, nuisance and negligence. Hydro One believes that it is unlikely that the outcome of this litigation
will have a material adverse effect on its business, results of operations, financial position or prospects.
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Transfer of Assets

On April 1, 1999, in connection with the acquisition of its operations, Hydro One acquired and assumed
assets, liabilities, rights and obligations of Ontario Hydro’s electricity transmission, distribution and
energy services businesses, except for certain transmission, distribution and other assets located on lands
held for bands or bodies of Indians under the Indian Act (Canada). Transfer of title to these assets did not
occur because authorizations originally granted by the Minister of Indian Affairs and Northern
Development (Canada) for the construction and operation of these assets could not be transferred without
the consent of the Minister and the relevant Indian bands or bodies or, in several cases, because the
authorizations had either expired or had never been properly issued. Hydro One manages these assets,
which are currently owned by OEFC.

Hydro One has commenced negotiations with the relevant Indian bands and bodies to obtain the
authorizations and consents necessary to complete the transfer of these transmission, distribution and
other assets. Hydro One cannot predict the aggregate amount that it may have to pay to obtain the
required authorizations and consents. Hydro One expects to pay more than $850,000 per year, which was
the amount previously paid to these Indian bands and bodies by Ontario Hydro and which is the total
amount of allowed costs in the transitional rate orders. If after taking all reasonable steps, Hydro One
cannot otherwise obtain the authorizations and consents from the Indian bands and bodies, OEFC will
continue to hold these assets for an indefinite period of time. Alternatively, Hydro One may have to
relocate these assets from the Indian lands to other locations at a cost that could be substantial, or, in a
limited number of cases, to abandon a line and replace it with diesel generation facilities. In such cases,
Hydro One would apply to the OEB to recover these costs in future rate orders.

Environment

Hydro One is subject to extensive Canadian federal, provincial and local regulation with respect to
environmental and other health and safety matters. Governmental authorities regulate current operating
facilities and exercise continuing jurisdiction over facility modifications. Hydro One is subject to an
Administrative Order issued against Ontario Hydro by the Ontario Ministry of the Environment on
September 2, 1997. The order requires that power generating facilities where discharges are causing or
may cause adverse effects, or where waste is stored without approval, be identified, assessed and, if
necessary, remediated. This order affects remote generating station sites and generating station
switchyards operated by Hydro One. Hydro One’s current estimates indicate that the total cost for
assessment and remediation at the remote generating station sites will be approximately $17 million over
a four- to six-year period. Hydro One’s current estimate of its remediation and assessment costs
associated with the generating station switchyards is approximately $3 million over a four- to six-year
period.

Environmental regulations can change rapidly and may be difficult to predict. Because new or existing
facilities may be subject to new standards imposed by environmental regulation, substantial expenditures
may be required to comply with such regulations. Hydro One is currently reviewing the environmental
condition of various properties, and costs for investigation or remediation of such properties may exceed
estimated amounts depending on the results of such review. Hydro One analyzes the costs of its obligations
arising from environmental matters on an ongoing basis. The ultimate resolution of future environmental
matters is not expected to have a material adverse effect upon the financial position or results of operations
of Hydro One.
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20. COMMITMENTS

The future minimum lease payments under operating leases for each of the five years subsequent to
December 31, 2000 and in total thereafter are as follows:

Year ended December 31
(Canadian dollars in millions)

2001 20
2002 18
2003 14
2004 12
2005 8
Thereafter 11
Total future minimum lease payments 83

21. SEGMENT REPORTING

Hydro One has three reportable segments:

I.  The transmission business, which comprises the core business of providing transportation and
connection services, as well as various services such as telecommunications and secondary land use,
and is responsible for transmitting electricity throughout the Ontario electricity grid,;

Il. The distribution (including retail) business, which comprises the core business of delivering and
selling electricity to customers; and

I11. An “other” segment primarily consisting of energy services, power procurement, telecom, head office
and the results of Ontario Hydro International Inc.

