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Information Request Responses

Hydro One Networks Inc.  

September 20, 2006

Information Request #1, TR 92, Line 15
AEUB Decision 

In decision E92086 (Nova Gas Transmission, October 1992), the AEUB determined that Alberta Gas Transmission Division (AGTD), if assessed as a stand-alone utility rather than as a subsidiary of BBB-rated parent Nova “would have been able to issue long term debt at cost rates consistent with an A rating”.  (p. 41)  The relevant pages of the decision are attached as Attachment 1, filed entitled “AEUB E92086 Cost of Debt Reduction.pdf”.
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Information Request #2, TR 97, Line 17
Draft Guidelines and CAPM
In the draft guidelines (1997), the Board concluded that it would adopt the equity risk premium test as the method of establishing the ROE and adjusting the ROE for the natural gas distributors, but did not specify the ERP model or models that would be used.  However, the Board did say, in reviewing the main approaches traditionally used, “The CAPM is typically given the least weight, if it is relied on at all.” (March 1997, Compendium to Draft Guidelines on a Formula-based return on common equity for regulated utilities, page 2)
Information Request #3&4, TR 100, Lines 7 and 14
Debt Rating Agency Reports and S&P Peer Comparison
Attached are the three credit rating reports (Attachment 2, 3, 4 and 5) which commented negatively on the Board staff proposal as well as the S&P Peer Comparison requested.
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Information Request #5, TR 105, Line 4
Use of .50-.55 Beta

The replacement of the relative risk adjustment of 0.65-0.70 with the raw betas of 0.50-0.55 results in a cost of equity of 8.5% before flotation costs and 9.0% with flotation costs.  If the 9.0% is incorporated into the results of the other tests for estimating the fair return, as shown in the table below, the recommended return would be 10.4%.

	Test
	“Bare-Bones” Cost of Equity
	“Fair Return” on Equity

	
	
	

	Equity Risk Premium
	8.5-10.25%
	9.0-10.75%

	Discounted Cash Flow
	9.25-9.5%
	9.75-10.0%

	Comparable Earnings
	Na
	12.0%

	
	
	

	Recommendation
	
	10.4%


Information Request #6, TR 114, Line 11
Allowed ROEs

The requested allowed ROEs for both Canadian and U.S. utilities are provided below.


[image: image6.emf]Canada US

1982 16.12 15.72

1983 15.49 15.32

1984 15.19 15.32

1985 15.13 15.03

1986 14.24 13.77

1987 13.79 12.91

1988 13.69 12.82

1989 13.63 12.92

1990 13.66 12.69

1991 13.58 12.51

1992 12.99 12.06

1993 12.19 11.37

1994 11.54 11.34

1995 12.13 11.51

1996 11.36 11.29

1997 10.88 11.34

1998 10.20 11.59

1999 9.52 10.74

2000 9.78 11.41

2001 9.67 11.05

2002 9.59 11.10

2003 9.70 10.98

2004 9.56 10.66

2005 9.48 10.50

2006 9.04 10.59

Source:  Canada:  Various Decisions

             U.S.: Regulatory Research Associates

Allowed Returns

Note:  Data for both Canada and U.S. excludes telcos.  

U.S. data for 2006 through second quarter.


September 22, 2006

Information Request #1, TR 79, Line 10
SEC Request to confirm Hydro One’s CI Factor Value for 2006.
Hydro One has performed a calculation of the CI factor based on the information in respect of the rate base, depreciation and the revenue requirement that was filed for 2006 distribution rates and that was approved by the OEB in proceeding RP 2005-0020/EB 2000-0378.  For the purpose of the calculation Hydro One has assumed the following:

· Estimated capital investment same as  the 2006 approved amount

· Estimated inflation factor of 2.0%

· Estimated productivity factor of 1.0%

· Estimated load growth factor of -0.5%
The resulting CI factor is 2.2%.  The calculation is illustrated in the attached Excel file (Attachment 6).  After making changes in the spreadsheet press function button F9 to refresh the spreadsheet.
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CORPORATE RATINGS


Hydro One Inc. 
 


Corporate Credit Rating 


 A/Stable/A-1 


Financial risk profile: 


Moderate  


Debt maturities:* 


2006 C$589 mil.  
2007 C$395 mil.  
2008 C$500 mil.  
2009 C$400 mil.  
2010 C$400 mil.  
2011 C$250 mil.  
2012 C$600 mil.  
2030 and beyond C$1,950 mil.  
*Maturities as of Dec. 31, 2005  


 


 


Major Rating Factors 


Strengths: 
� Low-risk electricity transmission and distribution network businesses 
� Monopoly position 
� Regulated cash flows 
� Supportive shareholder 


Weaknesses: 
� Moderate financial profile 
� Large capital expenditure program 
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� Transmission and distribution revenues subject to some volumetric risk 


Rationale 
The ratings on Hydro One Inc. reflect the company’s monopoly electricity transmission and distribution 
networks, relatively stable and secure cash flows, improved financial profile, and the support of its owner, the 
Province of Ontario (AA/Stable/A-1+). These strengths are offset by regulatory uncertainty, and the financial 
and operational risks associated with the company’s large capital expenditure program. 


Toronto-based Hydro One is the incumbent electricity transmission business and largest distributor of 
electricity in Ontario. The company owns and operates more than 97% of the province’s transmission network 
as measured by revenue, and its distribution network service territory covers about 75% of the province. Hydro 
One’s monopoly position and regulatory restrictions limit the risk of network bypass. 


Hydro One’s debt-servicing capacity is supported by the regulated returns it receives from its network 
businesses. The company’s relatively secure and predictable earnings, which provide 99% of cash flows, reflect 
its low-risk assets. The regulated cash flows are determined on a cost-of-service and rate-of-return methodology 
such that the company recovers all prudent costs and a return on its capital investment. 


Hydro One’s funds from operations (FFO) interest and debt coverages are not expected to show 
improvement and could weaken in the next few years. In the four-year period from 2005-2008, the company 
will recover C$144 million in regulatory costs. FFO cash interest coverage is expected to remain substantially 
the same, at about 4.3x. FFO interest coverage could decline in the next few years from its three-year average 
and 2005 levels of 3.7x to 3.4x, respectively, assuming financially unfavorable outcomes of upcoming 
regulatory decisions and the eventual approval and execution of increased capital spending. The tempering 
effect of the refinancing of higher cost debt maturing in 2006 and 2007, and at today’s lower interest rates, is 
factored into these projections. In the next two to three years, FFO-to-average total debt is also expected to 
decrease to about 15% from its 2005 level of 19%; incremental debt will be required to partially fund upcoming 
capital expenditures, some of which will not immediately contribute to cash flow. The company is expected to 
debt finance 20% or more of forecast capital expenditure in the next several years. Hydro One’s leverage, as 
measured by total debt-to-total capital, is likely to creep back up to its historical level of 55%, as compared with 
52% in 2005. The fall to 52% in 2005 was due in part to the redemption in late 2005 of C$109 million of notes 
due in January 2006. 


The province’s ownership of Hydro One enhances the utility’s credit quality. Although the province does not 
formally guarantee Hydro One’s debt obligations, the strategic nature of the company within the provincial 
economy and the government’s demonstrated willingness to financially assist the business under extraordinary 
circumstances in the past bode well for future support. 


Hydro One’s operational and financial performance is subject to regulatory risk. The transparency, 
predictability, and stability of the regulatory regime governing the company’s electricity transmission and 
distribution operations continue to improve. Nevertheless, political interference in the regulatory process in 
recent years and the transitioning nature of the regulatory environment pose ongoing risks for the company’s 
cash flows. The outcome of the Ontario Energy Board’s (OEB) ongoing generic cost-of-capital review will be 
used to determine rates for 2007 and beyond, and could affect the cash flow strength of Hydro One’s 
distribution segment. Both the allowed returns and the regulatory capital structure are being examined by the 
regulator; a decision is expected before year-end. 


Hydro One’s underlying annual capital expenditure program carries financial and operational risk. Although 
predominantly funded from internal sources, expected capital expenditure (including smart meter investment) in 
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the C$800 million-C$1.2 billion range per year in the next few years will be a drain on the company’s cash flow 
and reduce its financial flexibility. Total capital expenditure of C$691 million in 2005 was below budget but is 
expected to rebound in 2006 and increase further in 2007 to the higher end of the forecast range. Capital 
spending estimates include the cost of installing smart meters for all distribution customers by 2010 as well as 
expected upgrades and expansion of the transmission system to accommodate growth in domestic demand, new 
generation facilities, and to facilitate increased imports and exports. A decision by the OEB earlier this year 
clarified that, like its other infrastructure investments, Hydro One’s estimated C$600 million-C$1.2 billion 
investment in smart meters in the next four years will also be added to its revenue-generating regulated asset 
base. 


Short-term credit factors 
The short-term rating on Hydro One is ‘A-1’. The company has adequate liquidity to meet debt maturities, 
capital expenditure requirements, and dividend commitments in 2006. Unused and committed bank lines, 
together with expected strong cash flows, ready access to the debt capital markets, and discretionary spending 
on capital expenditure, provide Hydro One with sufficient liquidity and the financial flexibility to meet its 
annual capital expenditure estimate of C$800 million-C$1.2 billion, annual dividend payments of C$250 
million-C$300 million, and C$141 million of debt maturing in the remainder of 2006. As of June 30, 2006, the 
company had C$130 million short-term notes outstanding through its board-approved C$1 billion short-term 
note program. 


In support of Hydro One’s liquidity, the company can draw on: 
� Committed and largely available bank lines estimated at about C$620 million as of June 30, 2006; 
� Expected annual regulated cash flows in 2006, as represented by FFO, of about C$900 million; 
� Its well-supported MTN shelf program, which had C$1.95 billion of available credit as of June 30, 2006; and 
� Discretionary capital expenditure for 2006 estimated at about 15% of forecast. 


 
Hydro One’s bank lines consist of a C$750 million committed demand line of credit, with a syndicate of banks, 
maturing in August 2007. The committed demand facility also has a two-year term-out option. The bank line is 
used for general corporate purposes and to support its C$1 billion Canadian CP program. 


The company is well within its banking covenant of total debt-to-total capital of 75% and has no material 
adverse change clauses that could trigger a default. A potential call on liquidity would happen in the event the 
credit rating on Hydro One fell to the ‘BBB’ category. This would trigger a tripling of Hydro One’s prudential 
support to the independent market operator by way of bank LOCs, which can vary throughout the year from 
C$10 million-C$25 million. 


Outlook 
The stable outlook reflects the low-risk nature of the company’s business and greater transparency and 
predictability of outcomes within the Ontario regulatory environment. Regulatory autonomy also has improved, 
although the potential for political intervention to override regulatory decisions remains. There are currently no 
forecast or expected scenarios within the current environment that would result in either a ratings downgrade or 
upgrade. Significant deterioration in the company’s financial and operational performance could put pressure on 
the ratings, but such a scenario is relatively unlikely. Given the supportive and stable shareholder relationship, 
modest lowering of allowed returns in future regulatory determinations on the company’s cash flow strength 
and the pressures of upcoming increased capital spending are not expected to lead to a negative outlook. A 







Hydro One Inc. 


Standard & Poor’s  |  ANALYSIS  4 


positive outlook or rating upgrade, although currently not forecast given upcoming capital spending plans, 
could result from a prolonged period of no political intervention in the regulatory environment governing the 
company’s operations. 


Business Description 
Hydro One’s operations primarily center on its low-risk electricity transmission and distribution operations that 
account for 99% of its consolidated assets and generate virtually all of its FFO. As part of its distribution 
operations, the company also undertakes regulated delivery of electricity to 1.3 million customers. In addition, 
the company markets surplus fiber optic capacity. Hydro One’s 28,500-kilometer (km) high voltage provincial 
transmission grid accounts for about 55% of consolidated assets and is the second largest in Canada and is 
interconnected to neighboring Canadian provinces and northern states of the U.S. The company’s 122,100-km 
distribution operation is also one of the country’s largest. The distribution system covers approximately 75% of 
Ontario and delivers about 15% of the province’s demand load. 


The company is wholly owned by the Province of Ontario, which holds all the common and preferred shares 
outstanding. Hydro One’s board of directors is appointed by the province and although the company’s business 
plan and dividend policy are set by the board, they are reviewed by the government before implementation. The 
company’s close relationship with its owner has been demonstrated through the provision of financial support 
in the past and, although no financial support can be assured in the future, the strategic importance of Hydro 
One to the economy of Ontario would suggest it is appropriate to factor into the ratings an element of implied 
support from Hydro One’s higher rated owner. 


