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The rate case process: 
a conduit to enlightenment 
The utility sector is unlike any other sector of the economy. In a competitive industry, 
customers have numerous purchasing options. In the automotive or consumer 
products industry, customers can select from the product offerings of many 
different providers, and product quality and price have considerable influence on 
consumer purchasing decisions. If a seller's prices are too high or the quality of 
the product does not meet the customer's standards, the customer can select the 
wares offered by another seller. Prices in competitive industries are set by supply 
and demand in the marketplace. 
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Utilities, on the other hand, cannot simply set up shop wherever they choose. Utilities are natural monopolies because 
their capital costs are enormous. Monopolies, by definition, also have high barriers to entry. However, a company 
with monopoly power cannot be allowed to operate without oversight, otherwise the price of the company's product 
could be exorbitant. Hence, the state utility commissions were created to regulate the rates charged by the utilities 
and, together with the utilities themselves, 
investors and customers, comprise what is Regulatory compact 
known as the "regulatory compact." 

The regulatory compact is an agreement 
that is unique to the utility space and calls 
for the utility to provide safe, reliable and 
reasonably priced service, the commission 
to provide the utility with a reasonable 
opportunity to recover its costs and earn a 
return similar to that of other investments 
with similar risk characteristics, the 
customer to pay the approved rates and the 
investor to supply the capital necessary to 
maintain or expand the utility system. 

Investor
owned utilities 

provide safe and 
reliable service, 

• The rate setting process is grounded in the 
fact that utilities operate as monopolies 
where, in the absence of regulation, there 
is no market for competitive pricing of the 
utility's product. This applies to utilities in 
non-restructured j urisdictions, whereas 
in restructured jurisdictions the power 
commodity itself can be considered 
competitively priced given the presence of 
competition for generation supply. Source: Regulatory Research Associates, a group within S&P Global Market Intelligence 
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In these jurisdictions, the price of generation for "standard offer" customers - those who have not selected an 
alternative supplier - is generally set through an auction, a request-for-proposals process or through bilateral 
contracts between the competitive power suppliers and a separate state agency or the incumbent utility. In each of 
these jurisdictions, the resulting competitively determined price is passed on to the consumer, and the utility is simply 
a regulated deliverer of the power. Similar issues exist in the natural gas industry, where many customers have a choice 
of gas commodity suppliers; however, the distribution function continues to be the responsibility of the utility. 

Since there is no market-based approach to setting utility rates, with the exception of the limited cases mentioned above, 
a cost-of-service methodology is used, whereby the commission examines the utility's costs and capital investments, 
determines whether they were prudently incurred, and then adds a risk-adjusted return for the utility's shareholders 
to the prudent costs to be recovered. This figure, known in industry parlance as the "revenue requirement," is then 
translated, in most instances, into a combination of a fixed monthly charge and an additional usage-based charge, per 
kilowatt-hour for an electric utility or per therm for a gas utility, which are used to determine each customer's total 
monthly bill. 

The commissioners 
Utility commissions in the U.S. have between three and seven members. In most jurisdictions, commissionerships are 
appointed positions, and these appointments are typically made by the chief executive of the jurisdiction. However, 
in 15 jurisdictions, utility commissioners are elected. Commissioners have considerable influence over utility policies 
and rate case outcomes, and some jurisdictions are more politicized than others. For an overview of the selection 
process at the state and federal utility regulatory agencies followed by Regulatory Research Associates, a group within 
S&P Global Market Intelligence, refer to the 1/14/20 Topica l Special Report entitled "The Commissions." For detailed 
information on the composition of each commission and its unique policies, refer to RRA's Commission Profile pages. 

Commissioner selection methods in the US 

C 

D 
Appoi nted Direct voter e lections; elected by d istrict Elected by General Assembly E::! Other 

Data as of May 15. 2020. 
• The Pu bite Ut1hty Comm1ss,on of Texas members are appointed by the governor. while members of 
the Railroad Commission of Texas arc elected in statew,do elections 
Map credit: Jose M1euet Fidel C. Javier 
Source. Regulatory Res~arch Assoc1att:S, a group w1thm S& P Global fAarket lnteHgence 
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The rate case process 
If the utility f inds itself in a position of needing to raise its prices, the company 
must come before its state commission and file a rate case, unless it is 
already required to initiate rate proceedings at regular intervals. The reasons 
for a rate case filing are numerous, but they are generally due to investments 
the utility has been making, changes in expenses and cost of capital, and the 
impact of broader economic forces such as inflation or a sluggish economy. 

A rate case is a quasi-judicial process, although there is no jury and the 
final outcome is determined by the commission. In some jurisdictions, the 
commission presides over the hearings and all aspects of a case, but in 
most instances the commissioners get involved at the end of the proceeding 
and make their decision after reviewing the entire case record. The process 
is complicated and costly, sometimes taking as long as two years to be 
completed. Utilities do not enter into a rate case lightly. 

The process begins with the uti lity's fil ing, which includes the testimony of 
several witnesses. The company quantifies the additional revenue it bel ieves 
it needs to recover its operating costs, depreciation expense and taxes, and 
to allow its shareholders to earn a reasonable return. Each witness supports 
a specific aspect of the company's filing, e.g., depreciation, rate of return or 
pension costs. The commission will schedule a series of local public hearings 
that offer ratepayers an opportunity to speak their mind about whatever 
it is the utility is proposing. The commission is not supposed to let the 
comments from these hearings factor into their decisions on case-specific 
issues because the comments are not part of the case record. However, 
commissioners are not immune to the public outcry that often accompanies 
a rate case. 

At some point during the process, after the intervenors have had a chance 
to digest the company's application, they will file their direct testimony, in 
which they outline their recommendations on the proposals put forth by the 
company. The parties will critique nearly every aspect of the util ity's request, 

Rate case process* 

Acfeement 
•eacned 

As of Jun• 11, 2020. 

Ut 1hty flies nottCa 
of intent with 
comm1ss,on 

comm1ss1on 
order 

•
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* Ac11on may tah ptace depending on c:ommts:J;1on rul.s and procedu,h. 
Credit:Ct1tWeeks 
Soun:e: Regulatory Research Associate s, a groupw1th 1n 
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with the recommendations tailored to suit the needs of the relevant constituent group. Usually the commission's staff, 
a state attorney general and/or another state agency represent the public interest, primarily as it relates to residential 
customers, and their stance on rate case matters tend s to be very different from that of the company. Every jurisdiction 
is different, but intervening entities can also include an individual large commercial or industrial customer or a 
consortium of such customers that may have a rather limited focus, a municipality or group of municipalities in which 
the utility operates, a group seeking to advance an environmental agenda and/or an organization that advocates for the 
needs of a particular segment of the population, such as retired ratepayers. 

After this initial round of testimony, more testimony is filed in which the parties address their concerns with the positions 
taken in earl ier rounds, and sometimes they will hold firm on their positions. But more often than not, the parties will 
begin settlement discussions t o see if they can arrive at some sort of middle-of-the-road position on some or all of the 
outstanding issues in the proceeding. At the very least, this will narrow the gap between the parties' respective revenue 
requirement positions. If a consensus is reached regarding a stipulated rate increase, then the parties - at least some 
of them - will sign a settlement and file it with the commission. A settlement will generally shorten the time frame 
required to complete a rate case, since some of the other steps in the process can be eliminated . 

If the parties are unable to reach a comprehensive agreement on the outstanding issues, the case will proceed on a 
litigated track, and the commission will need to rely on the evidence in the case as it develops a final decision on the 
issues. Frequently, a commission administrative law judge will issue a proposed order, effectively a recommendation, 
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for the commissioners to consider for approval. At this point, the comm issioners will hold a meeting and vote on a 
final order, and some commissions allow the public to listen in on their dialogue. The public may still not know what is 
included in the order but at least can feel that they are informed. Other commissions will simply issue their order with 
little advance notice. 

Although the commission may have issued a final order, the case may not be completed , especially litigated cases, as 
the utility and some of the intervenors may not agree with aspects of the commission's order. The company may feel 
that the authorized ROE is out of line with prevailing industry returns, or the consumer advocate or attorney general 
may contend that the commission had no legal justification for allowing implementation of a rate rider. 

For parties with objections to the final outcome, the initial remedy would be in the form of a request for reconsideration, 
and the parties can attempt to substantiate their claims. From that point, the commission could either simply affirm or 
amend the order in light of a new or compelling argument presented during the reconsideration process. 

Once the commission acts on the requests for reconsideration, any further amendatory requests would need to be 
made in the form of a legal appeal to a court with jurisd iction over the commission's orders. The appeals process 
can be drawn out, and it is not uncommon to see utility rate matters get tied up in court for several years. However, 
a commission order being on appeal does not mean that the utility is prohibited from filing a new rate case, as the 
appeal process does not have to play out in its entirety before another case can be fi led. By and large, most commission 
decisions typically have been upheld by the courts, but the court may remand or reverse a decision if the commission's 
ruling is determined to be in violation of the law. 

The importance of the test year 
An analysis of a utility's revenue requirement begins with the selection of a test year, which is simply a 12-month period 
used as a base line in examining the utility's actual revenues and expenses if a historical test year is chosen or a future 
12-month period with a forecast of the utility's revenues and expenses if a fully forecast test year is selected. A hybrid 
approach of both methods can also be used. 

Using its test-year financial data as the starting point, the utility proceeds to make adjustments for items that may not 
be representative of its operations going forward. For example, the utility may have filed a rate case on Jan. 1, 2020, 
and chosen a test year that ended on June 30, 2019. A wage increase for the company's unionized employees may have 
become effective in September 2019, but is not reflected in the financial results for the 12 months ended June 30, 
2019. The approved rate change will not be implemented until late-2020, at which point the wage increase has long 
since been in place, so t he utility will adjust its per-books labor expense level upward to reflect this in the new case. 

Alternatively, the summer cooling season for an electric utility during the test year could have been abnormally hot, and 
the company's kilowatt-hour sales could have been abnormally high. In that situation, an adjustment to the utility's test 
year revenues could be warranted , wh ich all else being equal, would have the effect of showing a greater need for a rate 
increase. Ideally, the utility will seek to select a test year and make appropriate adjustments to provide a representative 
picture of what its financial performance will be like during the first year that the new rates are in effect. 

Determining the revenue requirement 
Since the traditional utility revenue requirement formula is based on costs, the process used to determine a utility's 
revenue requirement begins with the expression below. At this point, th is is pure accounting and not unique to the 
utility space. 

Revenue 
Operating 
expenses 

Depreciation Taxes 
Net operating 

incom e 
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In the next equation, revenue has been isolated and renamed "revenue requirement." 

Net operating 
income 

Operating 
expen ses 

Depreciation Taxes 
Revenue 

requirement 

In the third iteration of the formula, net operating income, or NOi, has been replaced with the product of the utility's 
rate of return and its net assets. Since NOi includes the funds necessary to service all the utility's securities, e.g., debt, 
preferred stock and common stock, NOi must equal the product of the overall rate of return, or cost of capital, and the 
asset base. It is essentially the pool of money left over for investors after all the direct costs of doing business have 
been satisfied. 

Rate of 
return 

Net 
assets 

Operating 
expen ses 

Depreciation Taxes 
Revenue 

requirement 

In the fourth version, net assets has been renamed "rate base," which is a regulatory term that refers to the company's 
net utility assets, as determined by the commission, that are "used and usefu l" in the provision of service to ratepayers. 

Rate of 
return 

Rate 
base 

Calculating the rate change 

Operating 
expenses 

Depreciation 

The above equations give rise to the company's total revenue requirement. 
However, the process must shift to the determination of the rote change that 
is required so that the company can collect its total revenue requirement. In 
simple terms, the commission reviews the utility's revenue and prudent costs 
for the selected test year and considers the resulting NOi for that period. If the 
company's NOi is determined to be inadequate, a rate increase is authorized. 
Conversely, if the NOi is found to be too high, a rate reduction can be ordered. 

The following expression is the common formula for calculating a rate change, 
which in industry speak means the additional revenue the utility is proposing, 
or that an intervenor is recommending or that the commission is authorizing. 
The equation has three variables - or four, if the tax factor is considered -
and these variables are shown with an asterisk; everything else is the result of 
plugging the appropriate variable into the equation. 

Taxes 
Revenue 

requirement 

Calculating the rate change 
Rate of return• 

x Rate base• 

Required NOi 

NOi under current rates• 

NOi deficiency 

x Tax factor 

Rate adj ustment 

•indicates that f igures are variables and not 
the result of a calculation in the equation. 
Source: Regulatory Research Associates, a 
group within S&P Global Market Intelligence 

Rote of return - The first variable in the expression is the rate of return, which is the result of a weighted-average cost 
of capital calculation and generally includes the cost of debt and the cost of equity. 

While the cost of a company's debt securities can be gleaned by reviewing the stated cost rates for each particular 
debt issue, there is no stated return for common equity. If an investor were to buy a utility stock, he or she would not 
be promised any specific return on their investment. There is no coupon rate for common equity, and the return will 
simply be the sum of any dividend income the investor will receive over time and the price appreciation or reduction 
experienced during the holding term. 

What does this mean in terms of calculating the ROE? It means that informed individuals can disagree on what the 
appropriate return should be, even though they rely on established financial theory to arrive at an estimate for the 
cost of equity. In utility rate cases, the estimated ROE is very subjective, and even slight variations to the inputs in the 
formulas commonly used can produce significant differences between what each party th inks is an acceptable equity 
return for the company. 
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Rate base - The second variable shown in the rate change calculation is the rate base value. At a very basic level, 
rate base is a utility's prudent capital investment, as authorized by the commission, net of accumulated depreciation. 
Rate base may include other items such as commission-approved deferred costs known as regulatory assets, certain 
pension contributions and items that may be used to offset the value of rate base, such as accumulated deferred 
income taxes, or ADIT, and customer deposits. But in its simplest form it is the used-and-useful net asset base from 
which the utility provides service to customers and upon which it is allowed to earn a rate of return. 

For electric utilities doing business in non-restructured jurisdictions, rate base includes the net value of investments 
in generation, transmission and distribution infrastructure. In states that have restructured their electric markets and 
where the generation supply is now competitively procured, the generation assets are no longer included in the rate 
base calculation. In restructured jurisdictions, legacy utility generation plants have either been divested entirely to a 
merchant generation company or transferred to an affiliate of the utility, and these plants are no longer economically 
regulated. 

For gas utilities, rate base includes the pipes and mains that are used in the provision of distribution service. But when 
it comes to valuing rate base, many other items can be included in or used to offset the net value of the utility's plant and 
equipment. For example, equipment inventories are typically included in rate base, as is cash working capital, which is 
the amount of cash required by a utility to pay the day-to-day expenses incurred to provide service to customers. 

Calculating rate base can be complicated due to certain policy considerations. For example, what period of time 
should the commission use to measure rate base? Should it be a specific historical date, with "known-and-measurable 
changes" recognized? Should it be a date in the future that contains projections? Using projections generally produces 
a higher rate base. Should rate base be determined as of the end of the rate case test year - a year-end valuation 
- or should it be based on the average of the monthly rate base values over the course of the test year? Does the 
commission include construction work in progress, or CWIP, in rate base? 

Including CWIP in rate base allows the utility to collect a cash return on the asset under construction prior to completion. 
If CWIP is not included in rate base, accounting standards dictate that the utility is to record a non-cash adder known as 
allowance for funds used during construction, or AFUDC, which represents the accrued financing charges associated 
with CWIP that is not yet included in rate base. AFUDC is equal to the assumed rate of return on the CWIP balance, with 
the amount included on the utility's income statement during the period in question. With AFUDC, earnings remain 
whole during construction, but there is no impact on the company's cash flows. Once the plant is completed, the 
accumulated AFUDC is generally included in rate base as plant-in-service. Several states have statutes that prohibit 
the inclusion of CWIP in rate base. 

Regulatory assets, which are also frequently included in rate base, are unique to utilities and are the product of 
accounting standards. A regulatory asset is created when the utility's regulator authorizes the deferral, to a future 
period, of a given expense - including depreciation and storm restoration expense - that would normally be recorded 
on the company's income statement during the present period. Accounting convention says that the prospects for 
future recovery, in rates, of the cost item in question must be probable for an expense to be deferred. The deferred costs 
give rise to a regulatory asset that is l ikely, but not guaranteed, to be included in rate base at some point in the future 
and amortized over a number of years. Regulatory assets are not generally physical plant assets, and this is one of the 
reasons why simply taking the value of the company's net plant as a proxy for rate base is not advisable. 

State util ity commissions have approved the use of deferral techniques for various costs in recent years, perhaps 
most prominently for costs incurred to restore service after large storms. Few industry participants ever imagined that 
similar measures might need to be taken to respond to the effects of a pandemic. However, several jurisdictions are 
examining the merits of using deferral treatment to address changes to utility cost profiles and "lost revenues" due 
to COVID-19. 
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Proposals to defer lost revenues are similar to what would occur with a decoupling mechanism. A decoupling 
mechani sm essentially allows the utility to defer fixed costs that it fails to recoup through volumetric charges due to 
customers' participation in conservation programs, weather fluctuations or altered economic conditions, changes in 
demographics or even the departure of a large customer. The util ity is then allowed to recover the deferrals associated 
with the unrecovered fixed costs through a mechanism over a period of time, generally with carrying charges on the 
deferred balance. 

ADIT arises due to the tax timing differences created by the 
alternate depreciation calculations from the straight-line method, 
which is used for financial statement purposes, and the accelerated 
method that is used for tax purposes. The utility is collecting, at 
present, a portion of the tax liability it will owe at some point in the 
future, and the cost-free funds need to be accounted for. ADlT can 
either be accounted for as a reduction to rate base, as is the case 
in most jurisdictions, or as a source of zero-cost capital in the rate
of-return calculation. If an analyst were to leave AD IT out of the rate 
base calculation, they would be artificially inflating their estimate 
of the utility's rate base, and accordingly, its revenue requirement. 

Examples of capital structures determined using these 
methodologies are depicted above. On the top of the figure, 
a traditional capital structure is shown, while the one on the 
bottom includes deferred income taxes as a zero-cost item. The 
vast majority of jurisdictions use a traditional capital structure; 
Arkansas, Florida, Indiana and Michigan rely on the alternative 
technique. 

NOi under current rates - The third variable in the equation is 

Capital structure (%) 
Atmos Energy Corp. - PSC Case No. 2018-00281 

Percent of Weighted-
Type of capital capitalizat ion Cost rate cost rate 

Long-term debt 39.73 4.56 1.81 

Short-term debt 2.21 3.40 0.08 

Common equity 58.06 9.65 5.60 

100.00 7.49 

Regulatory capital structure 
Northern Indiana Public Service Co. - IURC Ca. No. 44988 

Percent of 
Type of capital cepitallntlon Cos t rate 

Weighted · 
cost rate 

Long-term debt 

Customer deposit s 

Deferred income taxes 

Prepaid pension a sset 

Post-employment liability 

Post-1970 in\/estment tax credit s 

Common equity 

36.80 

1.22 

21 .10 

-7.43 

1.39 

0.04 

4 6.88 

4.94 

4.91 

0.00 

0.00 

0.00 

7 .69 

9,85 

1.82 

0.06 

0.00 

0,00 

0.00 

0.00 

4,61 

100.00 6.50 

Dat11 compiled June 11, 2020. 
PSC"' Kent'ucky Pub lic Strviet Comm1ss1on: IURC = Indiana Utility Regulatory 
Commission 
Source: Regulatory Research Associates. a group within S&P Global Market 
Intelligence 

NOi under current rates, which is basically the NOi the utility would be expected to achieve if its rates were to be 
left unchanged. This figure is pulled from the financial exhibits the utility submitted in its rate case application and 
includes adjustments such as employee wage increases. It is another variable that can vary considerably in a rate case. 

As an example, increased executive incentive compensation expense, all else being equal, would lead to a lower NOi 
under current rates, and, working through the rate change formula shown previously, a greater need for a rate increase. 
But this variable cuts both ways. The intervenors in a rate case might recommend that a portion of the company's 
executive incentive compensation expense be disallowed and excluded from the calculation of this variable if it is 
demonstrated that the cost was tied to a financial metric that only benefitted shareholders. Disallowing recovery of 
these costs would result in a higher NOi under current rates and would lead to a lesser need for a rate increase. The list 
of potential NOi adjustments is extensive, and there is ample opportunity for the company and the parties to propose 
adjustments that can significantly impact the revenue requirement in the case. 

The required NOi will be compared to the NOi under current rates, and the difference is referred to as the NOi deficiency, 
indicating a need for a rate increase, or the NOi sufficiency, suggesting that rates should be reduced. Th is is a net amount 
that needs to be grossed up for taxes, since the utility is permitted to collect amounts that will be remitted to its taxing 
authorities. Generally speaking, corporate taxes will take a 20%-25% bite out of pretax income, so multiplying the NOi 
deficiency or sufficiency by about 1.35 - the reciprocal of 75% - will give the top-line revenue change number. 

Rate design 
Once a utility's revenue requirement has been determined, the task of establishing a new set of tariffs has to be tackled . 
The approved change in revenues needs to be allocated to each customer class before new rates can be implemented. 
Generally speaking, the utility's revenue requirement is supposed to be collected from each customer class according 
to the relative share of the company's cost to serve those customers. There are different methodologies for doing 
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this, but they all attempt to allocate the utility's cost of service in a justified manner, at least in theory. The reality is 
that sometimes one class ends up being allocated a disproportionate share of the revenue requirement. Residential 
customers vote and utility matters tend to be politicized, and regulators, especially those that are elected to their 
positions, may be reluctant to elicit backlash from residential ratepayers. In such a situation, the commercial and 
industrial customer classes could be hit with an above-average share of a rate increase. On the other hand, some 
jurisdictions may be trying to attract new businesses to their area for economic development reasons and could 
be inclined to allocate a larger-than-average share of any approved revenue increase to the residential class. The 
circumstances can vary widely by jurisdiction, and there is no one-size-fits-all approach to revenue requirement 
allocation. But inter-class subsidies do exist. 

The revenue requirement for each class will need to be divided by the estimated number of un its of the product that 
will be sold over the next 12 months. For an electric utility that serves 75,000 residential electric customers that are 
forecast to use, on average, 1,000 kilowatt-hours per month, 900 million kilowatt-hours are sold in total, or 900,000 
megawatt-hours, per year. If the utility has been authorized a $7 mill ion base rate hike, of which $3 million has been 
allocated to the residential customer class, then that $3 million in additional revenue will need to be converted into 
a per-unit charge that will ultimately be used in determining each customer's monthly bill. Dividing $3 million by 900 
million kilowatt-hours gives 3 tenths of 1 cent. So a residential customer of this utility would be paying an extra $3 per 
month going forward, or $36 per year. 

Estimating the ROE 
There are several methodologies for estimating an ROE for a utility in a rate case, although there are a select few that 
are consistently recognized by utility commissions. 

Discounted cash flow, or DCF - The DCF model calculates ROE by dividing the company's dividend, in dollars, by its 
observable market price and then adding an assumed growth rate, as shown below. 

Dividend/ 
market price 

Growth 
rate 

Required return 
on equity 

If a company's dividend is expected to grow at different rates over a period of time, then a multistage DCF approach 
can account for this. The DCF model is one of the standard formulas for estimating ROE in rate cases, but as is the case 
with any formula or model, the output is only as good as the inputs, so it is important to make reasonable assumptions 
regarding the growth rate. 

Capital Asset Pricing Model. or CAPM - The CAPM is also given significant weight by the commissions and is 
depicted below. 

Risk-free 
rate 

Expected market 
return premium 

Utility stock's 
beta 

Required return 
on equity 

The CAPM uses as the starting point for determining the ROE the yield on a long-term U.S. Treasury bond . This rate is 
the risk-free rate of return in the formula. Since all securities are, by definition, riskier than the riskless government 
bond, an ROE for those securities will need to reflect some sort of premium over the risk-free return. The CAPM 
approach adds the product of the stock's beta - the systematic risk factor for the company, calculated by looking 
at the relationship between the stock's historical price movements and those of the broader market - and a market 
return premium. The market return premium is simply the expected "excess" return for the stock market over the risk
free rate and is also calculated with historical price movements in mind. The sum of the risk-free rate and the product 
of the stock's beta and the market return premium will give an estimate of an appropriate ROE for a utility. 
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Comparable earnings - Many commissions consider the results of a comparable earnings analysis when establishing 
an authorized ROE. This approach assumes that a given investment should earn a return similar to that of investments 
with similar risk characteristics. Generally speaking, utility commissions have a preference for the DCF and CAPM 
methodologies and , instead of relying on one or the other, will often take an average of the ROE estimates these two 
models produce. 

Certain factors may impact the ROE ultimately authorized. For example, if the utility is an electric distribution company 
with no regulated generation assets, the commission may consider this company to be a lower-risk entity and authorize 
a slightly lower ROE than it would for a fully integrated electric company. In addition, commissions may authorize a 
slightly lower ROE for companies that utilize several adjustment clauses that allow for timely recognition of changes in 
certain expenses out side of a general rate case. Over the years, there have also been ROE authorizations that reflected 
incentive awards for superior management performance or less-than-stellar service qualit y. 

The bottom line is that there is no "correct" way to calculate an appropriate ROE. As is the case with most financial 
models, the output is only as good as the input, which means that estimating the variables in any ROE formula is an 
important undertaking. 

Authorized Energy ROEs - a temporal analysis 
Through the first three months of 2020, the average ROE authorized for the electric utilities nationwide was 9.58%, 
including limited-issue proceedings where in many instances incentive ROE premiums were included; excluding these 
cases from the data, the average authorized ROE was 9.45%. The average ROE authorized for the gas utilities over this 
same period was 9.35%, a historic low. These returns are roughly 300 basis points lower than they were in 1990. As 
demonstrated in the following chart, there are relative movements from one year to the next, but the trend is clear. 

The gap between the authorized RO Es for electric and gas utilities was relatively t ight in the early 1990s, when authorized 
ROEs for both sides of the business tended to move in lockstep. Beginning later that decade, the gap narrowed even 
further following t he advent of electric industry restructuring. As certain states restructured their electric markets, 
their utility commissions began to authorize slightly lower equity returns for the electric utilities that had become 
essential ly just transmission and distribution, or T&D, utilities. Thus, the ROEs shown for t he electric utilities reflect a 
blend of ROEs approved for integrated and T&D-only utilities. 

Average electric and gas authorized ROEs (%) 
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Data compiled on June 9, 2020. 
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Source: Regulatory Res earch As sociate s, a group wit hin S&P Global Market Intelligence 
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The relationship between authorized ROEs for electric and gas utilities generally held for much of the 1990s and 
continued into the 2000s, and around the middle of the decade, the gap began to widen. In the last 10 years or so, 
the gap has been as much as 30 to 40 basis points, largely due to ROE premiums that are being accorded certain 
generation projects. Due to the sheer magnitude of the costs involved with building new generation, regulators in some 
jurisdictions have found it worthwhile to incentivize utilities to proceed with these projects through plant-specific ROE 
premiums. In recent years, however, the returns have again begun to narrow. 

Authorized vs. earned ROEs 
A utility's authorized ROE is that which has been specified by the commission in a rate case for the company. It is used 
to calculate the overal l return that is applied to the utility's rate base and is reflected in the rates that customers are 
charged . By contrast, the earned ROE reflects actual results achieved by the company over a period of time. The two 
numbers do not have to be equivalent and are usually not. 

Commissions are required by the regulatory compact to provide the utility with a "reasonable opportun ity" to earn the 
authorized ROE, but that is by no means a guarantee. Utilities are not guaranteed any sort of return by their regulators, 
although for some regulatory frameworks that are based on a formulaic or performance-based ratemaking structure, 
this is not necessarily true. But those circumstances are not the norm. 

Assuming the commission did not adopt any meaningfu l disallowances in the utility's most recent rate case and the 
test year that was used in the case was not too old, the company may be able to earn that return if it operates the 
business efficiently. However, for those utilities that are continually subject to regulatory lag - meaning t hat their 
authorized revenue requirement does not reflect the full value of the investments that are currently being used to 
provide service - they may never be able to earn their authorized ROEs. 

