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CITY OF

Burlington

SUBJECT: 2019 Business Plan for the Hydro Group of Companies
TO: Committee of the Whole

FROM: Finance Department

Report Number: F-04-19

Wards Affected: not applicable

File Numbers: 125-01

Date to Committee: February 4, 2019
Date to Council: February 25, 2019

Recommendation:

Receive and file finance department report F-04-19 regarding the 2019 Business Plan
for Burlington Hydro.

Purpose:

An Engaging City
e Good Governance

Background and Discussion:

This report is intended to provide committee with an overview as outlined in the 10-year
business plan on the following:

Forecast of net income for the next ten years
Capital Expenditure

Balance Sheet

Dividend Flow

Shareholder Risks

The shareholder direction to BHEI (Burlington Hydro Electric Inc.) is a document that
sets out the accountability, responsibility and relationship between the Board and the
Shareholder. Article 6 of the direction details reporting requirements to the shareholder.
Specifically, section 6.1 requires that “not later than 45 days prior to the end of each
fiscal year, the Board will approve and submit to the Chief Financial Officer of the
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shareholder a business plan for the next five fiscal years.”

The business plan is to include:

(a) the strategic direction and any new business initiatives which Burlington Hydro
will undertake;

(b) an operating and capital expenditure budget for the next fiscal year and an
operating and capital expenditure projection for each fiscal year thereatfter,
including the resources necessary to implement the Business Plan;

(c) pro forma unconsolidated Financial Statements for each fiscal year, including
projected dividend payments to the shareholder;

(d) an acquisition budget setting forth the nature and type of capital expenditures
proposed to be made in the following fiscal year, supported by explanations,
notes and information upon which the budget was based;

(e) energy conservation programs and environmental plans; and

() any material variances from the Business Plan then in effect.

This information is important to the City as it helps the City, as shareholder; understand
the financial and operational aspects of the distribution business and other businesses
of the corporation. This business plan and forecast covers a ten-year span.

The City is in receipt of the following financial information, including 10-year forecasts,
with regards to BHI (Burlington Hydro Inc.) and BESI (Burlington Electricity Services
Inc):

(@) Business Assumptions

(b) Balance Sheet

(c) Statement of Changes in Cash Flow
(d) Profit & Loss Statement

(e) Capital Forecast

The general requirements of the shareholder direction have been addressed.

Corporate Structure

Burlington Hydro Inc (BHI) and Burlington Electricity Services Inc (BESI) are affiliate
companies both of which are 100% owned by Burlington Hydro Electric Inc (BHEI).
BHEI is 100% owned by the Corporation of the City of Burlington.

BHI is a regulated company, regulated by the Ontario Energy Board (OEB). It is a local
distribution company (LDC) with a mandate to deliver electricity within the municipal
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boundaries of the City of Burlington. BHI applies for and receives approval from the
regulator to charge for its services.

BESI is a non-regulated company and engages is those aspects of BHEI's business
which are not regulated. Under contract from BESI, BHI provides water/waste water
billing services for the Region of Halton.

Strategic Planning

Each year the Board of Directors conducts a strategic planning process which helps
formulate company objectives and strategic goals for the coming year. The Board’s
strategy session took place on May 31, 2018. Understanding that the City of Burlington
as shareholder has a low tolerance for risk, the BHEI Board has directed management
towards a risk-adverse strategy that is a blend of asset management, cost control
leadership, due diligence, revenue growth and alliance-based strategies. The core
strategic objectives for 2019 are:

e Optimize revenue — guiding current and capital maintenance expenditures and
preparing BHI for the next rate application.

e Survey and Consult Employees — regarding job engagement and develop
actions to improve employee satisfaction and productivity.

¢ Refine and develop education tools for customers — to help with customer and
staff education on prevailing issues and differentiate between issues BHI can
and cannot control.