Business Risk Profile 


A stable regulatory regime supports credit quality 
The OEB undertakes regulatory oversight of Hydro One’s monopoly distribution and transmission operations. 
Hydro One’s regulated cash flows are determined on a cost-of-service and rate-of-return methodology and 
although the relatively low allowed returns limit upside in cash flows and are subject to regulatory lag, 
nevertheless, they provide relative predictability and security of cash flow. The company’s allowed economic 
return is based on a deemed (for regulatory purposes) equity component in its capital structure of 36%, on 
which an ROE (currently 9.0% for distribution and 9.88% for transmission in 2006, as compared with 9.88% 
for both in 2005) is allowed. Indications are that the ROE allowed for in Hydro One’s rates for 2007 and 
beyond could drop further if OEB staff recommendations are adopted by the OEB in its upcoming generic cost-
of-capital decision. Hydro One is also permitted to hold 4.0% of its capital in preferred equity on which a 
dividend rate of 5.5% is earned. 


There is a long history of regulated entities in both Ontario and Canada being allowed to recoup unforeseen 
previously incurred costs (or regulatory assets) after the fact through rate riders. The cash recovery of these 
costs is subject to a prudency review and regulatory approval. For Hydro One, the current recovery of 
regulatory assets means additional annual cash flows in the period 2005-2007 of about C$35 million. 


The regulatory regime in Ontario has shown signs of improved stability and predictability in recent times but 
remains subject to the risk of political intervention. The existing regime continues to provide for ministerial 
intervention, with the Minister of Energy retaining the ability to override decisions of the OEB, which is what 
occurred under the previous government. The political risk associated with the tariff-setting process weakens 
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the supportive nature of the price regulation and continues to present a risk to the cash flows of electricity 
network operators such as Hydro One. 


Hydro One’s regulated retail services, undertaken as part of its distribution operations, are protected from 
commodity price and volume risk by OEB-regulated prices. The establishment of the government-sponsored 
Ontario Power Authority in 2004 to manage, among other functions, variance accounts for the regulated retail 
function of local distribution companies (LDCs) further removes a risk to Hydro One’s cash flows and reduces 
demands on working capital. Customers not eligible for the regulated energy price pay the wholesale 
commodity price. Any regulatory or government action to remove the direct pass-through mechanism, or to 
require Hydro One to take on an obligation to ensure adequate supplies of energy to end-use customers, would 
have a negative influence on the ratings on Hydro One. 


Ontario is Hydro One’s primary market 
Hydro One’s primary market is the growing province of Ontario, which accounts for close to 40% of Canada’s 
GDP. Although Hydro One’s transmission operations service the entire province, the company’s distribution 
business, apart from its Brampton network on the outskirts of Toronto, is largely rural based. Ontario’s 
economy posted moderate growth of 2.8% in 2005 following 2.6% real GDP growth in 2004. The province is 
forecasting economic growth to remain in low gear, with real GDP expected to slow to 2.3% in 2006 and 2.5% 
in 2007, reflecting the impact of the sharp appreciation of the Canadian dollar, high oil prices, and deceleration 
of growth in the U.S. economy. GDP growth in Ontario, which has generally performed better than the national 
average, has also been reflected in higher throughput and growth in customer connections for Hydro One. 
Growth in distribution throughput was 4.0% in 2005 to 29,677 GWh, up from 2.0% growth experienced in 
2004, while the company’s distribution customer base of almost 1.3 million increased at a more modest rate of 
1.2%, down slightly from 1.6% in 2004 and 2003. 


The diversity of Hydro One’s customer base supports the stability of its revenues and limits its exposure to 
any particular customer or customer class. A breakdown of contributors to the company’s total revenue 
highlights the diversity of its customer base, with its province-wide transmission business contributing about 
30% of revenues, residential customers of the distribution business contributing about 37%, commercial 
customers about 23%, and large industrials and embedded distributors about 3% and 6%, respectively. The 
company’s top-10 customers are predominately LDCs and, although they account for a disproportionate 
percentage of energy delivered, their percentage of gross revenue is only about 2%. Furthermore, the vast 
majority of the larger LDCs supplied are investment-grade credits. 


Operations are dominated by low-risk transmission and distribution 
Hydro One’s low-risk transmission and distribution businesses dominate its operations. The transmission 
business represents about 55% of fixed assets, and contributes about 60% of cash flow, while its distribution 
business largely comprises the remaining assets and cash flows. The company’s regulated retail services, as part 
of its distribution operations, represent a small portion of assets and, despite contributing a significant amount of 
revenue, provide minimal cash flow benefits because of the direct pass-through of all energy costs to 
consumers. The company has a small telecommunications business that leases surplus fiber optic capacity. The 
telecommunications business represents only a minor part of Hydro One’s operations, providing less than 1% of 
gross revenues and a similar portion of the company’s fixed assets. 


The operational performance of the company’s transmission assets is quite good; however, the performance 
of its distribution assets is adversely affected by operational challenges not generally faced by more urban-
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based utilities in the Canadian industry and generally underperform relative to comparable utilities in the 
industry, as measured by the Canadian Electricity Association composite index (see table 1). A mitigating 
factor for the cash flows of the distribution business is the absence of penalties for underperformance. 


 
 


Table 1 


Hydro One Inc. Operational Performance—Reliability Measures 


 2005 2004 2003* 2002 2001 2000


Distribution network 


CAIDI (minutes) 223.2  129.0  258.0  228.0  174.0  156.0 


CEA composite index  (minutes) N.A.  120.0  130.0  102.0   90.0   84.0 


SAIDI (minutes) 867.6  414.0  906.0  750.0  522.0  450.0 


CEA composite index (minutes) N.A.  237.0  307.0  246.0  222.0  192.0 


SAIFI (interruptions) 3.9    3.2    3.5    3.2    3.0    2.9 


CEA composite index (interruptions)  N.A.    2.0    2.4    2.3    2.4    2.3 


Distribution energy losses (%) 6.8    6.9    6.8    7.2    7.5  N.A. 


Transmission network 


SAIDI (minutes) 57.7   42.3   53.1   70.9   59.1   38.6 


SAIFI (interruptions)¶ 1.3    1.3    1.6    1.5    1.4    1.4 


CEA composite index (interruptions)¶  N.A.    1.5    2.1    2.0    2.0  N.A. 


System unavailability (%) 1.6    1.7    2.0  N.A.  N.A.  N.A. 


Unsupplied energy (minutes) 13.7   12.9   18.2  N.A.  N.A.  N.A. 


Transmission energy losses (%) 2.6    2.5    2.5    2.8    2.9  N.A. 


*Hydro One’s distribution network’s reliability measures exclude Aug. 14, 2003, blackout. CEA’s reliability measures exclude significant events, i.e., 
Aug. 14, 2003, blackout and Hurricane Juan. CAIDI—Customer average interruption duration index. ¶Figures reflect momentary and sustained interruptions. 
CEA—Canadian Electricity Association. SAIDI—System average interruption duration index. SAIFI—System average interruption frequency index. N.A.—Not 
available.  


 


 
Hydro One’s capital expenditure could increase about 1.5x in the next several years, from about C$800 


million in 2006 to in excess of C$1.2 billion in 2007 and 2008, with about 55% being spent on its transmission 
assets. The focus of the capital expenditure is on developing, upgrading, and reinforcing the transmission and 
distribution systems, and on ensuring safety and reliability. Although the timing of these projects remains 
uncertain and the spending is significant, the company is not expected to undertake major projects without 
previous regulatory approval. 


With a transmission network tariff levied on the basis of peak load, and its distribution tariff levied on per 
unit of energy delivered, a risk to Hydro One’s cash flows is fluctuations in volumes of energy delivered. This 
risk has been highlighted in recent years with weather-induced reductions in volume contributing to falls in 
expected revenues. Although the variability in gross revenues is not overly significant relative to the company’s 
total cash flows, the government’s push for greater demand-side management has the potential to lower peak 
demand and slow down growth in electricity distributed, leading to marginally lower returns for the business. 


A medium- to long-term risk to Hydro One’s business and financial profiles is the impact of potential 
rationalization within the Ontario LDC sector in the coming years. Although not viewed as an immediate issue 
for the rating, Hydro One’s expected active participation in such a scenario could present future financing, 
execution, and integration risks. 
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Asset-intensive nature of Hydro One’s monopoly business reduces competitive risk 
Although some competitive pressures exist, Hydro One’s natural monopoly transmission system is largely 
shielded from direct competition. The company does not hold a legal monopoly over its service territory and 
there is no restriction on other transmission businesses building and operating transmission networks in Ontario; 
however, the company’s cost-reflective pricing and the capital cost involved in large-scale duplication of the 
network reduce the risk of bypass. Furthermore, the OEB-approved uniform transmission pricing across 
Ontario mitigates the risk of bypass from competing transmitters and should a bypass occur, tariffs would be 
rebalanced across remaining customers with minimal financial impact on the company. Of greater concern is 
the company’s exposure to the risk of lost revenue from embedded generation arising from high wholesale 
electricity prices. 


Noncontiguous service territories of LDCs expose Hydro One to competition for new services in 
nondesignated areas adjacent to its distribution service territories. The issue presents a competitive challenge for 
the company, but a decision by the OEB in mid-2004 would appear to limit the risk to greenfield development 
at the border of existing service territories and not put at risk cash flows secured by Hydro One’s existing 
network. 


Profitability largely dictated by regulatory directives 
Given the cost-plus nature of its regulatory framework, Hydro One’s profitability is largely dictated by 
regulatory directives that currently provide the company with the ability to earn an ROE on a stable capital 
structure. The equity returns allowed for in the determination of rates are already low by international 
benchmarks and, subject to an OEB hearing in the fall of 2006, could decrease further and pressure the 
company’s cash flow interest and debt coverages. Unlike its distribution network business, which has typically 
not earned its allowed ROE, the company’s transmission assets have historically achieved more than the 
allowed ROE. An earnings sharing mechanism for the transmission business only was introduced by the 
regulator in 2006 with the utility to split, on a 50-50 basis, excess earnings above its allowed rate of ROA. 


Financial Risk Profile 


Accounting—it’s business as usual 
Hydro One’s consolidated financial statements are prepared in accordance with Canadian GAAP. No material 
changes to Canadian GAAP or the accounting policies adopted by Hydro One are expected in the foreseeable 
future that would materially alter the financial statements as presented by Hydro One. Standard & Poor’s 
Ratings Services treats Hydro One’s C$323 million 5.5% cumulative preferred shares as equity. The shares are 
held by the province, and are entitled to an annual cumulative dividend of C$18 million. The shares rank in 
priority above the common shares upon liquidation. The adjusted interest coverage ratios (as presented in tables 
2 and 3) reflect an interest expense that includes C$58 million in amortization of a refinancing discount, 
representing about 18% of total interest expense. In its analysis, Standard & Poor’s removes the amortization 
expense from the interest expense to capture the cash cost of the interest paid. 
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Table 2 


Hydro One Inc.—Peer Comparison* 


Industry Sector: Electric Utilities—Canada 


 —Average of past three fiscal 
years— 


    


 Sector Median¶ Hydro One 
Inc. 


Toronto Hydro 
Corp.


Hamilton Utilities 
Corp. 


Hydro Ottawa Holding 
Inc.