Rate case example 
In a gas rate proceed ing decided in 2019 for Atmos Energy 
Corp., the company had supported a $14.4 million rate 
increase. The company used a test year that was fully 
forecasted at the time the case was initiated. Ultimately, 
the company supported a rate base that was valued at $496 
million, a 10.4% ROE and a 7.93% overall return. Atmos said 
that its requested increase was necessitated by a "declining 
return on equity and inadequate revenue to continue to 
provide the quality of service required by the commission 
and demanded by our customers." 

In the Kentucky Public Service Commission's final order in the 
case, the commission required the company to reduce base 
rates by $0.3 million based on a 9.65% ROE, a 7.49% overall 
return and a $424.9 million rate base. The authorized overall 
return was lower than that supported by the company, the 
adopted rate base was lower and the NOi under current rates 
was higher. Each of these adjustments served to lower the 

Atmos Energy Corp. 
Approx. 

Company 
supported 

PSC difference 

Rate of return* 

x Rate base ($Ml * 

Required NOi ($M) 

- NOi under current rates ($Ml * 

NOi deficiency ($M) 

x Tax factor 

Rate adjust ment ($M) 

Data compiled June 11, 2020. 

7.93% 
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39.3 

28.7 

10.6 

1.35 

14.4 

ruling 

7.49% 

424.9 

31 .8 

32.0 

-0.2 

1.35 

-0.3 

NOi = net operating income; PSC = Kentucky Public Service 
Commission 
• Rate case variables. 

($M) 

3 

8 

4 

15 

Sources: Regu latory Research Associates, a group wit hin S&P Global 
Market Intelligence; PSC Case No. 201 8-00281 

revenue requirement relative to the rate increase that had been supported by Atmos. As shown in the accompanying 
table, the PSC's adj ustments in this proceed ing totaled roughly $15 million, representing the difference between the 
$14.4 million rate increase supported by Atmos and the $0.3 mill ion reduction ordered by the commission. 
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Using the formulas below, RRA determined that 
about $3 million of the total difference stemmed 
from the PSC's decision to adopt a lower rate of 
return that than supported by the company. There 
was about $8 million of difference attributable to 
various reductions to rate base. NOi adjustments 
accounted for the remaining roughly $4 million of the 
revenue requirement difference. 

On balance, RRA deemed this decision to be negative 
from an investor viewpoint. Although the 9.65% ROE 
authorized by the PSC approximated the average of 
returns accorded gas utilities nationwide during the 
12 months preceding the decision, the PSC rejected 
Atmos' request to terminate its pipeline replacement 
program, or PRP, rider and reflect all prospective 
costs associated with its accelerated infrastructure 
upgrades in annual base rate f ilings. However, 
the commission acknowledged certain concerns 
the company had with the nature of the PRP rider 
proceedings. In addition, the PSC took issue with the 
company's failure to request preapproval of certain 
projects through a process outlined in state law. The 
commission made it clear that it would view similar 
actions in the future unfavorably. 
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Revenue requirement differences (approximate) 
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Atmos' ROR 7.93% 
- PSC ROR - 7.49% -----
ROR difference 0.44% 
x PSC rate base _. x $424.9 (mil lion) 

Net revenue req. difference $1.9 million 
x Tax factor x 1.35 -----
Revenue req. difference $3 million 

Atmos' rate base 
- PSC rate base 

$496 million 
- $424.9 million 

Rate base difference $71 .1 million 
xAtmos's ROR _. _x _7_.9_3°_¼ __ _ 

Net revenue req. d ifference $5.6 million 
x Tax factor x 1.35 -----
Revenue req. difference $8 million 

PSC NOi $32.0 million 
-Atmos' NOi - $28.7 million 

NOi di fference ~ $3.3 million 
xTax factor x 1.35 -----
Revenue req. difference $4 million 

PSC = Kentucky Public Service Commission; ROR = rate of return; NOi = net operating income 
Sources: Regulatory Research Associates, a group within S&P Global Market Intelligence; PSC 
Case No. 2018•00281 

Electric and gas rate case activity has been quite robust in recent years. Through t he first five months of 2020, there 
were 48 major rate case decisions in the U.S. - 31 electric and 17 gas - and RRA expects an additional roughly 30 or 
more to be decided by year-end, which would bring the total number of decisions in 2020 to about 80. 

Even though recent activity is fairly robust by current standards, it still has not reached the levels seen in the 1980s, 
when as many as 200 cases were decided in a single year, 1982. This level of regulatory activity was driven largely by 
the need to achieve rate recognition of new large-scale generation facilities, particularly nuclear facilities, inflation and 
rising interest rates. 

Rate case activity continued to be significant through the first half of the 1990s but declined significantly in the 
latter part of the decade, reaching a 35-year low of 20 cases in 1999. This trend was largely due to cessation of major 
construction programs, the specter of electric industry restructuring/ retail competition and declining interest rates. 

During this period, "competition" for the electric generation portion of utility service was the industry's buzzword, and 
many utilities were attempting to minimize their retail prices in an effort to remain "competitive." In several states, 
the util ity commissions established multiyear rate plans, under which rates were frozen during a transition period in 
which the utilities were permitted to recover stranded cost s, i.e., the costs that were considered to be unrecoverable 
in a competitive retail market for electric generation service. The trend toward expanding retail competition has since 
been largely halted . 

In addition, at the time interest rates were comparatively low, and many utilities had previously been authorized rates 
of return that were deemed to be much higher than those they could expect to be awarded in a new rate case. Also, 
construction activity had dropped following the end of the 1980s construction boom, and there were fewer large capital 
investments for which utilities would typically seek rate recognition. Consequently, there was little expectation that 
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a rate case would result in approval of a higher revenue requirement. In addition, technological improvements that 
reduced operating costs may have allowed the companies to delay filing new rate proceedings. 

From 2000 through 2006, rate case activity increased somewhat but remained relatively sluggish due to the extensive 
rate freezes that had been required by many of the states that implemented retail competition as well as persistent 
declines in interest rates and authorized RO Es and a focus on cost-cutting and management efficiency. 

Rate case activity picked up more sharply beginning in 2007, as the previously mentioned restructuring-related rate 
freezes expired and traditionally structured companies that had remained out of the rate case arena found that they 
could no longer use operational efficiency gains to offset the revenue requirements associated with new investments 
and increasing employee costs. 

Rate case activity hit another peak in 201 O when 129 cases were decided, and in recent years, rate cases have continued 
to occur at a fairly brisk pace as utilities seek to : (1 ) achieve rate recognition of new investment in electric generation 
to meet new demand and satisfy environmental compliance obligations in vertically integrated jurisdictions as well as 
to meet renewable resource mandates ; (2) reflect in rates electric and gas transmission and distribution infrastructure 
investments needed to remediate damage caused by severe weather, improve reliability, protect against future outages, 
replace aging infrastructure particularly on the gas distribution side in the wake of pipeline incidents, and deploy new 
technologies such as smart meters in order to facilitate energy conservation programs and renewables initiatives; (3) 
recover increasing employee healthcare and pension costs; and (4) address the earnings impact of reductions in sales 
volumes due to weather, customer participation in energy efficiency programs and weak economic conditions. 

RRA expects this level of activity to continue for the foreseeable future, as many of the drivers of rate cases noted 
above represent complex issues that will need to be addressed over the long term. For a full list of past and pending 
rate cases, rate case st atistics and upcoming event s, visit the energy research home page. 
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Utility industry stakeholders have developed innovative techniques to achieve timely rate recognition of investments 
in certain projects and increases in key expenses. One such technique is the adjustment clause, which effectively 
shifts the risk associated with recovery of the expense in question from shareholders to customers, because, if the 
clause operates as designed, the company is able to change its rates to recover its costs on a current basis without any 
negative effect on the bottom line and without the expense and delay that accompanies a rate case filing_ 

The electric and natural gas utilities' use of adjustment clauses to recover variations in certain costs outside of the 
traditional rate case process has its origins in the 1973 Arab oil embargo, when fuel costs skyrocketed, leaving the 
utilities with no way to recover the increased costs in a timely manner. During these years, utility earnings were under 
considerable pressure, a situation that prompted some jurisdictions to establish a more constructive framework to 
allow more timely recovery of cost increases that were beyond the control of the utilities. The result was the creation 
of the fuel adjustment clause. 

Over the ensuing years, the use of adjustment clauses expanded to include other expenses that are outside the control 
of the utility or are required by law or rule, such as environment compliance costs, conservation program costs, pension 
costs, municipal taxes and franchise fees, the pass-through of transmission-related costs allocated to the utility by 
the Federal Energy Regulatory Commission and storm costs, to name a few. 

More recently, the use of adjustment clauses was expanded further to include certain types of new generation and T&D 
investment and to mitigate the impacts of fluctuations in sales due to weather, energy conservation and/or economic 
conditions. For a discussion of the most prominent adjustment clauses in place for the electric and natural gas utilities 
in the U.S., refer to the 11/ 12/19 Topical Special Report entitled Adjustment Clauses: a state-by-state overview. 

Although not adjustment clauses per se, some jurisdictions have approved the use of surcharges to recover specific 
one-time items, such as excess storm restoration costs, while expense trackers have also been widely adopted. 
Expense trackers provide for the deferral of variations in certain costs for potential recovery at a future time, when the 
commission will consider the accumulated balance for inclusion in rates. Although an expense tracker is designed to 
keep the utility's earnings whole, rates, and accordingly cash flows, do not change on a current basis. 

Alternative ratemaking 
Another construct that is akin to a rate case but is designed to address ratemaking in a more streamlined fashion is 
broadly known as "alternative ratemaking." It can mitigate regulatory lag, which as discussed earlier can prevent the 
utility from earn ing its authorized return . Alternative regulation plans can be broadly or narrowly focused. 

Broad-based plans include formula-based ratemaking plans that generally refer to frameworks where the commission 
has established a revenue requirement, including a target ROE, capital structure and rate of return for an initial rate 
base as part of a traditional cost of service base rate proceeding. Once the initial parameters are set, rates may 
adjust periodically to reflect changes in expenses, revenue and capital investment. These changes generally occur on 
an annual basis, and there may be limitations on the percentage change that can be implemented in a given year or 
period of years. 

Under multiyear rate plans, the comm ission approves a succession of rate changes that are designed to take into 
account anticipated changes in revenues, expenses and rate base. The commission may approve a static authorized 
ROE or the plan may provide for adjustments to the ROE during the plan's term . These plans often include true-up 
mechanisms to ensure that the company makes the investments it has committed to make at the inception of the plan. 
The plans often include earnings sharing mechanisms and may also include performance-based ratemaking provisions. 
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RRA Regulatory Focus: Adjustment Clauses 
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Earnings sharing mechanisms allocate to ratepayers and shareholders earnings that differ from a target or target 
range established by the commission. These mechanisms can also be implemented as part of formula rate plans and 
multiyear rate plans, in conjunction with a rate freeze, as part of a merger related filing or on a stand-alone basis as 
part of a rate case. 

As of April 2020, 13 of the 53 jurisdictions followed by RRA had formula based ratemaking plans in place for at least 
one company in the jurisdiction, including jurisdictions where such plans were combined with other mechanisms. 
There are 17 jurisdictions in which a multiyear rate plan is in place for at least one utility, including instances where 
it is combined with other types of plans. Earnings sharing mechanisms are in place for at least one utility in 25 
jurisdictions, on a stand-alone basis or as part of either a multiyear plan or a formula-based ratemaking mechanism. 
In a handful of other jurisdictions, legislation or commission rules permit these types of plans, but the commission 
has yet to approve a specific plan for one of the utilities. 
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Narrowly focused plans generally target a specific type of behavior or investment on the part of a utility. For example, 
some may allow a company to retain a portion of cost savings relative to a base level of some expense type, such as 
fuel, purchased power or pension costs. 

Others might permit a company to retain for shareholders a portion of off-system sales or capacity release revenues. 
Still others provide a company an enhanced ROE for achieving operational performance targets, customer service 
metrics, reliability standards, demand reduction targets under energy conservation programs or for meeting or 
exceeding renewable portfolio standards. 

In some instances, comm issions have approved ROE premiums for specific types of plant investment when there 
was a preference for in-state generation versus wholesale power purchases, or in order to incent the deployment of 
renewable resource facilities. 
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While narrowly focused plans do not necessarily stream line the regulatory process the way that more broadly focused 
plans do, they do provide the utilities with the opportunity for earnings enhancement that could offset the impact of 
regulatory lag. 

As utilities continue to grapple with increasing capital requirements and a shifting utility landscape, RRA expects 
increased use of these and new types of alternative regulation frameworks. For a discussion of the alternative 
ratemaking frameworks currently in place in each jurisdiction, refer to the Alternative Regulation section of the state 
Commission Profiles. 

Contributors: Charlotte Cox, Jim Davis, Lillian Federico, Lisa Fontanella, Jason Lehmann, Dan Lowrey, Amy Poszywak. 
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RRA Regulatory Focus 
State Regulatory Evaluations 
Assessments of regulatory climates for energy utilities 
Regulatory Research Associates, a group within S&P Global Market Intelligence, 
evaluates the regulatory climate for energy utilities in each of the jurisdictions 
within the 50 states and the District of Columbia, a total of 53 jurisdictions, on 
an ongoing basis. The evaluations are assigned from an investor perspective and 
indicate the relative regulatory risk associated with the ownership of securities 
issued by each jurisdiction's energy utilities. 
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Each evaluation is based upon consideration of the numerous factors affecting 
the regulatory process, including gubernatorial involvement, legislation and 
court activity, and may be adjusted as events occur that cause RRA to modify its 
view of the regulatory risk for a given jurisdiction. 
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RRA also reviews evaluations as key rate case and other regulatory decisions are issued when updating Commission 
Profiles and when publishing this quarterly comparative report. The issues considered are discussed in RRA Research 
Notes, Commission Profiles, Rate Case Final Reports and Topical Special Reports. RRA also considers information 
obtained from contacts with commission , company and government personnel in the course of its research. The fi nal 
evaluation is an assessment of the probable level and quality of the earnings to be realized by t he state's utilities as a 
result of regulatory, legislative and court actions. 

An Above Average designation indicates that, in RRA's view, the regulatory climate in the jurisdiction is relatively more 
constructive than average, representing lower risk for investors that hold or are considering acquiring the securities 
issued by the utilities operating in that jurisdiction. 

At the opposite end of the spectrum, a Below Average ranking would indicate a less constructive, or higher-risk, 
regulatory climate from an investor viewpoint. 

A rating in the Average category would imply a relatively balanced approach on the part of the governor, the legislature, 
the courts and the commission when it comes to adopting policies that impact investor and consumer interests. 

Within the three principal rating categories, the designations 1, 2 and 3 indicate relative position, with a 1 implying a 
more constructive relative ranking within the category, a 2 indicating a midrange ranking within the category and a 3 
indicating a less constructive ranking within the category. 

State regulatory rankings distribution* 

18 l 
16 1 

: l -AA1 

As of May 20, 2021 . 

_I I 
AA2 AA3 A1 A2 

RRA Ranking 

A3 

* Graph is based on rankings of regulatory climate for energy utilities only. 
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Source: Regulatory Research Associates, a group within S&P Global Market Intelligence 

RRA attempts to maintain a " normal distribution" of the rankings, with the majority of the states classified in one of the 
three Average categories. The remaining states are then split relatively evenly between the Above Average and Below 
Average classifications, as seen in the accompanying chart that depicts the current ranking distribution. 

For a more in-depth discussion of the factors RRA reviews as part of its ratings process, see the Overview of RRA 
rankings process section that begins on page 8. 
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In the previous "State Regulatory Evaluations" report, which was released March 3, 2021, RRA made four ranking 
changes - the rankings of the Louisiana Public Service Commission and the New Orleans City Council were each 
lowered one notch, while the rankings of Maryland and Mississippi moved up one notch. 

With the issuance of this update, RRA is again modifying the ranking of four jurisdictions. 

Historically, RRA has viewed the Arizona regulatory environment as somewhat restrictive from an investor perspective, 
A recent court ruling upended decades of precedent of Arizona Corporation Commission, or ACC, rulemaking autonomy 
that was derived from the commission's status as a constitutionally created rather than a legislatively created entity. 
The court ruled that the authority of the state legislature can, in fact, supersede that of the ACC regarding certain non
ratemaking matters, adding a degree of uncertainty as the state addresses energy transit ion and regulatory reform 
issues. Recent enactment of legislation governing the appeals process for ACC decisions introduced yet another layer 
of uncertainty. In light of these developments and in order to maintain balance in the ranking system, RRA is lowering 
the ranking of Arizona regulation to Below Average/1 from Average/3. 

RRA is raising the ranking of Maryland regulation to Average/3 from Below Average/1. This is the third upward 
change for Maryland in the last couple of years and reflects the continuation of more constructive trends including 
the adoption of a multiyear rate plan framework that incorporates forward-looking test periods and will in the future 
include performance-based ratemaking provisions, adoption of authorized equity returns that are above prevailing 
industry averages when established, the commission's adherence to its historical practice of using actual utility capital 
structures to set rates, the willingness of regulators to move to year-end rather than average valuations for safety and 
reliability expenditures and constructive treatment of COVID-19 costs. 

In Oklahoma, legislation was recently enacted allowing the state's utilities t o securitize, following issuance of a financing 
order by the Oklahoma Corporation Commission, the costs they incurred in connection with the severe February weather 
event. Costs eligible to be securitized include, but are not limited to, fuel, purchased power, and natural gas commodity 
costs, and fuel-related storage costs. In recognition of the financial flexibility the new law affords the utilities, RRA is 
raising its ranking of Oklahoma's energy regulatory climate from Average/ 3 to Average/ 2 at this time. 

RRA is lowering the ranking of Texas regulation as it pertains to electric utilities, which are regulated by the Public 
Utility Commission of Texas, from Average/2 to Average/3. The downgrade reflects ongoing uncertainty with respect 
to the regulatory construct that will be in place within the Electric Reliability Council of Texas in the wake of power 
outages and price spikes during a severe weather event in February. 

The ensuing controversy has already led to changes in the makeup of the ERCOT board and the resignation of all three 
members of the PUC. Two new members have been appointed and confi rmed, but a vacancy remains unfilled as the end 
of the legislative session approaches. It is unclear whether Gov. Greg Abbott will appoint a third commissioner prior to 
adjournment or whether, despite the ongoing controversy, he will appoint someone after the session ends, who would 
then be permitted to serve until the end of the next legislative session, which will not convene until 2023. 

Against this backdrop, the legislature is considering bills that would expand the commission membership to five 
and change the selection process and qualifications for new commissioners going forward. Measures are also being 
considered to change the pricing mechanisms within ERCOT, even as the PUC refused to reprice power sold during the 
height of the emergency. Bills are also pending that would require more stringent weatherization practices and address 
recovery of excessive supply costs that impacted the vertically integrated utilities outside of ERCOT. 

In addition , the PUC has opened a series of proceedings to address various aspects and implications of the weather
related events. See the Texas section of the report entitled "RRA Report Major utility cases in progress - Pending 
significant non-rate case activity" for further information. 
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RRA state regulatory evaluations 
State-by-stat e listing - energy 

Jurisdiction Ranking Jurisdict ion Ranking 

Alabama Above Average/ 1 Louisiana-NOCC Average/ 3 

Alaska Below Average/ 1 Louisiana-PSC Average/ 2 

Arizona** Below Average/ 1 Maine Average/3 

Arkansas Average/ 1 Maryland* Average/3 

California Average/2 Massachusetts Average/2 

Colorado Average/ 1 Michigan Above Average/3 

Connecticut Average/3 Minnesota Average/2 

Delaware Average/3 Mississippi Average/1 

District of Columbia Below Average/ 2 Missouri Average/3 

Florida Above Average/ 2 Montana Below Average/ 1 

Georgia Above Average/ 2 Nebraska Average/ 1 

Hawaii Average/2 Nevada Average/2 

Idaho Average/2 New Hampshire Average/3 

Illinois Ave rage/2 New Jersey Below Average/1 

Indiana Average/1 New Mexico Below Average/2 

Iowa Above Average/3 New York Average/ 2 

Kansas Below Average/ 1 North Carolina Average/1 

Kentucky Average/ 1 North Dakota Average/1 

As of May 20, 2021. 
NOCC = New Orleans City Council; PSC = Public Service Commission; 
PUC= Public Utility Commission; RRC = Railroad Commission 
* Ranking raised since March 1, 2021 
**Ranking lowered since March 1, 2021. 
Source: Regulatory Research Associates, a group within S&P Global Market Intelligence 

Issues to watch 
February2021 - Midwest cold snap 

Jurisdict ion Ranking 

Ohio Average/3 

Oklahoma* Average/2 

Oregon Average/ 2 

Pennsylvania Above Average/2 

Rhode Island Average/ 2 

Sout h Carolina Average/ 3 

South Dakota Average/2 

Tennessee Above Average/ 3 

Texas-PUC** Average/3 

Texas-RRC Average/ 2 

Utah Average/2 

Vermont Average/ 3 

Virginia Average/1 

Washington Average/3 

West Virginia Below Average/2 

Wisconsin Above Average/2 

Wyoming Average/2 

While the impacts in Texas were the most dramatic, the February event had widespread impact s across the midwestern 
U.S., and regulators in several other ju risdictions have ongoing investigations into the related issues.Jurisdictions where 
this is true include Colorado, Kansas, Minnesota, Nebraska, Oklahoma, South Dakota and the Railroad Commission of 
Texas, which oversees gas local distribution companies. 

Coronavirus/COVID- 19 

In addition, COVID-19 pandemic-related issues cont inue t o create regulatory overhang for U.S. utilities. 

Moratoriums on utility service terminations were implemented in March and April 2020 by utilit ies in each of the 53 
state- level jurisdict ions followed by RRA. In some instances, the moratoriums were mandatory, in others voluntary and 
in others it has swung back and forth between the t wo. 

As of May 15, 2021, the moratoriums had expired for all customers in 37 of these jurisdictions. In 10 jurisdictions 
moratoriums are in place with specified end dates that range from May 31 to as late as July 4, 2022. 

In five states moratoriums remain in place for some customers but have expired for others. In one jurisdiction, the Texas 
PUC, a moratorium is in place with no specific end date. However, the moratorium is actually related to the February 
weather-related emergency, rather than COVID- 19 per se. Certain providers have petitioned the commission to end the 
moratorium. 
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Since RRA's most recent update on COVID-19 regulatory action, the status of several states has changed. 

In Arizona, the COVID-19 pandemic-related moratorium has expired, but the Arizona Corporation Commission is 
considering rules under which shutoffs would be prohibited between June 1 and Oct. 15 each year or on any day where 
temperatures were expected to be above 95 degrees Fahrenhei t or below 32 degrees Fahrenheit. 

The moratorium in the District of Columbia was to expire April 15, but rules adopted by the PSC in March require 
utilities to provide customers 45 days' notice before terminating service for nonpayment; such notice may not be sent 
until after the state of emergency is lifted. The public health emergency has been extended to May 20; therefore, the 
earliest disconnections could begin would be July 4. 

In Maine, the COVID-19 moratorium expired April 15. 

Minnesota's moratorium was set to expire April 15 as well, but the PUC voted t o extend the moratorium through Aug. 2. 

In New Mexico, the moratorium expired for small utilities on May 4 but is to remain in place for large utilities until Aug. 1. 

New York Gov. Mario Cuomo on May 11 signed legislation under which the moratorium on residential and small customer 
utility service disconnections is to be extended for a period of 180 days after either the COVID-19 state of emergency 
is lifted or 180 days after Dec. 31, 2021, whichever is earlier. As a result, the latest the moratorium would apply would 
beJuly1,2022. 

Status of US COVID-19 utility service disconnection moratoriums 

Stat us of COVID-19 m oratoriums 
In effect, target end dat e In effect, indef,nite end date Varies by company or customer class Expired 

Data comµ,led May 15, 2021 . 
NOCC = New Orleans City Council: PSC = Public Service Comm1ss1on: PUC"' Public Ut ility Comm1ss·on RRC:;: Railroad Comm1ss1on 
Map credit: Ciaralou Agpalo Pa lie pie 
Sources: Regulatory Research Associates, a group wnhin S&P Global Market Intell igence: 
National Association of Utility Regula tory Comm1s~iontrs; company websites 
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In Ohio, the state's annual winter ban on shutoffs expired April 15. 

In Rhode Island, the COVID-19 shutoff moratorium expired April 15, but pending legislation would bar utility service 
disconnections during a declared state of emergency. 

Wisconsin 's ban on shutoffs expired April 15; on March 22, the PSC had voted against extending it further. 

When it comes to recovery of the related costs, some states have adopted a generic policy while others have taken 
a company-specific approach . In 34 ju ri sdictions, at least one utility has been authorized to defer costs related to 
COVID-19, which may or may not include lost revenue. Recovery of the deferred balances will be addressed in future 
rate proceedings, subject to a prudence review. 

While these deferrals mute the impact of pandemic-related costs on utility earnings, the longer the moratoriums remain 
in place, the larger t hese deferred balances will grow, and the more problematic achieving cost recovery will become. 

States to watch 
In addition to the ranking changes and COVID- 19 and weather impacts noted above, there are several jurisdictions 
where ongoing issues could signal a shift in the level of regulatory risk for investors. 

A continuing myriad of negative developments stemming from the fallout from the responses of the state's electric 
utilities to Tropical Storm Isaias continue to warrant a watchful eye on the Connecticut regulatory environment. As a 
result of storm response deficiencies, the Connecticut Public Utilities Regulatory Authority, or PURA, indicated that a 
90-basis-point reduction to the allowed ROE of Eversource subsidiary Connecticut Light and Power and a 10-basis
point reduction to the allowed ROE of Avangrid Inc. subsidiary United Illuminating will be imposed indefinitely in "any 
pending or future rate proceeding." In addition, the PURA proposed civil penalties against the utilities for their storm 
failures. 

Also, as a result of storm response, regulatory reform legislation was enacted in October 2020 that requires the 
implementation of performance-based regulation for the electric distribution companies, addresses executive and 
incentive compensation, extends existing statutory deadlines for the PURA to adjudicate rate cases and render 
decisions on merger and financing applications, and outlines storm response penalties and ratepayer restitution. In 
accordance with the law, the PURA is investigating the appropriateness of decreasing rates on an interim basis for the 
state's electric distribution companies. The team will be monitoring and assessing the implications for utility investors. 

In the District of Columbia, a decision is awaited on Exelon Corp. subsidiary Potomac Electric Power Co.'s first proposed 
multiyear rate plan. lntervenors to the case have called for the commission to reject the proposal and instead issue a 
decision based on a traditional test year filing. A final order is expected in the first half of 2021. 

Illinois bears watching as the legislature considers a !ill.! introduced in February that would extend the existing electric 
formula rate plan in place for Exelon Corp. subsidiary Commonwealth Edison Co. and Ameren Corp. subsidiary Ameren 
Illinois through 2032 and require the gas utilities to be subject to it as well. In add ition, the measure calls for replacing 
the U.S. Treasury-yield-linked ROE formula with a formula based on a "national average" ROE. 

In Kansas and Missouri, Evergy lnc.'s recent decision to change its business model on a stand-alone basis rather than 
pursuing a merger partner is the subject of ongoing review by regulators. 
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RRA state regulatory evaluations - energy 
Above Above Above Below Below Below 

average/1 average/2 average/3 Average/1 Average/2 Average/3 average/1 average/2 average/3 

Alabama Florida Iowa Arkansas California Connecticut Alaska New Mexico Dist. of 

Georgia Michigan 

Pennsylvania Mississippi 

Wisconsin Tennessee 

As of May 20, 2021 . 