The designation of segments has been based on a combination of regulatory status and the nature of the

products and services provided. The accounting policies followed by the segments are the same as those
described in the summary of significant accounting policies (see Note 2).
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Segment information on the above basis is as follows:

Year ended December 31

(Canadian dollars in millions) 2000 1999 1998
Transmission

Revenues 1,260 1,237 1,178
Operation, maintenance and administration 433 423 349
Purchased power - - 17
Depreciation and amortization 198 179 179

Segment profit before transitional cost adjustment,
provincial debt guarantee fee, deferred pension

asset and financing charges 629 635 633
Distribution (including retail)
Revenues 1,703 1,793 1,729
Operation, maintenance and administration 388 382 318
Purchased power 857 900 1,083
Depreciation and amortization 143 152 108

Segment profit before transitional cost adjustment,
provincial debt guarantee fee, deferred pension

asset and financing charges 315 359 220
Other
Revenues 32 95 141
Operation, maintenance and administration 35 58 56
Purchased power 9 39 65
Depreciation and amortization 7 11 13

Segment (loss) profit before transitional cost
adjustment, provincial debt guarantee fee,
deferred pension asset and financing charges (19) (13) 7

Capital expenditures

Transmission 280 327 171

Distribution (including retail) 175 186 188

Other 14 16 35
469 529 394

December 31

(Canadian dollars in millions) 2000 1999

Total assets

Transmission 6,492 6,658

Distribution (including retail) 3,434 3,377

Other 71 55

9,997 10,090

All revenues, costs and assets, as the case may be, are earned, incurred or held in Canada, except for the
operations of Ontario Hydro International Inc. in years prior to 2000 (see Note 8).
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22. COMPARATIVE FIGURES

The comparative Consolidated Financial Statements have been reclassified from statements previously
presented to conform to the presentation of the December 31, 2000 Consolidated Financial Statements.

23. RECONCILIATION TO U.S. GAAP

The Consolidated Financial Statements of Hydro One have been prepared in accordance with Canadian
GAAP, which conforms in most respects to U.S. GAAP. Under both Canadian GAAP and U.S. GAAP,
certain of the Company’s accounting policies differ from those that would be followed by enterprises

operating in a non-rate-regulated environment.

The material differences between Canadian GAAP, as used in the preparation of these Consolidated
Financial Statements, and U.S. GAAP, are summarized below.

Consolidated Statements of Operations

Year ended December 31
(Canadian dollars in millions)

2000 1999 1998

Net income 378 375 474
Adjustments increase (decrease):

Pension costs (a) - - (25)

Other post-retirement benefit costs (a) - - @)

Other post-employment benefit costs (a) (6) 8 12

Staff reduction charges (b) (60) 45 (6)

Corporate write-offs (c) (2) (24) (2)
Net income and comprehensive income (U.S. GAAP) 310 404 446
Retained earnings, opening 292 - -
Dividends (402) - -
Excess of assets over liabilities, March 31, 1999 - (2,870) -
Excess of assets over liabilities,

opening (U.S. GAAP) - 2,758 2,312
Excess of assets over liabilities,

closing (U.S. GAAP) - - 2,758
Retained earnings, December 31 (U.S. GAAP) 200 292 -
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Consolidated Balance Sheets

December 31
(Canadian dollars in millions) 2000 1999
Assets: increase (decrease)
Fixed assets in service (a),(c) 24 16
Deferred pension asset (a) - 150
Regulatory assets - environmental (d) 265 158
Regulatory assets - deferred tax (e) 97 27
Liabilities: (increase) decrease
Accounts payable and accrued charges (b),(c) 8 46
Other post-retirement and post-employment benefits (a) (11 13
Long-term accounts payable and accrued charges (d) (265) (158)
Regulatory liability - deferred pension (a) - (150)
Deferred tax liability (e) (97) (27)
21 75

(a) Employee future benefits:

With the adoption of the CICA's accounting recommendations with respect to employee future benefits and
the completion of the 1999 staff reduction program, the Company's accounting for employee future benefits
(pension, other post-retirement and post-employment benefits (OPEB)) substantially conforms to U.S.
GAAP as at December 31, 2000.