Rating A/Stable/A-1 A-/Stable/— A/Stable/— A-/Stable/—


(Mil. C$) 


Sales                  901.6      4,209.0            2,445.7             452.2               639.4 


Net income from cont. oper.                   85.8        459.0               96.0              10.5                13.6 


Funds from oper. (FFO)                  215.0        938.0              233.6              29.1                44.3 


Capital expenditures                  124.7        671.7              141.9              22.1                73.1 


Total debt                1,213.0      5,131.0            1,217.2             105.2               230.3 


Preferred shares                    7.3        323.0  N/A  N/A  N/A 


Total capital                2,398.3      9,641.3            2,023.8             280.6               450.0 


Ratios 


EBIT interest coverage (x)                    2.6          2.7                3.0               3.3                 2.1 


FFO interest coverage (x)                    3.3          3.5                3.8               4.8                 3.8 


Return on common equity                   10.0         10.7               12.4               6.5                 6.3 


NCF/capital expenditures 
(%) 


                  83.6        100.3              135.6              89.2                60.3 


FFO/total debt (%)                   18.7         18.3               19.3              27.7                18.9 


Total debt/capital (%)                   52.9         53.2               60.1              37.5                51.2 


*Adjusted by capital operating leases. ¶For the fiscal years ended 2001-2004. N/A—Not applicable. NCF—Net cash flow. 
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Table 3 


Hydro One Inc.—Financial Statistics*  


Industry Sector: Electric Utilities—Canada 


 —Average of past three fiscal years— 2005 2004 2003 2002 2001


Rating A/Stable/A-1  A/Stable/A-2   A-/Negative/A-2   A/Watch Neg/A-1   AA-/Stable/A-1+  


(Mil. C$) 


Sales                4,209.0    4,416.0      4,153.0         4,058.0         4,044.0         3,466.0 


Net income from cont. oper.                  459.0      483.0        498.0           396.0           344.0           374.0 


Funds from oper. (FFO)                  938.0      976.0        944.0           894.0           691.0           726.0 


Capital expenditures                  671.7      691.0        727.0           597.0           570.0           566.0 


Total debt                5,131.0    5,078.7      5,218.9         5,095.4         5,214.3         5,010.5 


Preferred shares                  323.0      323.0        323.0           323.0           323.0           323.0 


Total capital                9,641.3    9,794.7      9,742.9         9,386.4         9,353.3         9,004.5 


Ratios 


EBIT interest coverage (x)                    2.7        2.9          2.8             2.5             2.4             2.6 


FFO interest coverage (x)                    3.5        3.7          3.6             3.3             2.9             3.0 


Return on common equity                   10.7       10.8         11.6             9.7             8.5             9.6 


NCF/capital expenditures (%)                  100.3       99.6         94.0           108.6            93.1            84.6 


FFO/total debt (%)                   18.3       19.0         18.4            17.5            13.7            15.3 


Total debt/capital (%)                   53.2       51.9         53.6            54.3            55.7            55.6 


*Adjusted by capital operating leases. NCF—Net cash flow. 
 


Cash flow adequacy 
Hydro One’s annual FFO of close to C$900 million is sufficient to meet its expected dividend payments of 
close to C$300 million and the bulk of the company’s capital expenditure program in 2006. The company’s 
annual capital expenditure, however, is expected to increase from about C$800 million to C$1.3 billion in the 
next few years and will require partial debt funding. The company’s net cash flow-to-capital expenditure is 
expected to range between 70%-80%. 


Capital structure and financial flexibility 
Hydro One’s move to address structural deficiencies in its debt portfolio in recent times has reduced the level of 
financing risk the company faces. As of Dec. 31, 2005, 62% (C$3.1 billion) of Hydro One’s debt still had a 
maturity date of up to seven years, with the remaining 38% maturing in 24 years or more. Maturing debt in any 
one year, however, does not represent more than 15% of the company’s total long-term debt outstanding of 
C$5.2 billion as of June 30, 2006. The company’s liability management strategy is to target an average term for 
its debt portfolio of 10 to 15 years. In the past few years, the company has increased its previously short, 
average term for its debt of about four years to the current weighted-average term of 14 years. 


Further reducing financial risk for the company is its policy of hedging interest rate and foreign exchange 
exposure. The company generally maintains less than 20% of debt (including debt maturing within the year) at 
floating rates and carries no material foreign exchange exposure, with all debt in Canadian dollars. The 
weighted-average coupon rate of Hydro One’s debt at year-end 2005 was 5.6%. 
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The lack of diversity of Hydro One’s funding sources is not a ratings concern. The company relies heavily on 
the Canadian debt capital markets as its main funding source and although such reliance poses a concentration 
risk, the company’s well-supported position in the market mitigates this somewhat. The debt capital markets 
provide the vast majority of Hydro One’s financing, with the company relying on bank facilities largely for 
general corporate purposes and as a backup to its CP program. Maturing debt is to be financed through the 
company’s C$2.5 billion MTN shelf program. As of June 30, 2006, C$1.95 billion remained available until July 
2007. 


As it has done since 1999, Hydro One’s leverage, as measured by total debt-to-total capital, is expected to 
remain stable in the next few years at about 54%. Debt could increase annually by as much as C$300 million-
C$700 million in the period 2007-2008, as it will be used to partially fund capital expenditure. All debt is 
unsecured and supported by a negative pledge. As of mid-2006, the company’s capital structure comprised 
C$5.3 billion in debt, C$4.4 billion in common shares and retained earnings, and C$323 million in preferred 
shares. 


Ease of access to the debt capital markets and bank debt, an ability to defer a portion of capital expenditure, 
and the company’s close relationship with its owner support Hydro One’s financing flexibility. The company 
has good access to the debt funding through its C$1 billion CP program, its committed but unused bank lines, 
and the remaining availability on its MTN shelf program. In addition to its ability to tap debt markets, Hydro 
One can defer about C$100 million of forecast capital expenditure per year, close to one-third of its annual 
interest expense. The government, as shareholder, is a further potential source of financing and provider of 
backup liquidity for the company. Hydro One is unlikely to have ready access to new equity in the form of cash 
injections; however, the flexibility afforded to it to defer annual common dividend payments of as much as 
C$300 million mitigates this financing constraint somewhat. The deferral of the dividend and discretionary 
capital expenditure is more than sufficient to meet forecast annual cash interest costs of about C$300 million-
C$330 million. 
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Hydro One Inc. 
RATING 
Rating Trend Rating Action Debt Rated
R-1 (middle) Stable Upgraded Commercial Paper 
A (high) Stable  Upgraded Senior Unsecured Debentures 


 
 


(All figures in Canadian dollars, unless otherwise noted.) 


RATING HISTORY Current 2005 2004 2003
Commercial Paper R-1 (middle) R-1 (low) R-1 (low) R-1 (low
Senior Unsecured Debentures A (high) A A A 


RATING UPDATE 
On June 23, 2006, Dominion Bond Rating Service (“DBRS”) 
upgraded the rating on the Senior Unsecured Debentures of 
Hydro One Inc. (“Hydro One” or the “Company”) to A (high) 
with a Stable trend from “A” with a Positive trend, and 
upgraded the rating on Hydro One’s Commercial Paper to R-1 
(middle) from R-1 (low), also with a Stable trend. Key factors 
supporting the upgrade include: (1) improvements to the 
regulatory framework in Ontario in recent years; (2) the 
supportive political environment for the electricity industry; 
and (3) the expectation that Hydro One’s financial profile, 
which has seen material improvement since 2002, will remain 
strong over the medium to longer term.   
The regulatory framework in Ontario has stabilized over the 
past two years, and recent decisions by the Ontario Energy 
Board (“OEB”) have been supportive of Hydro One’s regulated 
operations.  For example, in its latest decision on Hydro One’s 
transmission operations (February 21, 2006), the OEB stated 
that it is mindful of the fact that heavy handed regulation is not 
good for investor confidence.  This is an important 
consideration at a time when Hydro One will experience 
increased capital investment requirements to address 
transmission system constraints that have been identified by the 
Independent Electricity System Operator (“IESO”). In addition, 
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RATING CONSIDERATIONS 
Strengths: Challenges: 
• Involved primarily in regulated activities 
• Attractive Ontario-based business franchise 
• Strong and supportive shareholder – Province of Ontario 
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FINANCIAL INFORMATION 
12 mos.           For the year en


Mar. 31, 2006 2005 20
Fixed-charges coverage (times) 3.07 3.05 2
Adjusted total debt-to-capital 54.0% 52.4% 54
Cash flow-to-adjusted total debt 17.7% 18.4% 17
Cash flow/capital expenditures (times) 1.34 1.37 1
Net income ($ millions) (adj. for non-recurring, after pfd.) 486 465 4
Cash flow from operations ($ millions) 962 946 9
Approved ROE 9.88% 9.88% 9.8
Deemed common equity in capital structure 36.0% 36.0% 36


THE COMPANY 
Hydro One Inc., one of the successor companies of the former Ontario Hydro, holds
distribution assets, as well as a fibre-optic network across most of Ontario.  Hydro One is 
(servicing 95% of the province’s transmission throughput), is the second largest electricity
throughput, and is the largest based on the number of customers.  The Company is who
“Province”), although the Province does not guarantee debt issued by Hydro One. 


AUTHORIZED COMMERCIAL PAPER AMOUNT 
Program limit is Cdn$750 million (authorized limit remains Cdn$1 billion). 
Energy DOM

Matthew Kolodzie, CFA/Nick Dinkha, CFA
416-593-5577 x2296/x2314


mkolodzie@dbrs.com
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RATING UPDATE CONTINUED
Fixed charges coverage is expected to remain in the 2.75 times 
to 3.00 times range and cash flow-to-adjusted total debt is 
expected to be in the 16% to 18% range.  As such, Hydro 
One’s financial profile is expected to remain adequate to 
support an A (high) rating over the medium to longer term, 
given the Company’s stable regulated transmission and 
distribution (T&D) operations in Ontario and barring any 
unforeseen negative changes to the regulatory framework, or 


political agendas.  DBRS notes that a recent draft proposal by 
OEB staff to reduce the allowed ROE on distribution 
operations to below 9.0% would erode Hydro One’s expected 
financial profile should this recommendation be ultimately 
adopted in future OEB decisions.  However, impact on Hydro 
One’s credit metrics cannot be assessed until the OEB’s 
consultation process is complete and a final decision is made.  


REGULATION 
Hydro One’s electricity distribution and transmission 
subsidiary (Hydro One Networks) is regulated by the OEB 
under the Electricity Act, 1998 (the “Electricity Act”), with 
the following noteworthy amendments: 
• The Electricity Pricing, Conservation and Supply Act, 


2002 (“Bill 210”) – December 9, 2002. 
• The Ontario Energy Board Amendment Act (Electricity 


Pricing), 2003 (“Bill 4”) – December 18, 2003. 
• The Electricity Restructuring Act, 2004 (“Bill 100”) – 


December 9, 2004. 
 
Hydro One’s deemed capital structure is 36% common 
equity, 4% preferred equity, and 60% debt.  Revenues from 
distribution operations are based on a fixed service charge 
and a volumetric charge, whereas revenues from 
transmission operations are based on peak monthly demand.  
The following is a summary of the regulatory framework for 
Hydro One’s transmission and distribution operations. 
 
Transmission: 
On February 21, 2006, the OEB released its latest decision 
on Hydro One’s transmission operations.  This rate decision 
did not address any change in transmission rates, in fact 
transmission rates are still based on Hydro One’s 2000 
revenue requirements for transmission.  The purpose of this 
rate decision was to deal with what the OEB had viewed as 
over-earnings by Hydro One’s transmission operations.  
This has been achieved through the establishment of an 
earnings sharing mechanism, which will remain in place 
until transmission rates are addressed with a full rate 
hearing, likely some time in 2007.  Key highlights of this 
latest decision are:   
• The allowed ROE of 9.88% for transmission operations 


will remain in place until a new rate is established, 
likely in 2007.   


• Any excess earnings, above an ROE of 9.88%, will be 
shared 50/50 with customers.  


 
Distribution: 
On November 11, 2005, the OEB set the allowable ROE for 
all Ontario local distribution companies (LDCs) at 9.00% 
(down from 9.88% in 2005).  
 
On April 12, 2006, the OEB issued its rate decision on 
Hydro One’s 2006 distribution rate application, with new 
distribution rates becoming effective on May 1, 2006.  
Hydro One elected to use the 2006 test year in its 2006 
distribution rate application.  The following are highlights 
of this rate decision: 


• An approved rate base for distribution operations of 
$3,711 million.  This represents the first rate base 
increase since the Electricity Act was implemented, 
which was set based on Hydro One’s 1999 distribution 
rate base of $2,637 million.  


• An approved debt rate of 6.24% on long-term debt and 
3.33% on short-term debt, equivalent to a blended debt 
rate of 5.93% (53.7% of Hydro One’s deemed capital 
structure for distribution is comprised of long-term debt 
and 6.3% is comprised of unfunded short-term debt). 


• A $0.30 per residential customer per month as a result 
of the OEB’s generic decision on Smart Metering. 


• The total approved revenue requirement for Hydro 
One’s distribution operations is $965 million, an overall 
increase of $130 million from the previously approved 
revenue requirement. 