Colorado 

Indiana 

Kentucky 

Nebraska 

North Carolina 

North Dakota 

Virginia 

Hawaii 

Idaho 

Illinois 

Louisiana - PSC 

Massachusetts 

Minnesota 

Nevada 

New York 

Oklahoma 

Oregon 

Rhode Island 

South Dakota 

Texas-PUC 

Utah 

Wyoming 

Delaware 

Louisiana
NOCC 

Maine 

Missouri 

New Hampshire 

Ohio 

Oklahoma 

South Carolina 

Vermont 

Texas PUC 

Washington 

NOCC = New Orleans City Council; PUC= Public Utility Commission : RRC = Railroad Commission 
*Within a given subcategory, states are listed in alphabetical order, not by relative ranking. 
Source: Regulatory Research Associates, a group within S&P Global Market Intelligence 

Arizona West Virginia 

Kansas 

Montana 

New Jersey 

Columbia 

RRAalso continues to closely monitor developments in New York. There are some changesforthcoming atthe PSC in 2021. 
With the departure of John Rhodes, Gov. Andrew Cuomo, a Democrat, designated Commissioner John Howard as interim 
chair of the PSC. Commissioner James Alesi, a Republican, cont inues to serve pending reappointment or replacement. 
In addition, with energy transition issues at the forefront and numerous expanded regulated responsibilities, the PSC, 
as permitted under state law, adopted a resolution requesting that the governor expand PSC membership from five 
to seven. Cuomo has yet to act on the resolution as well as fill the vacancy created by Rhodes' departure. Legislation 
has also been passed that, if enacted, would require that the five-member PSC have at least one commissioner with 
consumer advocacy experience. 

In Virginia, Dominion Energy Inc. subsidiary Virginia Electric and Power's, or VEPCO's, periodic earnings review 
proceeding got underway in March. This is the first "base rate case" for VEPCO in several years and will include a look
back at earnings in the calendar-years 2017, 2018, 2019 and 2020 for the company's legacy electric distribution and 
generation assets. A similar review for American Electric Power subsidiary Appalachian Power was completed in 2020, 
and the proceeding was relatively controversial. 

Other jurisdictions that bear watching include the state of Washington. Legislation enacted in early May directs 
the Washington Utilities and Transportation Commission, or WUTC, to open a proceeding to investigate alternatives 
to traditional cost-of-service ratemaking that may include performance measures or goals, targets, performance 
incentives, and penalty mechanisms. The WUTC is to conduct the proceeding in conjunction with the state's utilities, 
the Washington attorney general's office and other stakeholders and to provide an update on the process to state 
legislators by Jan. 1, 2022 . 

For a complete listing of RRA's in-depth reports, see the Energy Research Library. 

For further insight on individual state regulatory practices and policies, refer to the Commission Pro files. 
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Overview of RRA rankings process 
RRA maintains three principal rating categories, Above Average, Average and Below Average, with Above Average 
indicating a relatively more constructive, lower-risk regulatory environment from an investor viewpoint and Below 
Average indicating a less constructive, higher-risk regulatory climate. Within each principal rating categories, the 
numbers 1, 2 and 3 indicate relative position. The designation 1 indicates a stronger or more constructive rating from 
an investor viewpoint; 2, a midrange rating; and 3, a less constructive rating. Hence, if you were to assign numeric values 
to each of the nine resulting categories, with a "1" being the most constructive from an investor viewpoint and a "9" 
being the least constructive from an investor viewpoint, then Above Average/ 1 would be a "1" and Below Average/3 
would be a "9." 

Methodology 

While numerical scores are employed, the rankings are subjective and are intended to be comparative in nature. RRA 
endeavors to maintain an approximate normal distribution with an approximately equal number of rankings above and 
below the average. 

The rankings are designed to reflect the interest of both equity and fixed-income investors across more than 30 
individual metrics. The individual scores are assigned based on the covering analysts' subjective judgement . The scores 
are then aggregated to create a single score for each state, with certain categories weighted more heavily than others. 

The states are then ranked from lowest to highest and distributed among the nine categories to create an approximate 
normal distribution. This distribution is then reviewed by the team as a whole, and ind ividual state rankings may be 
adjusted based on the covering analysts' recommendations, subject to review by a designated panel of senior analysts. 

The variables that RRA considers in determining each state's ranking are largely the broad issues addressed in our 
State Regulatory Reviews/Commission Profiles and those that arise in the context of rate cases and are discussed in 
RRA Rate Case Final Reports. 

The rankings not only reflect the decisions rendered by the state regulatory commission, but also reflect the impact 
of the actions taken by the governor, the legislature, the courts and consumer advocacy groups. The policies examined 
pertain largely to rate cases and the ratemaking process, but issues such as industry restructuring, corporate 
governance, treatment of proposed mergers and the ongoing energy transition are also considered. 

Please note: In the charts within this report that show the rankings by category, the jurisdictions in each category are 
listed in alphabetical order rather than by relative position within the category. 

The summaries below provide an overview of the variables RRA looks at, including a brief discussion of how each can 
impact the ranking of a given regulatory environment. 

Governor/Mayor 

The impact the governor, or in the District of Columbia the mayor, may have depends largely on the individual; the issue 
of elected versus appointed commissioners is evaluated separately. 

RRA takes no view on which political party is the more or less constructive option. However, attributes of the governor 
or the gubernatorial election process that can move the need le here are: whether energy issues were a topic of debate 
in recent elections and what the tone/topic of the debate was, whether the governor seeks to involve himself or herself 
in the regulatory process, and what type of influence the governor is seeking to exert. 

Commissioner selection process/membership 

RRA looks at how commissioners are selected in each state. All else being equal, RRA attributes a greater level of 
investor risk to states in which commissioners are elected rather than appointed. Generally, energy regulatory issues 
are less politicized when they are not subject to debate in the context of an election. 
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Realistically, a commissioner candidate who indicates support for the utilities and their shareholders or appears to 
be amenable to rate increases is not likely to be popular with the voting public. In addition, there might not be specific 
experience requirements to run for commissioner; so, a newly elected candidate may have a steeper learning curve 
with respect to utility regulatory and financial issues, which cou ld make discerning what decisions that individual 
might make more difficult and could increase uncertainty. 

However, there have been some notable instances in which energy issues played a key role in gubernatorial/senatorial 
elections in states where commissioners are appointed, with detrimental consequences for the utilities, e.g., Illinois, 
Florida, Maryland and more recently New York, all of which were downgraded by RRA at the time in order to reflect the 
increased risk associated with increased political scrutiny of the regulatory process and policies within the jurisdiction . 

In addition, RRA looks at the commissioners themselves and their backgrounds. Experience in economics and finance 
and/or energy issues is generally seen as a positive sign. Previous employment by the commission or a consumer 
advocacy group is sometimes viewed as a negative indicator. 

In some instances, new commissioners have very little experience or exposure to utility issues, and in some respects, 
these individuals represent the highest level of risk, simply because there is no way to foresee what they will do or how 
long it will take them to "get up to speed." Controversy or "scandal" surrounding an individual and/or the potential for a 
conflict of interest are also red flags. 

Commissioner selection methods in the US 

.... 

C Appointed Direct voter elections; elected by district Elected by General Assembly Other 

Data as of May 15, 2021. 
'The Public Utility Commission of Texas members are appointed by the eovernor. while members of 
the Railroad Commission of Texas are elected in statewide elections 
Map credi t : Jose Miguel Fidel C. Javier 
Source: Re ulato Research Associates , a rou > within S&P Gloual Market In tell ence 
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Similarly, a high rate of turnover or the tendency to allow vacancies to stand unfilled for a long period of time add to the 
level of regulatory risk in RRA's view. 

Note: While commissioners currently serving in New Mexico were elected from each of five geographic districts, pursuant 
to a 2020 ballot measure, beginning in 2023 there will be only three members on the New Mexico Public Regulation 
Commission, and they will be appointed by the governor. 

For additional information concerning the selection process in each state and the makeup of the commissions, refer to 
the RRA Regulatory Focus Topical Special Report entitled The Commissioners. 

Commission staff/consumer interest 

Most commissions have a staff that participates in rate proceedings. In some jurisdictions the staff has a responsibility 
to represent the consumer interest, and in others, the staff's statutory role is less defined. In addition, there may or 
may not be: additional state-level organizations that are charged with representing the interests of a certain class or 
classes of customers, such as the Attorney General or the Consumer Advocate ; private consortia or lobbying groups 
that represent certain customer groups; and/or large-volume commercial and industrial customers that intervene 
directly in rate cases. 

Generally speaking, the greater the number of consumer intervenors, the greater the level of uncertainty for investors. 
The leve l of risk for investors also depends on the caliber and influence of the intervening parties and the level of 
contentiousness in the rate case process. Even though a commission may not adopt an extreme position taken by 
an intervenor, the inclusion of an extreme position in the record for the case widens the range of possible outcomes, 
reducing certainty and increasing the risk of a negative outcome for investors. RRA's opinion on these issues is largely 
based on past experience and observations. 

Settlements 

In most instances, the ability of the parties to reach 
agreement without having to go through a fully 
litigated proceeding is considered constructive, Rate case time frame 
particularly since it reduces the likelihood of court 
review after the fact. However, RRA also endeavors to 
ascertain whether the settlements arise because of 
a truly collaborative approach among the parties, or 
if they result from concern by the companies thatthe 
commissioners' views may be more extreme than the 
intervenors', or that the intervenors will take a much 
more extreme position in a litigated framework than 
in a closed-door settlement negotiation, resulting in 
a less constructive outcome. 

Rate case timing 

For each state commission, RRA considers whether 
there is a set time frame within which a rate case 
must be decided, the length of any such statutory 
time frame and the degree to which the commission 
adheres to that time frame. 

Generally speaking, RRA views a set time frame as 
preferable, as it provides a degree of certainty as to 
when any new revenue may begin to be collected. 

• < 7 months 

7-12 mont hs 

• > 12 mont hs 

a No limit 

Data gathered as of May 20, 2021. 
Source: Regulatory Research Associates, an offering of S&PGlobal Market 
Intelligence 
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About two-thirds of state commissions nationwide have a rule or statute that requires a rate case to be decided within 
seven to 12 months of filing. 

Shorter time frames may apply for limited-issue proceedings, but there are very few states where a rate case will take 
less than seven months to be decided. 

In addition, a shorter time frame for a decision generally reduces the likelihood that the actual conditions during the 
first year the new rates will be in effect will vary markedly from the test period utilized to set new rates, thus keeping 
regulatory lag to a minimum. 

Interim procedures 

The ability to implement all or a portion of a proposed rate increase on an interim basis prior to a final decision in a 
rate case is viewed as constructive. However, should the commission approve a rate change that is markedly below the 
rates implemented on an interim basis, the utility would be required to refund any related over-collections, generally 
with interest. 

In some instances, commission approval is required prior to the implementation of an interim increase and may or may 
not be easy to obtain, while in others, state law or commission rules permit the companies to implement interim rate 
increases as a matter of course. In some instances, the commission may establish a date prior to the final decision in 
the case that will be the effective date of the new rates. In these instances, the company may be permitted to recoup 
any revenue that was not collected between the effective date and the decision date. 

Rate base 

A commission's policies regarding rate base can also impact the ability of a utility to earn its authorized ROE. These 
policies are often outlined in state statutes, and the commission usually does not have much latitude with respect to 
these overall policies. 

With regard to rate base, commissions are about evenly split between those that employ a year-end, or terminal, 
valuation and those that utilize an average valuation, with one using a "date certain." In some instances, the commission 
may employ a different rate base valuation method depending on the utility type or the type of case - general rate 
case or limited-issue proceeding - or based on the test year selected by the company. 

Insert Rate Base Valuation Method Chart from RRA Evaluations Appendix Charts spreadsheet 

In general, assuming rate bases are rising, i.e., new investment is outpacing depreciation, a year-end valuation is 
preferable from an investo r viewpoint. 

Again, this relates to how well the parameters used to set rates reflect actual cond itions that will exist during the rate
effective period; hence, the more recent the valuation, the more likely it is to approximate the actual level of rate base 
being employed to serve customers once the new rates are placed into effect. 

Some commissions permit post-test-year adjustments to rate base for "known and measurable" items, and, in general, 
this practice is beneficial to the utilities. 

However, the rules with respect to what constitutes a known and measurable adjustment are not always specific, and 
there can be a good deal of controversy about what does and does not pass muster. 
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Another key consideration is whether state law and/or the commission generally permit the inclusion in rate base of 
construction work in progress, or CWIP, for a cash return . CWIP represents assets that are not yet, but ultimately will be, 
operational in serving customers. 

Generally, investors view inclusion of CWIP in rate base for a cash return as constructive, since it helps to maintain cash 
flow metrics during a large construction cycle. Alternatively, the 
utilities accrue allowance for funds used during construction, Rate base valuation method 
which is essentially booking a return on the construction 
investment as a regulatory asset that is recoverable from 
ratepayers once the project in question becomes operational. 

While this method bolsters earnings, it does not augment cash 
flow and does not support credit metrics. For a more in-depth 
look at rate base issues, refer to the RRA report entitled Rat e 
base: How wou ld you rate your knowledge of this utili t y indust ry 
fu ndamental? 

Test period 

With regard to test periods, there are a number of different 
practices employed, with the extremes being fully forecast at the 
time of fil ing, which is considered to be most constructive, on the 
one hand, and fully historical at the time of f iling, considered to 
be least constructive, on the other. 

Some states utilize a combination of the two, in which a utility 
is permitted to file a rate case that is based on data that is fully 
or partially forecast at the time of filing and is later updated to 
reflect actual data that becomes known during the course of the 
proceeding. 

In these cases, the test year is historical by the time a decision 
is ultimately rendered , and so regulatory lag remains something 
of a problem. 

In some states, the commission uses a historical test year for 
single-year base rate cases, but forward - looking test years 
for multiyear rate cases, alternative regulation plans and/or 
adjustment clau ses. 

Almost two-thirds of the 53 jurisdictions covered by RRA utilize 
a test year that is historical at the time of filing. As with rate 
base valuation, in some states, commissions use different test 
period types for different types of proceedings or for different 
utility t ypes. 

Many of the jurisd ictions allow for known and measurable 
adjustments to the test year, but there is considerable variability 
regarding how far beyond the end of the test year these 
adjustments may go and statutes governing the definition of 
known and measurable can be ambiguous. Consequently, there 
can be wide disagreement among the rate case parties as to 
which adjustments qualify. 

Data gathered as of May 20, 2021. 
Source: Regulatory Research Associates, an offering of S&P 
Global Market Intelligence 

Rate case test year 

Data gat hered as of May 20, 2021 . 
Source: Regulatory Research Associates, an offering of S&P 
Global Market Intelligence 
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ROE is perhaps the single most litigated issue in any rate case. There are two ROE-related issues that RRA considers 
when evaluating an individual rate case and the overall regulatory environment: (1) how the authorized ROE(s) compares 
to the average of returns authorized for energy utilities nationwide over the 12 months or so immediately preceding 
the decision and (2) whether the company has been accorded a reasonable opportunity to earn the authorized return 
in the first year of the new rates. 

In establishing rankings, RRA looks at the ROEs historically authorized util ities in a given state and compares them to 
utility industry averages, as calculated in RRA's Major Rate Case Decisions Quarterly Updates. When referring to these 
"averages," RRA means the average ROE approved in cases decided in a particular year; returns carried over from prior 
years are not included in the averages. 

Authorized RO Es overall have been declining steadily since 1980, falling below 10% for the first ti me in 2011 for gas 
utilities and 2014 for electric utilities and remaining below that benchmark since. 

Average authorized ROE in the US/30-yearTreasury bond yields 
Calendar years 1980-2020, 12 months ended March 31, 2021 
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Data compiled as of May 20, 2021. 
Sou rce: Regulatory Research Associates, a n offering of S&P Global Market Intelligence 

Interest rates have been a key factor driving authorized ROEs downward, but commission determinations that various 
alternative or innovative ratemaking mechanisms have reduced risk for the companies and their investors across the 
board have played a role as well. 

In 2020, with the U.S. economy challenged by fallout from the COVID-19 pandemic, the averages of the equity returns 
authorized for electric and gas utilities nationwide fell to their lowest levels on record. 
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The average ROE authorized electric utilities was 9.44% in all rate cases decided in 2020, below the 9.66% average in 
2019. RRA recently reported that the average of the ROEs approved in the handful of electric rate cases decided in the 
first quarter of 2021 was 9.46% and the rolling average for the 12 months ended March 31, 2021, was 9.39%. 

The average ROE authorized gas utilities in cases decided in 2020 was 9.46% versus the 9.71% average observed in 
2019. RO Es approved in gas rate cases nationwide decided in the first quarter of 2021 averaged 9.71%, while the rolling 
12-month average authorized was 9.56%. 

Between 2015 and 2018, RRA had observed a modest recovery in authorized ROEs as the U.S. Federal Reserve unwound 
its quantitative easing policy and implemented a series of gradual interest rate increases. 

As has typically been the case, authorized RO Es lagged interest rate trends somewhat and so continued to rise modestly 
during 2019 even though the Fed lowered interest rates to combat a slowing economy. 

With more dramatic interest rate cuts implemented in the wake of the coronavirus pandemic, RRA's expectation is that 
the authorized ROEs will decline further. 

The need to recognize the planned capital spending and other costs associated with the energy transition, the flat-to
modest sales growth absent the pandemic and the political distaste for approving rate increases when the country is 
in the middle of a crisis are shrinking "headroom" in utility rates. 

Should tax increases enter the equation, not to mention things like the February 2021 Midwest weather event and 
the dislocation it caused in the Texas markets, as well as more frequent winter storms, all of which impose significant 
unplanned costs on the system, the pressure will be that much greater. 

Since authorized returns are the area where regulators have the most room to employ subjective judgement, it stands 
to reason that authorized ROEs will be the mechanism regulators use to limit the level of resulting rate increases 

In addition, consumer advocacy organizations continue to argue that lower returns on equity are warranted because 
of risk-reducing factors, such as limited-issue riders, decoupling mechanisms, alternative regulation constructs and 
changes to basic rate design. 

This presents a stark contrast to views held by both fi xed-income and equity investors that utilities are becoming 
more risky because of large capital spending plans, limited sales growth potential, changes in the structure of the 
industry and the regulatory framework occasioned by new technologies and the public policy shift favoring renewable 
resources, federal tax reform impacts, interest rate volatility and now the challenges being posed by overall market 
volatility as the coronavirus pandemic drags on. 

Intuitively, authorized ROEs that meet or exceed the prevailing averages at the time established are viewed as more 
constructive than those that fall short of these averages. 

However, in the context of a rate case, a utility may be authorized a relatively high ROE, but factors such as capital 
structure changes, the age or "staleness" of the test period, rate base and expense disallowances, the manner in which 
the commission chooses to calculate test year revenue, and other adjustments may render it unlikely that the company 
will earn the authorized return on a financial basis. 

With respect to capital structure, most commissions utilize the company's actual capital structure at a given point 
in time, but in some instances the commission may rely on a hypothetical capital structure that represents a mix of 
debt and equity that the commission views as more reasonable or economically efficient. If the commission uses a 
capital structure that is more highly leveraged than the company's actual structure, this will lower the overall return 
authorized and the revenue requirement ultimately approved and may render it more difficult for the company to earn 
the authorized return on its actual equity. 
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Even if a utility is accorded a "reasonable opportunity" to earn its authorized ROE, there is no guarantee that the utility 
will do so. The revenue requirement and ROE established in a rate case are targets that the commission believes the 
established rates will allow the utility to attain. 

Various factors such as weather, management efficiency, unexpected events, demographic shifts, fluctuations in 
economic activity and customer participation in energy conservation programs may cause revenue and earnings to 
vary from the targets set. 

Hence, the overall decision may be restrictive from an investor viewpoint even though t he authorized ROE is equal to 
or above the average. For a more detailed discussion of the rate case process, refer to the RRA report entitled The Rate 
Case Process: A Conduit to Enlightenment. 

Accounting 

RRA looks at whether a state commission has permitted unique or innovative accounting practices designed to bolster 
earnings. Such treatment may be approved in response to extraordinary events such as storms or for volatile expenses 
such as pension costs. Generally, such treatment involves deferral of expenditures that exceed the level of such costs 
reflected in base rates. In some instances, the commission may approve an accounting adjustment to temporarily 
bolster certain financial metrics during the construction of new generation capacity. 

From time to t ime, commissions have approved frameworks under which companies were permitted to, at their own 
discretion, adjust depreciation in order to mitigate under-earnings or eliminate an overearnings situation without 
reducing rates. These types of practices are generally considered to be constructive from an investor viewpoint. 

Federal tax law changes enacted in 2017 and effective in 2018, particularly the reduction in the corporate federal 
income tax rate to 21% from 35%, had sweeping impacts on utilities, with a flurry of ratemaking activity during 2018 
and 2019. While the issues have been addressed for most of the RRA-covered companies, there are sti ll some that 
have not. 

For most of the companies that have already addressed the implications with regulators, rates have been reduced to 
reflect the ongoing impact of the lower tax rate, refunds to return to ratepayers related deferred over-collections are 
occurring over a relatively short time period, and amortization of the related excess accumulated deferred income 
tax liabilities is occurring over varying time periods - generally over the lives of the companies' assets for protected 
amounts and most often five to 10 years for unprotected amounts. RRA has been monitoring these developments and 
their impact on credit ratings and investor risk. 

The prospect for tax rate changes u nderthe Bi den administration that would reverse, at least in part, the 2018 corporate 
income tax rate reduction raises the level of risk for all companies across the sector. 

Another accounting- related issue that RRA has been following over the past year, is the treatment that is being according 
costs associated with the COVID-19 pandemic; specifically, whether the commissions have approved deferral of the 
costs, and how recovery of those deferrals is being or is to be addressed. This will become increasingly important as 
pandemic-related moratoriums are extended and deferred balances grow. 

In the wake of the energy transition, increasing numbers of fossil generation facilit ies are being retired early, RRA is 
monitoring how commissions are treating these stranded costs - in some states the companies have been permitted 
to accelerate depreciation of the facilities in order to complete recovery of the investment prior to closure, and in 
others the utilities are being permitted to defer the remaining book value at closure, as a regulatory asset that is to be 
recovered over a period of years. 

As the transition progresses, other classes of assets may become stranded, as well. So, this is an issue RRA will be 
monitoring on an ongoing basis. 
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Generally, RRA views as constructive the adoption of alternative regulation plans that are designed to streaml ine t he 
regulatory process and cost recovery or allow utilities to augment earnings in some way. These plans can be broadly 
or narrowly focused. Narrowly focused plans may: allow a company or companies to retain a portion of cost savings 
relative to a base level of some expense type, e.g., fuel, purchased power, pension cost, etc. ; permit a company to 
retain for shareholders a portion of off-system sales revenues; or provide a company an enhanced ROE for achieving 
operational performance and/or customer service metrics or for investing in certain types of projects, e.g., demand
side management programs, renewable resources, new t raditional plant invest ment. 

Overview of select alternative regulation plans in the US1 

Capacity 
Formula- based Multi-year rate Incent ive Electric fuel/ release/Off-

rate making plans Earnings sharing ROEs Gas costs system sales 
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As of May 20, 2021. 
NOCC = New Orleans City Council; PSC = Public Service Commission; PUC= Public Utility (ies) Commission; 
RRC = Railroad Commission. 
' Mechanism in place for at least one utility in the state unless otherwise noted. 
' Specifically permitted by rule, law or commission order; no mechanism currently in place. 
Source: Regulatory Research Associates, a group within S&P Global Market Intelligence 

The use of plans with somewhat broader scopes, such as ROE-based earnings sharing plans, is, for the most part, 
considered to be constructive, but it depends upon the level of t he ROE benchmarks specified in the plan and whether 
there is symmetrical sharing of earnings outside the specified range. 

Some states employ even more broad-based plans, known as formula-based ratemaking. Formula-based ratemaking 
plans generally refer to frameworks where t he commission established a revenue req uirement, including a target ROE, 
capital structure and rate of return for an initial rate base as part of a traditional cost of service base rate proceeding. 
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Once the initial parameters are set, rates may adjust periodically to reflect changes in expenses, revenue and capital 
investment. These changes generally occur on an annual basis, and there may be limitations on the percentage change 
that can be implemented in a given year or period of years. 

Others use multiyear rate plans, under which the commission approves a succession of rate changes that are designed 
to take into account anticipated changes in revenues, expenses and rate base. The commission may approve a static 
authorized ROE or the plan may provide for adjustments to the ROE during the plan's term. These plans often include 
true-up mechanisms to ensure that the company makes the investments it has committed to make at the inception of 
the plan. The plans often include earnings sharing mechanisms and may also include performance-based ratemaking 
provisions. 

Court actions 

This aspect of state regulation is particularly difficult to evaluate. Common sense would dictate that a court action that 
overturns restrictive commission rulings is a positive. However, the tendency for commission rulings to come before the 
courts and for extensive litigation as appeals go through several layers of court review may add an untenable degree 
of uncertainty to the regulatory process. Also, similar to commissioners, RRA looks at whether judges are appointed or 
elected, as political considerations are more likely to influence elected jurists. 

Legislation 

While RRA's Commission Profiles provide statistics regarding the makeup of each state legislature, RRA has not found a 
specific correlation between the quality of energy legislation enacted and which political party controls the legislature. 
Of course, in a situation where the governor and legislature are of the same political party, generally speaking, it is 
easier for the governor to implement key policy initiatives, wh ich may or may not be focused on energy issues. 

Key considerations with respect to legislation include: how proscriptive newly enacted laws are; whether the bill is 
clear or ambiguous and open to varied interpretations; whether it balances ratepayer and shareholder interests rather 
than merely "protecting" the consumer; and whether the legislation takes a long-term view or is a "knee-jerk" reaction 
to a specific set of circumstances. 

Legislative activity impacting utility regulatory issues has been robust in recent years, as state policymakers, utilities 
and industry stakeholders seek to address "disruptors" that challenge the traditional regulatory framework. RRA 
follows these developments closely with an eye toward assessing whether the states are taking a balanced, sustainable 
approach and how legacy utility providers will be affected by the policies being adopted. 

Corporate governance 

The term corporate governance generally refers to a commission's ability to intervene in a utility's financial decision
making process through required preapproval of all securities issuances, limitations on leverage in utility capital 
structures, dividend payout limitations, ring fencing and authority over mergers. Corporate governance may also include 
oversight of affiliate transactions. 

In general, RRA views a modest level of corporate governance provisions to be the norm, and in some circumstances, 
these provisions, such as ring fencing, have protected utility investors as well as ratepayers. However, a degree of 
oversight that would allow the commission to "micromanage" the utility's operations and lim it the company's financial 
flexibility would be viewed as restrictive. 

Merger and acquisition activity 

During the 1980s and early 1990s, there was not a lot of merger and acquisition activity in the sector. The years 1998 
through 2000 saw a spike in activity, a lot of which centered around electric industry restructuring. After that, activity 
moderated but has remained fairly steady. Though merger and acquisition activity slowed during the first half of 2020 
duetotheCOVID-19 pandemic, t he pace picked up in the second half.and there were ultimately nine mergers announced, 
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with an aggregate transaction value of about $34 billion . Thus far in 2021, seven deals have been announced that RRA 
is following, with an aggregate transaction value of roughly $40 billion. 

Utility mergers and acquisitions announced 1985-2021 YTD 
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Data compiled as of May 20, 2021. 
Source: Regulatory Research Associates, an offering of S&P Global Market Intelligence 

Aside from the involved entities' boards of directors and shareholders, deals involving regulated utilities must pass 
muster with some or all of a variety of federal and state regulatory bodies. The states generally look at the day-to-day 
issues such as the impact on rates, safety and reliability. 

Looking more closely at the role of state regulators, 50 of the 53 non-federal jurisdictions RRA follows have some 
type of review authority over proposed mergers. In Indiana and Florida, preapproval by state regulators is not required 
before a transaction can proceed . In Texas, prior approval by the Public Utility Commission of Texas is required before a 
transaction involving an electric utility can take place, but Railroad Commission ofTexas approval is not required for a 
transaction involving a local gas distribution company. 

In evaluating a commission's stance on mergers, RRA looks at several broad issues such as whether there is a statutory 
time frame for consideration of a transaction and how long the process actually took. 