¢ Institute a culture of continuous improvement — identify areas where
effectiveness of the organization can be improved.

e Pursue opportunities to grow revenues — through non-regulated activities

e Halton first preference — although none are currently underway this would be
key to any merger discussions

The strategic principles that support the objectives are:

e Does not impact negatively on the projected dividends to the City.

e Add value for the City, either through increased ownership in the short term or
increased dividends in the longer term.

e Positions the utility strategically for the future.

e Retains control. Any transaction must allow the City to retain full control of the
ownership of the utility.
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BHEI remains focused on the needs and priorities of the community into the future. In
alignment with the City’s 25-year vision, the key strategic directions were identified for
the future state 25 years out. Elements of the vision include:

e Strong shareholder relationship

e Unsurpassed reliability

e Excellent shareholder value

e Customers engaged and satisfied
e Unmatched safety record

e GREEN leader

e Top employer

The corporation is well positioned in the context of the City of Burlington’s 25-year
vision.

BHI NET INCOME FORECASTED 2018-2027
Forecasted net income for the next ten years is presented as follows:

$ Millions
2018 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027

Update Budget Budget Fcst Fcst Fcst Fcst Fcst Fcst Fcst Fcst
Net
Income 4,068 3,967 2,816 3,868 4,699 4,928 5,181 5,343 5,493 5,651 5,768

The 2018 update presents a positive variance of $114k from budget of earnings before
tax of $4.482M with the update showing $4.596M

Factors affecting the 2018 forecast are as follows:

e Distribution revenue is forecast to drop below budget by ($206k). This is
primarily attributable to energy conservation programs which have been
mandated over 14 years. The programs decrease the needs of the larger
commercial/industrial customer base.

e Other revenue is forecast to exceed budget by $869k. Two sources of
revenue were unbudgeted but are included in the update. These are
$185k of revenue for Milton Hydro Control Room Services and $926k in
CDM (conservation demand management) bonus’ for achieving target. An
offset to these increases was the OEB mandated winter moratorium on
collection fees.

2028
Fecst

5,984



Page 5 of Report F-04-19

e Operating expenses are forecast to be over budget by ($764k). Among
the significant factors are:

e Control Room and overtime costs were adversely impacted ($270k) due to
weather events that caused power outages.

e Overtime hours were needed for the implementation of the Milton Control
Room services contracted. These costs are one-time in nature.

e The Distribution/Lines Department also incurred additional costs in labour
and materials to restore power from the weather events. ($176k)

¢ Billing and Collecting will exceed budget by ($265k). A fire and resulting
receivership of a commercial customer resulted in a ($248Kk) write off in
2018. Legal remedies are being pursued to recover the funds.

It is noted that the 2019 budget shows a reduction in net income over the 2018 update.
The most significant area contributing to this reduction is in miscellaneous revenues.
The 2018 update includes $926k of CDM mid-term bonus which was not included in the
budget. Also, there is a reduction of ($350k) due to the OEB proposal to eliminate the
utilities charges for collection notices. The last two years saw a moratorium on winter
disconnects and collection charges.

The results achieved by BHI are of importance to the shareholder as the dividends
flowing to the shareholder from BHEI are composed of earnings from BHI and BESI.

TEN-YEAR CAPITAL BUDGET AND FORECAST

In keeping with BHI's Asset Management strategy the capital budget and forecast
identifies projects that are part of its sustaining capital budget as well as ensuring that
Burlington has an adequate supply of electricity. These include:

e Customer demand projects including connecting new customers, building new
subdivisions and relocating system plant for roadway construction work.

¢ Renewal which focuses on replacement of assets that have reached end of
useful life. New assets require less maintenance, deliver better reliability and
reduce safety risks to the public.

e Security which could include adding switching devices or creating a backup
feeder supply to reduce the risk to typical restoration times.

¢ Reliability which supports maintenance of or improvement to the Service Quality
indices measured and submitted to the OEB each year.

e Substations which are invested in to improve or maintain reliability to large
numbers of customers and to maintain security and safety at the substation sites.
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The renewal or retirement of Burlington Hydro’s 4.16 kV substations is part of the
annual review undertaken as part of the Asset Management strategy.

e Customer Connections and metering include meter installations, meter upgrades
and the capital components of wholesale and retail meter verification activities.