• The OEB disallowed Hydro One’s proposal to 
harmonize distribution rates amongst all its customers, 
including LDCs the Company acquired in 2001.    


 
Generic Cost of Capital (Distribution): 
• On April 27, 2006, the OEB indicated its intent to 


establish a multi-year electricity distribution rate-
setting plan for all LDCs in Ontario, which will 
include: 
− A generic cost of capital to be used in adjusting 


annual revenue requirements for 2007 and beyond, 
and  


− A mechanistic incentive rate adjustment for the 
period.   


• The initial term of the multi-year plan will be three 
years, beginning with the 2007 rate adjustment. 


• On June 19, 2006, the OEB posted on its website a 
draft report of Board staff containing staff’s initial 
proposals for both the cost of capital and the second 
generation incentive regulation mechanism.  The OEB 
intends to issue a second draft on July 20, 2006. 


• DBRS notes that Hydro One’s recent ratings upgrade is 
premised on the Company’s reduced business risk 
profile associated with improvements to the regulatory 
framework and the supportive political environment 
that has materialized in recent years, together with 
improved credit metrics. In its draft report, Board staff 
has recommended an allowed ROE range of well below 
9.0% for distribution operations (in the range of 7.52% 
to 8.36%), which would have a material negative 
impact on cash flow-to-debt and interest coverage ratios 
for Hydro One, especially if the same ROE range 
subsequently gets adopted for transmission operations. 
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However, it is too early to determine the impact on 
credit metrics until the consultation and review process 
is completed and a final decision is made. Furthermore, 
DBRS notes that due to past government intervention in 


the regulatory process, Hydro One's distribution 
operations earned well below the previous 9.88% ROE.  


 


 


RATING CONSIDERATIONS 
Strengths:   (1) Almost all of Hydro One’s assets and 
earnings are in regulated electricity T&D operations.  
Despite political interference in the Ontario electricity 
sector in the past, the current regulatory framework is 
supportive of Hydro One’s T&D operations and is expected 
to remain supportive over the near to medium term.  As 
such, T&D operations are expected to continue to provide a 
high degree of stability to Hydro One’s earnings and 
financial profile.  DBRS highlights a statement in Hydro 
One’s most recent transmission decision, whereby the OEB 
indicated that in formulating its rate decision it was mindful 
not to diminish investor confidence in the utility by heavy 
handed regulatory actions. This is an important 
consideration, given the investment that Hydro One will 
have to make in upgrading the Ontario transmission grid 
over the coming years. 
(2) Hydro One’s transmission franchise area is one of the 
strongest in Canada, given that it covers virtually all of 
Ontario.  While the Company’s distribution franchise is less 
attractive, as it includes a large geographic area (most of 
rural Ontario outside major urban centres) with a low 
population density/high cost of service, the acquisition of 88 
municipal electric utilities in 2001 has reduced unit costs 
and the regulatory framework provides full cost of service 
recovery with a market-based rate of return. 
(3) While Hydro One faced a high degree of political 
interference during the previous government’s mandate, the 
Province of Ontario (currently rated AA with a Stable trend 
by DBRS) continues to be a strong and supportive 
shareholder to the Company.  The Province’s support has 
been demonstrated in the past by various actions, including 
the provision of a line of a credit in 2002 when Hydro One 
was unable to access the capital markets.  DBRS notes, 
however, that the rating on Hydro One is a stand-alone 
rating and is not guaranteed by the Province. 
 


Challenges:   (1) The key challenge facing Hydro One is 
regulatory risk and the risk of political intervention.  
Regulatory risk is an inherent challenge for any regulated 
utility given that the regulatory framework essentially 
dictates the maximum profitability that can be achieved and 
the degree of protection to bondholders.  While some 
uncertainty exists regarding the regulatory framework 
beyond 2006, DBRS expects the OEB to remain supportive 
by continuing to allow full cost of service recovery with a 
market-based rate of return on regulated T&D operations.  
The key risk with respect to political intervention would be 
the imposition of a rate freeze, as was seen in 2002, which 
was at a time of high electricity prices and near a provincial 
election.  However, DBRS believes the risk of political 
intervention in the rate-setting process is relatively low 
under the current provincial government’s tenure, as this 
government has made a strong commitment to passing 
along the full cost of power to electricity ratepayers. 
(2) The ROE of 9.0% for Ontario electricity distribution and 
9.88% for electricity transmission is low in comparison with 
similar regulated utilities in the U.S., which are typically in 
the 10% to 12% range.  As such, cash flow and coverage 
ratios for regulated utilities in Ontario will typically be 
lower than for similarly regulated utilities in the United 
Staes.  However, the regulated rates of return for Ontario 
utilities are currently in line with the lower rates of return 
typically granted to regulated utilities in Canada.  DBRS 
notes, however, that the Board staff recommendation of an 
ROE in the range of 7.52% to 8.36% will be lower than any 
other jurisdiction in Canada, placing additional pressure on 
credit metrics.  Furthermore, there is a risk that lower ROEs 
for regulated utilities in Canada may make access to capital 
more challenging in the future, given that foreign content 
limits for investors have been eliminated by the Canadian 
government.    
(3) Hydro One does not have access to the equity capital 
markets, as it is 100%-owned by the Province of Ontario.  
This limits the Company’s financial flexibility, especially 
given its significant capital development commitments with 
respect to improving the reliability of the transmission grid.    
However, given the support of the provincial government, 
DBRS would expect Hydro One to reduce its dividends to 
the Province in order to support its equity base.    
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EARNINGS AND OUTLOOK 
 


Income Statement 12 mos. ended            For the year ended December 31  (1)
($ millions) March 30, 2006 2005 2004 2003 2002 2001
Net revenues 2,271 2,285 2,189 2,186 2,173 2,199
EBITDA 1,473 1,493 1,418 1,391 1,366 1,375
EBIT 990 1,006 938 937 955 991
Gross interest expense 296 303 294 315 381 378
Net income (adjusted for non-recurring items, before prefs.) 504 483 430 396 359 374
Net income (after preferred dividends) 486 465 480 378 326 356
Return on average common equity (before non-recurring) 11.1% 10.8% 11.8% 9.7% 8.7% 9.7%


Segmented Information 12 mos. ended        For the year ended December 3
($ millions)     % March 30, 2006 2005 2004 2003 2002 2001
Net revenues:
  Transmission 56% 1,280 1,310 1,262 1,298 1,317 1,259
  Distribution 43% 969 954 910 862 824 893
  Other 1% 22 21 17 26 32 47
  Total net revenues 2,271 2,285 2,189 2,186 2,173 2,199


Earnings before interest and taxes:
  Transmission 680 711 665 688 741 686
  Distribution 319 305 284 252 263 339
  Other (9) (10) (11) (3) (49) (34)
  Total EBIT 990 1,006 938 937 955 991


Transmission throughputs (TWh) n/a 157.0 153.4 151.7 153.2 146.9
Distribution throughputs (TWh) 29.3 29.7 28.5 27.9 27.1 21.3  
 n/a = not applicable. 
 
Summary: 
• The increase in EBIT in 2005 was largely a result of: 


Higher transmission revenues due to higher monthly 
peak demand in 2005 resulting from an abnormally hot 
summer, and 
− Earnings from distribution operations that were 


also positively impacted by weather as well as the 
collection of various regulatory deferrals. 


• In general, EBIT has remained relatively stable over the 
past five years, in the $935 million to $1 billion range, 
which is reflective of the company’s regulated 
operations. 


• Interest expense has remained largely unchanged over 
the past three years, reflective of the Company’s 
relatively stable debt levels. 


 


Outlook: 
• EBIT is expected to drop to near the $900 million range 


for 2006, under a more normal weather scenario (versus 
the more extreme weather experienced in 2005), and 
grow at a modest pace along with growth in rate base. 
− Also contributing to the lower EBIT is higher 


OM&A, resulting from an increase in pension 
contributions and increased spending on reliability-
related maintenance. 


• Furthermore, the earnings sharing mechanism for 
transmission operations will have a modestly negative 
impact on earnings in comparison to previous years. 


• Earnings from one year to the next will continue to be 
sensitive to changes in monthly peak demand for 
electricity given the current regulatory framework for 
transmission. 


• While there is a level of uncertainty regarding the rate 
setting process beyond 2006, DBRS is of the view that 
the OEB will continue to be supportive and allow for 
full cost of service recovery and the ability to earn a fair 
market-based rate of return.   
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FINANCIAL PROFILE 
 


Statement of Cash Flow 12 mos. ended      For the year ended December 31
($ millions) March 31, 2006 2005 2004 2003 2002 2001
Net income adjusted for non-recurring items, after pfd. 486 465 412 378 341 356
Depreciation & amortization 446 446 446 417 384 352
Amortization of debt re-couponing 55 59 62 60 -               -               
Other recurring non-cash items (25) (24) -               -               -               -               
Cash Flow From Operations 962 946 920 855 725 708
Capital expenditures (719) (691) (727) (597) (570) (566)
Common dividends (343) (273) (247) (226) (174) (240)
Free Cash Flow Before Working Capital Changes (100) (18) (54) 32 (19) (98)
Change in working capital 88 194 (33) 138 (199) 188
Net Free Cash Flow (12) 176 (87) 170 (218) 90
Other investments/acquisitions/disposition 9 9 19 3 27 (447)
Other non-recurring adjust., incl. retail settlement variance 2 2 6 21 (52) -               
 Net debt financing 121 (188) 83 (184) 232 357
Net equity/other financing 1 1 7 (12) -               -               
Net change in cash 121 0 28 (2) (11) 0


Fixed charges coverage (times) 3.07 3.05 2.92 2.75 2.33 2.44
Adjusted debt-to-capital* 54.0% 52.4% 54.1% 54.9% 56.4% 56.1%
Cash flow/adjusted total debt (times)* 17.7% 18.4% 17.5% 16.6% 13.8% 14.1%
Cash flow/capital expenditures (times) 1.34 1.37 1.27 1.43 1.27 1.25
*Adjusted for equity treatment of preferred shares.


 
 
 


Summary:
• Cash flow from operations improved modestly in 2005 


and for the 12-months ended March 31, 2006, but 
remained insufficient to fully fund capital expenditure 
requirements and dividends. 


• However, a significant positive change in working 
capital funded the shortfall in 2006, as well as  
$188 million in net debt repayment. 


• Cash flow-to-debt and interest coverage ratios have 
continued to improve over the past few years, and are 
well within the range of an A (high) T&D utility with a 
supportive regulatory framework.  


 
Outlook: 
• Cash flow from operations is expected to remain near 


$900 million annually over the next few years, but will 
remain insufficient to fully fund capital expenditures 
and dividends.  The shortfall is expected to be funded 
with debt. 
− Annual capital expenditures (maintenance and


upgrades) are expected to be in the $750 million to 
$800 million range as Hydro One continues to 
focus on transmission upgrades to mitigate critical 
system constraints, and  


− Dividends will likely be in the $250 million to 
$275 million range. 


• Despite the cash flow shortfall, total adjusted debt-to-
capital is expected to remain around 55% over the 
medium term as Hydro One’s equity will experience 
modest growth through retained earnings. 


• Fixed charges coverage is expected to remain in the 
2.75 times to 3.00 times range and cash flow-to-
adjusted total debt is expected to remain in the 16% to 
18% range. 


• As such, Hydro One’s financial profile is expected to 
remain adequate to continue to support the A (high) 
rating over the medium term, given the Company’s 
stable regulated T&D operations in Ontario.  


 
 


LONG-TERM DEBT MATURITIES AND BANK LINES 
As of June 30, 2006 


 2006 2007 2008 2009 2010 2011-2015 2016 & 
thereafter


Total


$ (millions) 141 395 500 400 400 850 2,500 5,185 
Avg. coupon 4.2% 4.4% 4.0% 4.0% 7.2% 6.0% 6.6% 5.6% 


 
Long-Term Debt: 
• Hydro One currently has available $1.95 billion on its 


$2.5 billion MTN Shelf, which was established in June 
2005.  The majority of funds received from the issuance 
of MTNs under its Shelf have been used to refinance 
maturing debt.   