For the 50 jurisdictions where commission preapproval is required, the review process and standards vary widely. In 
20 of the jurisdictions, the commission must complete a merger review within a prescribed period of time, but in the 
remaining jurisdictions there is no timeline for their merger reviews, which means a commission could effectively 
"pocket veto" a transaction by delaying a decision until the merger agreement between the applicants expires or until 
pursuing the transaction is no longer feasible. 

In addition, RRA considers whether a settlement was reached among the parties and, if so, whether the commission 
honored that settlement or required additional commitments. RRA also examines how politicized the process was: 
Did the governor, or in the District of Columbia the mayor, play a role? Did the transaction garner a lot of local media 
attention in the affected jurisdiction? 
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The definition of what constitutes a transaction that is subject to review can vary widely and may include sales of 
individual assets or a marginal minority interest as well as larger transactions where a controlling interest or the whole 
company is changing hands. State law often lacks specificity with respect to what constitutes a transaction that is 
subject to regulatory review. 

In cases where the state commission has authority over 
mergers, RRA reviews the type of approval standard that 
is contained in state law and/or has been applied by in 
specific situations. 

For discussion purposes, RRA groups the statutory 
standards into three general buckets: public interest, 
which is generally thought to be the least restrictive, no 
net ratepayer harm, which is somewhat more restrictive, 
and net ratepayer benefit, which is the most restrictive. 

In many instances, regulators have broad discretion to 
interpret what the statutes may mean by these terms. So, 
the standard of review is often more readily apparent by 
looking at how prior transactions were addressed than 
by reading the statutory language - one commission's 
public interest might be another's net ratepayer benefit. 

More narrowly, RRA reviews the conditions placed on the 
commission's approval of these transactions, including: 
whether the company will be permitted to retain a 
portion of any merger-related cost savings; if guaranteed 

State commission merger review standards 
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Source: Regulatory Research Associates, an offering of S&P Global Market 
Intelligence 

rate reductions or credit s are required that are or are not directly related to merger savings; whether certain assets 
were required to be divested; what type of local control and work force commitments are required; whether there are 
requirements for certain types of investment to further the state's public policy goals that may or may not be consistent 
with the companies' business models and whether the related costs wi ll be recoverable from ratepayers; and whether 
the commission placed stringent limitations on capital structure and/or dividend policy or composition of the board of 
directors. 

See the Merger activity section of each Commi ssion Profile for additional detail on statutory guidelines for merger 
reviews and detail concerning approved/ rejected mergers and the associated conditions. 

Electric regulatory reform/industry restructuring 

By electric industry restructuring, RRA means implementing a framework under which some or all retail customers 
have the opportunity to obtain their generation service from a competitive supplier. In a movement that began in the 
mid-1990s, about 20 jurisdictions have implemented retail competition for all or a portion of the customers in the 
utilities' service territories. The last of the transition periods ended as recently as 2011, when restructuring-related 
rate freezes concluded for certain Pennsylvania utilities. 

RRA classifies each of the regulatory jurisdictions into one of three tiers based on their relative electric industry 
restructuring status. 

Now that transition periods are completed, RRA has focused more on how standard-offer or default service is procured 
for customers who do not select an alternative provider and how much, if any, market-price risk the utility must absorb. 
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Electric industry restructuring in the US 
Tier classificat ions 
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However, initiatives are underway in Arizona and Virginia that could lead to an expansion of retail competition in those 
jurisdictions. In addition, in several states, initiatives are underway to revamp the way the transmission and distribution 
system is configured. These efforts have arisen from expansion of renewables and a focus on grid reliability/ resiliency. 
RRA refers to this trend as electric industry restructuring phase two. 

Similar to phase one, the recovery of st randed cost s and ways to ensure universal service are real concerns. In phase 
two, the conversation is fu rther complicated by the need to ensure not just the physical, but also the cybersecurity of 
the grid. 

Several states got out in front of these issues and are addressing them in a broad-based way, whi le others are taking 
a more piecemeal approach dealing with deployment of advanced metering, distributed generation and net metering, 
time-of-use rates, cybersecurity and other issues on an individual basis. 

The pressure to resolve these issues is increasing, as customers and policymakers want the changes in place yesterday. 
As these issues unfold, the same issues that were of concern in the first phase of restructuring will warrant close 

attention . 
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Gas regulatory reform/industry restructuring 

Retail competition for gas supply is more widespread than is electric retail competition, and the transition was far less 
contentious as the magnitude of potential stranded asset costs was much smaller. Similar to electric retail competition, 
RRA generally does not view a state's decision to implement retail competition for gas service as either positive or 
negative from an investor viewpoint. RRA primarily considers the manner in which stranded costs were addressed and 
how default-service obligation-related costs are recovered . 

Secu ritization 

As it pertains to utilities, securitization refers to the issuance of bonds backed by a specific existing revenue stream 
that has been "guaranteed" by regulators and/or state legislators. 

Securitization generally requires a utility to assign the designated revenue stream to a "bankruptcy remote" special
purpose entity or trust, which in turn issues bonds that will be serviced by the transferred revenue stream. The funds 
raised by the bond issuance flow to the utility, and in many cases are used to retire outstanding higher-cost debt and/ 
or buy back common equity, thus lowering the company's weighted average cost of capital. 

While it is unclear if securitization requires legislation, a specific legislative mandate generally improves the rating 
accorded the securitization bonds and lowers the associated cost of capital, given that a legislatively supported 
revenue stream may be more difficult to rescind than a stand-alone order of a state commission. In RRA's experience, 
no state commission has authorized securitization in the absence of enabling legislation. 

Securitization is viewed as an attractive option because it allows regulators to minimize the customer rate impacts 
related to recovery of a particular utility asset. The carrying charge on the asset would be the lower interest rate applied 
to a highly rated, usually AAA, corporate bond rather than the utility's weighted-average cost of capital or even the 
interest rate on typical util ity bonds, which are generally rated BBB and carry higher interest rates. 

At the same time, securitization simultaneously reduces the investment risk for the utility by providing the utility up 
front recovery of its investment in what are usually non-revenue-producing assets. The company can then redeploy 
those investment dollars elsewhere. 

The energy industry's introduction to asset securitization occurred in the mid-1990s, when legislation was enacted in 
certain states enabling utilities to securitize mandated conservation investments. 

In the late 1990s and early 2000s, several states that implemented retail competition for electric generation enacted 
legislation allowing securitization to be used for recovery of uneconomic generating or other physical assets, above
market-priced purchased power contracts, regulatory assets, nuclear decommissioning costs, etc., that had the 
potential to become unrecoverable, or stranded, in a fully competitive market for generation supply. 

In recent years, changing industry dynamics have once again begun to raise concerns about the prospects of stranded 
costs, and securitization is being used to address generation facilities that are retired prematurely. 

Securitization has also been used as part of reorganization plans, to finance fuel/purchased power balances, 
d istribution system improvements and extraordinary storm costs. 

Adjustment clauses 

Since the 1970s, adjustment clauses have been widely utilized to allow utilities to recover fuel and purchased power 
costs outside a general rate case, as these costs are generally subject to a high degree of variability. In some instances, 
a base amount is reflected in base rates, with the clause used to reflect variations from the base level, and in others, 
the entire annual fuel/purchased power cost amount is reflected in the clause. 
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Over time, the types of costs recovered through these mechanisms were expanded in some jurisdictions to include 
such items as pension and healthcare costs, demand-side management program costs, Federal Energy Regulatory 
Commission-approved regional transmission organization costs, new generation plant investment, and transmission 
and distribution infrastructure spending. 

RRA generally views the use of these types of mechanisms as constructive but also looks at the frequency at which the 
adjustments occur, whether there is a true-up mechanism, whether adjustments are forward-looking in nature where 
applicable, whether a cash return on construction work in progress is permitted and whether there may be some ROE 
incentive for certain types of investment. 

Another class of adjustment clauses known as revenue decoupling mechanisms allow utilities to adjust rates between 
rate cases to reflect fluctuations in revenues versus the level approved in the most recent base rate case that are 
caused by a variety of factors. 

Some of these factors, such as weather, are beyond a utility's control, and the mechanism can work both ways - in 
other words it can allow the company to raise rates to recoup revenue losses associated with weather trends that 
reduce customer usage and can also require the company to reduce rates when weather trends cause usage to be 
higher than normal. 

As energy efficiency initiatives have expanded, decoupling mechanisms have also been implemented to reduce the 
disincentive for utilities in pursuing energy conservation programs by making the utilities whole for reductions in sales 
volumes and revenues associated with customer participation in these programs. 

Some of these mechanisms also allow the utility to adjust rates to reflect fluctuations in customer usage that are 
brought about by broader economic issues, such as demographic shifts, the migration of large commercial/ industrial 
customers to other service areas, the shutdown of such businesses due to changes in their respective industries, 
recessions and, theoretically, crises such as the current COVID-19 pandemic. 

RRA considers a decoupling mechanism that adjusts for all three of these factors to be a "full" decoupling mechanism 
and designates those that address only one or two of these factors as "partial" decoupling mechanisms. 

Generally, an adjustment mechanism would be viewed as less constructive if there are provisions that limit the utility's 
ability to fully implement revenue requirement changes under certain circumstances, e.g., if the utility is earning in 
excess of its authorized return . 

Integrated resource planning 

RRA generally considers the existence of a resource-planning process to be constructive from an investor viewpoint 
as it may provide the utility at least some measure of protection from hindsight prudence reviews of its resource 
acquisition decisions. In some cases, the process may also provide for preapproval of the ratemaking parameters and/ 
or a specific cost for the new facility. RRA views these types of provisions as constructive, as the utility can make more 
informed decisions as to whether it will proceed with a proposed project. 

Renewable energy/emissions requirements 

As with retail competition, RRA does not take a stand as to whether the implementation of renewable portfolio 
standards, or RPS, or an emissions reduction mandate is positive or negative from an investor viewpoint. However, 
RRA considers whether there is a defined preapproval and/or cost-recovery mechanism for investments in projects 
designed to comply with these standards. 

RRA also reviews whether there is a mechanism such as a rate increase cap that ensures that meeting the standards 
does not impede the utility's ability to pursue other investments and/or recover increased costs related to other facets 
of its business. RRA also looks at whether incentives, such as an enhanced ROE, are available for these types of projects. 
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Map credit: Ciaralou Agpalo Pal,cp,c 
S&P Global 

Source: Regulatory Research Associates. a group wi thin S&P Global M arket Intell igence Market Intelligence 

In recent years, the focus on renewables has surged across the United States, with all but 12 jurisdictions developing 
some type of RPS. The proliferation of renewables, particularly those that are customer-sited or distributed resources, 
and the related rise of battery storage and electric vehicles have raised questions regarding the traditional centralized 
industry framework and whether that framework needs to change, perhaps ushering in a second phase of electric 
industry restructuring. How these changes are implemented is something RRA will be watching closely. 

With respect to emissions, the threat of a federal carbon emissions standard for utilities and the spread of state
level initiatives have caused many companies to reth ink legacy coat-fired generation, causing p lants to be shut down 
earlier than anticipated. How the commissions address these "stranded costs" also poses a risk for investors and bears 

monitoring. 

The zero-carbon movement has also caused utilities/ states to reexamine investments in nuclear facilities and, in some 
cases, to develop programs designed to support the continued operation of those facilities even though they may not 
be economic from a competitive-markets standpoint. How these issues are addressed is something that RRA is also 

monitoring. 

Rate structure 

RRA looks at whether there are economic development or toad-retention rate structures in place and, if so, how any 
associated revenue shortfall is recovered . 
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RRA also looks at whether there have been steps taken over recent years to reduce/eliminate interclass rate subsidies, 
i.e., to equalize rates of return across customer classes. 

In addition, RRA considers whether the commission has adopted or moved 
toward a straight-fixed-variable rate design, under which a greater portion 
of a company's fixed costs are recovered through the fixed monthly customer 
charge, thus according the utility greater certainty of recovering its fixed costs. 

This is increasingly important in an environment where weather patterns 
are more volatile, organic growth is limited due to the economy and the 
proliferation of energy efficiency/conservation programs, and large amounts 
of non-revenue-producing capital spending is required to upgrade and 
strengthen the grid. 

Fixed vs. variable costs 
Fixed 

Depreciation 

DeliveryO&M 

Property taxes 

Return on investment 

Customer service 

Variable 

Gas commodity 

Electric commodity 

Generation O&M 

Data compiled as of May 20, 2021. 
Source: Regulatory Research Associates, 
an offering of S&P Global Market Intelligence. 

In conjunction with the influx of renewables and distributed generation, the issue of how to compensate customer
owners for excess power they put back into the grid has become increasingly important and , in some instances, 
controversial. How these pricing arrangements, known as net metering, are structured can impact the ability of the 
utilities to recover their fixed distribution system costs and by extension their ability to earn their authorized returns. 

Contributors: Brian Collins, Jim Davis, Russell Ernst, Lisa Fontanella, Monica Hlinka, Jason Lehman and Dan Lowrey. 

© 2021 S&P Global Market Intelligence. All rights reserved . Regulatory Research Associates is a group within S&P Global Market Intelligence. a divi
sion of S&P Global (NYSE:SPGI). Conf idential Subject Matter. WARNING' This report contains copyrighted subject matter and confidential information 
owned solely by S&P Global Market Intelligence (SPGMI). Reproduct ion. distribution or use of this report in violation of this license const itutes copyright 
infringement in violation of federal and state law. SPGMI hereby provides consent to use the "email this story" featu re to redistribute articles within 
the subscriber's company. Although the information in this report has been obtained from sources that SPGMI believes to be reliable. SPGMI does not 
guarantee its accuracy. 
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A look at storm cost recovery by energy utilities in Florida 

Wednesday, September 4, 2019 1: 11 PM ET 

By Dan Lowrey 
Market Intelligence 

As Hurricane Dorian lashes Florida's East Coast on Sept. 4 as a Category 2 hurricane with winds in excess of 100 miles 
per hour, the state's utilities have been busy restoring minor outages, while thankful that a more direct hit did not occur. 

The utility territory that had been square in Dorian's crosshairs was that of NextEra Energy lnc.'s Florida Power & Light 
Co., which was largely spared during the 2018 hurricane season but has a long history of grappling with such disasters. 
Duke Energy Florida LLC also reported outages from Dorian but escaped massive outages and damage caused by past 
hurricanes. 

With catastrophe insurance for such major disasters generally unavailable to utilities, since Hurricane Andrew 
devastated the state in 1992, utilities have been self-insuring by accruing storm reserve accounts to pay for restoration 
costs. Any storm costs in excess of accrued reserves are then recovered through storm cost recovery proceedings 
before the Florida Public Service Commission. 

Among storm-prone states, perhaps none has been as proactive in establishing mechanisms to allow utilities timely 
recovery of costs associated with responding to and repairing storm damage than the Sunshine State. Florida permits 
cost recovery through a rider/surcharge, allows utilities to fund reserve accounts on an ongoing basis to cover expenses 
and also allows utilities to securitize storm-damage restoration costs. For more detail on these policies, refer to the 
Florida state commission profile . 

In 2006, the PSC authorized Florida Power & Light to issue $708 million of 12-year bonds to securitize 2004 and 2005 
hurricane restoration costs and to rebuild its storm damage reserve. The PSC authorized the company to recover 
$198 .7 million of 2004 restoration costs and $735.6 million of 2005 restoration costs and to rebuild its storm damage 
reserve to $200 million. To date, no other utilities have availed themselves of the securitization option. Securitization is a 
mechanism created by a state legislature that allows a utility to issue bonds through a bankruptcy remote special 
purpose entity, with a guaranteed revenue stream to service the bonds. This paves the way for lower financing costs 
that reduce the overall cost to customers for restoration costs. 

In addition to Florida, Texas, Mississippi, Louisiana and the City of New Orleans, all Gulf Coast jurisdictions that 
historically have seen robust hurricane activity, are among the most proactive with respect to dealing with storm-related 
cost recovery and funding. 

~ While 2014 and 2015 were relatively quiet in terms of hurricane activity impacting Florida utilities, the years of 2016-
~ 2018 have witnessed an increase in damage claims with costs spiking in 2017 following the destruction wrought by 
;;; Hurricane Irma, a Category 4 monster. ·c:; 
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Florida PSC authorized recoverable storm costs ($M) 
Company 

Florida Power & Light Co. 

Tampa Electric Co. 

Florida Public Utilities Co. 

Duke E:n.-r@Y Florida LLC 

Gulf Pow,n Co. 

Peoples Gas System 

Total 

AsoTAUQ. 30.2019. 

2019 

223. 51 

3421 

3.41 

569.0 

2017 

1,253.5 

91.31 

1.gl 

485.2 

1,738.7 

2016 

2Q4.8 

204.8 

'Includes storm costreccr .. ery 2015-2017 
2 Includes storm cost reccvery 2016-2017 
' Interim storm cost recCN .. ry surcharQe approved, no final order issued. 

2015 

Year indicates when event occurred l~ading to the storm response/ r .. storation costs. 
Amounts include net reccrverable retail costs and amount to replenish storm res,,rve. 
Restoration costs twlow $1 million excluded. 
Source: Regulatory Research Asrociates. a Qroup within S&P Global Marl<et lnternQence 

2014 

FPL was hardest hit by Irma, incurring total 
restoration costs of more than $1 billion. 
Hurricane Irma impacted all 35 counties and 
27,000 square miles of FPL's service territory 
and caused more than 4.4 million customers to 
lose power. The PSC on Aug. 1 issued a final 
order approving a settlement and granting FPL 
recovery of total storm restoration costs of 
about $1 .25 billion. However, the settlement 
provided for the offset of such costs with 
savings from the 2018 reduction in the 
corporate income tax rate to 21 % from 35%. 

Similar treatment was accorded to other utilities 
in the state. Duke Energy Florida, or DEF, and 
Tampa Electric Co., entered into settlements to 
use savings related to tax reform to cover 

restoration costs for recent hurricanes, including Irma, Matthew, Nate and Hermine as well as various tropical storms 
impacting their territories between 2015 and 2017. The PSC voted in May to approve the settlement agreements. 

DEF also agreed to apply federal tax savings to offset an interim storm restoration surcharge for Hurricane Michael, 
which hit Florida's panhandle in October 2018 as a Category 4 storm that caused widespread damage to DEF's 
Northwest Florida service area. Hurricane Michael made landfall near Mexico Beach, Fla., with winds as high as 155 
mph, and was the most powerful storm to make landfall on the panhandle. At its height, approximately 77,000 DEF 
customers lost power as a result of the damage. DEF had originally requested approval to recover $223.5 million , 
equating to $6.95 on a monthly 1,000 kWh residential bill for 12 months, beginning in July. The proceeding remains 
open and a final order has not been issued by the PSC. 

While the PSC has addressed recovery for storms costs incurred in 2017 and earlier, several proceedings remain 
outstanding with respect to 2018 storm costs. In addition to the DEF proceeding noted above, the PSC has approved 
interim storm cost recovery surcharges Gulf Power Co. and Peoples Gas System for costs incurred in connection with 
Hurricane Michael. Final orders have not been issued in those proceedings. 

The PSC approved Gulfs request for an interim storm restoration 
recovery charge of $8.00 on a monthly 1,000 kWh residential bill , 
effective with the first billing cycle for July. Gulf estimates that the 
proposed recovery charge will need to be in effect for about 60 
months. Peoples' residential bill for a customer using 12.8 therms 
of gas will reflect a 76-cent surcharge beginning in August and 
ending in December, under the approved surcharge. 

Utilities incur a variety of costs responding to and restoring 
service after storms. Costs by major category, include line 
clearing , vehicle and fuel , materials and supplies, logistics, regular 
and overtime payroll, contractor costs and property damage for 
storm charges that have been invoiced and processed by the 
company. Third-party reimbursements are excluded from 
recovery. For example, after Hurricane Irma, AT&T Inc. 
reimbursed FPL about $2.4 million for 878 net poles replaced by 
FPL on its behalf. 

A broken distribution pole and transformer in 
Cocoa Beach, Fla., in a Sept. 14, 2017 photo. 

Source: Florida Power & Light Co. 

Under the state's Incremental Cost and Capitalization Approach 
for accounting for recoverable storm restoration costs, costs 
charged to cover storm-related damages shall exclude those 
costs that normally be charged to noncost recovery clause operating expenses in the absence of a storm. In addition, 
capital expenditures for the removal , retirement and replacement of damaged facilities charged to cover storm-related 
damages shall exclude the normal cost for the removal , retirement and replacement of such facilities in the absence of a 
storm. 

:::; _______________________________________________ _ 
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Cost recovery proceedings differ for storm "hardening ," which has been the focus of legislative efforts to prepare the 
state grid for the worst Mother Nature has to offer. Among states, Florida has adopted arguably the most 
comprehensive program for hardening infrastructure from storm damage. Currently, Florida's five investor-owned 
utilities file storm hardening plans with the PSC that must be updated every three years. The PSC began requiring the 
three-year plans in 2006 after a brutal hurricane season. The latest plans for 2019-2021 for Florida's investor-owned 
utilities were approved by the PSC in July. The state is also looking to expedite cost recovery for storm-hardening 
activities. 

In June, the PSC opened a rulemaking to implement legislation passed in the 2019 session that establishes a Storm 
Protection Plan Cost Recovery Clause, allowing utilities to seek more timely recovery of storm hardening investments 
outside a general rate case. The legislation requires utilities to submit to the PSC a 10-year plan explaining "the 
systematic approach the utility will follow to achieve the objectives of reducing restoration costs and outage times 
associated with extreme weather events and enhancing reliability." Such grid hardening activities include burying 
transmission lines and vegetation management. 

With Dorian moving north, a landfall in the Carolinas is looking like a possibility. For a look into storm cost recovery in 
North Carolina , refer to: A case study in storm cost recovery- Duke Energy Progress and Hurricane Matthew. 

Florida investor-owned electric utilities 
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For a full listing of past and pending rate cases, rate case statistics and upcoming events, visit the S&P Global Market 
Intelligence Energy Research Home Page. 
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For a complete, searchable listing of RRA 's in-depth research and analysis, please go to the S&P Global Market 
Intelligence Energy Research Library. 

This article was published by S&P Global Market Intelligence and not by S&P Global Ratings, which is a separately 
managed division of S&P Global. 
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Regulated Electric and Gas Utilities 

This rating methodology replaces "Regulated Electric and Gas Utilities" last revised on 
December 23, 2013. We have updated some outdated links and removed certain issuer

specific information. 

Summary 

This rating methodology explains our approach to assessing credit risk for regulated electric and gas 
utilities globally. This document does not include an exhaustive treatment of all factors that are 
reflected in our ratings but should enable the reader to understand the qualitative considerations 
and financial information and ratios that are usually most important for ratings in this sector. 1 

This report includes a detailed rating grid which is a reference tool that can be used to approximate 
credit profiles within the regulated electric and gas utility sector in most cases. The grid provides 
summarized guidance for the factors that are generally most important in assigning ratings to 
companies in the regulated electric and gas utility industry. However, the grid is a summary that 
does not include every rating consideration. The weights shown for each factor in the grid represent 
an approximation of their importance for rating decisions but actual importance may vary 
substantially. In addition, the grid in this document uses historical results while ratings are based on 
our forward-looking expectations. As a result, the grid-indicated rating is not expected to match 

the actual rating of each company. 

THIS METHODOLOGY WAS UPDATED ON THE DATES LISTED AS NOTED ON FEBRUARY 22, 2019, WE AMENDED t 
REFERENCE TO A METHODOLOGY IN APPENDIX E AND REMOVED OUTDATED TEXT, ON AUGUST 2, 2018, WE 
MADE MINOR FORMATTING ADJUSTMENTS THROUGHOUT THE METHODOLOGY; ON FEBRUARY 15, 2018, WE 
CORRECTED THE FORMATTING OF THE FACTOR 4· FINANCIAL STRENGTH TABLE ON PAGE 34, AND ON 
SEPTEMBER 27, 2017, WE REMOVED A DUPLICATE FOOTNOTE THAT WAS PLACED IN THE MIDDLE OF THE TEXT 
ON PAGE 7 

1 This update may not be effective in some jurisdictions until certain requirements are met 
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The grid contains four key factors that are important in our assessment for ratings in the regulated electric 

and gas utility sector: 

1. Regulatory Framework 

2. Ability to Recover Costs and Earn Returns 

3. Diversification 

4. Financial Strength 

Some of these factors also encompass a number of sub-factors. There is also a notching factor for holding 

company structural subordination. 

This rating methodology is not intended to be an exhaustive discussion of all factors that our analysts 
consider in assigning ratings in this sector. We note that our analysis for ratings in this sector covers factors 
that are common across all industries such as ownership, management, liquidity, corporate legal structure, 
governance and country related risks which are not explained in detail in this document, as well as factors 
that can be meaningful on a company-specific basis. Our ratings consider these and other qualitative 
considerations that do not lend themselves to a transparent presentation in a grid format. The grid used for 
this methodology reflects a decision to favor a relatively simple and transparent presentation rather than a 

more complex grid that might map grid-indicated ratings more closely to actual ratings. 

Highlights of this report include: 

» An overview of the rated universe 

» A summary of the rating methodology 

» A discussion of the key rating factors that drive ratings 

» Comments on the rating methodology assumptions and limitations, including a discussion of rating 

considerations that are not included in the grid 

The Appendices show the full grid (Appendix A), our approach to ratings within a utility family {Appendix B), 
a description of the various types of companies rated under th is methodology (Appendix C), key industry 

issues over the intermediate term {Appendix D), regional and other considerations (Appendix E), and 

treatment of power purchase agreements (Appendix F). 

This methodology describes the analytical framework used in determining cred it rat ings. In some instances 
our analysis is also guided by additional publications which describe our approach for analytical 
considerations that are not specific to any single sector. Examples of such considerations include but are not 
limited to: the assignment of short-term ratings, the relative ranking of different classes of debt and hybrid 
securities, how sovereign cred it quality affects non-sovereign issuers, and the assessment of credit support 
from other entities. A link to documents that describe our approach to such cross-sector credit rating 

methodological considerations can be found in the Related Research section of this report. 

RATING METHODOLOGY REGUtATW HECTRIC AND GAS UTILITIES 
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The Regulated Electric and Gas Utilities rating methodology applies to rate-regulated2 electric and gas 
utilities that are not Networks 3. Regulated Electric and Gas Utilities are companies whose predominant• 
business is the sale of electricity and/or gas or related services under a rate-regu lated framework, in most 

cases to retail customers. Also included under this methodology are rate-regulated utilities that own 
generating assets as any material part of their business, utilities whose charges or bills to customers include 
a meaningful component related to the electric or gas commodity, utilities whose rates are regulated at a 

sub-sovereign level (e.g. by provinces, states or municipalities), and companies providing an independent 
system operator function to an electric grid. Companies rated under this methodology are primarily rate
regulated monopolies or, in certain circumstances, companies that may not be outright monopolies but 
where government regulation effectively sets prices and limits competition. 

This rating methodology covers regulated electric and gas utilities worldwide. These companies are engaged 

in the production, transmission, coordination, distribution and/or sale of electricity and/or natural gas, and 
they are either investor owned companies, commercially oriented government owned companies or, in the 
case of independent system operators, not-for-profit or similar entities. As detailed in Appendix C, this 
methodology covers a wide variety of companies active in the sector, including vertically integrated utilities, 

transmission and distribution utilities with retail customers and/or sub-sovereign regulation, local gas 
distribution utility companies (LDCs), independent system operators, and regulated generat ion companies. 
These companies may be operating companies or holding companies. 

An over-arching consideration for regulated utilities is the regulatory environment in which they operate. 
While regulation is also a key consideration for networks, a util ity's regulatory environment is in comparison 

often more dynamic and more subject to political intervent ion. The direct relationship that a regulated 
utility has with the retail customer, including billing for electric or gas supply that has substantial price 
volatility, can lead to a more politically charged rate-setting environment. Similarly, regulation at the sub
sovereign level is often more accessible for participation by interveners, including disaffected customers and 
the politicians who want their votes. Our views of regulatory environments evolve over time in accordance 

with our observat ions of regulatory, political, and judicial events that affect issuers in the sector. 