There are also special projects which are outside the sustaining capital program. These
are:
e Capacity improvements for new customer connections and increased demand of

existing customers.
e Developer Buybacks which involves BHI purchasing new subdivision assets as

they are put in place by developers.

e Regulatory Requirements which are system capital investments driven by
regulatory requirements. These directions may come from the OEB, IESO, the
Ministry of Energy or the Ministry of the Environment.

Forecasted capital expenditures from the Business Plan are presented in the following
chart:

BHI Forecasted Capital Expenditures
(2019-2028)
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The 2019 capital budget has been developed using data from the asset management
plan. The focus on maintaining the distribution system remains.

Some significant capital projects for the 2019 capital program are:

e Tremaine TS — $2.5 million

e Pole Replacements - $200k

e Underground primary projects — Burlington Hydro confers with the various
Municipal authorities and local developers in planning the capital budget based
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on upcoming Municipal and Developer driven projects involving hydro relocations
and infrastructure upgrades. The following has been identified for 2019:

-$900k to service the downtown core underground development.
Construction cost will be partially funded through capital contributions from
developers of $500k.

e As part of the Metrolinx Corridor Electrification project, Burlington Hydro is
required to bury all of its existing overhead crossings. The $5.1 million
construction costs will be partially funded through a $5 million capital contribution
from Metrolinx. BHI will be responsible for the balance which is the replacement
of additional underground ductwork. There are other significant capital projects
related to the Corridor Electrification such as construction of new overhead
termination poles and temporary pole line relocation to facilitate construction of a
new railway underpass at Burloak Drive. The capital costs for the additional work
will be covered by Metrolinx.

Other projects in the budget are as a result of BHI’'s annual electrical distribution system
inspection.

BALANCE SHEET

0] Retained Earnings

BHI continues to forecast retained earnings growth that represents value of increased
ownership in a larger company. The following chart illustrates retained earnings growth
forecast in the first five years of the 2019 business plan:
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Projected Retained Earnings
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(i) Long Term Debt

Funding has been in place with Infrastructure Ontario since 2010 for financing the Smart
Meter program. This loan has a 15-year amortization period at a fixed rate of 4.51%. A
second loan that assisted with financing the Hydro One Transformer Station capital
contributions has a 25-year amortization period at a fixed rate of 4.02%.

The 2017 Budget included a new term loan of $7M with a 15-year amortization to
provide a matching of long-term funds against BHI capital expenditures. The first draw
down of the loan was December 15, 2018. Rate was to be set at draw down. The
current fixed rate is expected to be 3.62%. Since the 2013 loan, the company has used
working capital to finance capital expenditures. The additional long-term debt will
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ensure that both existing working capital and short-term operating credit is sufficient to
cover working capital needs in 2019.

The forecast also includes the costs of maintaining a $10m operating line of credit for
working capital needs and an $18M letter of credit facility to cover prudential
requirements related to the monthly power bill with the IESO. The operating line
includes an option to increase the amount to $25m.

BURLINGTON ELECTRICITY SERVICES INC. (BESI)

BESI is the sister company to the distribution company BHI. Unlike BHI, which is
closely regulated by the OEB, BESI operates as an unregulated business. Its divisions
include:

Streetlights — In July 2017 BESI was successful in signing the Street light contract with
the City of Burlington. The contract involves the supply and installation of LED
Luminaries to replace existing high-pressure sodium street lights. The 2018 update
includes revenues and costs for Phase 3 and 4 as well as additional revenues from
miscellaneous maintenance work assigned by the City. As the project was expected to
be complete by the end of 2018, only minimal profits have been incorporated in the
2019 plan.

Festival of Lights Division — This division contains the annual costs of operating the
Festival of Lights net of any sponsor donations. 2019 forecasts donations of $21k
against operating costs/depreciation of $80k.

