Report to Strategi Priorities and Policy Committee

To: Chair and Members
Strategic Priorities and Policy Committee

From: Lynne Livingstone, City Manager

Subject: Comparison of Proposed London Hydro Restructuring
Options

Date: January 26, 2021

Recommendation

That, on the recommendation of the City Manager with the concurrence of the
Managing Director, Corporate Services and City Treasurer, Chief Financial Officer and
the Managing Director, Corporate Services and City Solicitor, the following actions be
taken:

a) the report dated January 26, 2021 titled “Comparison of Proposed London Hydro
Restructuring Options” Be Received,;

b) Council consider the options for restructuring and if content to proceed, Civic
Administration Be Directed to prepare a subsequent report with the content of the
shareholder declaration, if required.

Executive Summary

Staff have, as directed, undertaken a comparison of the “Newco” and “Holdco”
restructuring options.

The Newco option anticipates the incorporation of a new business corporation. The
unregulated business of London Hydro would be transferred to and conducted by the
Newco. Council would be the shareholder of each entity.

The Holdco option anticipates the incorporation of two new business corporations, a
“‘Holdco” and a retail affiliate “LUSI”. Under the Holdco structure, the City would be the
shareholder of the Holdco and the Holdco would be the shareholder of LHI and LUSI.

We conclude that both options are equally suited to the goal of separating the regulated
and unregulated businesses carried on by London Hydro, when conditions warrant this
separation. That point is reached, when and if, in the opinion of London Hydro, the
developing retail technology business expands beyond a scale that can be justified as
ancillary to the electrical distribution function of London Hydro.

The primary difference between the options is one of control. Under the Holdco
structure, the Council will have no direct involvement with either of the regulated and
unregulated entities. The Council will have direct involvement with the Holdco itself.
Under the Newco option, the regulated and unregulated businesses currently carried on
by LHI are split between LHI and the Newco. The City would continue to have direct
involvement as the shareholder of each.

There is no expected difference between the options with respect to taxation and net
revenue. There may be a difference in dividends and liability risk to the City, depending
upon the contents of the shareholder declarations. For example, dividends are
determined by the Board of an entity. If a subsidiary of the Holdco determines that it
should reinvest earnings in its business and not pay a dividend to the Holdco, the City
will be so informed. As to direct risk, the risk to a shareholder increases if management
powers are withdrawn from the control of the Board of Directors by the shareholder. On
the other hand, if no powers are withdrawn from the Board, there is no shareholder
liability. That can be considered at the next step.



Linkage to the Corporate Strategic Plan

Council’'s 2019-2023 Strategic Plan includes the Strategic Area of Focus ‘Leading in
Public Service’, which outlines the following:
e Expected Result: Maintain London’s finances in a transparent and well-planned
manner to balance equity and affordability over the long term.
e Strategy: Continue to ensure the strength and sustainability of London’s finances.

Analysis

1.0 Background Information

1.1  Previous Reports Related to this Matter

Strategic Priorities and Policy Committee, meeting on October 20, 2020, agenda item

4.1 - London Hydro Proposed Corporate Restructuring
https://pub-london.escribemeetings.com/filestream.ashx?Documentld=75626

Strategic Priorities and Policy Committee, meeting on January 23, 2020, agenda item
4.1 — London Hydro Proposed Corporate Restructuring
https://pub-london.escribemeetings.com/filestream.ashx?Documentld=70435

Strategic Priorities and Policy Committee, meeting on August 26, 2019, agenda item 4.2
— Delegation — V. Sharma, CEO, London Hydro Inc. — London Hydro Corporate
Restructuring
https://pub-london.escribemeetings.com/filestream.ashx?Documentld=66558

1.2  Previous Municipal Council Actions

At its meeting of October 20, Municipal Council received a report that outlined, as
recommended by KPMG in the January 23, 2020 Strategic Priorities and Policy
Committee report, a detailed legal review and risk assessment of the draft Shareholder
Declaration documents to ensure that key terms are aligned with City’s objectives and
interests, and do not create additional risk and exposure. Municipal Council requested
further information with respect to options for the proposed London Hydro Restructuring
and passed the following motion:

“That the following actions be taken with respect to proposed Corporate restructuring to
London Hydro:
a) the staff report dated October 20, 2020 with respect to the restructuring proposal
by London Hydro Inc. (LHI) BE RECEIVED for information; and
b) the Civic Administration BE DIRECTED to investigate the option of creating an
unregulated company and bring forward a report that would compare this option
with the options outlined in the above-noted report;”

In response to the direction above, Civic Administration and London Hydro have
exchanged information with respect to the option of creating an unregulated retail
affiliate entity. An evaluation framework was created to compare the option of a
municipally owned LHI and retail subsidiary with the option proposed for the
restructuring of London Hydro by the Board for a municipally owned Holdco Subsidiary
with Holdco owned LHI and retail affiliate. Table 1 below depicts in graphical form the
two options for an unregulated entity that will be compared later in the report.


https://pub-london.escribemeetings.com/filestream.ashx?DocumentId=75626
https://pub-london.escribemeetings.com/filestream.ashx?DocumentId=70435
https://pub-london.escribemeetings.com/filestream.ashx?DocumentId=66558
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2.0 Discussion and Considerations

2.1 Evaluation Framework for Comparison of Restructuring Options

The purpose of restructuring is to facilitate the continued development of the
unregulated (“Green Button”) component of London Hydro’s business. The Green
Button business has been developed (“incubated”) by London Hydro without
restructuring. In its July 2018 submission to the OEB regarding rates, LHI said:

“London Hydro would re-iterate, as we have in our application and response to the
Board staff questions, that the business line we are promoting leverages existing open
source technology emulated by London Hydro for our own customers and that our intent
is only to expand the customer base to which capital and operational costs can be
spread over therefore benefitting both London Hydro and external customers. Section
71(4) provides us that ability without the complications of creating an affiliate.
The genesis of Section 71(4) implementation was the result of Bill 112,
Strengthening Consumer Protection and Electricity System Oversight Act, 2015.
Obviously the government realized the limitations placed on electricity
distributors in expanding its line of business outside of its franchise by requiring
affiliates. London Hydro would emphasize that the Green Button platform is an open
source platform designed for the metered utility industry as a whole (i.e. natural gas,
electricity and water and other) for the basic purpose of promoting energy conservation,
consumer education, and increasing utility efficiency. London Hydro would suggest that
this proposal is not intended to compete against private enterprise. In fact opening up
the Green Button market should allow third parties to take advantage of the technology
to create standard based applications for new market opportunities. (Emphasis added).

There is no immediate need to restructure and as London Hydro notes, the creation of
affiliates does cause “complications”. The comparison framework set out below is
intended to facilitate the comparison exercise and identify the complications.

Civic Administration and London Hydro staff have developed a table for comparison of
the two options for restructuring.

The two options for an unregulated entity comparison are as follows:
1. Municipally Owned Retail Subsidiary — “Newco”
2. Proposed Restructuring with a Holding Company — “Holdco”



The various items for consideration and contrast between the two options are shown in
the table that follows:
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3.0 Key Issues and Considerations
3.1 Comparison of Restructuring Options

Civic Administration and LHI staff discussed and reviewed the various items contrasted
between the two options for creating an unregulated business entity as shown in the
table above. Both parties reached the conclusion that there is no material difference
between the options, from a functional perspective.

The solar generation assets and retail business can readily, with OEB approval, be
transferred to a new unregulated business entity owned by the City or the Holdco.

It is also believed that from a taxation perspective there is also no material difference
between the two options, however, this would need to be confirmed with expert tax
advice for Newco in particular as LHI did not examine this possibility in its restructuring
work.



The Holdco approach clearly diminishes the Council’s involvement in both London
Hydro and the proposed retail entity, LUSI. The question is whether or not this change
can be justified by the intangible benefit of the potential “business focus” brought to the
Boardroom of each corporation by Directors that are not members of the Council.