This methodology pertains to regulated electric and gas utili ties and excludes the following types of issuers, 
which are covered by separate rating methodologies: Regulated Networks, Unregulated Utilities and Power 
Companies, Public Power Utilities, Municipal Joint Action Agencies, Electric Cooperatives, Regulated Water 

Companies and Natural Gas Pipelines. 5 

The Regulated Electric and Gas Utility sector is predominantly investment grade, reflecting the stability 
generally conferred by regulation that typically sets prices and also limits competition, such that defaults 
have been lower than in many other non-financial corporate sectors. However, the nature of regulation can 

' Companies in many industries are regulated. We use the term rate-regulated to distinguish companies whose rates (by which we also mean tariffs or revenues in 
general) are set by regulators 

Regulated Electric and Gas Networks are companies whose predominant business ,s purely the transm,ssron and/or distribut ,on of electricity and/or natural gas 
without involvement in the procurement or sale of electricity and/or gas; whose charges to customers thus do not include a meaningful commodity cost component, 
which sell mainly (or ,n many cases exclusively) to non-retail customers. and which are rate-regulated under a national framework 

We generally consider a company to be predominantly a regulated electric and gas utility when a majority of rts cash flows, prospectively and on a sustained basis, 
are derived from regulated electric and gas utility businesses. Since cash flows can be volatile (such that a company might have a majority of utility cash flows 
simply due to a cyclical downturn in its non-utility businesses). we may also consider the breakdown of assets and/or debt of a company lo determine which business 
is predominant 

A link to credit rating methodologies covering these and other sectors can be found in the Related Research section of this report 

JUNE 23. 2017 RATING M ETHODOLOGY REGULA TED ELECTRIC AND GAS UTILITIES 
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vary significantly from jurisdiction to jurisdiction. Most issuers at the lower end of the ratings spectrum 

operate in challenging regulatory environments. 

About this Rating Methodology 

This report explains the rating methodology for regulated electric and gas utilit ies in six sections, which are 

summarized as follows: 

1. Identification and Discussion of the Rating Factors in the Grid 

The grid in this rating methodology focuses on four rating factors. The four factors are comprised of sub

factors that provide further detail: 

Factor/ Sub-Factor Weighting - Regulated Utilities 

Broad Ra ting Factor 
Broad Rating Factors Weighting Rating Sub-Factor 

Regulatory Framework 25% Legislative and Judicial Underpinnings o f the Regulatory 

Abil it y to Recover Costs 
and Earn Returns 

Diversification 

Financial Strength, Key 
Financial Metrics 

Tot al 

Notching Adjustment 

Framework 

Consistency and Predictability of Regulation 

25% Timeliness of Recovery of Operat ing and Capital Costs 
Sufficiency of Rates and Returns 

10% Market Position 

Generation and Fuel Diversity 

40% 

CFO pre-WC + Int erest / Interest 

CFO pre-WC/ Debt 

CFO pre-WC - Dividends / Debt 

Debt/Capit alization 

100% 

Holding Company Structural Subordination 

"10% weight for issuers that lack generation; "1 0% weight for issuers that tack generation 

2. Measurement or Estimation of Factors in the Grid 

Sub-Factor 
Weighting 

12.5% 

12.5% 

12.5% 

12.5% 

5%* 

5%** 

7.5% 

15.0% 

10.0% 

7.5% 

100% 

0 to-3 

We explain our general approach for scoring each grid factor and show the weights used in the grid. We also 
provide a rationale for why each of these grid components is meaningful as a credit indicator. The 

information used in assessing the sub-factors is generally found in or calculated from information in 
company financial statements, derived from other observations or estimated by our analysts. 6 All of the 

quantitative credit metrics incorporate Moody's standard adjustments to income statement, cash flow 
statement and balance sheet amounts for restructuring, impairment, off-balance sheet accounts, receivable 

securitization programs, under-funded pension obligations, and recurring operating leases.7 

• For definitions of our most common ratio terms, please see "Moody's Basic Definitions for Credit Statistics, User's Guide," a link to which may be found in the 
Related Research section of this report. 

' Our standard adjustments are described in "Financial Statement Adjustments in the Analysis of Non-Financial Corporations" A link to this and other sector and 
cross-sector credit rating methodologies can be found in the Related Research section o f this report 
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Our ratings are forward-looking and reflect our expectations for future financial and operating performance. 
However, historical results are helpful in understanding patterns and trends of a company's performance as 
well as for peer comparisons. We utilize historical data (in most cases, an average of the last three years of 

reported results) in the rating grid. However, the factors in the grid can be assessed using various time 
periods. For example, rating committees may find it analytically useful to examine both historic and 
expected future performance for periods of several years or more, or for individual twelve month periods. 

3. Mapping Factors to the Rating Categories 

After estimating or calculating each sub-factor, the outcomes for each of the sub-factors are mapped to a 

broad Moody's rating category {Aaa, Aa, A, Baa, Ba, B, or Caa). 

4. Assumptions, Limitations and Rating Considerations Not Included in the Grid 

This section discusses limitations in the use of the grid to map against actual ratings, some of the addit ional 
factors that are not included in the grid but can be important in determining ratings, and limitations and 

assumptions that pertain to the overall rating methodology. 

S. Determining the Overall Grid-Indicated Rating8 

To determine the overall grid-indicated rating, we convert each of the sub-factor ratings into a numeric 

value based upon the scale below. 

Aaa Aa A Baa Ba B Caa Ca 

3 6 9 12 15 18 20 

The numerical score for each sub-factor is multiplied by the weight for that sub-factor with the results then 
summed to produce a composite weighted-factor score. The composite weighted factor score is then 
mapped back to an alphanumeric rating based on the ranges in the table below. 

Grid-Indicated Rating 

Grid-Indicated Rating 

Aaa 

Aal 

Aa2 

Aa3 

A1 

A2 

A3 

Baal 

Baa2 

Baa3 

Aggregate Weighted Total Factor Score 

X < 1.5 

1.5 $X < 2.5 

2.5 $ X < 3.5 

3.5 $ X < 4.5 

4.5 $ X < 5.5 

5.5 $ X < 6.5 

6.5$X<7.5 

7.5 $ X < 8.5 

8.5 $ X < 9.5 

9.5 $ X < 10.5 

' In general, 1he grid-indicated rating is oriented to the Corporate Family Rating (CFR) for speculative-grade issuers and the senior unsecured rating for investment· 
grade issuers For issuers that benefit from ratings uplift due to parental support, government ownership or other institutional support, the grid-indicated rating is 
oriented to the baseline credit assessment For an explanation of baseline credit assessment, please refer to our rating methodology on government-related issuers 
Individual debt instrument ratings also factor in decisions on notching for seniority level and collateral The documents that provide broad guidance for these 
notching decisions are our rating methodologies on loss given default for speculative grade non-financial companies and for aligning corporate instrument ratings 
based on differences in security and priority of claim The link to these and other sector and cross-sector credit rating methodologies can be found in the Related 
Research section of this report 
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Grid-Indicated Rating 

Grid-Indicated Rating 

Ba1 

Ba2 

Ba3 

B1 

B2 

B3 

Caa1 

Caa2 

Caa3 

Ca 
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Aggregate Weighted Total Factor Score 

10.Ssx<11.5 

11.5 S X < 12.5 

12.5 S X < 13.5 

13.5 S X < 14.5 

14.5 S X < 15.5 

15.5 S X < 16.5 

76.5 S X < 17.5 

17.5 S X < 18.5 

18.5 S X < 19.5 

X?: 19.5 

For example, an issuer with a composite weighted factor score of 11.7 would have a BaZ grid-indicated 

rating. 

6. Appendices 

The Appendices present a full grid and provide additional commentary and insights on our view of credit 

risks in this industry. 

Discussion of the Grid Factors 

Our analysis of electric and gas utilities focuses on four broad factors: 

» Regulatory Framework 

» Ability to Recover Costs and Earn Returns 

» Diversification 

» Financial Strength 

There is also a notching factor for holding company structural subordination. 

Factor 1: Regulatory Framework (25%) 

Why It Matters 

For rate-regulated utilities, which typically operate as a monopoly, the regulatory environment and how the 

utility adapts to that environment are the most important credit considerations. The regulatory 

environment is comprised of two rating factors - the Regulatory Framework and its corollary factor, the 

Ability to Recover Costs and Earn Returns. Broadly speaking, the Regulatory Framework is the foundation for 

how all the decisions that affect utilities are made (including the setting of rates), as well as the 

predictability and consistency of decision-making provided by that foundation. The Ability to Recover Costs 

and Earn Returns relates more directly to the actual decisions, including their timeliness and the rate-setting 

outcomes. 
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Utility rates9 are set in a political/regulatory process rather than a competitive or free-market process; thus, 

the Regulatory Framework is a key determinant of the success of utility. The Regulatory Framework has 
many components: the governing body and the utility legislation or decrees it enacts, the manner in which 

regulators are appointed or elected, the rules and procedures promulgated by those regulators, the judiciary 
that interprets the laws and rules and that arbitrates disagreements, and the manner in which the uti lity 
manages the political and regulatory process. In many cases, utilities have experienced credi t stress or 
default primarily or at least secondarily because of a break-down or obstacle in the Regulatory Framework -
for instance, laws that prohibited regulators from including investments in uncompleted power plants or 

plants not deemed "used and useful" in rates, or a disagreement about rate-making that could not be 

resolved until after the utility had defaulted on its debts. 

How We Assess Legislative and Judicial Underpinnings of the Regulatory Framework for the Grid 

For this sub-factor, we consider the scope, clarity, transparency, supportiveness and granularity of ut ility 
legislation, decrees, and rules as they apply to the issuer. We also consider the strength of the regulator's 

authority over rate-making and other regulatory issues affecting the utility, the effectiveness of the judiciary 
or other independent body in arbitrating disputes in a disinterested manner, and whether the utility's 
monopoly has meaningful or growing carve-outs. In addition, we look at how well developed the framework 
is - both how fully fleshed out the rules and regulations are and how well tested it is - the extent to which 
regulatory or judicial decisions have created a body of precedent that will help determine future rate
making. Since the focus of our scoring is on each issuer, we consider how effective the utility is in navigating 

the regulatory framework - both the utility's ability to shape the framework and adapt to it. 

A utility operating in a regulatory framework that is characterized by legislation that is credit supportive of 

utilities and eliminates doubt by prescribing many of the procedures that the regulators will use in 
determining fair rates (which legislation may show evidence of being responsive to the needs of the utility in 
general or specific ways), a long history of transparent rate-setting, and a judiciary that has provided ample 
precedent by impartially adjudicating disagreements in a manner that addresses ambiguities in the laws and 
rules will receive higher scores in the Legislative and Judicial Underpinnings sub-factor. A utility operating in 
a regulatory framework that, by statute or practice, allows the regulator to arbitrarily prevent the utility 
from recovering its costs or earning a reasonable return on prudently incurred investments, or where 
regulatory decisions may be reversed by politicians seeking to enhance their populist appeal will receive a 

much lower score. 

In general, we view national utility regulation as being less liable to political intervention than regulation by 

state, provincial or municipal entities, so the very highest scoring in th is sub-factor is reserved for this 
category. However, we acknowledge that states and provinces in some countries may be larger than small 
nations, such that their regulators may be equally "above-the-fray" in terms of impartial and technically

oriented rate setting, and very high scoring may be appropriate. 

• In Jurisdictions where utility revenues include material government subsidy payments, we consider utility rates to be inclusive of these payments, and we thus 
evaluate sub-factors 1a, 1b, 2a and 2b in light of both rates and material subsidy payments For example, we would consider the legal and judicial underpinnings and 
consistency and predictability of subsidies as well as rates. 
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The relevant judicial system can be a major factor in the regulatory framework. This is particularly true in 
litigious societies like the United States, where disagreements between the utility and its state or municipal 

regulator may eventually be adjudicated in federal district courts or even by the US Supreme Court. In 
addition, bankruptcy proceedings in the US take place in federal courts, which have at times been able to 
impose rate settlement agreements on state or municipal regulators. As a result, the range of decisions 

available to state regulators may be effectively circumscribed by court precedent at the state or federal 
level, which we generally view as favorable for the credit- supportiveness of the regulatory framework. 

Electric and gas utilities are generally presumed to have a strong monopoly that will continue into the 
foreseeable future, and this expectat ion has allowed these companies to have greater leverage than 
companies in other sectors with similar ratings. Thus, the existence of a monopoly in itself is unlikely to be a 

driver of strong scoring in this sub-factor. On the other hand, a st rong challenge to the monopoly could 
cause lower scoring, because the utility can only recover its costs and investments and service its debt if 
customers purchase its services. There have some instances of incursions into utilities' monopoly, including 

municipalization, self-generation, distributed generation with net metering, or unauthorized use (beyond 
the level for which the utility receives compensation in rates). Incursions that are growing significantly or 
having a meaningful impact on rates for customers that remain with the utility could have a negative 
impact on scoring of this sub-factor and on factor 2 - Ability to Recover Costs and Earn Returns. 

The scoring of this sub-factor may not be the same for every utility in a particular jurisdiction. We have 

observed that some ut ilities appear to have greater sway over the relevant utility legislation and 
promulgation of rules than other utilities - even those in the same jurisdiction. The content and tone of 
publicly filed documents and regulatory decisions sometimes indicates that the management team at one 

utility has better responsiveness to and credibility with its regulators or legislators than the management at 
another utility. 

While the underpinnings to the regulatory framework tend to change relatively slowly, they do evolve, and 
our factor scoring will seek to reflect that evolution. For instance, a new framework will typically become 
tested over time as regulatory decisions are issued, or perhaps litigated, thereby setting a body of precedent. 
Utilities may seek changes to laws in order to permit them to securitize certain costs or collect interim rates, 

or a jurisdiction in which rates were previously recovered primarily in base rate proceedings may institute 
riders and trackers. These changes would likely impact scoring of sub-factor 2b - Timeliness of Recovery of 

Operating and Capi tal Costs, but they may also be sufficiently significant to indicate a change in the 

regulatory underpinnings. On the negative side, a judiciary that had formerly been independent may start to 
issue decisions that indicate it is conforming its decisions to the expectations of an executive branch that 
wants to mandate lower rates. 
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Factor 1a: Legislative and Judicial Underpinnings of the Regulatory Framework (12.5%) 

A•• 
Ut1hty regulation occurs under a tullydevetoped 

lramework that 1s national in scopt based on 
tegislaoon that providf.s t~ utility a ntar1y absolute 
mooopoly {see note 1) within 11S serv,ce t1mit0<y, an 

uriquestioned assurance that rates will bt set 1n a 
manner that will permit t ~ utility to make and 

recover all necessary investments, an e1ttremely high 
degree of clarity as to the manner m which ut1li1tes 

will be regulated and presrnptiw methods and 
procedures for settingrates_ h.istmg utility law 1s 

comprehensi~ and supportivto wch that changes in 
legislation are not exptcted tobe ntct-ssary; or any 

changes that ha"'e occurred havebttn strongly 
suppomve ol utilities credit quality ingent>ral and 

sufficiently forward-looking so as to address 
problems be lore they oc.currt>d T~re 1s a n 

independe(1t judiciary that can arbitrate 
d1sagret'mt'nts bt'tween the regulat or and thf utility 

should they occur, inclvding access to national 
courts, very stroogjudicial precedent in tht' 

1nte-rpre tation of utility laws, and a stiong rult> of law 
Wt t'xpt>ct t hese conditions t o continue 

•• 
Utility regulation occurs (1) unde r a nattOOal.state, 

provincial or mumcipal framework basf'd on 
leg1sl.a1K>n or government decree t hat provides the 
u t ilit y a monopoly w11hif'I its service territory that is 

genf'raHy strong but may have a grf'atf'r le~l of 
eKcept10ns (see note 1), and that, subject to prudf'ncy 

requuerNnts which may be stringe(1t, provides a 
gene ral assurance (wit h somewhat less certainty) 

that rat es wtlt be set will be set in a manner that will 
pe rmit the utility to make and tecover necessary 

inYe stments, or (i1) undtr anew framework wherf' 
the jurisdicttOn has a history of less independent and 
transparent rt>gulation in o ther sectors Either· {i) the 
judiciary that canarb4trate disagreements between 

the regulator and the u tility may not havec\ea, 
aiuthority or may not be lu\ly independt>nt ol the 
rf'gulator or o t her politic:alpressure, but there is a 

reasonably st rong rule o f law: or (i,)whe1e there is no 
indtptndent arbiter, the regulation has most ly been 

applied in a manner such rt>dress has not bten 
requ ire d We expect these conditions t o cont inue 

Aa 

Utility regulat ion occurs under a fully developed national. 
,;tate Of provincial framework bas~ on legi,;lat ,onthat 

provides the ut ility an utremely'itrong monopoty (stt note 

1) within its ,;ervkt> lt>rritory,.a strong assurance, subject to 
limit ed review, that rate'i will be set in a mannt'r that will 

permit the utihty to make and recover allnece,;sary 
investmt'nts, a very h igh degrt>e of clarity as to the manne r 

in whieh ut1!1t1e'i will bt> rt'gulat t'd and ,easonably 
prescriptive methods and proctdures for setting rates II 
there have been changes in u tility legislation, they have 

bttn t imely and dearly credit 'iupport1vt' o f the issuer in a 
manner that shows the utility has had a strong voict' in the 

process. There 1s an independent judiciary that can arbitrate 
disagrtements betwttn the regulator and the utility, should 

they occur including access to national courts. strong 
judicial precedent in the 1nterpretat10nof utility laws, and a 
strong rule o f law We expect these cond1t1ons to continue 

Ut1l1ty regulation oc.curs (1) under a national, state , 
p1ov1nc1al or mun icipal framework ba'ied on legislation or 

government d e-cree that provides the utility monopoly 
within Its urviu termory that is reasonably strong but may 

have lmponam except ions, and that. subject toprudency 
requirements whk h may be stringent or at t imes art111ra,y, 
provides more limit ed or less certain assurance that rates 
will bt> set in a manne1 that will permit the utility to make 

and recover necessary investm ents. or (ii) unde r a new 
framework where we would txpf'ct less independent and 

transparent regulat ion, based either on the regulator's 
history in other sect ors or otht'f factors The Judiciary that 
can arbitrat, d isagreemen ts between thf' regulat or and tht> 

utihty may not have clear authority or may not be fully 
1ndependf'nt o f t he regulator or other political pressure, but 
there is a reasonably strong rule o f law Alt ernately.where 

there l'i no independent arbiter. the rf'gu\auon ho1sbetn 
applied in a manner that oh en requires some redres'iadding 
more uncertainty to the regu latory lramf'work There may 

be a periodic risk of creditor-unlr,endly government 
int ervention in utility markets or rate·setting 

U11lity rtgulation occu~ under a Wf'll de\'eloped 
nat1on.M. state or provincial framt>work based on 

teg1sla t1on that provides t he utility a very strong 
monopoly (see note 1) within its service temtory. 

an assurance, subj,ect to reasonable prudency 
requirements, that rates will be set in a manner 
that wilt permit the utility to make and rKover 

all necessa<y 1nvestrnents. a high deg ree of clarity 
as to the manner in which utihties will be 

regulated, and overall guidance for methods and 
procedures for setting rates If t here have been 
changes in utility leg1slallon, t hey have been 

mostly t imely and on the whole c red it supportive 
forthf issuer. and the utility has had a clear voice 
in the legislative process There is an independent 

jud1c1ary that can arbitrate d1sagretments 
between the regulator and t he utility. should 

the:y oc.cur. including access to national court5, 
dear judicial precedent in the tntt1pre1ation of 
utility law, and a strong rule of law W e expt>ct 

these conditions to cominue 

c .. 
Utility regulat10n occurs (1) under a nattonal. 

state, provincial or munidpal framework based 
on legislation or government decree that 

provides t he u tiMy a monopoly within its service 
te rritory, but with little assurance that rates will 
be ..et 1n a manner that w,ll permit the utl!lty to 
make and recover nece ssary investments, o r (1i) 
under a new framework where we would expect 
unpredic:tablt' or advtrse regulation, baSf'd e it her 
on tht jurisd1Ct ion's history of in other sectors or 

othef factors. lhe judicia,y that can arb11ra tt> 
disagreements between tht regulator and the 

utility may not have clear authority or is viewed 
as not being fully independent of lhe regulator or 
other political pressure Alternately, there may 

be no redress to an e fftctive mdependent arbit e-r 
The ability of t he utility to enforce its mooopoly 
or p,event uncompensated usage of its system 
may be lim1te<I There may be a risk of cre-d1tor· 

untriendly nationalization or o thefs1gnilicant 
intervent ion in utilit y markets or rate-se tting 

... 
Utihty regulation occu rs (i) undtr a national. state, proVtncia l Of 

munidpal framework based on le gislat ion that p roV1des t he 
utility among m0fle>p0ly withtn its service territory that may 

have somt" t )(Ceptions suc.h as greater se ll-gentrat ton (see: note 
1), a general assuranct that, sub)t'Ct to prvdency requirements 

that are most ly re asonable , ratts will be se t will be <;et ma 
ma nner that will pe rmit the utihty to make and rec:ovf'r all 

ntt.essary investments, reasonable c.larity as to t he manner in 

which ut 1lit1e-s will be regulated an6ov,rall guidance for 
methods and procf'dures for setting rates, or {ii) under a new 
framework wherf' independent and t ransparent regulation 
exists 1n ot her sectors If there have been changes in utility 

legislation, they have been cred11 supportive or at least 
balanced for the issuer but potent ially less timely, and the 

ut1l1ty had a w,ce in the legislative procen. There is e tther (i) an 
independent judiciary that can art>iu at e disagreements 

between the regula1or and the ulil1ty, including access to couns 
at least at t he sta te or provincial level, re asonably d ear judicial 
prece:c:lent in tht interpretation ol u t1hty laws. and a generally 
st rong rule of la w, or (11) regulation h.M bttn app lied (under a 

well developf<l lramework) in a manner such that redress to an 
independent arbiter has not bffn ,equired We E'xpect t hesl!' 

cond1tK>ns tocontinue 

Nole l The st<engthol the monopo!y releis to the legal regulalory ilnd p:i11ct1cal o~stac\es f0< customers in the uttl11y's 1tm1ory 10 obtam St.rv1(e from another provider E• amples of a wt:a~en1,g ot !he mo"IOpoly would include lhe ab1l1ty of a c,ty 
01 large u~r to leave tht uU,ty systtm 10 set up thr1r ownsystrm, tht't-xtent to which stll·~M:lillOn 1s ptrm1tted (r g cogenrrat ,on) and/orenco<Kagtd (e g . ntt mtter1ng, DSM genrrauon) At l t'lt !o~rend ol the rat ings spectrum. tht 
ut1l11y·~monopol.ymay be challenged by pervas,vt' tt'lefl a()(! unautt.omed use Smee utd1t1rs are generally prrsumed to bt>monopohts. a stro.,g monopoly position 1n itself ,s oat sufhc1r-nt tor a stro"lgscort 1n this s:i~·lae1 01. but a wealen1ng ol 

1he monopoly can lower ttir score 
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How We Assess Consistency and Predictability of Regulation for the Grid 

For the Consistency and Predictability sub-factor, we consider the track record of regu latory decisions in 
terms of consistency, predictability and supportiveness. We evaluate the utility's interactions in the 
regulatory process as well as the overall stance of the regulator toward the utility. 

In most jurisdictions, the laws and rules seek to make rate-setting a primarily technical process that 
examines costs the utility incurs and the returns on investments the utility needs to earn so it can make 

investments that are required to build and maintain the utility infrastructure - power plants, electric 
transmission and distribution systems, and/or natural gas distribution systems. When the process remains 
technical and transparent such that regulators can support the financial health of the utility while balancing 

their public duty to assure that reliable service is provided at a reasonable cost, and when the utility is able 
to align itself with the policy initiatives of the governing jurisdiction, the utility will receive higher scores in 
this sub-factor. When the process includes substantial political intervention, which could take the form of 
legislators or other government officials publically second- guessing regulators, dismissing regulators who 
have approved unpopular rate increases, or preventing the implementation of rate increases, or when 
regulators ignore the laws/ rules to deliver an outcome that appears more politically motivated, the utility 

will receive lower scores in this sub-factor. 

As with the prior sub-factor, we may score different utilities in the same jurisdiction differently, based on 
outcomes that are more or less supportive of credi t quality over a period of t ime. We have observed that 

some utilities are better able to meet the expectations of their customers and regulators, whether through 
better service, greater reliability, more stable rates or simply more effective regulatory outreach and 
communication. These ut ilities typically receive more consistent and credit supportive outcomes, so they 
will score higher in this sub-factor. Conversely, if a utility has multiple rapid rate increases, chooses to 
submit major rate increase requests during a sensitive election cycle or a severe economic downturn, has 
chronic customer service issues, is viewed as frequently providing incomplete information to regulators, or is 

tone deaf to the priorities of regulators and politicians, it may receive less consistent and supportive 

outcomes and thus score lower in this sub-factor. 

In scoring this sub-factor, we will primarily evaluate the actions of regulators, politicians and jurists rather 

than their words. Nonetheless, words matter when they are an indication of future action. We seek to 
differentiate between political rhetoric that is perhaps oriented toward gaining attention for the viewpoint 
of the speaker and rhetoric that is indicative of future actions and trends in decision- making. 
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Factor 1b: Consistency and Predictability of Regulation(12.5%) 

Aa, 

The issuer's Interaction with the regulator has led 
to a strong, lengthy track record of predictable, 

consistent and favorable decisions. The regulatoc 
is highly credit supponive of the issuer and 

ut ilit ies in general. We e><pect these conditions to 
cont inue. 

•• 
We expect that regulatory decisions will 

demonstrate considerable inconsistency or 
unpredictability or that decisions will be 

~itically charged, based either on the issuer's 
track record of interact ion with regulators or 

other governing bodies, or our view that decisions 
will move in this direct ion. The regulator may 

have a history of less credit support ive regulatory 
decisions with respC'ct to the issuer, but we 
expect that the issuer will be able to obtain 

support when it encounters financial stress, with 
some potentially material delays. The regulator's 
authority may be eroded at times by legislat ive 0t 

political action. The regulator may not follow the 
frameWOfk for some material decisions. 

11 JUNE 21 2017 

•• 
The issuer's interact ion with the regulator has a 

led to a considct"able track recOfd of 
predominantly predictable and consistent 
decisions The regulator is mostly credit 

supportive of ut ilities in general and in almost all 
instances has ~en highly credit supportive of the 
issuer. We expect these conditions to continue. 

We expect that regulatory decisions will be 
largely unpredictable or even somewhat arbitrary, 

based either on the issuer's track record of 
interaction with regulators or other governing 
bodies, or our view that decisions will move in 

this direction. However, we expect that the issuer 
will ultimately be able to obtain support when it 

encounters financial mess, albeit with material or 
more extended delays. Alternately, the regulator 
is untested, lacks a cons istent track record, or is 
undergoing substantial change. The regulator's 

author ity may be eroded on frequent occasions by 
legislat ive or political action. The regulator may 

more frequently ignore the framework in a 
manner detrimental to the issuer 

The issuer's interact ion with the regulator has led 
to a track record of largely predictable and 
cons istent decisions. The regulator may be 

somewhat less credit support ive of utilities in 
general, but has been quite credit supportive ol 

the issuer in most circumstances. We expect 
these conditions to continue. 

c .. 

We expect that regulatory decisions will be highly 
unpredictable and frequently adverse, based 

elther on the issuer's track record of interaction 
with regulators or other governing bodies, or our 

view that dec isions will move in this direction. 