Region Billing Division — provides water billing services for the Region of Halton. The
contract was renewed in June 2018 for a five-year period with renewal options. The
contract is expected to contribute a net margin of $784k in 2019.

Solar Array Division — Its revenues are derived from a solar array which was
connected in 2012 to the City’s Fire hall 8. General maintenance of the array is the
division’s operating costs.

Vehicle Charging Station Division — The uptake for new EV charging stations has not
materialized as had been budgeted. Operating costs are being incurred for marketing
and promotion. The budget for 2019 includes 10 residential units, 25 Multi-unit
residential units and 10 commercial chargers. A net loss of ($7Kk) is forecast.

Other operating divisions of BESI include the Co-Generation Division which holds the
Mobile Turbine Co-Generator located at the Brant Street Office. This was initially set up
as a Community Energy Plan demonstration project. The Control Room Division
provides control room monitoring for Milton Hydro. The Suite Metering Division includes
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user fees generated from 85 gas and water suite meters acquired from Oakville Hydro
in late 2018.

Overall net income after tax is forecast to have a positive variance of $40k. This is
primarily the result of the street light lamp retrofit project.

Net income for 2019 is budgeted at $507k, a decline of ($66k) from the 2018 update
which is primarily due to the completion of the retrofit project.

DIVIDENDS

Annual dividends paid to the shareholder are composed of dividends from BHI
operations, BHI working capital and BESI net income. The dividends forecast are
consistent with those in the 2018 budget and 10-year forecast.

$ Millions
2019 2020 2021 2022 2023 2024 2025 2026 2027 2028
Budget Fcst Fcst Fcst Fcst Fcst  Fest Fcst Fcst Fcst
Dividends - BHI 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Dividends -
BESI 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6
Total Dividends
to 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6

Shareholder

The total dividends to be received by BHEI for the years 2021-2028 are $50k/year
higher than the dividend being passed onto the City. The additional dividend is being
retained by BHEI to provide working capital to cover administrative costs.

Dividends received from BHEI contribute to the City’s capital plan, in particular, for
legacy projects such as the Burlington Performing Arts Centre.

SHAREHOLDER RISKS AND OPPORTUNITIES

0] Regulatory/Political Risk

As a regulated business, BHI is subject to the direction of Government
legislated boards and committees. With the change in provincial government
in the 2018 election, changing energy policy introduces risk and uncertainty
into the electricity industry. Initiatives, most recently the Ontario Fair Hydro
Plan and the cancellation of the Cap and Trade program, can be introduced
unpredictably and simultaneously put pressure on BHI’s resources and create
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pricing change for BHI’s customers. This in turn introduces shareholder risk
due to the reliance the City has on dividends from the utility.

(1 Cost of Service Review

The OEB has established a five-year cycle in which the local distribution
companies must undergo a full “cost of service” review. BHI filed a cost of
service application in 2014. As a result of the cost of service review, the City
was impacted by having the interest rate on the promissory note dropped
from 5.87% to 4.88%. The original interest rate on the note was 7.25%. City
staff have taken a conservative approach in the cash flow forecast for the
capital program. The next cost of service review is expected to occur for
2020 rates. The 2019 business plan forecasts the interest rate on the note to
decline in 2021 from 4.88% to 4.16%.

The following outlines actual cash flow received by the City from BHEI:

$ Millions

2001-

2010 2011 2012 2013 2014 2015 2016 2017 2018
Dividends 35.3 3.1 2.5 3.3 2.5 2.5 3.6 2.6 3.4
Interest 31.4 2.8 2.8 2.8 2.5 2.3 2.3 2.3 2.3
Interest on
RESF 4.8 0.8 0.8 0.8 0.7 0.7 0.7 0.7 0.5
Total 715 6.7 6.1 6.9 5.7 55 6.6 5.6 6.2

(111) Opportunities

It is through BESI, the unregulated company, that the shareholder has opportunities
for strategic initiatives. BESI has set out as part of its overall business strategy to
pursue in-scope services and new business ventures. Services that might be
pursued would be intended to minimize risk to the taxpayers while representing an
opportunity to establish and/or enhance existing common or shared services.
Working strategically with Hydro management presents the City with an opportunity
to find creative solutions that will ensure fiscal sustainability.

