S&P Global
Ratings

RatingsDirect’

Research Update:

Hydro One Ltd. And Subsidiary
Downgraded To 'A-' On Lower
Governance Assessment; Ratings
Remain On CreditWatch

Primary Credit Analyst:
Andrew Ng, Toronto + 1 (416) 507 2545; andrew.ng@spglobal.com

Secondary Contacts:
Vinod Makkar, CFA, Toronto + 1 (416) 507 3271; vinod.makkar@spglobal.com
Obioma Ugboaja, New York + 1 (212) 438 7406; obioma.ugboaja@spglobal.com

Table Of Contents

Overview

Rating Action

Rationale

CreditWatch

Ratings Score Snapshot(Hydro One Ltd.)
Ratings Score Snapshot(Hydro One Inc.)
Issue Ratings--Subordination Risk Analysis
Related Criteria

Ratings List

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT SEPTEMBER 13,2018 1



Research Update:

Hydro One Ltd. And Subsidiary Downgraded To
'A-' On Lower Governance Assessment; Ratings
Remain On CreditWatch

Overview

« The Governnment of Ontario recently inplenented |legislation, requiring
Hydro One's board of directors to establish a new executive conpensation
framework for the board, CEO and ot her executives. The legislation also
amends the current Ontario Energy Board Act, requiring the Ontari o Energy
Board to exclude any conpensation paid to the CEO and ot her executives
from consuner rates.

« W& consider such action as a governance deficiency related to Hydro One's
ownership structure and are | owering our nanagenent and gover nance (MG
assessnent on Hydro One Ltd. (HOL) and Hydro One Inc. (HO) to fair from
satisfactory.

At the sane tine, we are lowering the issuer credit ratings on both HOL
and HO by one notch to 'A-' from'A', reflecting the change in our MG
assessnent.

W are also lowering the issue-level rating on HO's senior unsecured
debt to "A-', the rating on its commercial paper programto 'A-2', and
the gl obal short-term and Canadi an National Scale ratings to 'A-1 (Low)'.

e« All ratings remain on CreditWatch with negative inplications.

Rating Action

On Sept. 13, 2018, S&P G obal Ratings lowered its issuer credit ratings on
Hydro One Ltd. (HOL) and subsidiary Hydro One Inc. (HO) to "A' from'A . At
the sane tinme, we |owered the short-termissuer credit rating on HO to 'A-2'
from'A-1".

We also |owered the issue-level rating on HO's senior unsecured debt by one
notch to 'A-' from'A and lowered the rating on HO's conmerci al paper
program by one notch to 'A-2' from'A-1" on the global scale and to 'A-1(Low'
from'A-1(M D) on the Canadi an National Scale.

Al ratings remain on CreditWatch where we placed themw th negative
i mplications on June 15, 2018.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT SEPTEMBER 13, 2018



Research Update: Hydro One Ltd. And Subsidiary Downgraded To 'A-' On Lower Governance Assessment;
Ratings Remain On CreditWatch

Rationale

The one-notch downgrade reflects our reassessnent of HOL's managenment and
governance structure, which has weakened foll owi ng the governnent of Ontario's
decision to exert its influence on the utility's conpensation structure

t hrough | egislation, potentially pronoting the interests and priorities of one
owner above those of other stakehol ders.

Ontario recently passed the Hydro One Accountability Act that allows the
government to issue directives governing HOL's conpensati on of the board, CEQ
and other executives. In addition, Ontario al so anended the Ontari o Energy
Board Act (OEBA) to exclude any anpunt in respect of conpensation paid to
HOL's CEO and executives from consuner rates. Although the financial inpact of
t he conpensation disallowance is minimal, we think the |egislative actions
taken reflect a governance deficiency related to HOL's ownership structure
because Ontario is exercising its legislative authority to lower electricity
rates, consistent with the government's el ection canpaign promises. In our
view, the use of this legislative authority to influence HOL's conpensati on
structure for sone executives undernines the effectiveness of the conpany's
governance structure, and potentially pronotes the interests and priorities of
the Ontario governnent above those of other stakehol ders. W also note that
these events followed the recent resignation of the entire previous board of
Hydro One.

Qur view of HOL's business and financial risks is unchanged. The busi ness risk
profile continues to reflect the utility's large electricity distribution and
transm ssion operations that serves about 1.3 million electric custoners
covering approxi mately 75% of the geographic area of Ontario. The conpany

hi storically benefited from supportive regulation in Ontario that has enabl ed
utilities to earn close to their authorized return on equity through the use
of a forward-1ooking test year, multiyear rate-setting that adjusts to keep
costs and rates aligned, decoupling, and various variance accounts that foster
full cost recovery. Furthernore, we expect HOL's consolidated business risk
profile will not be affected because of the Avista Corp. acquisition. W
believe the jurisdictions in which Avista operates benefit fromreasonably
supportive regulation. In addition, the purchase gives HCOL sone geographic
diversity and entry into lowrisk natural gas distribution operations.

From a financial risk perspective, we expect credit netrics to remain weak for
2018 due to timng of the closing of the Avista transaction. Under our base
case scenario, which includes the current financing plan of Avista that
conprises about C$1.54 billion of equity and C$3.4 billion (US$2.6 billion) of
new debt, capital spending of about C$2 billion, and dividend paynents of
about C$530 million, we forecast adjusted funds from operations (AFFO to
total debt for HOL, to consistently reflect about 10%for the 2019-2020
period, after the transaction closes. In addition, we do not expect the
conpensation di sall owance to have any significant inpact on HOL's cash fl ow.
Qur base case scenario also reflects the acquisition of Peterborough
Distribution Inc. for about C$105 million, increnental executive conpensation
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costs of about C$20 mllion, and capital spending of about C$2.5 billion each
year.