Alternately, decisions may have credit support ive 
aspects. but may often be unenforceable. The 
regulator's authority may have been seriously 
eroded by legislative or polit ica l action. The 

regulator may consistently ignore the framework 
to the detriment of the issuer 
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Saa 

The issuer's interaction with the regulator has led 
to an adequate track record. The regulator is 

generally consistent and predictable, but there 
may some evidence of inconsistency or 

unpredictability from t ime to time, or decisions 
may at times be politically charged However, 
instances of less cred it support ive decisions are 
based on reasonable application of existing rules 

and statutes and are not overly punitive. We 
expect these conditions to continue. 
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Factor 2: Ability to Recover Costs and Earn Returns (25%) 

Why It Matters 

This rating factor examines the ability of a utility to recover its costs and earn a return over a period of time, 
including during differing market and economic conditions. While the Regulatory Framework looks at the 
transparency and predictability of the rules that govern the decision-making process with respect to utilities, 
the Ability to Recover Costs and Earn Returns evaluates the regulatory elements that directly impact the 

ability of the utility to generate cash flow and service its debt over time. The abi lity to recover prudently 
incurred costs on a timely basis and to attract debt and equity capital are crucial credit considerations. The 
inability to recover costs, for instance if fuel or purchased power costs ballooned during a rate freeze period, 
has been one of the greatest drivers of financial stress in this sector, as well as the cause of some utility 
defaults. In a sector that is typically free cash flow negative (due to large capital expenditures and dividends) 
and that routinely needs to refinance very large maturities of long-term debt, investor concerns about a lack 

of timely cost recovery or the sufficiency of rates can, in an extreme scenario, strain access to capital 
markets and potentially lead to insolvency of the ut ility (as was the case when "used and useful" 

requi rements threatened some utilities that experienced years of delay in completing nuclear power plants 
in the 1980s). While our scoring for the Ability to Recover Costs and Earn Returns may primarily be 
influenced by our assessment of the regulatory relationship, it can also be highly impacted by the 

management and business decisions of the utility. 

How We Assess Ability t o Recover Costs and Earn Returns 

The timeliness and sufficiency of rates are scored as separate sub-factors; however, they are interrelated. 
Timeliness can have an impact on our view of what constitutes sufficient returns, because a strong 
assurance of timely cost recovery reduces risk. Conversely, utilities may have a strong assurance that they 
will earn a full return on certain deferred costs until they are able to collect them, or their generally strong 
returns may allow them to weather some rate lag on recovery of construction-related capital expenditures. 

The timeliness of cost recovery is particularly important in a period of rapidly rising costs. During the past 
five years, utilities have benefi tted from low interest rates and generally decreasing fuel costs and purchased 
power costs, but these market conditions could easily reverse. For example, fuel is a large component of 
total costs for vertically integrated utilities and for natural gas utilities, and fuel prices are highly volatile, so 

the timeliness of fuel and purchased power cost recovery is especially important. 

While Factors 1 and 2 are closely inter-related, scoring of these factors will not necessarily be the same. We 
have observed jurisdictions where the Regulatory Framework caused considerable credit concerns - perhaps 
it was untested or going through a transition to de-regulation, but where the track record of rate case 
outcomes was quite positive, leading to a higher score in the Ability to Recover Costs and Earn Retu rns. 

Conversely, there have been instances of strong Legislative and Judicial Underpinnings of the Regulatory 
Framework where the commission has ignored the framework (which would affect Consistency and 

Predictability of Regulation as well as Ability to Recover Costs and Earn Returns) or has used extraordinary 
measures to prevent or defer an increase that might have been justifiable from a cost perspective but would 

have caused rate shock. 

One might surmise that Factors 2 and 4 should be strongly correlated, since a good Abili ty to Recover Costs 
and Earn Returns would normally lead to good financial metrics. However, the scoring for the Abili ty to 
Recover Costs and Earn Returns sub-factor places more emphasis on our expectation of timeliness and 
sufficiency of rates over time; whereas financial metrics may be impacted by one-time events, market 
conditions or construction cycles - trends that we believe could normalize or even reverse. 

RATING METHODOLOGY REG ULATED ELECTRIC AND GAS UTILI TIES 
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How We Assess Timeliness of Recovery of Operating and Capital Costs for the Grid 

The criteria we consider include provisions and cost recovery mechanisms for operating costs, mechanisms 
that allow actual operating and/or capital expenditures to be trued-up periodically into rates without having 
to file a rate case (this may include formula rates, rider and trackers, or the ability to periodically adjust rates 

for construction work in progress) as well as the process and timeframe of general tariff/base rate cases -

those that are fully reviewed by the regulator, generally in a public format that includes testimony of the 
utility and other stakeholders and interest groups. We also look at the track record of the utility and 
regulator for timeliness. For instance, having a formula rate plan is positive, but if the actual process has 
included reviews that are delayed for long periods, it may dampen the benefit to the utility. In addition, we 
seek to estimate the lag between the time that a utility incurs a major construction expenditures and the 

time that the utility will start to recover and/or earn a return on that expenditure. 

How We Assess Sufficiency of Rates and Returns for the Grid 

The criteria we consider include statutory protections that assure full cost recovery and a reasonable return 

for the utility on its investments, the regulatory mechanisms used to determine what a reasonable return 
should be, and the track record of the utility in actually recovering costs and earning returns. We examine 
outcomes of rate cases/tariff reviews and compare them to the request submitted by the utility, to prior 

rate cases/tariff reviews for the same utility and to recent rate/tariff decisions for a peer group of 
comparable uti lities. In this context, comparable utilities are typically utilit ies in the same or similar 
jurisdiction. In cases where the utility is unique or nearly unique in its jurisdiction, comparison will be made 
to other peers with an adjustment for local differences, including prevailing rates of interest and returns on 
capital, as well as the timeliness of rate-setting. We look at regulatory disallowances of costs or 
investments, with a focus on their financial severity and also on the reasons given by the regulator, in order 

to assess the likelihood that such disallowances will be repeated in the future. 

RATING M ETHODOLOGY: REGULATED ELECTRIC AND GAS UTILITIES 
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Factor 2a: Timeliness of Recovery of Operating and Capital Costs (12.5%) ... 
Tariff formulas and automatic cost recovery 
mechanisms provide full and highly timely 

recovery of all operat ing costs and essent ially 
contemporaneous return on all incremental 

capital investments, w ith statutory provis ions in 
place to preclude the possibility of challenges to 
rate Increases Of cost recovery mechanisms. By 
statute and by pract ice, general rate cases are 

efficient, focused on an impartial review, quick, 
and permit inclusion of fully forward-looking 

costs. 

•• 
There is an expectation that fuel, purchased power 
or other highly variable expenses will eventually 

be recovered with delays that will not place 
material financial stress on the utility, but there 
may be some evidence of an unwillingness by 

regulators to make timely rate changes to address 
votat ility in fuel, or purchased power, or other 
ma rket-sensitr\le expenses. Recovery of c.osts 

related to capital investments may be subject to 
delays that are rome'Nhat lengthy. but not so 

pervasive as to be expected to discourage 
important investments. 

.. 
Tariff formulas and automatic cost recovery 
mechanisms provide full and highly timely 

recovery of all operating costs and essent ially 
contemporaneous or near-contemporaneous 

return on most incremental capital investments, 
with minimal challenges by regulators to 

companies' cost assumptions. By statute and by 
practice, general rate cases are efficient, focused 

on an impartial review, of a very reasonable 
duration before non-appealable interim rates can 

be collected, and pr imarily permit inclusion of 
forward -looking costs. 

The expectat ion that fuel, purchased power or 
other highly variable expenses will be recovered 

may be subject to material delays due to second
guessing of spending decisions by regulators or 
due to political intervention. Recovery of costs 

related to capital investments may be subject to 
delays that are material to the issuer, or maybe 
likely to discourage some important investment. 

Nott 1ar,lf fo rmulas include form ula ralt p\aru u well as trackers and 11df'n re-lat~ 10 upttal.nvestmt nt 
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Automatic cost recovery mechanisms provide full 
and reasonably timely recovery of fuel. purchased 

power and all other highly variable operating 
expenses. Material capital investments may be 

made under tariff formulas or other rate-making 
permitt ing reasonably contemporaneous returns, 
or may be submitted under other types of filings 

that provide recovery of cost of capital with 
minimal delays. Instances of regulatory 

challenges that delay rate increases or cost 
recovery are generally related to large, unexpected 

increases in sizeable construction projects. By 
statute or by practice, general rate cases are 
reasonably efficient, primarily focused on an 

impartial rev iew, of a reasonable durat ion before 
rates (either permanent or non-refundable interim 

rates) can be col.lected, and permit inclusion of 
important forward-looking costs . 

Cu 

The expectation that fuel, purchased power or 
other highly variable expenses will be recovered 

may be subject to extensive delays due to second-
guessing of spending decisions by regulators or 

due to political intervention. 

Re<overy of costs related to capital investments 
may be uncerta in, subject to delays that are 

extensive, or that may be likely to discourage even 
necessary investment 
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. .. 
Fuel, purchased power and all other highly variable 

expenses are generally recovered through 
mechanisms incorporating delays of less than one 
year, although some rapid increases in costs may 

be delayed longer where such deferrals do not 
place financial stress on the utility. Incremental 
capital investments may be recovered primarily 
through general rate cases with moderate lag, 

with some through tariff formulas. Alternately, 
there may be formula rates that are untested°' 
unclear . Potent ially greater tendency for delays 

due to regulatory intervention, although this wilt 
generally be limited to rates related to large 

capital projects or rapid increases in operating 
costs. 
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Factor 2b: Sufficiency of Rates and Returns (12.5%) ... 
Sufficiency of rates to cover costs and attract 

capital is (and will continue to be) unquestioned 

•• 
Rates arc (and we expect will cont inue to be) set 

at a level that generally provides recovery of most 
operating costs but return on investments may be 
less predictable, and there may be dec idedly more 

instances of regulatory challenges and 
disaltowances, but ult imate rate outcomes are 

generally sufficient to attract capital. In general, 
this will translate to returns (measured in relat ion 

to equity, total assets, rate base or regulatory 
asset value, as applicable) that arc generally 

below average relative to global peers, or where 
allowed returns are average but d ifficult to earn 
Alternately, the tariff formula may not take into 

account all cost components and/or 
remuneratk>n of investments may be unclear or 

at times unfavorable. 

" JUNl 23 2017 

.. 
Rates are (and we expect will continue to be) set 

at a level that pefmits full cost recovery and a fair 
return on all investments, with minimal challenges 

by regulators to companies' cost assumptions. 
This will translate to returns (measured in relatio n 

to equity, total assets, rate base or regulatory 
asset value, as applicable) that are strong relat ive 

to global peers. 

We expect rates will be set at a level that at times 
fails to provide recovery of costs other than cash 
costs, and regulators may engage in somewhat 

arbitrary second-guessing of spending decisions or 
deny rate increases related to funding ongoing 

operations based much more on politics than on 
prudency reviews. Return on investments may be 

set at levels that discourage investment. We 
expect that rate outcomes may be difficult or 

uncertain, negatively affecting continued access to 
capital. Alternately, the tariff formula may fail to 

take into account significant cost components 
other than cash costs, and/or remuneration of 

investments may be generally unfavorable. 

Rates are (and we expect will continue to be) set 
at a level that generally provides full cost recovery 

and a fa lr return on investments, with limited 
instances of regulatory challenges and 

disallowances. In general, this will translate to 
returns (measured in relation to equity, total 
assets, rate base or regulatory asset value, as 
applicable) that are generally above average 
relative to global peers, but may at times be 

average. 

c .. 

We expect rates will be set at a level that often 
fa ils to prnvide recovery of material costs, and 

recovery of cash costs may also be at risk. 

Regulators may engage in more arbitrary second
guessing of spending decisions or deny rate 

increases related to funding ongoing operat ions 
based primarily on polit ics. Return on investments 

may be set at levels that discourage necessary 
maintenance investment. We expect that rate 

outcomes may often be punit ive or highly 
uncertain, with a markedly negative impact on 

access to capital. Alternately, the tarirt formula 
may fail to take into account significant cash cost 
components, and/or remuneration of investments 

may be pr imarily unfavorable. 
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... 
Rau~s are (and we expect will continue to be) set 
at a level that generally provides full operating 

cost recovery and a mostly fair return on 
investments, but there may be somewhat more 

instances of regulatory challenges and 
disallowances, although ultimate rate outcomes 
arc sufficient to attract capital without difficulty 
In general, this will translate to returns (measured 

in relat ion to equity, total assets, rate base or 
regulatory asset value, as applicable) that are 

average relat ive to global peers, but may at t imes 
be somewhat below average. 
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Factor 3: Diversification (10%) 

Why It Matters 

Diversification of overall business operations helps to mitigate the risk that economic cycles, material 
changes in a single regulatory regime or commodity price movements will have a severe impact on cash 
flow and credit quality of a utility. While utilities' sales volumes have lower exposure to economic recessions 
than many non-financial corporate issuers, some sales components, including industrial sales, are directly 
affected by economic trends that cause lower production and/or plant closures. In addition, economic 

activity plays a role in the rate of customer growth in the service territory and (absent energy efficiency and 
conservation) can often impact usage per customer. The economic strength or weakness of the service 
territory can affect the political and regulatory environment for rate increase requests by the utility. For 

utilities in areas prone to severe storms and other natural disasters, the utility's geographic diversity or 
concentration can be a key determinant for creditworthiness. 

Diversity among regulatory regimes can mitigate the impact of a single unfavorable decision affecting one 

part of the utility's footprint. 

For utilities with electric generation, fuel source diversity can mitigate the impact (to the utility and to its 

rate-payers) of changes in commodity prices, hydrology and water flow, and environmental or other 

regulations affecting plant operations and economics. We have observed that utilities' regulatory 
environments are most likely to become unfavorable during periods of rapid rate increases (which are more 
important than absolute rate levels} and that fuel diversity leads to more stable rates over time. 

For that reason, fuel diversity can be important even if fuel and purchased power expenses are an automatic 
pass-through to the utility's ratepayers. Changes in environmental, safety and other regulations have caused 
vulnerabilities for certain technologies and fuel sources during the past five years. These vulnerabilities have 

varied widely in different countries and have changed over time. 

How We Assess Market Position for the Grid 

Market position is comprised primarily of the economic diversity of the utility's service terri tory and the 

diversity of its regulatory regimes. We also consider the diversity of utility operations (e.g., regulated 
electric, gas, water, steam) when there are material operations in more than one area. 

Economic diversity is a typically a function of the population, size and breadth of the territory and the 

businesses that drive its GDP and employment. For the size of the territory, we typically consider the 
number of customers and the volumes of generation and/or throughput. For breadth, we consider the 
number of sizeable metropolitan areas served, the economic diversity and vitality in those metropolitan 
areas, and any concentration in a particular area or industry. In our assessment, we may consider various 
information sources. For example, in the US, information sources on the diversity and vitality of economies 
of individual states and metropolitan areas may include Moody's Economy.com. We also look at the mix of 
the utility's sales volumes among customer types, as well as the track record of volume sales and any 

notable payment patterns during economic cycles. For diversity of regulatory regimes, we typically look at 
the number of regulators and the percentages of revenues and utility assets that are under the purview of 
each. While the highest scores in the Market Position sub-factor are reserved for issuers regulated in 

multiple jurisdictions, when there is only one regulator, we make a differentiation of regimes perceived as 

having lower or higher volat ility. 

Issuers with multiple supportive regulatory jurisdictions, a balanced sales mix among residential, 
commercial, industrial and governmental customers in a large service territory with a robust and diverse 
economy will generally score higher in this sub-factor. An issuer with a small service territory economy that 

RATING METHODOLOGY REGULATED ELECTRIC AND GAS UTILITIES 
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has a high dependence on one or two sectors, especially highly cyclical industries, will generally score lower 
in this sub- factor, as will issuers with meaningful exposure to economic dislocations caused by natural 

disasters. 

For issuers that are vertically integrated utilities having a meaningful amount of generation, this sub- factor 
has a weighting of 5%. For electric transmission and distribution utilities without meaningful generation and 

for natural gas local distribution companies, this sub-factor has a weighting of 10%. 

How We Assess Generat ion and Fuel Diversity for t he Grid 

Criteria include the fuel type of the issuer's generation and important power purchase agreements, the 
ability of the issuer economically to shift its generation and power purchases when there are changes in fuel 
prices, the degree to which the utility and its rate-payers are exposed to or insulated from changes in 
commodity prices, and exposure to Challenged Source and Threatened Sources (see the explanations for 
how we generally characterize these generation sources in the table below). A regulated utility's capacity 

mix may not in itself be an indication of fuel diversity or the ability to shift fuels, since ut ilities may keep old 
and inefficient plants (e.g., natural gas boilers) to serve peak load. For this reason, we do not incorporate set 
percentages reflecting an "ideal" or "sub-par" mix for capacity or even generation. In addition to looking at a 

utility's generation mix to evaluate fuel diversity, we consider the efficiency of the utility's plants, their 
placement on the regional dispatch curve, and the demonstrated ability/inability of the utility to shift its 

generation mix in accordance with changing commodity prices. 

Issuers having a balanced mix of hydro, coal, natural gas, nuclear and renewable energy as well as low 
exposure to challenged and threatened sources of generation will score more highly in this sub-factor. 

Issuers that have concentration in one or two sources of generation, especially if they are threatened or 

challenged sources, will incur lower scores. 

In evaluating an issuer's degree of exposure to challenged and threatened sources, we will consider not only 
the existence of those plants in the utility's portfolio, but also the relevant factors that will determine the 
impact on the utility and on its rate-payers. For instance, an issuer that has a fairly high percentage of its 
generation from challenged sources cou ld be evaluated very differently if its peer utilities face the same 
magnitude of those issues than if its peers have no exposure to challenged or threatened sources. In 
evaluating threatened sources, we consider the utility's progress in its plan to replace those sources, its 
reserve margin, the availability of purchased power capacity in the region, and the overall impact of the 

replacement plan on the issuer's rates relative to its peer group. Especially if there are no peers in the same 
jurisdiction, we also examine the extent to which the utility's generation resources plan is aligned with the 

relevant government's fuel/ energy policy. 

RATING M ETHO DOLOGY· RE GULATED ELECTRIC AND GAS UTILITIES 
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Sub-Factor 
W• ighting. 

5.00% ' 

5.0 0% " 

Sub- Facto, 
Weighting 

S.00% • 

Factor 3: Diversification (10%) 

... 
A very high degree of multinational 
and regional diversity in terms of 
regulatory regimes and/Of service 
territory economics. 

A high degree of diversity in terms of 
generat ion and/or fuel sources such 
that the utility and rate-payers are 
well insulated from commodity price 
changes, no generat ion concentrat ion, 
and very low exposures to Challenged 
Of Threatened Sources (see definitions 
below). 

•• 
Operates in a market area with 
somewhat greater concentration and 
cyclicality in the service territory 
economy and/or exposure to storms 
and other natural disasters, and thus 
less resilience to absorbing reasonably 
foreseeable increases in ut ility rates. 
May show somewhat greater volatility 
in the regulatory regime(s) 

•• 
Mater ial operations in three or more 
nations or substantial geographic 
regions providing very good diversity 
of regulatory- regimes and/or serv ice 
territOf'y econo mil's. 

Very good diversification in terms of 
generation and/or fuel sources such 
that the utility and rate-payers are 
affected only minimally by 
commodity pr ice changes, little 
generation concentrat ion, and low 
exposures to Challenged or 
Threatened Sources. 

Operates in a limited mark.et area 
with material concentration and more 
severe cyclicality in service territory 
economy such that cycles are of 
materially longer duration or 
reasonably foreseeable increases in 
ut ility rates could present a material 
challenge to the economy. Service 
territOfy may have geographic 
concentration that limits its resilience 
to storms and other natural disasters, 
or may be an emerging market May 
show decided volatility in the 
regulat0<y regime(s). 

A 

Material operations in two to three 
nations, states, provinces OI' regions 
that provide good diversity of 
regulatory regimes and service 
territory economies. Alternately, 
operates within a single regulatory 
regime wit h low volatil ity, and the 
service territory economy is robust, 
has a very high degree of divers ity and 
has demonstrated resilience in 
economic cycles. 

Good diversificat ion in terms of 
generation and/or fuel sources such 
that the utility and rate-payers have 
only modest exposure to commodity 
price changes; however, may have 
some concentration in a source that is 
ne ither Challenged nor Threatened 
Exposure to Threatened Sources is 
low. While there may be some 
exposure to Challenged Sources, it is 
not a cause for concern. 

Cu 

Operates in a concentrated economic 
service territory with pronounced 
concentration, macroeconomic risk 
factors. and/or exposure to natural 
disasters. 
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... 
May operate under a single regulatory 
regime viewed as having low 
volat ility, or where multiple 
regulatory regimes are not viewed as 
provid ing much diversity. The service 
territory economy may have some 
concentrat ion and cyclicality, but is 
sufficiently resilient that it can absorb 
reasonably foreseeable increases in 
utility rates. 

Adequate diversification in terms of 
generation and/or fuel sources such 
that the utility and rate-payers have 
moderate exposure to commodity 
price changes; however, may have 
some conce,mation in a source that is 
Challenged. Ex:posure to Threatened 
Sources is moderate, while exposure 
to Challenged Sources is manageable. 

Definiit ons 

Challenged Sources are generat ion 
plants that face higher but not 
insurmountable economic hurdles 
resulting from penalties or taxes on 
their operation, or from 
environmental upgrades that are 
required °' likely to be required. 
Some examples are carbon-emitting 
plants that incur carbon taxes, plants 
that must buy emissions credits to 
operate, and plants that must install 
environmental equipment to continue 
to operate, in each where the 
taxes/credits/upgrades are suffic ient 
to have a material impact on those 
plants' competitiveness relative to 
other generation types or on the 
ut ility's rates, but where the impact is 
not so severe as to be likely requ ire 
plant closure. 
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Generation and 
Fuel Diversity 

5.00% " Modest diversificat ion in generation 
and/or fuel sources such that the 
ut ility or rate-payers have greater 
exposure to commodity price 
changes. Exposure to Challenged and 
Threatened Sources may be more 
pronounced, but the utilfty will be 
able to access alternative sources 
without undue financial stress. 

• 10% weight lor •SS-""rs thilt l.ac l:. genera11on ""0% w eight for ,ssoers th at lad, genera lion 
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Operates with little d iversification in 
generation and/or fuel sources such 
that the utility or rate-payers have 
high exposure to commodity price 
changes Exposure to Challenged and 
Threatened Sources may be high, and 
access ing alternate sources may be 
challenging and cause more financial 
stress, but ultimately feasible 

Operates with high concentrat ion in 
generat ion and/or fuel sources such 
that the util ity or rate-paye,s have 
exposure to commodity price shocks. 
Exposure to Challenged and 
Threatened Sources may be very high, 
and accessing alternate sources may 
be highly unct"rta in 
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Threatened Sources are generation 
plants that are not currently able to 
operate due to major unplanned 
outages or issues with licensing or 
other regulatory compliance, and 
plants that are highly likely to be 
required to de-act ivate, whether due 
to the effectiveness of currently 
existing or expected rules and 
regulations or due to economic 
challenges. Some recent examples 
would include coal fired plants in the 
US that are not economic to retro-fit 
to meet mercury and air toxtCs 
standards, plants that cannot meet 
the effective da te of those standards, 
nuclear plants in Japan that have not 
been licensed to re-start after the 
Fukushima Dai-ichi accident, and 
nuclear plants that are required to be 
phased out within 10 years (as is the 
case in some European countries) 
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Factor 4: Financial Strength (40%) 

Why It Hatters 
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Electric and gas utilities are regulated, asset-based businesses characterized by large investments in long

lived property, plant and equipment. Financial strength, including the ability to service debt and provide a 
return to shareholders, is necessary for a utility to attract capital at a reasonable cost in order to invest in its 
generation, transmission and distribution assets, so that the utility can fulfill its service obligations at a 

reasonable cost to rate-payers. 

How We Assess It for the Grid 

In comparison to companies in other non-financial corporate sectors, the financial statements of regulated 

electric and gas utilities have certain unique aspects that impact financial analysis, which is further 
complicated by disparate treatment of certain elements under US Generally Accepted Accounting Principles 
(GAAP) versus International Financial Reporting Standards (IFRS} Regulatory accounting may permit utilities 

to defer certain costs (thereby creating regulatory assets) that a non- utility corporate entity would have to 

expense. For instance, a regulated utility may be able to defer a substantial portion of costs related to 
recovery from a storm based on the general regulatory framework for those expenses, even if the utility 

does not have a specific order to collect the expenses from ratepayers over a set period of time. A regulated 
utility may be able to accrue and defer a return on equity (in addition to capitalizing interest) for 
construction-work-in-progress for an approved project based on the assumption that it will be able to 
collect that deferred equity return once the asset comes into service. For this reason, we focus more on a 

utility's cash flow than on its reported net income. 

Conversely, utilities may collect certain costs in rates well ahead of the time they must be paid (for instance, 

pension costs), thereby creating regulatory liabilities. tv1any of our metrics focus on Cash Flow from 
Operations Before Changes in Working Capital (CFO Pre-WC) because, unlike Funds from Operations (FFO}, 

it captures the changes in long-term regulatory assets and liabilities. 

However, under IFRS the two measures are essentially the same. In general, we view changes in working 
capital as less important in utility financial analysis because they are often either seasonal (for example, 
power demand is generally greatest in the summer) or caused by changes in fuel prices that are typically a 
relatively automatic pass-through to the customer. We will nonetheless examine the impact of working 

capital changes in analyzing a utility's liquidity (see Other Rating Considerations - Liquidity) . 

Given the long-term nature of utility assets and the often lumpy nature of their capital expenditures, it is 

important to analyze both a utility's historical financial performance as well as its prospective future 
performance, which may be different from backward-looking measures. Scores under this factor may be 
higher or lower than what might be expected from historical results, depending on our view of expected 

future performance. Multi-year periods are usually more representative of credit quality because utilities can 
experience swings in cash flows from one-time events, including such items as rate refunds, storm cost 
deferrals that create a regulatory asset, or securitization proceeds that reduce a regulatory asset. 
Nonetheless, we also look at t rends in metrics for individual periods, which may influence our view of future 

performance and ratings. 

For this scoring grid, we have identified four key ratios that we consider the most consistently useful in the 
analysis of regulated electric and gas utilities. However, no single financial ratio can adequately convey the 
relative credit strength of these highly diverse companies. Our rat ings consider the overall financial strength 

of a company, and in individual cases other financial indicators may also play an important role. 
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CFO Pre-Working Capital Plus Interest/Interest or Cash Flow lnterestCoverage 

The cash flow interest coverage ratio is an indicator for a utility's ability to cover the cost of its borrowed 
capital. The numerator in the ratio calculation is the sum of CFO Pre-WC and interest expense, and the 

denominator is interest expense. 

CFO Pre-Working Capital/ Debt 

This important metric is an indicator for the cash generating ability of a utility compared to its total debt. 

The numerator in the ratio calculation is CFO Pre-WC, and the denominator is total debt. 

CFO Pre-Working Capital Minus Dividends I Debt 

This ratio is an indicator for financial leverage as well as an indicator of the strength of a utility's cash flow 
after dividend payments are made. Dividend obligations of utilities are often substantial, quasi- permanent 

outflows that can affect the ability of a utility to cover its debt obligations, and this ratio can also provide 
insight into the financial policies of a utility or utility holding company. The higher the level of retained cash 
flow relative to a utility's debt, the more cash the uti lity has to support its capital expenditure program. The 
numerator of this ratio is CFO Pre-WC minus dividends, and the denominator is total debt. 

Debt/Capitalization 

This ratio is a trad itional measure of balance sheet leverage. The numerator is total debt and the 
denominator is total capitalization. All of our ratios are calculated in accordance with our standard 
adjustments 10, but we note that our definition of total capitalization includes deferred taxes in addition to 

total debt, preferred stock, other hybrid securities, and common equity. Since the presence or absence of 
deferred taxes is a function of national tax policy, comparing uti lities using this ratio may be more 
meaningful among utilities in the same country or in countries with similar tax policies. High debt levels in 
comparison to capitalization can indicate higher interest obligations, can limit the ability of a utility to raise 
additional financing if needed, and can lead to leverage covenant violations in bank credit faci lities or other 
financing agreements n A high ratio may result from a regulatory framework that does not permit a robust 
cushion of equity in the capital structure, or from a material write-off of an asset, which may not have 

impacted current period cash flows but could affect future period cash flows relative to debt. 