• Hydro One faces a manageable level of term debt 
maturities over the next five years.  Maturities will 
likely be refinanced with debt issued under the above-
noted Shelf. 
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Bank Lines and Commercial Paper: 
• In August 2004, Hydro One reduced its syndicated 


committed bank lines to $750 million from $1 billion 
and, consequently, reduced the limit on its commercial 
paper program to $750 million. 
− However, the authorized Board limit on its 


commercial paper program remains $1 billion. 


− Hydro One has a $750 million committed 364-day 
revolving credit facility, maturing in August 2006.  
DBRS expects this to be extended. 


• As at March 31, 2006, Hydro One had $40 million of 
commercial paper outstanding. 


 
 


Hydro One Inc. 
Balance Sheet 
($ millions)         As at December 31       As at December 31
Assets Mar. 31, 2006 2005 2004   Liabilities & Equity Mar. 31, 2006 2005 2004
Cash + short-term investments 119                  -                   -              Short-term debt 10 9 49
Accounts receivable 724 622 707   L.t. debt due one year 589 589 539
Material and supplies 62 56 47   A/P + accr'ds 691 743 674
Current Assets 905 678 754   Current Liabilities 1,290 1,341 1,262
Net fixed assets 10,197 10,116 9,813   Long-term debt 4,778 4,466 4,613
Post-employment benefits 433 449 534   Post-employ. benefits 739 716 654
Def'd debt costs + long-term rec. 35 43 48   L.t. pay. + other liab. 613 610 672
Regulatory asset 426 430 443   Preferred shares 323 323 323
Goodwill 133 133 133   Shareholders' equity 4,386 4,393 4,201
Total 12,129 11,849 11,725   Total 12,129 11,849 11,725


Ratio Analysis 12 mos. For the year ended December 31
Liquidity Ratios Mar. 31, 2006 2005 2004 2003 2002 2001 2000 1999
Current ratio 0.70 0.51 0.60 0.55 0.37 0.37 0.55 0.58
Acc. depreciation/gross fixed assets 36.7% 36.5% 35.8% 35.3% 34.5% 33.6% 32.5% 31.5%
Cash flow/total debt (1) 17.9% 18.7% 17.7% 16.9% 13.9% 14.3% 14.9% 15.1%
Cash flow/adj. total debt (1) 17.7% 18.4% 17.5% 16.6% 13.8% 14.1% 14.7% 15.1%
Adj. total debt/EBITDA 3.69 3.44 3.71 3.69 3.86 3.65 3.65 3.62
Cash flow/capital expenditures 1.34 1.37 1.27 1.43 1.27 1.25 1.54 1.39
Cash flow-dividends/capital expenditures  0.86 0.97 0.93 1.05 0.97 0.83 0.71 1.39
Total debt-to-capital (1) 53.3% 51.8% 53.5% 54.2% 55.7% 55.4% 53.5% 54.6%
Total adjusted debt-to-capital (1) 54.0% 52.4% 54.1% 54.9% 56.4% 56.1% 54.2% 54.6%
Average coupon on long-term debt 5.62% 5.61% 5.60% 5.50% 7.60% 8.05% 8.13% 7.70%
Hybrids/common equity 7.4% 7.4% 7.7% 8.1% 8.5% 8.8% 8.8% 0.0%
Deemed common equity 36.0% 36.0% 36.0% 36.0% 36.0% 36.0% 36.0% 36.0%
Common dividend payout  (before extras.) 70.6% 58.7% 60.0% 59.8% 51.0% 67.4% 58.7% 38.6%


Coverage Ratios (2)
EBIT interest coverage 3.36 3.34 3.20 3.00 2.51 2.63 2.50 2.45
EBITDA interest coverage 4.99 4.94 4.83 4.44 3.59 3.65 3.42 3.29
Fixed-charges coverage 3.07 3.05 2.92 2.75 2.33 2.44 2.30 2.32


Earnings Quality/Operating Efficiencies & Statistics
Operating margin 43.6% 44.0% 42.9% 42.9% 43.9% 45.1% 43.5% 45.6%
Net margin  (before extras., after pfd.) 21.4% 20.4% 18.8% 17.3% 15.7% 16.2% 17.0% 18.7%
Return on avg. common equity  (before extras.) 11.1% 10.8% 10.1% 9.7% 9.1% 9.7% 9.4% 12.7%
Approved ROE 9.88% 9.88% 9.88% 9.88% 9.88% 9.88% 9.88% 9.35%
Rate base - transmission ($ millions) 5,718 5,718 5,718 5,718 5,718 5,718 5,718 5,638
Rate base - distribution ($ millions) 2,637 2,637 2,637 2,637 2,637 2,637 2,445 2,467
Distribution lines (km) n/a 122,118 121,736 121,285 120,767 120,448 113,880 113,400
Transmission lines (km) n/a 28,547 28,643 28,621 28,492 28,387 28,490 28,889
Transmission throughputs (TWh) n/a 157.0 153.4 151.7 153.2 146.9 146.9 144.1
Distribution throughputs (TWh) 29.3 29.7 28.5 27.9 27.1 21.3 17.6 18.1
(1) Adjusted for equity treatment of preferred shares.
(2) EBIT includes interest income; interest expense is gross interest expense. n/a = not applicable.
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A peer review of Consolidated Edison Inc. (A/Stable/A-1; ConEd), Hydro One Inc. (A/Stable/A-1; Hydro 
One) and National Grid PLC (A/Stable/A-1; National Grid) shows that despite significant similarities in the 
nature of their business and the ratings, differences in the factors driving the ratings and the degree to 
which these factors influence the rating outcome can be considerable. This article highlights the similarities 
and differences across the three peers, draws out some nuances in Standard & Poor's Ratings Services' 
ratings criteria as they relate to the three companies, reviews how changes in, and implementation of, 
strategies have been a major driver of past rating actions, and examines the mix of major rating 
determinants that support the ratings on the three utilities. Furthermore, the article touches on some of the 
similar and company-specific challenges facing the utilities in the future, and the capital markets' 
assessment of the three companies' creditworthiness.  


In the assignment of a rating not only are assessments made of an issuer's business risk profile, financial 
risk profile, and ownership structure, but also the rating is assessed relative to similar industry or business 
model peers. It is in this context that ConEd, Hydro One, and National Grid are viewed as peers, despite 
the fact their underlying creditworthiness varies; they are different in size; they operate in separate 
countries with different markets, regulatory regimes, and legal jurisdictions; and they have different 
business models, company structures, ownership, business strategies, and risk appetite (see table 1). 
Despite the number of obvious and not-so-obvious differences, the three utilities are good peers for rating 
purposes due largely to the similar nature of their businesses and financial risk profiles. A relative 
assessment of each rating factor shows that while some have a consistent influence on the respective 
companies' business and financial risk profiles, positively or negatively, for others the impact and extent of 
influence differs. The outcome, however, is that on balance, the respective credit quality of the three 
utilities is viewed the same.  


 
Business Descriptions 


Table 1 Summary Data 


Company Consolidated Edison Inc. Hydro One Inc.* National Grid PLC¶ 


Ratings A/A-1 A/A-1 A/A-1 


Outlook Stable Stable Stable 


Domiciled U.S. Canada U.K. 


Geographic footprint New York State, and parts of 
Pennsylvania and New Jersey. Province of Ontario 


England, Wales, and the U.S. states of New 
York, Massachusetts, New Hampshire, and 


Rhode Island. 


Function 
Electricity and gas transmisison, 


distribution, and supply. Some 
generation. 


Electricity transmisison, 
distribution, and supply. 


Electricity and gas transmisison and distribution, 
and some telecom. 


Ownership Investor owned Province of Ontario Investor owned 


No. of employees 14,100 4,200 24,406 


No. of distribution 
customers (000) 4,193 1,259 14,800 


Total revenue (mil. 
US$) 9,314.3 3,322.4 17,253.00 


Total debt (mil. 
US$) 6,723.1 4,160.8 25,303.70 


*US$/C$ exchange rate of 1.25. ¶US$/UK£ exchange rate of 1.91. 







 
Rating Nuances: Influence of Methodology, Ownership, Size, And Location 


As predominantly transmission and distribution companies ConEd, Hydro One, and National Grid fall 
into the lowest risk profile of electricity and gas utilities. Some of the more obvious similarities and 
differences of the three companies are listed below. Although there are as many similarities as 
differences, of importance is that the similarities are generally the main drivers of the ratings and hence 
support the peer comparison. With similar financial profiles (including ratio trends), the more 
pronounced differences in rating factors between the three utilities are their ownership, exposure to 
nonregulated businesses, markets, management, and to a lesser extent regulatory environments.  


 
Similarities 


 
Differences 


Predominately low operating risk transmission and distribution  
Regulated cash flows  
Monopoly positions  
Moderate financial risk profiles  
Operational challenges  


Influence of ownership and strategy  
Quality of markets  
Level of regulatory support  
Extent of nonregulated operations  
Geographical coverage  


ConEd is a holding company that owns electric and gas distribution companies and a steam system, 
predominately in the State and City of New York, and four unregulated subsidiaries that participate in 
competitive energy supply and services businesses. The company also owns generation assets that 
supply steam to the company's steam system. ConEd's strong business profile stems from a 
historically supportive regulatory environment and a conservative strategy as a transmission and 
distribution company. The ratings on ConEd were affirmed in May 2005.  


Hydro One's operations primarily center on its low-risk electricity transmission and distribution 
operations in the Canadian Province of Ontario that account for 99% of its consolidated assets and 
generate virtually all of its funds from operations (FFO). As part of its distribution operations, the 
company also undertakes regulated delivery of electricity to 1.3 million customers. In addition, the 
company markets fiber optic capacity. Hydro One's provincial transmission grid accounts for 58% of 
consolidated assets and is the second largest in Canada, while its distribution operation is one of the 
country's largest. The Province of Ontario wholly owns the company. The ratings on Hydro One 
were affirmed in July 2005.  


National Grid is a U.K.-based, investor-owned utility. It is the owner and operator of the high-voltage 
electricity transmission system in England and Wales via its subsidiary National Grid Electricity 
Transmission PLC; the high-pressure gas transmission system in the UK; and four regional gas 
distribution networks. National Grid also has a significant presence in electricity transmission and 
distribution, and some gas distribution, in the northeastern U.S., in the states of Massachusetts, 
Rhode Island, New York, and New Hampshire, serving about 3.75 million gas and electricity 
customers. Slightly more than 60% of operating profit is expected to be derived from the company's 
U.K. operations, and about 30% from the U.S., including Niagara Mohawk Power Corp. (NIMO; 
A/Stable/--), with the remainder unregulated. The ratings on National Grid were affirmed in February 
2005.  


The ratings of ConEd, Hydro One and National Grid are based on Standard & Poor's consolidated 
rating methodology; however, differences in organizational structure lead to differing debt issue ratings. 
An important distinction between the three utilities is the rating assigned to the senior unsecured debt at 
the holding company level. For ConEd and National Grid, structural subordination affects the debt and 
guarantees at the holding company level such that the senior unsecured debt ratings are one notch 
lower than the corporate credit rating to reflect the debt's junior claim over operating company assets in 
the event of insolvency. Hydro One on the other hand issues all its debt at the holding company level, 
eliminating any structural subordination issue.  


A telling difference between ConEd, Hydro One, and National Grid is the influence of ownership on the 
ratings. More specifically, the Province of Ontario's (AA/Stable/A-1+) ownership of Hydro One 
enhances the utility's credit quality. Although the province does not formally guarantee Hydro One's 
debt obligations, the strategic nature of the company within the economy, and the government's 







 
Ratings History In Part Reflects Consistency And Stability Of Strategy And 


Management 


demonstrated willingness to financially support the business leads to a corporate credit rating for Hydro 
One that is one notch higher than its stand-alone creditworthiness. For ConEd and National Grid, the 
ownership of these businesses by diverse investors has a neutral impact on the ratings.  


As the utilities are largely regulated, the size differential between them is not a differentiating factor for 
the ratings. The largely regulated nature of the businesses and the absence of material direct 
competitive pressures means that the per unit cost advantage National Grid would be expected to hold 
relative to ConEd and Hydro One due to its size, is not a factor that would lead to different rating 
outcomes for the three companies. In a competitively based global operating environment, the size 
difference might be more of a factor in the ratings assigned.  