Differences between the two options for an unregulated business entity are mainly
related to the subtle consequences of direct municipal ownership (i.e, priorities,
confidentiality and "business distance").

London Hydro has prepared a summary of what it describes as the advantages of the
Holdco approach which are not apparent from the comparison table. This summary is
attached as Appendix “A” to this report and cites the following:

1. The Holdco option will achieve stronger synergies and strategic
coordination,

2. The Holdco option has relatively lower downside risk, and
3. The Holdco option is the norm among municipal electrical utilities.

As to the first “difference”, Affiliates are subject to Rules under the OEB “Affiliate
Relationships Code”. These rules require that:

2.2.1 Where a utility provides a service, resource, product or use of asset to an affiliate
or receives a service, resource, product or use of asset from an affiliate, it shall do so in
accordance with a Services Agreement, the terms of which may be reviewed by the
Board to ensure compliance with this Code. The Services Agreement shall include:

(a) the type, quantity and quality of service;
(b) pricing mechanisms;

(c) cost allocation mechanisms;

(d) confidentiality arrangements;

(e) the apportionment of risks (including risks related to under or over provision of
service); and

(f) a dispute resolution process for any disagreement arising over the terms or
implementation of the Services Agreement.

A services agreement is required in either case and consequently, the looked for
“Synergies” should be possible under both scenarios.

Is there a difference in the level of risk to the City as a result of the Newco structure? As
mentioned previously, there is no inherent legal risk to the shareholders of a business
corporation. Subsection: 92(1) of the Business Corporations Act provides that “The
shareholders of a corporation are not, as shareholders, liable for any act, default,
obligation or liability of the corporation”. There are a few exceptions. The exception
which could apply (to each of the proposed entities and presently applies to LHI) is
subsection 108(5) of the Act, which pertains to restrictions imposed by a shareholder
agreement or declaration.

Section 108(5) says that: "A shareholder who is a party to a unanimous shareholder
agreement has all the rights, powers, duties and liabilities of a director of a corporation...
to the extent that the agreement restricts the discretion or powers of the directors to
manage or supervise the management of the business and affairs of the corporation
and the directors are relieved of their duties and liabilities, including any liabilities under
section 131, to the same extent". Consequently, while shareholders are not generally
liable for the actions of the corporation they own, they are responsible for actions they
have directed by means of a shareholder agreement or declaration.



Under the Newco structure, the City would be responsible for the consequences of
restrictions on the discretion or powers of the directors of the Newco, if these
restrictions in a particular case interfere with the ability of the directors to supervise the
management of the business of the Newco. The same is true under the Holdco
structure: the City is responsible for the consequences of restrictions on the discretion
or powers of the directors of the Holdco, if these restrictions interfere with the ability of
the directors to supervise the management of the business of the Holdco.

The difference in risk is that under the Holdco structure, any shareholder declaration
respecting LHI and LUSI will be imposed by the shareholder of those entities, which is
the Holdco. If the Holdco restricts the powers of the directors of LUSI, the Holdco is
answerable, not the City. If the City restricts the powers of the directors of Newco, the
City is answerable. Needless to say, if there is no restriction of powers, there is no
difference to the risk.

While the Holdco structure is a common form of municipal ownership, the statistic does
not reveal an operational advantage of any type. The Holdco approach does offer
flexibility for joint ownership and mergers, but that is not being considered in this case.
The purpose of the proposed “restructuring” is to separate the regulated and
unregulated businesses. That can be achieved through either structure. Under either
structure, LHI would continue to pursue opportunities to develop its retail business on
an interim basis as it has proposed. A new corporation can be created and ready to
receive the generation assets and retail business when conditions warrant.

There is no business advantage to transferring ownership of LHI to the Holdco at this
time, as the Holdco has no real purpose until the retail business has grown and requires
separation from LHI.