There are two sets of thresholds for three of these ratios based on the level of the issuer's business risk - the 
Standard Grid and the Lower Business Risk (LBR) Grid. In our view, the different types of utility entities 
covered under this methodology (as described in Appendix E) have different levels of business risk. 

Generation utilities and vertically integrated utilities generally have a higher level of business risk because 
they are engaged in power generation, so we apply the Standard Grid. We view power generation as the 
highest-risk component of the electric utility business, as generation plants are typically the most expensive 
part of a utility's infrastructure (representing asset concentration risk) and are subject to the greatest risks in 
both construction and operation, including the risk that incurred costs will either not be recovered in rates 

or recovered with material delays. 

Other types of utilities may have lower business risk, such that we believe that they are most appropriately 

assessed using the LBR Grid, due to factors that could include a generally greater transfer of risk to 
customers, very strong insulation from exposure to commodity price movements, good protection from 

volumetric risks, fairly limited capex needs and low exposure to storms, major accidents and natural 

10 In certain circumstances, analysts may also apply specificadJustments 
11 We also examine debt/capitalization ratios as defined in applicable covenants (which typically exclude deferred taxes from capitalization) relative to the covenant 

threshold level 
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Debt 
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Debt I 7.50% 
Capitalization 
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disasters. For instance, we tend to view many US natural gas local distribution companies (LDCs) and certain 
US electric transmission and distribution companies (T&Ds, which lack generation but generally retain some 

procurement responsibilities for customers), as typically having a lower business risk profi le than their 
vertically integrated peers. In cases of T&Ds that we do not view as having materially lower risk than their 
vertically integrated peers, we will apply the Standard grid. This could result from a regulatory framework 
that exposes them to energy supply risk, large capital expenditures for required maintenance or upgrades, a 
heightened degree of exposure to catastrophic storm damage, or increased regulatory scrutiny due to poor 
reliability, or other considerations. The Standard Grid will also apply to LDCs that in our view do not have 

materially lower risk; for instance, due to the ir ownership of high pressure pipes or older systems requiring 
extensive gas main replacements, where gas commodity costs are not fully recovered in a reasonably 

contemporaneous manner, or where the LDC is not well insulated from declining volumes. 

The four key ratios, their we ighting in the grid, and the Standard and LBR scoring thresholds are detailed in 

the following table. 

Factor 4: Financial Strength 

Aaa Aa A Baa Ba 

;e 8.0x 6.0x - 8.0x 4.Sx - 6.0x 3.0x - 4.5x 2.0x - 3.0x 

Standard Grid .e40% 30% -40% 22% - 30% 13% - 22% 5%-13% 

Low Business 238% 27%- 38% 19% - 27% 11%- 19% 5% - 11% 
Risk Gr id 

Standard Grid 235% 25%-35% 17% -25% 9%- 17% 0%-9% 

Low Business .e 34% 23% - 34% 15%- 23% 7%- 15% 0%-7% 

Risk Grid 

Standard Grid < 25% 25%- 35% 35%- 45% 45%-55% 55% - 65% 

Low Business < 29% 29%- 40% 40%- 50% 50% -59% 59%-67% 

Risk Grid 

Notching for Structural Subordination of Holding Companies 

Why It Matters 

B Caa 

1.0x - 2.0x < 1.0x 

1%-5% < 1% 

1%-5% <1% 

(5%)-0% < (5%) 

(5%)-0% < {5%) 

65%- 75% 275% 

67%- 75% ;e75% 

A typical utility company structure consists of a holding company ("HoldCo") that owns one or more 
operating subsidiaries (each an "OpCo"). OpCos may be regulated utilities or non-utili ty companies. A 
Holdco typically has no operations - its assets are mostly limited to its equity interests in subsidiaries, and 
potentially other investments in subsidiaries that are structured as advances, debt, or even hybrid securities. 

Most HoldCos present their financial statements on a consolidated basis that blurs legal considerations 

about priority of creditors based on the legal structure of the family, and grid scoring is thus based on 
consolidated ratios. However, Holdco creditors typically have a secondary claim on the group's cash flows 
and assets after OpCo creditors. We refer to this as structural subordination, because it is the corporate 
legal structure, rather than specific subordination provisions, that causes creditors at each of the utility and 
non-utility subsidiaries to have a more direct claim on the cash flows and assets of their respective OpCo 
obligors. By contrast, the debt of the Holdco is typically serviced primarily by dividends that are up-
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streamed by the OpCos 12. Under normal circumstances, these dividends are made from net income, after 
payment of the OpCo's interest and preferred dividends. In most non- financial corporate sectors where 

cash often moves freely between the entities in a single issuer family, this distinction may have less of an 
impact. However, in the regulated utility sector, barriers to movement of cash among companies in the 
corporate family can be much more restrictive, depending on the regulatory framework. These barriers can 
lead to significantly different probabilities of default for HoldCos and OpCos. Structural subordination also 
affects loss given default. Under most default 13 scenarios, an OpCo's creditors will be satisfied from the 
value residing at that OpCo before any of the OpCo's assets can be used to satisfy claims of the HoldCo's 

creditors. The prevalence of debt issuance at the OpCo level is another reason that structural subordination 
is usually a more serious concern in the utility sector than for investment grade issuers in other non

financial corporate sectors. 

The grids for factors 1-4 are primarily oriented to OpCos (and to some degree for HoldCos with minimal 
current structural subordination; for example, there is no current structural subordination to debt at the 
operating company if all of the utility family 's debt and preferred stock is issued at the Holdco level, 
although there is structural subordination to other liabilities at the OpCo level}. The additional risk from 
structural subordination is addressed via a notching adjustment to bring grid outcomes (on average) closer 

to the actual ratings of HoldCos. 

How We Assess It 

Grid-indicated ratings of holding companies may be notched down based on structural subordination. The 
risk factors and mitigants that impact structural subordination are varied and can be present in different 

combinations, such that a formulaic approach is not practical and case-by-case analyst judgment of the 
interaction of all pertinent factors that may increase or decrease its importance to the credit risk of an issuer 

are essential. 

Some of the potentially pertinent factors that could increase the degree and/or impact of structural 

subordination include the following: 

» Regulatory or other barriers to cash movement from OpCos to HoldCo 

» Specific ring-fencing provisions 

» Strict financial covenants at the OpCo level 

» Higher leverage at the OpCo level 

» Higher leverage at the HoldCo level 14 

» Significant dividend limitations or potential limitations at an importantOpCo 

» Hold Co exposure to subsidiaries with high business risk or volatile cash flows 

Strained liquidity at the Holdco level 

» The group's investment program is primarily in businesses that are higher risk or new to the group 

Some of the potentially mitigating factors that could decrease the degree and/or impact of structural 

subordination include the following: 

11 The HoldCo and OpCo may also have intercompany agreements, including tax sharing agreements, that can be another source of cash to theHoldCo 

" Actual priority in a default scenario will be determined by many factors, including the corporate and bankruptcy laws of the jurisdiction, the asset value o f each 
OpCo, specific financing terms, inter-relationships among members of the family, etc 

" While higher leverage at the HoldCo does not increase st ructural subordination per se, it exacerbates the impact of any structural subordination that exists 
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» Substantial diversity in cash flows from a variety of utility OpCos 

» Meaningful dividends to HoldCo from unlevered utility OpCos 

» Dependable, meaningful dividends to Holdco from non-utility OpCos 

» The group's investment program is primarily in strong utility businesses 

» Inter-company guarantees - however, in many jurisdictions the value of an upstream guarantee may be 
limited by certain factors, including by the value that the OpCo received in exchange for granting the 

guarantee 

Notching for structural subordination within the grid may range from O to negative 3 notches. Instances of 

extreme structural subordination are relatively rare, so the grid convention does not accommodate wider 
differences, although in the instances where we believe it is present, actual ratings do reflect the full impact 

of structural subordination. 

A related issue is the relationship of ratings within a utility family with multiple operating companies, and 
sometimes intermediate holding companies. Some of the key issues are the same, such as the relative 

amounts of debt at the holding company level compared to the operating company level (or at one OpCo 
relative to another), and the degree to which operating companies have credit insulation due to regulation 
or other protect ive factors. Append ix B has additional insights on ratings within a utility family. 

Rating Methodology Assumptions, Limitations, and Other Rating Considerations 

The grid in this rating methodology represents a decision to favor simplicity that enhances transparency and 

to avoid greater complexity that might enable the grid to map more closely to actual ratings. Accordingly, 
the four rat ing factors and the notching factor in the grid do not constitute an exhaustive treatment of all of 
the considerations that are important for ratings of companies in the regulated electric and gas utility 
sector. In addition, our ratings incorporate expectations for future performance, while the financial 
information that is used in the grid in this document is mainly historical. In some cases, our expectations for 
future performance may be informed by confidential information that we can't disclose. In other cases, we 

estimate future results based upon past performance, industry trends, competitor actions or other factors. 

In ei ther case, predicting the future is subject to the risk of substantial inaccuracy. 

Assumptions that may cause our forward-looking expectations to be incorrect include unanticipated 
changes in any of the following factors: the macroeconomic environment and general financial market 

conditions, industry competit ion, disruptive technology, regulatory and legal actions. 

Key rating assumptions that apply in this sector include our view that sovereign credit risk is strongly 
correlated with that of other domest ic issuers, that legal priority of cla im affects average recovery on 
different classes of debt, sufficiently to generally warrant differences in rat ings for different debt classes of 
the same issuer, and the assumption that lack of access to l iquidity is a strong driver of credit risk. 

In choosing metrics for this rating methodology grid, we did not explicitly include certain important factors 

that are common to all companies in any industry such as the quality and experience of management, 
assessments of corporate governance and the quali ty of financial reporting and information disclosure. 
Therefore ranking these factors by ra ting category in a grid would in some cases suggest too much precision 

in the relative ranking of particu lar issuers against all other issuers that are rated in various industry sectors. 
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Ratings may include additional factors that are difficult to quantify or that have a meaningful effect in 

differentiating credit quality only in some cases, but not all. Such factors include financial controls, exposure 
to uncertain licensing regimes and possible government interference in some countries. 

Regulatory, litigation, liquidity, technology and reputational risk as well as changes to consumer and 
business spending patterns, competitor strategies and macroeconomic trends also affect ratings. While 
these are important considerations, it is not possible precisely to express these in the rating methodology 

grid without making the grid excessively complex and significantly less transparent. 

Ratings may also reflect circumstances in which the weighting of a particular factor will be substantially 

different from the weighting suggested by the grid. 

This variation in weighting rating considerations can also apply to factors that we choose not to represent in 
the grid. For example, liquidity is a consideration frequently critical to ratings and which may not, in other 
circumstances, have a substantial impact in discriminating between two issuers with a similar credit profile. 
As an example of the limitations, ratings can be heavily affected by ext remely weak liquidity that magnifies 
default risk. However, two identical companies might be rated the same if their only differentiating feature 

is that one has a good liquidity position while the other has an extremely good liquidity position. 

Other Rating Considerations 

We consider other factors in addition to those discussed in this report, but in most cases understanding the 
considerations discussed herein should enable a good approximation of our view on the credit quality of 
companies in the regulated electric and gas utilities sector. Ratings consider our assessment of the quality of 
management, corporate governance, financial controls, liquidity management, event risk and seasonality. 

The analysis of these factors remains an integral part of our rating process. 

Liquidity and Access to Capital Markets 

Liquidity analysis is a key element in the financial analysis of electric and gas utilities, and it encompasses a 
company's ability to generate cash from internal sources as well as the availability of external sources of 
financing to supplement these internal sources. Liquidity and access to financing are of particular 
importance in this sector. Utility assets can often have a very long useful life- 30, 40 or even 60 years is not 
uncommon, as well as high price tags. Partly as a result of construction cycles, the utility sector has 
experienced prolonged periods of negative free cash flow - essentially, the sum of its dividends and its 

capital expenditures for maintenance and growth of its infrastructure frequently exceeds cash from 
operations, such that a portion of capital expenditures must routinely be debt financed. Utilities are among 

the largest debt issuers in the corporate universe and typically require consistent access to the capital 
markets to assure adequate sources of funding and to maintain financial flexibility. Substantial portions of 
capex are non-discretionary (for example, maintenance, adding customers to the network, or meeting 
environmental mandates); however, utilities were swift to cut or defer discretionary spending during the 
2007-2009 recession. Dividends represent a quasi-permanent outlay, since utilities typically only rarely will 
cut their dividend. Liquidity is also important to meet maturing obligations, which often occur in large 

chunks, and to meet collateral calls under any hedging agreements. 

Due to the importance of liquidity, incorporating it as a factor with a fixed weighting in the grid would 

suggest an importance level that is often far different from the actual weight in the rating. In normal 
circumstances most companies in the sector have good access to liquidity. The industry generally requires, 
and for the most part has, large, syndicated, multi-year committed credit facilities. In addition, utilities have 
demonstrated strong access to capital markets, even under difficult conditions. As a result, liquidity 
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generally has not been an issue for most utilities and a utility with very strong liquidity may not warrant a 
rating distinction compared to a utility with strong liquidity. However, when there is weakness in liquidity or 

liquidity management, it can be the dominant consideration for ratings. 

Our assessment of liquidity for regulated utilities involves an analysis of total sources and uses of cash over 
the next 12 months or more, as is done for all corporates. Using our financial projections of the utility and 

our analysis of its available sources of liquidity (including an assessment of the quality and reliability of 
alternate liquidity such as committed credit facilities), we evaluate how its projected sources of cash (cash 
from operations, cash on hand and existing committed multi-year credit facilities) compare to its projected 
uses {including all or most capital expenditures, dividends, maturities of short and long-term debt, our 
projection of potential liquidity calls on financial hedges, and important issuer-specific items such as special 
tax payments). We assume no access to capital markets or additional liquidity sources, no renewal of 
existing credit facilities, and no cut to dividends. We examine a company's liquidity profile under this 

scenario, its abili ty to make adjustments to improve its liquidity position, and any dependence on liquidity 

sources with lower quality and reliability. 

Management Quality and Financial Policy 

The quality of management is an important factor supporting the credit strength of a regulated utility or 
ut ility holding company. Assessing the execution of business plans over time can be helpful in assessing 
management's business strategies, policies, and philosophies and in evaluating management performance 
relative to performance of competitors and our projections. A record of consistency provides us with insight 
into management's likely future performance in stressed situations and can be an indicator of 

management's tendency to depart significantly from its stated plans and guidelines. 

We also assess financial policy {including dividend policy and planned capital expenditures) and how 
management balances the potentially competing interests of shareholders, fixed income investors and other 
stakeholders. Dividends and discretionary capital expenditures are the two primary components over which 
management has the greatest control in the short term. For holding companies, we consider the extent to 

which management is willing to stretch its payout ratio (through aggressive increases or delays in needed 
decreases) in order to satisfy common shareholders. For a utility that is a subsidiary of a parent company 
with several utility subsidiaries, dividends to the parent may be more volatile depending on the cash 
generation and cash needs of that utility, because parents typically want to assure that each utility 
maintains the regulatory debt/equity ratio on which its rates have been set. The effect we have observed is 
that utility subsidiaries often pay higher dividends when they have lower capital needs and lower dividends 
when they have higher capital expenditures or other cash needs. Any dividend policy that cuts into the 

regulatory debt/equity ratio is a material credit negative. 

Size - Natural Disasters, Customer Concentration and Construction Risks 

The size and scale of a regulated utility has generally not been a major determinant of its credit strength in 
the same way that it has been for most other industrial sectors. While size brings certain economies of scale 

that can somewhat affect the utility's cost structure and competitiveness, rates are more heavily impacted 
by costs related to fuel and fixed assets. Particularly in the US, we have not observed material differences in 
the success of utili ties' regu latory outreach based on their size. Smaller utilit ies have sometimes been better 
able to focus their attention on meeting the expectations of a single regulator than their multi-state peers. 

However, size can be a very important factor in our assessment of certain risks that impact ratings, including 
exposure to natural disasters, customer concentration (primarily to industrial customers in a single sector) 
and construction risks associated with large projects. While the grid attempts to incorporate the first two of 
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these into Factor 3, for some issuers these considerations may be sufficiently important that the rating 
reflects a greater weight for these risks. While construction projects always carry the risk of cost over-runs 

and delays, these risks are materially heightened for projects that are very large relative to the size of the 

utility. 

Interaction of Utility Ratings with Government Policies and Sovereign Ratings 

Compared to most industrial sectors, regulated utilities are more likely to be impacted by government 
actions. Credit impacts can occur directly through rate regulation, and indirectly through energy, 
environmental and tax policies. Government actions affect fuel prices, the mix of generating plants, the 

certainty and timing of revenues and costs, and the likelihood that regulated utilities will experience 
financial stress. While our evolving view of the impact of such policies and the general economic and 
financial climate is reflected in ratings for each utility, some considerations do not lend themselves to 

incorporation in a simple ratings grid. is 

Diversified Operations at the Utility 

A small number of regulated utilities have diversified operations that are segments within the utility 
company, as opposed to the more common practice of housing such operations in one or more separate 

affiliates. In general, we will seek to evaluate the other businesses that are material in accordance with the 
appropriate methodology and the rating will reflect considerations from such methodologies. There may be 
analytical limitations in evaluating the utility and non-utility businesses when segment financial results are 
not fully broken out and these may be addressed through estimation based on available information. Since 
regulated utilities are a relatively low risk business compared to other corporate sectors, in most cases 
diversified non-utility operations increase the business risk profile of a utility. Reflecting this tendency, we 

note that assigned ratings are typically lower than grid- indicated ratings for such companies. 

Event Risk 

We also recognize the possibility that an unexpected event could cause a sudden and sharp decline in an 

issuer's fundamental creditworthiness. Typical special events include mergers and acquisitions, asset sales, 
spin-offs, capital restructuring programs, litigation and shareholder distributions. 

Corporate Governance 

Among the areas of focus in corporate governance are audit committee financial expertise, the incentives 
created by executive compensation packages, related party transactions, interactions with outside auditors, 

and ownership structure. 

Investment and Acquisition Strategy 

In our credit assessment we take into consideration management's investment strategy. Investment 

strategy is benchmarked with that of the other companies in the rated universe to further verify its 
consistency. Acquisitions can strengthen a company's business. Our assessment of a company's tolerance 
for acquisitions at a given rating level takes into consideration (1) management's risk appetite, including the 
likelihood of further acquisitions over the medium term; (2) share buy-back activity; (3) the company's 
commitment to specific leverage targets; and (4) the volatility of the underlying businesses, as well as that 

of the business acquired. Ratings can often hold after acquisit ions even if leverage temporarily climbs above 
normally acceptable ranges. However, this depends on (1) the strategic fit; (2) pro-forma 

" See also the cross-sector methodology "How Sovereign Credit Quality May Affect Other Ratings." A link Lo this and other sector and cross-sector credit rating 
methodologies can be found in the Related Research section of this report. 
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capitalization/ leverage following an acquisition; and (3) our confidence that credit metrics will be restored in 

a relatively short timeframe. 

Financial Controls 

We rely on the accuracy of audited financial statements to assign and monitor ratings in this sector. Such 

accuracy is only possible when companies have sufficient internal controls, including centralized operations, 

the proper tone at the top and consistency in accounting policies and procedures. 

Weaknesses in the overall financial reporting processes, financial statement restatements or delays in 

regulatory filings can be indications of a potential breakdown in internal controls. 
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support1~ of ut1l1t1es cred11 qua1,ty m general and suff,c,ently p.-ocess lt'ltft ,san ,ndependent Jod1c1ary that can arbitrate mostly 11mtly and on tht whole (1td11 suppor11v, for leu llmtly, and the u11li1y l\ad a v~ct 1fl tht ltg1sla1,ve proce<;S !here,~ either 
I01V,•.ird tooling so as toaddre1s p,obitms before tbt'y d1sagretmena between the regula:or and 1he utility, should the issuer. and the u11l1ty h.u had a clear v01ce m the (,) at11ndeptndtfl1 Jud,oarytt\at can a rbttrart d1~grttments between the 

0<cuued lhelt' ,s 11on mde~iident Jud,c,ary that c.1flarb1tratt they occur indud,ng Kctn to nationil (01.ms. wong1ud1oal ltg1~l.1t1vt process It.tr, ,s an 11'dtpendent Judiciary reguLator &nd lhE' ut1hty, mcludmg access to courts at leas, at tht state OI' 
d1~grtemena between the regulatOI' and 1t.eut1b1y shOuld p,ecf'dent in the 1nterpretat1on of ulllity \aw<;, &nd a sirong rule tholt cM1 art>itra1t drs&greemenu bt1ween the regulator prOV1fl(1al level re.nonabty d,ar Jud1c1at p1tctdtnt m the mttrpretat,on ol 
they OCCUI', 1nclud,ng cK<eH to nat1()fl,llcou,ts, vtry s1rong ol law We txpec1 the~ cond1t1ons tocoot1nue and the u11h1y. should !hey occur. iocludmg acc.eu 10 ut1I ty lans, and a eent,alty mong 1ule of 1-,w, or 
fUd1c1a! prtctdtnt 1n the ,nttrpre1at,on or ut,hty laws and a naiional co1.11u, clear Judicial prectdent 1n !r.t' (i1) regulalron hai bttn ap.pl,t d (under a well developed fr~eworl) ma 
mong rule ol law We e i.pKtthese cond111ons to continue 1nterp,eta110nol u!J\1ty law and• sirorig,u!t of law manne1 soc.h that redress 10 an 1nde~nden1 arbiltr has flOt been 1equ1rtd we 

We upe<t these cood1tt00s 10 continue ei.pec, thest cond1hons to continue 

•• c .. 
Uttl,ty 1egula1,on occur~(,) un~ a nati<>nal s1a:e. p-ovinc,al Ut1~ty regulation 0<curs(,) und,r a na110nal. stall?, prOV1nc1al o, Ut1Uty 1tgulat1on occu,s (,) undtf a na1,onal, stale, 
or mun1c,pal lratnf..,.ork b.istd on teg,~11,00 01 goYeinmtnt muniopal lramework bast dOt'I !et•Slat,on or gove1nment psOV1nc1al or muM1pal f1amt"wo,l based on lfg1slatton 
decree that p10\'ldt1. !he u11htya monopot,y within 11s sttv1ce dtc:fte tha1 pro111des the uultty monopolyw1th1n 11~ seMce or govtrnmen1 dec1ee that prOV1des the ut1hty a 
tttrnOty !hal 1s ge~raUy suong blJt may l\av, a g1ea1er level rtrntOI')' that 1s 1Hsonably strong bul may have 1mpo11ant monopoly within its~"''" temto,y. but Wllh httlt 

o! exceptions (see no1e 1), and th.at. sob,ect to prndtncy txcept,ons, illld 1ha,1, suti,ect toprudency requirtmenu wh•<h aSSU1'MCt thal rates will be <;et ma manne1 that will 
1~,rtme<11s wh,ch may W ur1ngtnt, providu &genei~ m.1y be st11nget1l or at tim,s arbitrary. p,ovides ffiOl't hm,t,d 01 ptrm11 the utihty 1omake and 1tco11t1 ne<e~sary 

a uurance (with somewhat 11?'.s ctrta,nty) th/lot rates will bt less ce1tain assurarice that rates wttl be ~1 ,n a maMer t~t 1flvts1mtna.01 (,i) under an,..., f1amework whett we 
Sel will be set 1n a minner tholt -mll pem\11 the: u11!1ty to will ~1m1t tht ut1l1ty to m.Jkt and ftcOVtf neces~y would e~p,pct unpred,ctab!t 01 ad~r~t 1tgul&11on 

mah and ttcoYer neceswry 1rwt"stments, or(,,) uf'ldtr & ne:w ,nves1men1s, OI (11) under a new frameworl whef~ wt wou~ based either on the r,mxi,c110n ~ h,storyof 1n othe1 
ltamu·ort. where the ,urisd,cuon has a h1no,y of less expect 11?'.s mdtpendent and 11anspart111 1egvlat100, bast'd se...1011 o, other lactor~ 1 he 1ud1c1ary that can arb,tratt 

,ndependtfll 11ond transpattnt rtgulatron ,n other secto11 ,nht'f on tt.e regul.ator s h1story1n othe1 ~ectoo Of ot~et d,wgieemenis between the reguta1or and the ut1l1ty 
t11her (1) the JUd1c1aiy 1ha1 cana rbitrated,S.Jgrtt~ts r~tOfS lht Jud1C1aty 11'1a1 can 1rb,trillt' d1saereemenu belwttn may not have clear auth011ty or is viewed a<; not bemg 

between tht 1egulat01 ¥Id the utd1ty may not have cltar the regvta101 .ind the u11l11y may not ha~ clear autho11ty or fuUy independent or t™! 1egulat01' or othef pot1t1cal 
au1hort1y or may not be lully1ndepen<1en1 ol the regulator or m11oynot bt fully .ndepel'ldtnt of the regulol1or or other pol1t,ca! prtm11e Alttmately, 1hert may be no rtdrtH to an 
01ne1 pol1t1cal pr,ssurt. but thert 1s a rusonabty strong rule preuu1t, but 1here 1s a re,uOflabty strOflg rult of law effecuvt ind!J>tndtnt a,~ter l he abi11ty of the ut1i1ty 

of WW, 01 (H) whe1e there ,s no 1ndt'l)endent arbiter, tl\e Altt'fn.lttly, whtlt 1here 1~ no independent arbttt<. the rotnforct its monopoly o, l)(tveflt uncompen<;ated 
regula1,on has mostly betn appl~ 1n a manner s.uch redress 1egulat1on has been applttd ma manner that often rtqu1tts v<;age of its system may be hmitt-d I here m.1y be ,1 risk 

hil,s not tw-,n "qu11ed we expect tl\tse cood,t roMto somt rtdrtss Jdding more uncenam1y to 1he regulatory of creditor unlnendty na1,onabZ,1,tion °' other 
CO<lllflut f,am,worl s.,gn,fic.int mterven.llon m ut1h1y ma1lets Of 1ate settmg 

I here m-,y be a peuod1c n~k of u ed1tor unf1,endly gove1f11TIE'nt 
mrtrvenuon m uul11y ma.rh1s 01 ,ate selling 

Nott 1 The st<eng1h ol the mol'IOpoly relt'fs to the legal, regulatory and pract ical obsla<lts for customers m the ut ihly's tem1ory to ot:ilatn ~eMce from a oothtt provider (xampies of a wea~en,ng ol the monopoly wou~d include th, al>,hly of a 

uty or large user to leallt' the u t1hty sy~tem 10 stt up 1he1, own syst, m, the txltnl to whKh setl-generat 10n 1s perm,tted (, g cogei\ttat.on) andfor encouuged (e g, nel mettrmg, DSM gener,1t;onJ Al tht lower end of the ratmgs specu um, 

lht utility's rronopolymay be challenged b y pervas111, thth and u naut hooze: d u se S1fl(t ul tht1ts are genera!ly presumed to be monopohes, ,1 stroi"tg mooopoly posrt10n 1n ,utlf 1s nol sufficient for a urong score 10 this sub-factor, but a 

weaktnmg of !ht m onopoly can lower tht score 

• 10%we,gnt for ,~suers tha l lac.I: generaL1on ''0% we1ght for tHUtrS 1h.1t lac~generat1on 
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Factor lb: Consistency and Predictability of Regulation (12.5%) ... 
The muer's 1oteract1on with the regul.ator has 

led to a strong, lengthy uack record of 
predtetable, consistent and favoraole 

decmons The regulator 1s highly credit 
supponrve of the issuer and uut1t1es m general 

We expect these conditions to continue 

•• 
We expect that regulatory deos,ons will 

demonsvate considerable 11xons1srency Of 

unpredictability or that dec1s1ons w1U be 
poltttca l!y charged, based either on the 1ssucr"s 
track record of interaction wnh regulators or 

other governing bodies, or our view that 
decisions will move m this drrect1on The 
regu!ator may have a history of less credit 

supporti\fe regulatory dernions with respect 
to the issuer, but we expect that the issuer will 
be able to obtain support when 1t eocounters 

financia l stress, with some potenually matenal 

]0 

delays The regulator's authonty may be 
eroded at times by leg,slattve or pohucal 
awon The regulator may not follow the 
framework for some material deos1ons 