With all three companies operating in developed countries with 'AAA' sovereign ratings, location, like 
size, is not a distinguishing rating factor. The low sovereign risk associated with the countries in which 
the three companies operate means that their location is credit neutral in relative terms, apart from 
some market-specific influences that will be discussed in detail later in the article. What is more of a 
rating factor is National Grid's scope of operations across two continents, which on one hand enhances 
its diversity of cash flows, but on the other, introduces foreign exchange risk exposure and the 
challenges of managing remote operations which are not an issue for ConEd and Hydro One.  


Influencing the level of ratings on the utilities have been the respective company's long-term strategy, 
developed internally or imposed by owners, and the stability of management. The strategy adopted by 
ConEd since the end of last decade has strengthened what was a strong business profile and 
maintained the stability of the rating. Conversely, National Grid's large debt-funded offshore asset 
acquisitions have led to deterioration in credit quality. The lack of a consistent strategy by Hydro One 
and its owner has been a contributing factor in that company's rating volatility.  


Reflecting in part a greater consistency of strategy and little variability of business risk profile, the rating 
on ConEd has remained consistent in the past seven years relative to National Grid, and Hydro One 
(see chart 1). Apart from a brief foray into the 'A+' territory in 2002, the rating on ConEd has been stable 
at 'A'. ConEd embarked on the first stage of its strategy to become a major transmission and 
distribution company in the northeastern U.S. in 1998-1999. The strategic shift from a vertically 
integrated utility to one that is almost exclusively a highly regulated transmission and distribution 
company strengthened ConEd's business profile. In addition to the measured approach in the disposal 
of generation assets, the stability of the rating on ConEd has been supported by the stability of 
management, which includes an established succession plan for senior personnel.  


 







 
Business Risk Profiles 


National Grid has always maintained a strong business profile; however, an increasing financial risk 
profile associated with largely debt-financed asset acquisitions led to its quick slide down the credit 
curve in the period 2000-2001. In 2000, the US$3.2 billion acquisition of New England Electric System 
led to the downgrade to 'A+'. A further downgrade to the company's current rating level of 'A' followed in 
2001 with the acquisition of NIMO. Since that time the company has been relatively inactive with 
respect to major asset acquisitions, but did undertake a merger with the Lattice Group PLC in 2002 
without any impact on its credit profile. National Grid has had a subtle change in strategy with the 
disposal in mid-2005 of four of its eight regional gas transmission businesses assumed in the merger 
with Lattice Group. What has not changed is a desire to expand offshore with the company maintaining 
a strategy of acquiring further transmission and distribution assets outside the U.K. Furthermore, the 
management positions at National Grid (and Lattice Group) have generally been relatively stable in the 
past five years, with very little turnover of personnel.  


Contrary to its peers, the rating on Hydro One has exhibited significant variability as ownership and 
regulatory uncertainty has played havoc on the company's credit quality. Since the initial rating of 'AA-' 
was assigned in 2000, the company has experienced three downgrades, two in 2002 alone, and an 
upgrade. In early 2002, a weaker-than-expected financial profile due to the introduction of performance-
based regulation and an inability to pass on higher power costs previously incurred were the catalyst for 
the first downgrade. This was followed by a further downgrade in 2002 as issues surrounding a 
proposed IPO of the company suggested an inability of the company to address weakening financial 
ratios. A further downgrade in early 2003 reflected increased regulatory risk flowing from political 
intervention and a government-mandated rate freeze. The recent upgrade in 2004 reflects in part the 
abandonment of an IPO by a new provincial government, and recognition of implied government 
support. Significant management and board changes during 2002 and 2003 also created uncertainty 
about the rating.  


In a comparison of the business risk profiles, ConEd and National Grid are viewed as having a similar 
business risk profile, while Hydro One's profile is viewed as marginally weaker, largely due to issues 
surrounding its regulatory environment that have a proportionally greater influence on its business risk 
profile than those of its peers. An analysis of the more specific aspects of each company's business risk 
profiles highlights the different influences of each.  


The specific influences of each utility's subsidiaries are generally not transparent in the consolidated 
business risk profiles. Hydro One's business risk profile is essentially reflective of its Ontario-based 
transmission and distribution operations and while it is relatively disadvantaged by its regulatory 
environment, and to a lesser extent the market served by its distribution business, its creditworthiness 
is supported by its lower operating risk profile, and limited direct competition. ConEd's business profile 
is based on the business risk profile of its two main subsidiaries, Consolidated Edison Co. of New York 
(CECONY), and Orange & Rockland Utilities Inc. Not surprisingly, these subsidiaries have very similar 
business risk profiles given the same regulatory regime, similar market, and core business focus. 
ConEd's good regulation, markets, and operations are offset in part by its nonregulated activities and 
some competitive pressures. National Grid, on the other hand, is a more complex credit with a business 
risk profile reflective of five separate business units: the U.K. electricity transmission business; National 
Grid USA; NIMO; Transco PLC; and nonregulated businesses, the last of which is essentially its Crown 
Castle (U.K. communication towers) business that has a moderately negative influence on the business 
risk profile. The diversity of operations supports National Grid's business risk profile such that the 
negative influence of its weaker NIMO operations and nonregulated operations is offset by the strong 
business risk profiles of its remaining regulated businesses, in particular the U.K. transmission 
business. A summary of the major business risk factors and their influences is provided in table 2.  


Table 2 Different Influences of Major Business Risk Factors 


 Consolidated Edison Inc. Hydro One Inc. National Grid PLC 


Strategy 
Consistent strategy focusing 
on low-risk transmission and 
distribution assets. 


More settled in recent times after period 
of upheaval. 


Aggressive expansion, particularly 
geared to U.S. 


Regulatory 
Environment 


Very supportive. Three-year 
regulatory period applies 
from April 2005. 


Characterized by the risk of political 
interference, low equity layer, and low 
returns. Not viewed as supportive as 
ConEd’s U.S., or National Grid’s U.K. 
electricity regulation. 


Supportive regime for U.K. electricity 
and National Grid USA; weakened 
somewhat by nascent U.K. gas 
regulation and NIMO regimes. Benefits 
from diversity of regimes. 


Markets 
Robust subsidiary markets 
primarily based in New York 
State. 


Ontario-based, negatively influenced 
somewhat by the large rural exposure. 


Strong U.K. electricity and gas markets 
offset weaker markets of NIMO and 
nonregulated operations. 


Operational Risk 
Similar risk profile as Hydro 
One. Largely reflecting low-
risk electricity and gas 


Reflecting low-risk electricity 
transmission and distribution. 


Relative to peers the operational risk 
profile could be challenged by pressure 
to cut costs in regulated activities. 







 
Regulatory environments 


 
Market environment 


transmission and distribution. 


Competitiveness 
Some competitive pressure in 
generation and energy 
services. 


No material direct competition. 


Some competitive pressure on costs at 
Transco distribution and pressure on 
non-regulated businesses including 
Crown Castle (U.K. communication 
towers). 


Management Positive influence on risk 
profile. Neutral impact. Neutral impact. 


Ownership Neutral impact. Positive impact. Neutral impact. 


Differentiating features of the three issuers are the regulatory environments in which they operate. 
With all three utilities earning 90% or more of their cash flows from regulated returns, regulation is a 
significant rating factor. Varying degrees of stability and transparency, political independence, and 
allowed capital structures and economic returns translate to different levels of regulatory support for 
the three utilities. Although the regulatory environments governing the three utilities are generally 
viewed as supportive of credit quality, some are more supportive than others (see table 3).  


The New York Public Service Commission which co-incidentally regulates ConEd's main operating 
subsidiaries, CECONY, and Orange and Rockland Utilities Inc., as well as National Grid's NIMO, is 
viewed as very supportive of credit quality. For more detailed information on ConEd's regulatory 
environment, refer to the report "New York Regulators' Consistency Supports Electric Utility Credit 
Quality" published Aug. 15, 2005, on RatingsDirect, Standard & Poor's Web-based credit research 
and analysis system, at www.ratingsdirect.com. The stability and independence provided by this 
regime are in contrast to Hydro One's where political interference and instability have been more 
often the norm in recent years. Although supportive of credit quality, the regulatory environment in 
Ontario is viewed as less supportive than those of its peers. In National Grid's case, regulation of its 
U.K. operations, undertaken by the Office of Gas and Electricity Markets, is viewed as comparable to 
the New York Public Service Commission in terms of stability, transparency, and independence.  


In addition to the different regulatory frameworks, the capital structures and returns allowed by the 
regulators differ also among the peers. For ConEd's subsidiaries, capital structures of about 50% 
total debt to total capital are typically the norm, as is the potential to earn double-digit returns on 
equity of 11%-13%. For National Grid, its U.S. subsidiaries earn similar returns to those of ConEd; 
however, the returns of the company's U.K. businesses are more modest but still slightly above that 
earned by Hydro One. The National Grid's regulated U.K. electricity transmission and gas 
distribution companies are allowed to earn real pretax returns on capital of 6.25% under a 
performance-based regulatory framework that equates to a nominal return on equity of about 10%, 
with overall returns further boosted by leverage at the holding company level. The returns on equity 
at National Grid's operating companies are marginally higher than the allowed return on equity for 
Hydro One of 9.88%, which is soon to be reduced to 9.0% as a consequence of a scheduled rate 
determination in late 2005.  


Table 3 Summary of Regulatory Environments 


 Consolidated Edison Inc. Hydro One Inc. National Grid PLC 


Regulator(s) New York Public Service 
Commission (PSC) Ontario Energy Board 


OFGEM in the U.K. for gas and electricity, PSC 
for NIMO, and the respective state regulators for 
the company's Massachusetts and Rhode Island 
operations in the U.S. 


Methodology 
Incentive-based cost of 
service and rate of return, with 
an earnings sharing threshold. 


Cost of service and rate of 
return. 


Performance-based regulation in the U.K., and a 
cost of service and rate of return approach in the 
U.S. 


Return on 
Equity 


Potential to earn 11%-13% on 
maximum equity layer of 50%. 


9.88%, moving to 9.0% from 
May 2006. Deemed equity 
layer of 36% in capital 
structure. 


Real pretax return on capital of 6.25% on U.K. 
assets, and return on equity of 10%-14% for U.S. 
assets. 


Comments Very supportive. 
Strained by recent political 
intervention, and delays in 
cost recovery. 


Good independence, transparency, and stability in 
the U.K.; very supportive in the U.S. 


What separates Hydro One and National Grid from ConEd to varying degrees is their exposure to 
markets that are not as robust as ConEd's. For Hydro One, it is its exposure to the rural market in 
Ontario. The largely rural-based market served by Hydro One's electricity distribution business sets 
it aside relative to the marginally stronger market serviced by ConEd throughout metropolitan and 
rural New York State and the U.K. markets serviced by National Grid. The more robust markets 







 
Operational risk 


 
Competitiveness 


served by ConEd and National Grid provide generally higher per capita energy consumption, better 
growth prospects, and a higher level of protection against the adverse impact of lower electricity 
consumption stemming from economic downturns. National Grid does, however, have exposure to 
the weak market of NIMO that is not expected to experience any growth, mainly owing to the 
sluggish local economy. What differentiates National Grid from Hydro One, however, is that on a 
consolidated basis National Grid's more favorable markets largely offset the negative influence of 
the NIMO market.  


Supporting a strong market assessment are good growth prospects, diversity of customer base, and 
limited customer concentration risk, such as exposure to a large industrial customer. To varying 
degrees all three utilities benefit from low but steady growth rates, customer diversity, and limited, if 
any, meaningful customer concentration exposure. Though load is not expected to grow rapidly, 
average annual sales growth for ConEd's regulated service territory in and north of New York City is 
estimated at 1.6%. For Hydro One, growth in distribution throughput of about 1% is forecast, down 
from its long-term trend of about 2.0%. In National Grid's case the outlook for electricity and gas 
demand growth in the U.K. is low, at 1.0%-1.5%, largely driven by the development of new housing 
and offices; in the U.S., demand growth is more in line with GDP growth forecasts, except for its 
upstate New York market which is experiencing hardly any growth. Supporting the market profiles of 
the three peers is the large proportion of residential and commercial customers. For Hydro One, 
residential and commercial customers account for about 85% of the distribution company's total 
regulated revenues, while the transmission business serves 95% of the province and is connected to 
neighboring Canadian provinces, and northern states of the U.S. For National Grid's U.K.-based 
operations, which cover the whole of England and Wales, and in Transco's case, Scotland, the 
underlying business demonstrates a high degree of diversity. In the service territory covered by 
National Grid USA, a residential and commercial customer base accounts for about 80% of 
revenues, supporting an above-average business profile. ConEd does not aggregate its revenues by 
residential and commercial classes. None of the peers face any customer concentration risk.  