Pension:

Under U.S. GAAP, additional liabilities of $229 million associated with the staff reduction program
would have been recognized as a reduction in the deferred pension asset and corresponding regulatory
liability in 2000 rather than in 1999 (see item (b) below).

At December 31, 1999, the amount of the deferred pension asset, and corresponding regulatory liability,
would have been $391 million under U.S. GAAP. This compares with the $241 million deferred pension
asset and regulatory liability recorded on the Company’s balance sheet at December 31, 1999. The
difference of $150 million reflects the timing difference of recognizing the additional liabilities associated
with the voluntary retirement program.

The 1999 deferred pension asset, corresponding regulatory liability and 1998 pension costs also differed
under U.S. GAAP because of the timing of the adoption of the CICA's accounting recommendations.

Employee future benefits other than pension:

Under U.S. GAAP, the OPEB liabilities at December 31, 2000 and 2000 OPEB cost would have been $11
million higher due to the immediate recognition of the actuarial loss due to a change in the current market
settlement rate at December 31, 2000. Of this, $6 million would have been charged to the results of
operations and $5 million to the cost of fixed assets.

Under U.S. GAAP, the OPEB liabilities at December 31, 1999 and 1999 OPEB cost would have been $13
million lower due to the immediate recognition of the actuarial gain due to a change in the current market
settlement rate at December 31, 1999. Of this, $8 million would have been credited to results of
operations and $5 million to the cost of fixed assets.
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Costs related to employee future benefits other than pension recorded in 1998 differed under U.S. GAAP
because of the timing of the adoption of the CICA's accounting recommendations.

(b) Staff reduction charges

Under Canadian GAAP prior to January 1, 2000, costs relating to staff reduction programs are recognized
at the time management approves such reductions and the costs can be reasonably estimated, including
costs associated with a voluntary retirement program. Under U.S. GAAP, the cost of staff reduction
programs may not be recognized unless the program specifically identifies the number of employees and
their job classification and location, and the terminations will occur within one year from the date that
management approves the reduction program. Under U.S. GAAP, the cost of offering a voluntary
program can only be recognized when employees actually accept an offer of early retirement.

Ontario Hydro recorded a provision for staff reduction costs in the amount of $18 million in 1997. An
additional $3 million was allocated to Hydro One on April 1, 1999. Actual staff reduction expenditures of
$6 million and $1 million were incurred during 1998 and 1999, respectively. Hydro One reversed the
remaining provision of $14 million as a credit to results of operations in 1999. Under U.S. GAAP, the
original provision and its subsequent reversal would not have been recorded and the actual expenditures
incurred would have been charged to the results of operations during 1998 and 1999.

During 1999, Hydro One recorded a new provision for staff reduction costs in the amount of $60 million
and in 2000, Hydro One reversed $5 million of this provision as a credit to the results of operations. Under
U.S. GAAP, the original provision would not have been recorded in 1999. Instead, a provision for $55
million would have been recorded in 2000 as employees actually accepted the early retirement offer.
Therefore, U.S. GAAP income would have been lower in 2000 by $60 million due to a combination of the
$55 million staff reduction provision and the absence of the $5 million credit resulting from the 2000
reversal of a portion of the provision recognized under Canadian GAAP in 1999.

(c) Corporate write-offs

In 1997, Ontario Hydro recorded a $33 million expense related to the future disposal of certain field
operation centres. This amount included $25 million for the write-down of specific fixed assets and $8
million for a provision for non-discretionary post-occupancy costs. Under U.S. GAAP, the fixed assets
would have remained on the balance sheet as assets held for future use and would have continued to be
depreciated at $2 million per year. In addition, the provision for non-discretionary post-occupancy costs
would not have been recorded.

In 1993, Ontario Hydro recorded a real estate provision in the amount of $22 million, which was reversed
by Hydro One as a credit to results of operations in 1999. Under U.S. GAAP, the provision and its
subsequent reversal would not have been recorded.