As a note, the electricity regulator, the Ontario Energy Board, encourages electricity
distributors, such as LHI, to maintain transparency with respect to the rates charged for
electricity, regardless of the corporate structure adopted. The OEB, in its “Handbook to
Utility Rate Applications”, comments that:

“There may be aspects of the corporate business plan that are not relevant to the OEB’s
review of a rate application. The OEB will consider non-regulated activities and
transactions with affiliates in the context of their effect on the regulated rates to
customers to ensure there are no cross subsidies that negatively affect these regulated
customers.

Depending on the corporate structure of the utility, this could include an assessment of:

» The reasonableness of the costs allocated to non-regulated activities within the
regulated utility

* The costs to be charged to the regulated utility from an affiliate

» The revenues forecast to be received from an affiliate for services provided by the
regulated utility

» Whether these activities affect the quality of services to be delivered to the customers
of the regulated utility

» Whether non-regulated activities will affect the financial viability of the regulated utility
or introduce a significant enough risk that it affects debt financing costs”.

The separation of the regulated and unregulated businesses can assist the review
process by segregating the income and expenses of each. Either structure can achieve
that advantage.

3.2  Options and Next Steps for Council

Municipal Council has the following options to consider:



1. Leave the London Hydro structure as it is indefinitely, in which case, LHI will
continue to develop the retail business within the parameters permitted by the
OEB,

2. Approve the creation of a new Ontario Business Corporation, owned by the City,
for the purpose of assuming and conducting the unregulated retail businesses
and receiving ownership and control of the solar generation assets of LHI at such
time as LHI may recommend, or;

3. Approve the proposed restructuring model originally suggested by LHI, which is
to transfer ownership of LHI to a new holding corporation, owned by the City,
where the holding corporation would thereafter own and control both the
regulated and unregulated activities currently performed by LHI.

Civic Administration would need to return with a further report based on the option
selected by Municipal Council including a draft shareholder declaration if applicable (not
required for option one).

Should Council wish to obtain more information about the business for the proposed
unregulated entity this information would need to be received in camera given the trade
secret or scientific, technical, commercial, financial or labour relations information,
supplied in confidence to the municipality, which if disclosed could reasonably be
expected to prejudice significantly the competitive position or interfere significantly with
the contractual or other negotiations of London Hydro Inc.

Conclusion

Civic Administration and London Hydro staff have reached the conclusion that a
Municipally Owned Retail Subsidiary (“Newco”) and the proposed LHI restructuring with
a Holding Company (“Holdco”) are not materially different, provided that Newco takes
the solar generation assets and qualifies as a Municipal Electricity Utility, regardless of
the name it takes, who owns the shares, and whether Newco performs a holding
function or the actual retail business. Differences between the two options for an
unregulated retail affiliate entity are mainly related to the consequences of direct
municipal ownership.

Recommended by: Lynne Livingstone, City Manager

Concurred by: Barry Card, Managing Director, Corporate Services and
City Solicitor

Concurred by: Anna Lisa Barbon, Managing Director, Corporate

Services and the City Treasurer, Chief Financial Officer

c. V. Sharma, CEO London Hydro
G. Valente, Chair London Hydro



Appendix “A”

To: Barry Card, City Solicitor, City of London

From: Vinay Sharma, CEO, London Hydro

Date: January 11, 2021

Subject: Evaluation Framework for Comparison of Two Options

This memo is a follow up to our recent meetings and exchange of emails regarding the
comparison of the municipally-owned subsidiary “Newco” option and the London Hydro
proposed “Holdco” option. Although there are many similarities between the two
options as outlined in the Evaluation Framework, there are also some important
differences between the two which are not so apparent in the framework, but which
have implications for business challenges, performance and risks.

1. The Holdco option will achieve stronger synergies and strategic coordination

While in theory an independent corporation such as Newco could undertake the
marketing of London Hydro-developed technologies, separating it from oversight of a
Holdco would hinder ongoing coordination with London Hydro and limit the achievement
of synergies between the two entities. One reason why firms in the private sector
establish holding company structures is to ensure that separate businesses operating at
different stages of the value chain — such as technology development and marketing —
are centrally coordinated in their strategic planning and operational activities so that
they pursue a set of common goals. Holdco management and directors are responsible
for integrating the strategies of the different businesses, continuously monitoring joint
performance, and resolving any differences that may occur.