The operational risk profiles are another area where the peers diverge, albeit slightly. As 
predominantly transmission and distribution companies, ConEd, Hydro One, and National Grid face 
limited operational risk with respect to these operations. Where the companies differ is their 
exposure to higher risk nonregulated activities. For ConEd this is predominantly its power generation 
in the U.S. northeast, while for National Grid it includes its recently acquired Crown Castle (U.K. 
communication towers). Although representing less than 10% of assets, for these two companies the 
nonregulated activities increase their operational risk profiles relative to Hydro One that has an 
immaterial exposure to nonregulated activities through its data network business.  


The operational performance of the three companies is similar. National Grid demonstrates high 
operating performance, frequently outperforms efficiency targets, and globally is viewed as one of 
the best operators of transmission assets. CECONY's New York City distribution system, which is 
mainly underground, is one of the most reliable in the U.S. The performance of Hydro One's 
transmission assets is quite good; however, the performance of its distribution assets are adversely 
affected by operational challenges not generally faced by more urban-based utilities in the Canadian 
industry.  


An issue for the operations of the three companies is the need to invest heavily in infrastructure. All 
three companies have forecast large capital expenditure commitments relative to their total 
capitalization. While National Grid and Hydro One have annual commitments representing about 8% 
of total capital, ConEd has 10%. The proportions are relatively high for network businesses generally 
and might in part be reflective of a relatively low capital base at book value. Nevertheless, each 
utility will be outlaying billions of dollars on transmission and distribution infrastructure in the next few 
years.  


All three utilities face similar operational challenges. A challenge increasingly faced by transmission 
and distribution peers globally, is the need to meet increasing load growth and in particular peak 
loads. In part a significant amount of the capital expenditure proposed by the three utilities is to 
address this issue. A less immediate and obvious challenge is the issue of aging workforces. By 
2008, 25% of Hydro One's employees will be eligible for retirement. The need to hire apprentices 
and investing in co-op power engineering programs with universities are now a focus of Hydro One. 
ConEd is addressing its aging workforce and loss of experience by increasing its intake of younger 
personnel and refraining from offering early retirement. The issue of an aging workforce does not 
appear to be as much of a concern for National Grid as it is for Hydro One and ConEd.  


With respect to the competitor risk, Hydro One as a 99% regulated business does not face material 
direct competition, unlike its peers. National Grid faces some direct competition in its regulated U.K. 







 
Financial Risk Profile 


gas businesses and more in its nonregulated businesses. Although not a significant rating factor, 
National Grid's business risk profile is affected adversely on a relative basis by its nonregulated 
activities. ConEd also faces some competitive risk in its nonregulated subsidiaries that currently 
represent a small part of its asset base at about 7% of total assets and, in aggregate, have 
generated operating losses.  


To varying degrees all three companies face regulatory demands for cost transparency, network by-
pass, and competition from industrial self-generation and alternative fuel sources. High barriers to 
entry, however, largely mitigate most of these risks and what risk remains is not a significant 
negative for the ratings.  


Although the financial policies of the utilities are all viewed as "moderate", the financial risk profile of 
National Grid is slightly weaker than that of Hydro One and ConEd due to the higher leverage (see 
table 4). All three exhibit similar cash flow credit metrics, which are more of a rating factor than 
valuation-based leverage, with FFO interest coverage of 3.5x-4.0x and FFO to average total debt of 
18%-20%. Of note is the expectation built into the ratings on ConEd and National Grid that the credit 
metrics will improve to the higher ends of these ranges in the next few years. The biggest difference in 
the financial profiles of the three peers, however, is leverage as measured by total debt to total capital. 
ConEd and Hydro One are similarly capitalized between 50%-55%; however, National Grid has a 
significantly higher leverage at 91%. The higher leverage at National Grid largely reflects negative 
goodwill from the demerger of Transco from Centrica, where Transco took a charge of £5 billion. If 
calculated under U.S. GAAP, which excludes the negative goodwill resulting from the Lattice merger in 
2002, National Grid's leverage moves closer to its peers at about 60%. It is the relatively higher debt 
levels of National Grid that comprise the main differentiating feature of the financial profiles. With 
respect to the companies' liquidity position, liability management, and financial flexibility the risk profiles 
are viewed as similar.  


 
Cash flow adequacy 


Table 4 Financial Profiles 


 --Year ended Dec. 31, 2004--  


(Mil. US$) Consolidated Edison Inc. Hydro One Inc.* National Grid PLC¶ 


Assets 22,560.0 9,380.0 44,688.3 


Funds from oper. (FFO) 1,511.0 755.2 4,671.9 


Capital expenditures 1,397.0 581.6 3,044.5 


Total debt 7,219.0 4,160.8 25,303.7 


Preferred stock 213.0 258.4 0.0 


Common equity 7,054.0 3,360.8 2,412.3 


Total capital 14,525.0 7,780.0 27,716.0 


  Ratios 


Adj. EBIT interest coverage (x) 2.5 2.8 2.6 


Adj. EBITDA interest coverage (x) 3.5 4.2 3.8 


Adj. FFO interest coverage (x) 3.9 4.0 3.6 


Adj. FFO/avg. total debt (%) 19.8 18.4 15.5 


Adj. free oper. cash flow/avg. total debt (%) (0.9) 3.6 4.2 


Disc. cash flow/avg. total debt (%) (7.2) (1.6) 0.6 


Net cash flow/capital expenditures (%) 73.1 93.4 118.3 


Adj. total debt/capital (%) 51.6 53.5 92.1 


Return on common equity (%) 7.5 11.6 103.5 


Common dividend payout (%) 89.3 53.2 47.1 


*US$/C$ exchange rate of 1.25. ¶US$/UK£ exchange rate of 1.91. 


The relative stability of cash flows from each company's regulated operations provides for modest 
variation in cash flow credit metrics. A differentiating point with respect to expected cash flow is that 
of the three peers, only National Grid is expected to be in a position to fully fund from internal 
sources its forecast capital expenditure in the next few years.  


ConEd's cash flow protection measures are expected to weaken in 2005 and 2006 due to the 







 
Capital structure and liability management 


 
Financial flexibility 


regulatory lag in recovery of the high level of capital spending in previous years. Average adjusted 
FFO interest coverage is projected at about 3.4x in 2005 and 2006. Average FFO to debt is 
projected at about 15%, which is somewhat weak for the 'A' rating. Nevertheless, the cash flow 
ratios are forecast to improve by 2007 through a combination of higher electricity rates, load growth, 
and equity issuance. Standard & Poor's expects adjusted FFO interest coverage to average 3.7x 
during 2007-2009 and FFO to debt to average about 17%. The primary cause for the weak 
coverages in 2005 and 2006 is the capital program, much of which will be funded with debt because 
internal funding only accounts for about 40% of expenditures in 2005-2006.  


For Hydro One, FFO interest and debt coverages are expected to show little improvement in the 
next few years from their 2004 levels of 4.0x and 18%, respectively. Despite the company 
implementing in 2005 a previously withheld distribution tariff increase, and for the period 2005-2008, 
recovering C$144 million in regulatory costs recognized and approved in December 2004 by the 
provincial regulator, the Ontario Electricity Board, higher interest cost and debt levels will temper any 
material increase in interest and debt coverages. Net cash flow to capital expenditure will likely be 
85%-90% in the next few years.  


Like its peers', National Grid's revenues are almost all earned from regulated businesses, and 
demonstrate very strong and stable characteristics that underpin the rating. Adjusted FFO interest 
coverage is expected to rise to more than 4.0x within two years from 3.6x in 2004 without taking into 
account the effect of further acquisitions. Adjusted FFO to debt is also expected to climb to more 
than 20% in that time from 15.5% in 2004. Despite higher dividends, the company's net cash flows 
are expected to be positive, with the company expected to be able to fully fund its capital 
expenditure requirements from internal cash flow without the need to raise additional debt.  


ConEd's target leverage is about 50%. Adjusted total debt to total capital was reasonable for the 
rating at 52% at year-end 2004. Standard & Poor's expects the average adjusted total debt to total 
capital ratio to increase through 2006 to about 53% and then decline to about 51% by 2009. ConEd 
has little incentive to decrease debt to capital levels below 50% because CECONY's earning 
incentives are based on the company's actual capital structure, subject to a maximum equity ratio of 
50%.  


Hydro One maintains a smooth debt maturity profile with debt maturities ranging from one year to 40 
years. Furthermore, in the next five years maturing debt in any one year will not represent more than 
15% of the company's total debt outstanding. The company generally maintains less than 20% of 
debt (including debt maturing within the year) at floating rates and carries no material foreign 
exchange exposure with all debt in Canadian dollars. As it has done since 1999, Hydro One's 
leverage is expected to remain stable in the next few years at about 54%. Total debt is expected to 
move higher in 2005 by between C$100 million and C$150 million as debt is used to partially fund 
capital expenditure.  


National Grid maintains a suitably long-term maturity profile on its debt, with about 50% of debt 
maturing after five years. Net debt of about £12.6 billion for fiscal 2004 is expected to peak at about 
£14.0 billion in fiscal 2005 after the £1.1 billion acquisition of Crown Castle. The anticipated 
completion of the gas distribution networks sale and £2.0 billion return of capital in fiscal 2006 should 
cause net debt to fall by about £4.0 billion to £10.0 billion, including operating cash inflow. Total debt 
to total capital is expected to fall gradually because the group is expected to be cash flow positive. 
National Grid's consolidated capital structure is limited by SEC rulings on the capital structure of the 
group after the acquisition of NIMO: total debt/total capital must be less than 70%. However, and 
unlike the other two companies, National Grid has exposure to foreign currency fluctuations. This 
exposure is largely offset by the sizing of debt similar to cash flows in both the U.S. and U.K. 
operations, although there can be considerable variation in the size of the asset base and debt 
balances year on year due to exchange rate fluctuation.  


Supporting the financial flexibility of the three peers is good access to capital markets. In the case of 
ConEd and National Grid, this access is enhanced somewhat by their ability to tap not only the debt 
capital markets but also the equity market directly. Although Hydro One does not enjoy the same 
ready access to equity markets as its peers, it does however benefit from its ownership by the 
Province of Ontario, which in times of financial stress is viewed as a likely provider of capital. A 
beneficial aspect of Hydro One's relationship with its shareholder is that unlike its peers, it is not 
beholden to confidence-sensitive equity markets, but rather a higher rated shareholder with the 
ability to support the company if needed.  


As expected with solid investment-grade credits, all three companies have adequate liquidity. Hydro 







 
Capital Market Perception 


 
The Road Ahead 


One has good access to the debt funding through its C$1 billion CP program, its committed and 
largely available bank lines of C$750 million, cash and investments, and C$2.5 billion unused MTN 
shelf program. National Grid and its subsidiaries maintain good financial liquidity and flexibility 
through good access to the international capital markets. Heavy CP use is backed up by committed 
undrawn bank facilities of about £3.0 billion. National Grid has prudent financial policies, including 
maintaining average debt maturity at more than four years, not issuing committed paper above the 
level of its committed backup lines, and matching debt currency to cash flows to manage translation 
risk. Given the stable nature of the cash flows, ConEd's and its subsidiaries' liquidity is adequate. As 
of June 30, 2005, ConEd and its subsidiaries had about US$818 million of cash and short-term 
investments. In addition, ConEd and its subsidiaries have two revolving credit facilities totaling 
US$1.5 billion.  


The debt capital market's perception of the three peers points to similar story of a "like for like" 
comparison between ConEd, Hydro One, and National Grid, but also touches on one of the 
differentiating rating factors between the peers. Chart 2 tracks the basis point spreads of long-term debt 
instruments issued by ConEd, Hydro One, and National Grid. In the past two and a half years, the 
spreads on the three companies have largely traded in line with 'A' rated utilities in terms of basis points 
over long-term government bond rates. Although there is some difference in the actual spreads, all 
three have also shown a tightening in spreads over this same period in line with the general tightening 
of credit spreads for corporates. Of note, however, is the relatively tighter spread on Hydro One's debt, 
which appears to reflect the company's ownership by the higher rated Province of Ontario. Anecdotal 
evidence points to investors "looking through" Hydro One's stand-alone creditworthiness to that of the 
province in their pricing. Debt issued by subsidiaries of ConEd and National Grid has been used in this 
analysis to avoid any confusion surrounding structural subordination issues and the lower rated debt 
issued at the holding company level.  