(d) Environmental costs

Hydro One expenses the costs to settle past environmental damage as those costs are incurred. That policy
is also the basis on which the Company’s transmission and distribution rates have been set. Under U.S.
GAAP, a liability should be recognized for such costs when it is likely that a liability has been incurred
and when the amount and timing of the future costs are reasonably estimable. Because the Company’s
rates have been set to recover environmental costs on an as incurred basis, and it is expected the regulator
will continue to permit that treatment, under U.S. GAAP a regulatory asset would be recognized in the
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same amount as the environmental cost liability. Thus, there would be no change in reported net income
as a result of applying U.S. GAAP for environmental costs.

For U.S. GAAP purposes, a liability and regulatory asset of $265 million would be recognized at
December 31, 2000 (1999 - $158 million). The increase in the liability from 1999 to 2000 was primarily
due to revised cost estimates based on experience gained in inspecting and testing transformers for PCB
contamination.

In the Consolidated Financial Statements for the year ended December 31, 1999, the Company’s
disclosure of differences between U.S. and Canadian GAAP for environmental costs did not take account
of the regulatory asset that would be recognized under U.S. GAAP. The amounts now reported for
purposes of U.S. GAAP have been restated from those previously reported. U.S. GAAP net income for
1999 is $35 million lower (1998 - $9 million higher) than previously reported. The excess of assets over
liabilities at January 1, 1998 for purposes of U.S. GAAP is $184 million higher than previously reported.

(e) Deferred income taxes

U.S. GAAP requires the reporting and display of deferred income tax liabilities and assets on the balance
sheet. To the extent that the deferred income taxes are expected to be included in the approved rates
charged to customers in the future, the Company would record a regulatory asset. The amount of deferred
taxes reported for U.S. GAAP, determined on the basis of enacted income tax rates, is based on
information included in Note 10.

(f) Proportionate consolidation of joint ventures

Under Canadian GAAP, Hydro One accounted for its indirect investment in Ontario Quinta using the
proportionate consolidation method (see Note 8). Under U.S. GAAP, Hydro One’s indirect investment in
Ontario Quinta would have been accounted for using the equity method. However, U.S. securities
regulations allow Hydro One to omit from the U.S. GAAP reconciliation the differences resulting from
the use of the proportionate consolidation method, subject to the provision of the information included in
Note 8.

(g) Transitional cost adjustment

As set forth in Note 7 to the Consolidated Financial Statements, the Company recorded a transitional cost
adjustment in the first three months of 1999. Under U.S. GAAP, the transitional cost adjustment would
not be recognized as a specific cost line item in the first three months of 1999. Instead, under U.S. GAAP,
the transitional cost adjustment would have been netted against revenue.

(h) Statement of cash flows

Under U.S. GAAP, bank indebtedness is not included in deriving cash and cash equivalents for purposes
of the statement of cash flow. Bank indebtedness is classified as a financing activity.

(i) Future accounting pronouncements
The U.S. Financial Accounting Standards Board has issued new standards on accounting for derivative
financial instruments and hedging activities under Statement No. 133, effective for fiscal years beginning

on or after June 15, 2000. Statement No. 133 establishes accounting and reporting standards requiring that
all derivative instruments (including certain derivative instruments embedded in other contracts) be
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recorded on the balance sheet as either assets or liabilities measured at their fair value. In addition,
Statement No. 133 requires that changes in a derivative’s fair value be recognized currently in earnings
unless specific hedge accounting criteria are met. If these criteria are met, and the Company has formally
documented, designated and assessed the effectiveness of qualifying transactions, gains and losses on the
derivatives may be offset against losses and gains on the hedged item in the income statement. Hydro One
has not yet entered into any derivative transactions and therefore, has determined that the new standard
currently has no impact on its Consolidated Financial Statements.
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Year ended December 31

(Canadian dollars in miIIions) 2000 1999 1998 1997 1996
Statement of operations data
Revenues 2,995 3,125 3,048 3,099 3,129
Costs
Operation, maintenance and

administration? 856 863 723 706 602
Purchased power 866 939 1,165 1,250 1,218
Depreciation and amortization 348 342 300 302 305
Transitional cost adjustment® - 55 - - -
Provincial debt guarantee fee* - 8 31 32 31
Deferred pension asset - - (204) - -