BESI has engaged in the sale of water and gas metering for a condo in Burlington.
This could include thermal metering in the future. This can be used as the model to
expand a full package of metering services to existing and future condo
developments. It represents an exciting opportunity to expand and sustain a new
business stream for the company.
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(IV) ERM (Enterprise Risk Management)

The Hydro Board now incorporates a risk management plan into the business plan.
Each risk area is examined for the risk profile, current state and future
considerations. This list; show below provides the framework for a Risk
Management Plan. The 2019 business plan includes a full analysis of each of the
identified risk areas.

Safety

Public Safety

Aging Infrastructure
Reliability-Systems issues
Head Office Building
Workforce Sustainability
Reputational

Financial
Regulatory/Political

Execution of the plan will be important to the City as shareholder as it allows the
Hydro Board and Management to manage risk for the organization.

(V) Infrastructure Ontario Loan

The Infrastructure Ontario Loans require that the City sign a subordination
agreement which subordinates the City’s position as a debt holder. The agreement
also includes certain covenants and restrictions that could affect the City’s ability as
shareholder to sell or otherwise dispose of the asset. However, the City has
executed such agreements in the past as the risk is considered relatively low.

Financial Matters:

The dividend forecast to the City remains consistent with that of the 2018 budget and
forecast.

The Hydro reserve fund, which receives funds from Hydro as dividends from BHEI and
interest on the promissory note from BHI, is integral to the city’s capital program. It
provides and on-going allocation of $2.1 million annually to the capital budget for
infrastructure renewal and allows for the issuance of Special Circumstances debit
(SCD). In recent years it has also been used to fund major unplanned capital initiatives
in the city such as the purchase of Sims Square and the storm water flood mitigation
projects. Furthermore, the Hydro reserve fund also provides $350,000 annually to the
operating budget.
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Connections:

BHEI has identified areas in the City’s 25-year strategic plan where it has a role to play
in aiding the City to realize the strategic vision. These are:

Economic Growth

Energy-efficient buildings and other onsite sustainable features are the norm,
thereby improving Burlington’s environmental footprint. Existing buildings are
being renovated to improve efficiency.

Create employment lands vision to unite the community, developers and industry
15,000 new knowledge-based jobs by 2025

Environmental Leadership

The city’s operations are net carbon neutral.

The city achieves its major goals outlined in the Community Energy Plan
Better environmental outcomes to improve quality of life, economic
competitiveness and foster civic pride.

Public Engagement Matters:

Burlington Hydro is engaged in a Customer Value Proposition Campaign over the
period of 2017-2020. The goals of the campaign are to deliver on four priorities:

1.

w

Bring together various elements the company makes with
customers/stakeholders to ensure a consistent “value proposition’ message
Engender trust and confidence across all stakeholder and customer audiences
Extol the virtues of the value of electricity in our everyday lives.

Engage all classes of customers and provide practical examples and success
stories of how they deliver value back to the customer and through to the
community.
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Conclusion:

As shareholder, the City has noted the commitment to risk management evidenced in
this business plan. The City is appreciative of the efforts of the Board of Directors and
Hydro Staff in continuing to manage this valuable City asset in a highly effective manner
as reflected by the continued strong results forecast in the business plan and realized in
the current year. The City’s 10-year Capital Financing Strategy is heavily dependent on
both annual dividends and interest on the note receivable.

Respectfully submitted,

Sandy O’Reilly
Controller and Manager of Financial Services
Ext 7648

Report Approval:

All reports are reviewed and/or approved by Department Director, Director of Finance
and Director of Legal. Final approval is by the City Manager.
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