 


For two of the peers, ConEd and Hydro One, the stability of the ratings is largely beyond their 
immediate control; for National Grid however, the fate of the rating largely rests in its hands. The stable 
outlook on ConEd reflects the expectation that regulation will remain supportive. A similar vein applies 
to Hydro One, with the stable outlook on its rating dependent on continued positive developments 
toward greater transparency and predictability of outcomes within the Ontario regulatory environment. 
ConEd is also expected to demonstrate improvement in its financial ratios, which in part is also 
dependant on the supportiveness of its regulatory regime. If the rebound in ConEd's credit metrics does 
not materialize, pressure on the rating is likely. The diversity of National Grid's operations and exposure 
to a number of regulators means that regulatory issues are not as much of a potential driver of a 
change in the rating as its peers. Rather, National Grid's strategy of acquiring further transmission and 







distribution assets outside the U.K. will be a determining influence on its rating going forward. Financing 
such acquisitions conservatively and in a manner consistent with the current rating will support the 
rating and stable outlook. A departure would put pressure on the rating, although the management is 
protective of the current rating. Like ConEd, an improvement in National Grid's consolidated financial 
profile is expected.  


For more detail information on the individual issuers consolidated business and financial profiles, see 
the credit reports on Consolidated Edison Inc., Hydro One Inc., and National Grid PLC on 
RatingsDirect, Standard & Poor's Web-based credit research and analysis system, at 
www.ratingsdirect.com.  
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				($ millions)

		Growth in rate base

				A		Estimated new capital investment (same as in 2006)						333

				B		Depreciation on fixed assets in 2006						152

				C		Rate base in 2006						3712

				D		Growth in rate base = (A - B) / C						4.9%

		Offsets

				E		Estimated escalation factor (%ΔGDPIPI)						2.0%

				F		Estimated Productivity factor (X)						1.0%

				G		Estimated Load growth (%ΔL)						-0.5%

				H		Total offsets = (E - F) + G						0.5%

		Capital cost ratio

						Capital cost components of revenue requirement for 2006:

								Depreciation on fixed assets				152

								Capital tax				10

								Income tax				69

								Return on rate base				261

				I				Total				492

				J		Total revenue requirement for 2006						965

				K		Capital cost ratio = (I / J)						51.0%

		Capital investment factor (CI)

						CI = (D - H) x K						2.2%
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Credit Opinion: Hydro One Inc.


Hydro One Inc.


Toronto, Ontario, Canada


[1] Last 12 months to June 30, 2006 [2] CFO pre-W/C, which is also referred to as FFO in the Global Regulated
Electric Utilities Rating Methodology, is equal to net cash flow from operations less net changes in working capital
items


Note: For definitions of Moody's most common ratio terms please see the accompanying User's Guide.


Company Profile


Hydro One Inc. (HOI) is wholly owned by the Province of Ontario. Its revenues and cash flows are almost
completely derived from its transmission and distribution businesses, both of which are regulated by the Ontario
Energy Board (OEB). HOI owns and operates virtually all of Ontario's electricity transmission system, and is
responsible for a substantial portion of regulated electricity distribution in the province.


Recent Developments


HOI's Aa3 senior unsecured rating reflects the application of Moody's July 2006 rating methodology update for
government-related issuers (GRIs), which describes the publication of baseline credit assessments (BCAs) on a 1-
21 scale. Please refer to Moody's Rating Methodology entitled "The Application of Joint Default Analysis to
Government-Related Issuers", published in April 2005, and its accompanying press release, for further
background, as well as Moody's July 2005 Special Comment entitled "Rating Government-Related Issuers in
Americas Corporate Finance" for a detailed discussion of the application of joint default analysis to GRI's in the
Americas.


Rating Rationale


Ratings


Category Moody's Rating
Outlook Stable
Senior Unsecured -Dom Curr Aa3
Commercial Paper P-1


Contacts


Analyst Phone
Allan McLean/Toronto 1.416.214.1635
Catherine N. Deluz/Toronto
Daniel Gates/New York 1.212.553.1653


Key Indicators


Hydro One Inc.
[1]LTM 2005 2004 2003 2002


(CFO Pre-W/C + Interest) / Interest Expense [2] 3.4x 3.3x 3.3x 3.2x 2.6x
(CFO Pre-W/C) / Debt 15.4% 16.2% 15.4% 16.0% 11.2%
(CFO Pre-W/C - Dividends) / Debt 9.9% 11.7% 11.4% 12.1% 8.4%
(CFO Pre-W/C - Dividends) / Capex 90.8% 107.9% 102.2% 121.5% 88.5%
Debt / Book Capitalization 63.5% 62.8% 64.2% 63.6% 67.0%
EBITA Margin % 25.0% 26.4% 25.3% 27.0% 24.3%


Opinion







In accordance with Moody's GRI rating methodology, the Aa3 ratings of HOI reflect the combination of the
following inputs:


- BCA in the range of 5 to 7 (on a scale of 1 to 21, where 1 represents the equivalent risk of a Aaa, 2 a Aa1, 3 a
Aa2 and so forth)


- Aa2 local currency rating of the province of Ontario


- High dependence


- High support


The BCA range of 5 to 7 reflects HOI's stable and predictable cash flows and the low business risk of its regulated
wires businesses. The BCA also reflects HOI's limited ability to raise equity and the potential that HOI can be
utilized as an instrument of public policy. As demonstrated by the rate cap provisions of Bill 210 introduced in
2002, public policy goals are not always completely aligned with the interests of debtholders. HOI's financial
metrics are consistent with those of other regulated utilities with a BCA of 5 to 7 in the low business risk category.


Going forward, HOI faces potentially significant credit challenges in terms of the evolution of the regulatory
environment, capital spending pressures and an aging labour force. While a measure of relative regulatory and
political stability has emerged over the last few years, the company is currently in the midst of two regulatory
processes, the outcomes of which could have significant impact on the company's financial condition. Firstly, as
part of the OEB's multi-year electricity distribution rate setting plan, OEB staff have tabled a discussion paper
setting forth staff's proposal for establishing the cost of capital for rate-making purposes and establishing a 2nd
generation incentive regulation mechanism (2nd Generation IRM) applicable to Ontario's electricity distributors
(LDCs). Moody's notes that staff's cost of capital proposal is subject to change following stakeholder consultation
and ultimately review by the OEB panel. However, if staff's cost of capital proposal, and in particular its allowed
ROE formula, is adopted without change, Moody's believes it would likely result in a weakening of HOI's cash flow
credit metrics which could place downward pressure on the company's BCA. Staff's proposal contemplates a
capital structure common to all LDCs which would be comprised of 40% common equity and 60% debt. However,
any actual preferred equity outstanding up to 4% of rate base would be captured within the 40% common equity
component. Assuming that over time HOI's preferred equity will represent a diminishing portion of the capital
structure, staff's proposal would allow HOI to increase its common equity thickness relative to the 36% common
equity component currently used in determining HOI's distribution rates. However, Moody's believes that any
benefit of thicker equity would be more than offset by an ROE that could be 50 to 100 bps below those of other
regulated utilities in Canada. The staff proposal also outlines an annual adjustment to the cost of capital calculation
which would be one component of the price cap mechanism for annually adjusting distribution rates under the 2nd
generation IRM. In Moody's view, the benefits of transparent mechanisms for the adjustment of ROE, cost of
capital and distribution rates would be more than offset by the reduced cash flows that staff's cost of capital
proposal implies.


The second major regulatory process is HOI's 2007-2008 transmission rate application which is expected to be
filed in the third quarter of 2006. While the outcome of that hearing cannot be determined at this time, it would
seem likely that OEB staff would propose an allowed ROE/cost of capital mechanism for HOI's transmission
business that is similar to that which it proposes for Ontario's electricity distributors. Given that HOI's transmission
business represents approximately 65% of the company's assets and operating profit, Moody's would be
concerned about the potential for material weakening of HOI's cash flows.


HOI expects to have large capital expenditure needs for a number of years. In addition to ongoing maintenance
capital expenditures, the company expects to incur significant capex in support of the Ontario Power Authority's
(OPA) pending Integrated Power System Plan (IPSP) and the provincial government's smart meter initiative. The
OPA's IPSP, which is scheduled to be published in March 2007, is expected to call for significant
expansion/reinforcement of Ontario's transmission grid in support of the government's objectives concerning
generation supply mix, increased renewables generation and increased grid efficiency/congestion reduction. In
addition, HOI anticipates that it will be required to spend between $600 million and $1.2 billion between 2007 and
2010 to fulfill its role in achieving the government's objective of installing smart meters in all Ontario homes and
businesses by 2010. During 2007 and 2008 the company forecasts capital expenditures in excess of
approximately $1.2 billion per year. Moody's estimates that approximately $1.4 billion will be required for
transmission capital expenditures in 2007 and 2008. The balance of roughly $1 billion will be spent on the
distribution side with approximately 40% being spent on smart metering. HOI's smart meter expenditures are
currently being recorded in a regulatory deferral account. While Moody's expects that HOI will be afforded the
opportunity to fully recover its smart meter costs, the timing of cost recovery is uncertain, as the period over which
these cost are recovered has yet to be determined. Moody's notes that to some degree both the quantum and the
timing of IPSP and smart meter expenditures are outside of HOI's control. HOI anticipates that it will fund a portion
of the forecast capital expenditures with internally generated cash flows and the balance with debt. Given the
province's ownership of HOI, the company has limited access to additional equity. Moody's estimates that, in the
absence of a significant reduction in its dividend payout, HOI's FFO interest coverage and FFO/Debt ratios could
come under pressure as a result of the company's capital expenditure needs.


The extent of HOI's capital expenditures over the next few years highlights another challenge that HOI and many
other utilities face: that of an aging workforce. According to the company, approximately 25% of its workforce is







eligible for retirement by 2008. The availability and cost of skilled labour necessary to successfully complete the
work required under the forthcoming IPSP and the province's smart meter plan as well as HOI's ongoing system
operation and maintenance could prove to be a challenge.


High dependence reflects the importance of the issuer to the provincial economy and its operating and financial
proximity to the government.


High support reflects the strategic importance of the issuer to the province, the government's history of providing
support through dividend deferrals in its capacity as a shareholder of the company and the government's history of
intervening in the electricity sector.


Rating Outlook


The stable outlook is based on the predictable cash flow generated by HOI's regulated transmission and
distribution businesses.


What Could Change the Rating - Up


- While considered unlikely at this time, a sustainable improvement in cash flow metrics (FFO interest coverage
exceeding 4.5x and FFO/Debt exceeding 20%) related to increases in the deemed equity component and allowed
ROE could result in a positive rating action


What Could Change the Rating - Down


- Reduced support level


- Downward revisions in ROE, undue reliance on debt to finance capital expenditures or other factors which lead to
a sustained weakening of cash flow metrics (FFO interest coverage below 3.0x and FFO/Debt below the mid-
teens)


- Actions on the part of the shareholder that impede the company's ability to act in a commercial manner


- Material changes in the ownership, governance or management structures


- Further restructuring of the electricity sector that increases HOI's business or financial risk profiles


[1] CFO pre-W/C, which is also referred to as FFO in the Global Regulated Electric Utilities Rating Methodology, is
equal to net cash flow from operations less net changes in working capital items


Rating Factors


Hydro One Inc.


Select Key Ratios for Global Regulated Electric
Utilities


Rating Aa Aa A A Baa Baa Ba Ba


Level of Business Risk Medium Low Medium Low Medium Low Medium Low


CFO pre-W/C + Interest to Interest (x) [1] >6 >5 3.5-6.0 3.0-
5.7


2.7-5.0 2-4.0 <2.5 <2


CFO pre-W/C to Debt (%) [1] >30 >22 22-30 12-22 13-25 5-13 <13 <5


CFO pre-W/C - Dividends to Debt (%) [1] >25 >20 13-25 9-20 8-20 3-10 <10 <3


Total Debt to Book Capitalization (%) <40 <50 40-60 50-70 50-70 60-75 >60 >70


© Copyright 2006, Moody's Investors Service, Inc. and/or its licensors including Moody's Assurance Company, Inc.
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