2,070 2,207 2,015 2,290 2,156

Other income
Gain on sale of investment® - 32 - - -
Income before financing

charges and provision for

payments in lieu of

corporate income taxes 925 950 1,033 809 973
Financing charges 340 381 559 584 590
Income before provision for

payments in lieu of

corporate income taxes 585 569 474 225 383
Provision for payments in lieu

of corporate income taxes® 207 194 - - -
Net income 378 375 474 225 383

1 The results of operations and financial positions prior to April 1, 1999 may have been different if Hydro One had been a stand-

alone corporation with its own management and capital structure, rather than a business unit of Ontario Hydro.

Operation, maintenance and administration for 1999 includes a net charge of $24 million for a staff reduction program and the
reversal of certain provisions. In 1997, Ontario Hydro’s Board of Directors approved a charge in the amount of $79 million
related to field operation centres, certain cost of programs, the consolidation of facilities and planned employee reductions.

The transitional cost adjustment was a one-time charge related to the first three months of 1999 (see Note 7).

The provincial debt guarantee fee was an annual fee equal to one-half of one percent (0.5%) of the total debt guaranteed by the
Province outstanding as of the preceding December 31. This fee was eliminated effective April 1, 1999 (see Note 17).

The gain on sale of investment relates to the sale of the Company’s 25% equity interest in Ontario Quinta (see Note 8).
As of April 1, 1999, Hydro One is required to make payments in lieu of corporate taxes (see Notes 2 and 10).
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HYDRO ONE INC.
FIVE-YEAR'SUMMARY OF FINANCIAL AND OPERATING STATISTICS (continued)

Year ended December 31

(Canadian dollars in miIIions) 2000 1999 1998 1997 1996
Financial position data
Total assets 9,997 10,090 9,435 9,059 9,002
Other financial data
EBITDA’ 1,273 1,292 1,333 1,111 1,278
Capital expenditures:
Transmission 280 327 171 176 161
Distribution (including retail) 175 186 188 126 147
Other 14 16 35 22 6
Ratios
Net asset coverage on long-
term debt® 1.90 1.83 1.43 1.37 1.33
Interest coverage ratio’ 2.49 2.26 1.82 1.37 1.63

U.S. GAAP (Canadian dollars)™
Net income and

comprehensive income 310 404 446 272 379
Retained earnings 200 292 - - -
Interest coverage ratio’ 2.31 2.33 1.77 1.45 1.62

Operating statistics
Transmission:

Units transmitted (TWh) 146.9 144.1 143.0 144.8 143.0
System peak demand (MW) 23,428 23,435 22,443 22,197 22,321
Total transmission lines
(kilometres) 28,490 28,889 29,066 29,080 29,080
Distribution:
Units distributed (TWh) 17.6 18.1 18.3 18.8 18.6
Total distribution lines
(kilometres) 113,880 113,400 116,947 119,182 118,985
Customers™ 957,474 933,990 977,835 973,439 962,943
Total employees 4,468 5,632 5,221 5,222 5,478

" EBITDA represents income before financing charges, provision for payments in lieu of corporate income taxes, depreciation and

amortization and does not include financing income.

Net asset coverage on long-term debt is calculated as total assets minus total liabilities excluding long-term debt (including
current portion) divided by long-term debt including current portion. Net asset coverage on long-term debt would have been
1.80 had common and preferred dividends been paid in 1999.

Interest coverage is calculated as income before interest expense and provision for payment in lieu of corporate income taxes
divided by total interest cost. In 1999, the gain on the sale of the investment in Ontario Quinta is excluded from income for the
purpose of calculating interest coverage.

The amounts for purposes of U.S. GAAP have been restated to reflect a regulatory asset for environmental costs (see Note 23).
As of April 1, 1999, Hydro One served approximately 934,000 retail customers. The reduction over prior years was a result of
statutory annexations of a small portion of facilities by several municipal electricity utilities (see Note 11).
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