An independent Newco, which would be overseen by and report to the Corporation of
the City of London, would not be able to replicate the same degree of ongoing
coordination and strategic integration with London Hydro as would be achieved under
the Holdco option. The appointment of some common directors to the board of Newco
could provide a channel for coordination but, ultimately, as an independent corporation
its management and board would have to pursue their own strategy and could
potentially diverge from that of London Hydro.

2. The Holdco option has relatively lower downside risk

Another difference between the two options is in the level of upfront investment costs
and the approach to managing risk/reward as marketing and business development
activities grow over time. The Holdco option pursues an incremental strategy in parallel
with the growth of the Holdco’s market share, thus requiring minimum upfront
investment. There are two incremental steps: in the first, new sales opportunities would
be explored through the Holdco, which reduces the administrative cost of growing the
business. Only if sales development is successful and achieves sufficient scale would
the second step be taken — which would be to establish a new marketing subsidiary with
its own employees.

Unlike the Holdco option (which is scalable and incremental), the Newco option would
take on the risk of being fully independent right from its inception. This “step change”
approach means that Newco would have to develop its own independent business
strategy, marketing strategy as well as sales strategy from the onset, thus requiring a
larger initial investment than that of the Holdco option.

3. The Holdco option is the norm among municipal hydros

Our recommendation of the Holdco option is consistent with best practice in Ontario’s
electricity sector for structuring unregulated subsidiaries. There are 65 LDCs in Ontario,



of which a large majority (59%) have created Holdco’s for their subsidiaries. Examples
include LDCs in mid-sized cities such as Burlington, Oakville and Ottawa. We do not
know of any municipality that has created an independent, free-standing corporation —
as envisaged in the Newco option — to develop LDC-related businesses. We believe
that the consensus choice of Holdco structures among other municipalities reflects the
superior business risk/reward balance achieved by the Holdco option relative to other
options.

We appreciate the fact that the Holdco option would introduce a governance entity
between London Hydro and Council. Nevertheless, Holdco is directly accountable to
Council, who can exert its control and oversight over London Hydro through various
mechanisms enshrined in the Shareholder Agreements. To this end, we have proposed
statutory rights as well as additional approval rights of the shareholder in the previously
submitted draft shareholder agreements. Equally apropos to those rights, it is
suggested to provide tools to allow for the growth of the unregulated business i.e.
seeking partners to expand marketing opportunities. If needed, additional statutory
rights of the shareholder could be considered for inclusion in the Shareholder
Agreements while keeping in balance a measure of flexibility to allow Holdco to grow
the unregulated business opportunities. In other words, the above mechanisms would
ensure there is no less degree of control for Council under the Holdco option than the
Newco option. It is important to emphasize that municipal control need not be a
variable under the two options.

The major difference between the two options is the relatively larger business,
operational and financial risk associated with the Newco option. Having been very close
to the development of key London Hydro technologies and services and with experience
in marketing these services, | believe that the Newco would be a high-risk business
model. In spite of this, if the City of London elects to follow the Newco approach, then
London Hydro would assist. However, as an independent, unregulated corporation, the
Newco would be legally responsible for formulating its own business, marketing and
sales strategies.

4. Summary

London Hydro has developed a strong technology and innovation culture over the last
10 years which has led to the creation of a new utility technology platform and process
automation services. Commercializing these resources and capabilities can benefit all
the stakeholders of London Hydro. However, given the symbiotic relationship between
technology development and marketing, structural separation of marketing in an
independent Newco would introduce considerable hurdles to its success. Thus, from
my perspective, there are only two practical options for achieving the goal of continued
growth of London Hydro’s unique technologies: (i) the Holdco option proposed
previously, or (ii) the status quo. In the status quo option, London Hydro would continue
to sell its technologies and services in a limited manner in accordance with the OEB
sanctioned Bill 112 approval — London Hydro would periodically seek renewal of this
approval.