Liquidity

We assess HOL's liquidity as adequate. W expect liquidity sources to exceed
uses nore than 1.1x over the next 12 nonths. In the event of a 10%drop in the
conpany's EBI TDA, we al so expect liquidity sources will cover uses. In our

vi ew, the conpany has sound rel ationships with banks and generally
satisfactory standing in the credit markets. In the unlikely event of
liquidity distress, we expect HOL to scale back its capital spending to
preserve credit netrics.

Principal liquidity sources include:
e Cash of about C$1.25 billion as of June 30, 2018.

e Committed credit facilities availability of about C$7.43 billion as of
June 30, 2018, including that of Avista and the conmitted bridge
facilities for the Avista transaction

e Cash FFO of about C$1.9 billion over the next 12 nonths.

Principal liquidity uses include:

o Debt maturities of about C$981 million over the next 12 nonths.

* Mai ntenance capital spending of about C$1.3 billion over the next 12
nont hs.

* Dividend payments of about C$600 million over the next 12 nonths.

* Acquisitions of about C$5 billion, including Avista and PDI.

CreditWatch

W will resolve the CreditWatch placenents of the ratings on HOL and HO as we
get closer to the transaction's closing, including final regulatory approvals
fromkey states, including Washi ngton, Avista's |argest regulatory
jurisdiction. In addition, the resolution of our CreditWatch placement will
depend on our confirnation of the conpany's forward strategy after the board
appoi nts a new permanent CEO for HOL.

Ratings Score Snapshot(Hydro One Ltd.)
Issuer Credit Rating: A-/Watch Neg/--

Business risk: Excellent
e Country risk: Very |ow

* Industry risk: Very | ow
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e Conpetitive position: Excellent

Financial risk: Significant
Cash flow Leverage: Significant

Anchor: a-

Modifiers

e Diversification/Portfolio effect: Neutral (no inpact)
e Capital structure: Neutral (no inpact)

 Financial policy: Neutral (no inpact)

 Liquidity: Adequate (no inpact)

* Managenent and governance: Fair (-1 notch)

e Conparable rating analysis: Positive (+1 notch)
Stand-alone credit profile: a-

Group credit profile: a-

Status within group: Parent

Ratings Score Snapshot(Hydro One Inc.)
Issuer Credit Rating: A-/Watch Neg/A-2

Business risk: Excellent

e Country risk: Very |ow

* Industry risk: Very | ow

e Conpetitive position: Excellent

Financial risk: Significant
*Cash flow Leverage: Significant

Anchor: a-

Modi fiers

« Diversification/Portfolio effect: Neutral (no inpact)
e Capital structure: Neutral (no inpact)

 Financial policy: Neutral (no inpact)

 Liquidity: Adequate (no inpact)

« Managenent and governance: Fair (-1 notch)

 Conmparable rating analysis: Positive (+1 notch)

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT

Ratings Remain On CreditWatch

SEPTEMBER 13,2018 §



Research Update: Hydro One Ltd. And Subsidiary Downgraded To 'A-' On Lower Governance Assessment;
Ratings Remain On CreditWatch

Stand-alone credit profile: a-
Group credit profile: a-

Status within group: core (no impact)

Issue Ratings--Subordination Risk Analysis

Capital structure

HOL's capital structure consists of about $10.5 billion of senior unsecured
long-termdebt, all of which are issued by subsidiary HO. There is currently
no debt at the HOL |evel.

Analytical conclusions

We consider HO as a qualifying utility in accordance with our criteria. As
such we rate the senior unsecured debt at HJO the same as our issuer credit
rating on HO .

Related Criteria

e« Criteria - Corporates - General: Reflecting Subordination Risk In
Corporate |Issue Ratings, March 28, 2018

e CGeneral Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017

e CGeneral Criteria: Rating Government-Related Entities: Methodol ogy And
Assunptions, March 25, 2015

e Criteria - Corporates - Ceneral: Methodol ogy And Assunptions: Liquidity
Descriptors For d obal Corporate |Issuers, Dec. 16, 2014

e CGeneral Criteria: Methodology: Industry Risk, Nov. 19, 2013
e CGeneral Criteria: Group Rating Methodol ogy, Nov. 19, 2013

e Criteria - Corporates - Utilities: Key Credit Factors For The Regul ated
Uilities Industry, Nov. 19, 2013

e« Criteria - Corporates - Ceneral: Corporate Methodol ogy: Ratios And
Adj ust ments, Nov. 19, 2013

e Criteria - Corporates - Ceneral: Corporate Mthodol ogy, Nov. 19, 2013

e CGeneral Criteria: Country Ri sk Assessment Methodol ogy And Assunpti ons,
Nov. 19, 2013

e General Criteria: Methodol ogy: Managenent And Governance Credit Factors
For Corporate Entities And Insurers, Nov. 13, 2012

e Ceneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009
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Ratings List

Downgr aded

To From
Hydro One Limted
I ssuer Credit Rating A-/ Watch Neg/ - - A VWAt ch Neg/ - -
Hydro One Inc.
I ssuer Credit Rating A-/ Wat ch Neg/ A-2 A WAt ch Neg/ A-1
Hydro One Inc.
Seni or Unsecured A-/Wat ch Neg A/ Wat ch Neg
Commer ci al Paper A- 2/ Wt ch Neg A-1/ Wat ch Neg
Conmrer ci al Paper A-1(LON/VWatch Neg A-1(M D)/ Watch Neg

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neanings ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. standardandpoors. com for further

i nformati on. Conplete ratings information is available to subscribers of

Rati ngsDirect at ww. capitalig.com Al ratings affected by this rating action
can be found on S&P d obal Ratings' public website at

ww. st andar dandpoors. com Use the Ratings search box located in the |eft

col um.
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