JUNE 23 2011 

Aa 

The issuer's interactmn with the regu!ato, has a led 
to a considerable track record of predomMiantly 

pred1aable and consistent dec1S1ons The regulator 
1s mostly credn suppomve of unlmes m general 
and 1n almost all ,nstances has been highly credit 

supportive of the issuer We expect these 
c.ondmons to continue 

We expect that regulatory dedsioos will be largely 
unpredictable or ellef'I somev,1hat arbmary, based 

either on the issuer's track record of interaction 
with regulators or other governing bodies, Of our 

v1ew that decmons wilt move in this directton 
H01.ve\fer, we expect that the issuer wil l ultimately 

be able to obtc!tn support when It encounters 
financial stress, albeit with material or more 

extended delays 
Alternately, the regulator is untested, lacks a 

consistent track record, Of 1s undffgoing 
substantial change The regulator's authority may 
be eroded on frequent occasions by legislative or 

poht1cal acuon The regulator may more frequently 
ignore the frame'A-ork in a manner Cletmnental to 

the issuer 

A 

The issuer's 1nteract1on with the regulator 
has led to a uack record of largely 

pred1aable and consistent dec1S1ons The 
regulator may be somewhat less credit 

support1Ve of ut1ht1es 1n general, but has 
been quite credit rnpport,ve of the issuer m 

most circumstances We expect these 
conditions to contmue 

, .. 
We expect that regulatory decmons will be 

highly unpred1etable and frequently 
ad\ferse, based either on the issuer's track 
record of imeramon with regu lators°' 

other governing bodies, or our view that 
decisions will move in this direction 

Alternately, decisions may have credn 
suppoctive aspects, but may often be 

unenforceable The regulator's authomy 
may have been seriousl y eroded by 

legislatrve or polit ical action The regulator 
may consistently 1gn0fe the framework to 

the demment of the issuer 
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... 
The issuer's mteractton with the regulator has led to an 

adequate track record The regulator 1s generally consistent 
and predictable, but there may some evidence of 

1ncons1stency 01 unprechctability from time to time, or 

deos1ons may at rimes be politically charged However, 
mstances of less oed,t supportive deosions are based on 

reasonable apphcat,on of existing rules and statutes and are 
nm overly purnuve We expect these cond1uons to conur,ue 
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Factor 2a: Timeliness of Recovery of Operating and Capital Costs (12.5%) ... 
Tariff formulas and automatK cost recovery 
mechanisms provide full and highly timely 

,ecovery of a ll operating costs and essenua lly 
contemporaneous return on all uxre,nental 

capita! 1nvesrments, with statutory 
provisions m place to preclude the poss1b1hty 

of cha tlenge5 to rate 1n<.reases 01 cost 
recovery mechanisms By statute and by 
prawce, general rate cases are eff1e1ent. 

focused on an impartial review, quKk, and 
permit mclus1on of fully forward -looking 

costs 

•• 
There is an expectation that fuel. purchased 
power or other highly vanab te expenses will 

eventually be recovered wtth delays that will 
not place matenal finanCtal stress on the 

ut1hty, but there may be some evidence of an 
unw1 U1ngness by regu!ators to make timely 
rate changes to address vo\atihty 1n fuel. 01 

purchased power, or other market<S:ens1tive 
expenses Recovery of costs related to capital 

investments may be subJect to delays that 
are somewhat lengthy, but not so pervasive 
as robe expected to dtscour2ge import2nt 

investments 

.. 
Tariff formulas and automauc cost ,ecovery 
mechanisms provide full and highly timely 

recovery of all operating c.osts and essentially 
contemporaneous or near -contempot'aneous 

return on most incremental capital investments, 
with minimal cha llenges by regulators to 

companies' c.ost assumptions By statute and by 
p,arnce. general rate cases are effictent, focused 

on an 1mparual review, of a very reasonable 
duration before non-appealable 1ntenm rates can 

be collected, and pnman\y permit 1nclus1on of 
forward · looking costs 

The expectation that fuel, purchased power or 
other highly variable expenses will be recovered 

may be sub,tect to material delays due to second· 
guessing of spendmg decisions by regulators or 
due to pol111cal intervention Recovery of costs 

re lated to capital investments may be sub~ct to 
delays that are material to the issuer, or may be 
likely to discourage some 1mponant investment 

Not, Tariff formulas HKlude tormula rue p!ans as well as tracl;, trs and riders itla ted to Cii1p1tal 1nvMtmtrtt 
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A 

Automauc cost recovery mechamsms provide full 
and reasonably timely recovery of fuel, purchased 

power and all other highly variable operating 
expenses Matena\ capital mvesmw:~ms may be 
made under tariff formulas or other rate.making 
permitting reasonably contemporaneous return!I., 
Of may be submitted under otller types of Mings 

that prowde recovery of cost of capital with 
minimal delays Instances of regulatory challenges 

that delay rate increases or cost recovery are 
genera lly related to large, unexpected 1nc,eases 1n 

sizeable coostruct,on pro1ects By statute or by 
practtce, genera\ rate cases are reasonably 

elfie1erlt. pmnarily focused on an impartia! review, 
of a reasonable duration before rates (either 

permanent or non- refundable 1mer1m rates) can 
be collected, and petmit 1nclus1on of important 

forward · looking costs 

Cu 

The expeaat1on that fuel, purchased power Of' 

other highly variable expenses will be recovered 
maybe subJ('Cl to extens ive delays due tosec.ond-

guessing of spending decisions by regu lators or 
due to polmcal 1ntervent1on Recovery of costs 
related to capital investments may be uncenatn, 
subject to delays that a,e extensNe, or that may 

be hkelyto discourage even necessary investment 
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. .. 
Fuel. purchased power and aU other highly varia ble 

expenses are generally recovered ttvough mechanisms 
mcorporaung delays of less than one year, although some 
raptd increases m costs may be delayed longer where such 

deferrals do not place fmancia l stress on the utility 
Incremental capital mvestments may be recovered 

primarily through general fate cases with moderate lag, 
with some thfough tanff formulas Alternately, there may 

be formula rates that are untested°' unclear 

Potent1a!ly greater tendency for delays due to regulatory 
intervention, although th1s wi ll generally be turnted to 

rates re lated to \arge capital proJects or rapid increases 1n 
opera1mg costs 
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Factor 2b: Sufficiency of Rates and Returns (12.5%) ... 
Sufficiency of rates to cover costs and 

attract capital is (and will continue to be) 
unquestioned 

.. 
Rates are (and we expec.t will continue to be) 
set at a leve l that generally provides recovery 

of most ope< aung costs but return on 
investments may be less predictable, and 
there may be deodedly more instances of 

regulat0ry cha llenges and d,sallowances, but 
ultimate rate outcomes are generally 

suffK1ent toamact capita! In general. this 
will translate to returns (measured 1n relation 
to equny, total assets. rate base or regulatory 
asset value, as appl1eab!e} that are generally 
below average relatNe to global peers, or 
where allowed returns are average but 

difficult to earn 

Alternately, the tanff formula may not take 
into account all cost componentsand/ot 

,emunerauon of investments m<1y be unclear 
or at times unfavorable 

" JUNE .H 2017 

A, 

Rates are (and we expect will continue to be) set 
at a level that permits full cost rec.overy and a fair 
return on all investments, with mm1matchallenges 

by regulators to compames' cost assumptions 
This will translate to rewms (measured 1n relation 

ro equity, total assets, rate base or regulatory 
asset va!ve. as applicable) that are mong relatrve 

10 global peers 

We expect rates w1l! be set at a level that at times 
fails to provide recovery of costs other than cash 
costs, and regulators may engage in somewhat 

arbnrary second-guessing of spendmg deosionsor 
deny rate increases related to funchng oogoing 

operations based much more on politJC.s than on 
prudency reviews. Return on investments may be 

set at levels that discourage investment We 
expect that rate outcomes may be d1ff1eutt or 

uncertain. negatively affecting continued access 
1ocap1tal 

Alternately, the tanff formula may fail to take into 
account s1grnflcant cost components other than 
cash costs, and/Of remuneration of investments 

may be generally unfavorable 

A 

Rates are (and we expect will continue to 
be) set at a level t hat generally provides 

full cost recovefy and a faw return on 
investments, wtth hm1ted 1nstarices of 

regulatory challenges andd1sallowances 
In general, this will translate to returns 
(measured 1n relauon to equity, total 

assets. rate base or regu!atory asset value, 
as applKabte) that are generally above 

average relative to global peers, but may 
at times be average 

c, • 

We expect rates will be set at a level that 
often fails to provide recovery of material 
costs, and recovery of ush c.osts may also 
be at risk Regulators may engage in more 

arbitrary secood-guess1ng of spend1r'lg 
dec1s1ons or deny rate increases related to 

funding ongoing operatlOflS based 
pnmarily on pohucs Return on 

investments may be set at levels that 
discourage necessary maintenance 
investment We e)(pect that rate 

outcomes may often be puniuve or highly 
uncertain, with a markedly negative 

unpact on access to capital Alternately, 
the t<1nff formula may fail to rake into 

account s1gn1hcant cash cost compoMnts, 
and/or remuneration of investments may 

be pnmanlyunfavocable 
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... 
Rates are {and we expect will continue to be) set at a leve l that 
generally provides full operaung cost recovery and a mostly fa,r 

returnoo investments, but there maybe somewhat more instances 
of regu latory challenges and dis.allowances, although ultimate rate 

outcomes aresuff1<iem 10 attract capital without diff1eulty In 
general, th1sv., ll Hans.late to returns (measured in relatK>n to equity, 
total assets, rate base or regulatory asset value, as apphcabte) that 
are average relative to global peers, but may at times be somewhat 

below <1verage 
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Factor 3: Diversification (10%) 

Weighting 10% 

Market Position 

Generat ion and 
futl Dive,s,ty 

Market Posit ion 

Gene rat ion and 
fuel Diver my 

Sub -factCK 
We ighting ... 

5% • A very high degree of multinational 
and regional d iversity in terms of 
regulatory regimes and/or service 

territory economies. 

5% •• A high degrH of diversity in terms of 
generation and/or fuel sources such 
that the utility and rate-payers a rt 

well insulated from commodity price 

Sub-Factor 
Weighting. 

changes, no genera tion 
concentrat ion, and very tow 
exposUfes to Cha!lengtd or 

ThrHter.ed Sources (see definitions 
below) . 

•• 
5% • Operates in a mark.et area with 

somewhat greater concentration and 
cyclicalityin the service territory 

economy and/Of uposure to storms 
and other natural d isasters, and t hus 

less resittence to absorbing 
reasonably foreseeable increases in 
utility rates. May show somewhat 
greater volatility in t he regulatory 

regime{s). 

5% • • Modest diversification in gene-ration 
and/or fuel sources such that t he 

utility or r.ate· payers have grtate- r 
exposure to commodity price 

changes. E)lposure t o Challe-nged and 
Threa tened Sources may bt more 
pronounced, but t he utility will be 
able t o access alternative sources 

without und1.1e f inancial stress. 

.. 
Material operations in th ree or 

more nations o r substantial 
geographic regions prO\liding very 

good diversity of regulatory 
regimes and/or service territory 

1Pconomies. 

Very good diversifkation in terms 
of generation and/or fuel sources 

such that the utility and rate
payers are affected only mtnimally 
by commodity prke changH, little 
gentl'at ionconcentration, and low 

e)(posures to Challenged o r 
Threatened Sources 

Operates in a limited market area 
with material concentration and 
more severe cyclicality in servke 

territory economy such t hat cycles 
are of mat erially longer durat ion or 
reasonably foreseeable increases in 

utility raies could p<esent a 
material challenge to the economy. 

Se rvKe territory may have 
geogr.aphic concentrat ion t hat 

limits its resilience to storms a nd 
other natural disasters, or may be 
an emerging marbt . May show 

decided volatility in the regulatory 
regime(s). 

Operates with little divusif ication 
in generation and/or f"*I sources 

such t hat the utility or ~ t e-payers 
have high exposure to commodity 

prke changes. Exposure to 
Challenged a nd Threatened 

Sources may be high, and accessing 
att erm,t e sources may be 

challenging and cause more 
financial stress, but u lt imately 

feasible. 

• 10% weigh I for 1ss"1rrs that lad gentration .. 0% we1gh1 for issuers tnat tac~ generation 
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A 

Materi,l OP"'rations in two to thrunations. states, 
provinces or regions that provide good diversity of 

regulatory regimes and service territory economtes. 
Alternately, operates wit hin a single regulat ory 

regime with tow volat ility, and the service le<ritory 
economy is robust , hu a very high degree of 
di~rsity and has demonstrattd riuilitnct in 

e,ooomk cycles. 

Good diversificalton in terms of generation a nd/or 
fuel sources such t hat the utility and rate-payers 
have only modest e)(posure to commodity prKe 

changes; however, m.ay have some concentr.ahon in 
a source th.a t is neither Challenged norThrutentd. 

Exposure to Threatened Sources is low. While thtre 
may ~ some exposure to Challenged Sources. it is 

not a cause tor concern. 

c .. 
Operates in a concentrated economic service 

territory with pronounced concentration, 
macroeconomtC risk fact.ors, and/or exposure to 

natural di~sters. 

Operates with high concent ration in generation 
and /or fue l sources such that the utility or rate· 

payers have ex posure to commodity price shocks. 
Exposure to Ch.alteriged and Threatened Sources 
maybe very high, and accessing alternate sources 

may be highly uncertain. 
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... 
May operate under a single regulatory regime vitwtd as having low 
volatilit y, or where mul1iplt rtgu!atoty regimes are not viewed as 
providing much diversity. The service territory tconomy may have 

some concentration and cyclicality, but issuHic.iently resilient that it 
can absorb reasonably foreseeable increases in utitity rates. 

Adequate diversificat ion in terms of generatioo and/or fuel sources 
such that tht utility and ra te-payers have moderate exposure to 

commodity prke changes; however, may have some concentration 
in a source that tS Challenged . Exposure to Threatened Sources is 
moderate, while exposure to Challenged Sources tSmanageable. 

Definitions 

Challengtd Sources are geoera ttOn plants that face higher but not 
insurmountable economk hurdles resulting from penalties or ta)les 

on their operattOn, or from environmental upgrades t hat are 
required or likely tobe required. Some examples a re carbon· 
emitting plants that incur carbon taxes. plants that must buy 

emissions credits to operate, a nd plants that must inst all 
environmental equipment to contiriue to oper,ue, in each where the 
taxes/credits/upgrades are sufficient to have a mater~! impact on 
those p\ants' competittveness relative to other generation types or 
on the utility's rates, but where t he imp.act t$ not w severe as to be 

likely require plant closure. 

Threatened Sources are generation plants that are not currently 
able to operate due to major unplanned outages or issues wit h 

licensing or ot her regulat ory compliance, and plants that are highly 
likely to be reqvired tode- activate, whether due to the 

effectiveness of currently existing Of expected rules and regulations 
or due to ecoriomic challenges. Some re-centexamples would 

include coal lire-d pl.arits in t he US that are not economic to retro-fit 
to meet mercury and air toxics sta r.darck , plants that cannot meet 
the effective date of those st.andarck, nuclear pl.ants in Jap.an that 
have not been lkensed to re-start after the Fukushima Oai-ichi 
accident, and nuclear plants that are required t o be phased out 

wi thin 10 years (as is the case in some European countries). 
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Factor 4: Financial Strength 
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Appendix B: Approach to Ratings within a Utility Family 

Typical Composition of a Utility Family 

A typical utility company structure consists of a holding company ("HoldCo") that owns one or more 

operating subsidiaries (each an "OpCo"). OpCos may be regulated utilities or non-utility companies. 
Financing of these entities varies by region, in part due to the regulatory framework. A Holdco typically has 
no operations - its assets are mostly limited to its equity interests in subsidiaries, and potentially other 
investments in subsidiaries or minority interests in other companies. However, in certain cases there may be 
material operations at the HoldCo level. Financing can occur primarily at the OpCo level, primari ly at the 
HoldCo level, or at both HoldCo and OpCos in varying proportions. When a Holdco has multiple utility 
OpCos, they will often be located in different regulatory jurisdictions. A HoldCo may have both levered and 

unlevered OpCos. 

General Approach to a Utility Family 

In our analysis, we generally consider the stand-alone credit profile of an OpCo and the credit profile of its 

ultimate parent HoldCo (and any intermediate HoldCos). as well as the profile of the family as a whole, 
while acknowledging that these elements can have cross-family credit implications in varying degrees, 
principally based on the regulatory framework of the OpCos and the financing model (which has often 

developed in response to the regulatory framework). 

In addition to considering individual OpCos under this (or another applicable) methodology, we typically16 

approach a Holdco rating by assessing the qualitative and quantitative factors in this methodology for the 
consolidated enti ty and each of its uti lity subsidiaries. Ratings of individual entities in the issuer family may 
be pulled up or down based on the interrelationships among the companies in the family and their relative 

credit strength. 

In considering how closely aligned or how differentiated ratings should be among members of a utility 

family, we assess a variety of factors, including: 

» Regulatory or other barriers to cash movement among OpCos and from OpCos to Holdco 

» Differentiation of the regulatory frameworks of the various OpCos 

» Specific ring- fencing provisions at particular OpCos 

» Financing arrangements - for instance, each OpCo may have its own financing arrangements, or the 
sole liquidity facili ty may be at the parent; there may be a l iquidity pool among certain bu t not all 
members of the family; certain members of the family may better be able to withstand a temporary 

hiatus of external liquidity or access to capital markets 

» Financial covenants and the extent to which an Event of Default by one OpCo limits availability of 

liquidity to another member of the family 

» The extent to which higher leverage at one entity increases default risk for other members of the family 

» An entity's exposure to or insulation from an affiliate with high business risk 

» Structural features or other limitations in financing agreements that restrict movements of funds, 
investments, provision of guarantees or collateral, etc. 

» The relative size and fi nancial significance of any particular OpCo to the Holdco and the family 

" See paragraph at the end of this section for approaches to Hybrid HoldCos 
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See also those factors noted in Notching for Structural Subordination of Holding Companies. 

Our approach to a Hybrid Holdco (see definition in Appendix C) depends in part on the importance of its 
non-utility operations and the availability of information on individual businesses. If the businesses are 

material and their individual results are fully broken out in financial disclosures, we may be able to assess 
each material business individually by reference to the relevant Moody's methodologies to arrive at a 
composite assessment for the combined businesses. If non-utility operations are material but are not broken 

out in financial disclosures, we may look at the consolidated entity under more than one methodology. 
When non-utility operations are less material but could still impact the overall credit profile, the difference 
in business risks and our estimation of their impact on financial performance will be qualitatively 

incorporated in the rating. 

Higher Barriers to Cash Movement with Financing Predominantly at the OpCos 

Where higher barriers to cash movement exist on an OpCo or OpCos due the regulatory framework or debt 

structural features, ratings among family members are likely to be more differentiated. For instance, for 
utility families with OpCos in the US, where regulatory barriers to free cash movement are relatively high, 

greater importance is generally placed on the stand-alone credit profile of the OpCo. 

Our observation of major defaults and bankruptcies in the US sector generally corroborates a view that 
regulation creates a degree of separateness of default probability. For instance, Portland General Electric 
(Baal RUR-up) did not default on its securities, even though its then-parent Enron Corp. entered bankruptcy 
proceedings. When Entergy New Orleans (Ba2 stable) entered into bankruptcy, the ratings of its affiliates 
and parent Entergy Corporation (Baa3 stable) were unaffected. PG&E Corporation (Baal stable) did not 
enter bankruptcy proceedings despite bankruptcies of two major subsidiaries - Pacific Gas & Electric 

Company (A3 stable) in 2001 and National Energy Group in 2003. 

The degree of separateness may be greater or smaller and is assessed on a case by case basis, because 
situational considerations are important. One area we consider is financing arrangements. For instance, 
there will tend to be greater differentiation if each member of a family has its own bank credit facilities and 
difficulties experienced by one entity would not trigger events of default for other entities. While the 
existence of a money pool might appear to reduce separateness between the participants, there may be 

regulatory barriers within money pools that preserve separateness. For instance, non-utility entities may 
have access to the pool only as a borrower, only as a lender, and even the utility entities may have 
regulatory limits on their borrowings from the pool or their credit exposures to other pool members. If the 
only source of external liquidity for a money pool is borrowings by the HoldCo under its bank credit 
facilities, there would be less separateness, especially if the utilities were expected to depend on that 
liquidity source. However, the ability of an OpCo to finance itself by accessing capital markets must also be 
considered. Inter-company tax agreements can also have an impact on our view of how separate the risks of 

default are. 

For a Holdco, the greater the regulatory, economic, and geographic diversity of its OpCos, the greater its 
potential separation from the default probability of any individual subsidiary. Conversely, if a HoldCo's 
actions have made it clear that the HoldCo will provide support for an OpCo encountering some financial 
stress (for instance, due to delays and/or cost over-runs on a major construction project), we would be likely 

to perceive less separateness. 

Even where high barriers to cash movement exist, onerous leverage at a parent company may not only give 
rise to greater notching for structural subordination at the parent, it may also pressure an OpCo's rating, 
especially when there is a clear dependence on an OpCo's cash flow to service parent debt. 
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While most of the regulatory barriers to cash movement are very real, they are not absolute. Furthermore, 
while it is not usually in the interest of an insolvent parent or its creditors to bring an operating utility into a 

bankruptcy proceeding, such an occurrence is not impossible. 

The greatest separateness occurs where strong regulatory insulation is supplemented by effective ring

fencing provisions that fully separate the management and operations of the OpCo from the rest of the 
family and limit the parent's ability to cause the OpCo to commence bankruptcy proceedings as well as 
limiting dividends and cash transfers. Typically, most entities in US utility families {including HoldCos and 

OpCos) are rated within 3 notches of each other. However, it is possible for the HoldCo and OpCos in a 
family to have much wider notching due to the combination of regu latory imperatives and strong ring

fencing that includes a significant minority shareholder who must agree to important corporate decisions, 

including a voluntary bankruptcy filing. 

lower Barriers to Cash Movement with Financing Predominantly at the OpCos 

Our approach to rating issuers within a family where there are lower regulatory barriers to movement of 
cash from OpCos to HoldCos (e.g., many parts of Asia and Europe) places greater emphasis on the credit 

profile of the consolidated group. Individual OpCos are considered based on their individual characteristics 

and their importance to the family, and their assigned ratings are typically banded closely around the 
consolidated credit profile of the group due to the expectation that cash will transit relatively freely among 

family entities. 

Some utilities may have OpCos in jurisdictions where cash movement among certain family members is 
more restricted by the regulatory framework, while cash movement from and/or among OpCos in other 
jurisdictions is less restricted. In these situations, OpCos with more restrictions may vary more widely from 
the consolidated credit profile while those with fewer restrictions may be more tightly banded around the 

other entities in the corporate family group. 
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Appendix C: Brief Descriptions of the Types of Companies Rated Under This 
Methodology 

The following describes the principal categories of companies rated under this methodology: 

Vertically Integrated Utility: Vertically integrated utilities are regulated electric or combination utilities (see 
below) that own generation, distribution and (in most cases) electric transmission assets. Vertically 

integrated utilities are generally engaged in all aspects of the electricity business. They build power plants, 
procure fuel, generate power, build and maintain the electric grid that delivers power from a group of power 
plants to end-users {including high and low voltage lines, transformers and substations), and generally meet 
all of the electric needs of the customers in a specific geographic area (also called a service territory) . The 

rates or tariffs for all of these monopolistic activities are set by the relevant regulatory authority. 

Transmission & Distribution Utility: Transmission & Distribution utilities {T&Ds) typically operate in 
deregulated markets where generation is provided under a competitive framework. T&Ds own and operate 

the electric grid that transmits and/or distributes electricity within a speci fic state or region. 

T&Ds provide electrical transportation and distribution services to carry electricity from power plants and 
transmission lines to retail, commercial, and industrial customers. T&Ds are typically responsible for billing 

customers for electric delivery and/or supply, and most have an obligation to provide a standard supply or 
provider-of-last-resort {POLR) service to customers that have not switched to a competitive supplier. These 
factors distinguish T&Ds from Networks, whose customers are retail electric suppliers and/or other 
electricity companies. In a smaller number of cases, T&Ds rated under this methodology may not have an 

obligation to provide POLR services, but are regulated in sub- sovereign jurisdictions. The rates or tariffs for 
these monopolistic T&D activities are set by the relevant regulatory authority. 

Local Gas Distribution Company: Distribution is the final step in delivering natural gas to customers. While 
some large industrial, commercial, and electric generation customers receive natural gas directly from high 
capacity pipelines that carry gas from gas producing basins to areas where gas is consumed, most other 
users receive natural gas from their local gas utility, also called a local distribution company {LDC). LDCs are 

regulated utilities involved in the delivery of natural gas to consumers within a specific geographic area. 
Specifically, LDCs typically transport natural gas from delivery points located on large-diameter pipelines 
{that usually operate at fairly high pressure) to households and businesses through thousands of miles of 
small-diameter distribution pipe {that usually operate at fairly low pressure). LDCs are typically responsible 
for billing customers for gas delivery and/or supply, and most also have the responsibility to procure gas for 

at least some of their customers, although in some markets gas supply to all customers is on a competitive 
basis. These factors distinguish LDCs from gas networks, whose customers are retail gas suppliers and/or 
other natural gas companies The rates or tariffs for these monopolistic activities are set by the relevant 

regulatory authority. 

Integrated Gas Utility: Integrated gas regulated utilities are regulated utilities that deliver gas to all end 
users in a particular service territory by sourcing the commodity; operating transport infrastructure that 
often combines high pressure pipelines with low pressure distribution systems and, in some cases. gas 
storage, re-gasification or other related facilit ies; and performing other supply-related activities, such as 
customer billing and metering. The rates or tariffs for the totality of these activities are set by the relevan t 

regulatory authority. Many integrated gas utilities are national in scope. 

Combination Utility: Combination utilities are those that combine an LDC or Integrated Gas Utility with 
either a vertically integrated utility or a T&D utility. The rates or tariffs for these monopolistic activities are 

set by the relevant regulatory authority. 
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Regulated Generation Utility: Regulated generation utilities (Regulated Gencos) are utilities that almost 
exclusively have generation assets, but their activities are generally regulated like those of vertically 

integrated utilities. In the US, this means that the purchasers of their output (typically other investor
owned, municipal or cooperative utilities) pay a regulated rate based on the total allowed costs of the 
Regulated Genco, including a return on equity based on a capital structure designated by the regulator 
(primarily FERC). Companies that have been included in this group include certain generation companies 
(including in Korea and China) that are not rate regulated in the usual sense of recovering costs plus a 
regulated rate of return on either equity or asset value. Instead, we have looked at a combination of 
governmental action with respect to setting feed-in tariffs and directives on how much generation will be 
built (or not built) in combination with a generally high degree of government ownership, and we have 

concluded that these companies are currently best rated under this methodology. Future evolution in our 
view of the operating and/or regulatory environment of these companies could lead us to conclude that 
they may be more appropriately rated under a related methodology (for example, Unregulated Utilities and 

Power Companies). 

Independent System Operator: An Independent System Operator (ISO) is an organization formed in certain 
regional electricity markets to act as the sole chief coordinator of an electric grid. In the areas where an ISO 
is established, it coord inates, controls and monitors the operation of the electrical power system to assure 
that electric supply and demand are balanced at all times, and, to the extent possible, that electric demand 
is met with the lowest-cost sources. ISOs seek to assure adequate transmission and generation resources, 
usually by identifying new transmission needs and planning for a generation reserve margin above expected 

peak demand. In regions where generation is competitive, they also seek to establish rules that foster a fair 
and open marketplace, and they may conduct price-setting auctions for energy and/or capacity. The 
generation resources that an ISO coordinates may belong to vertically integrated utilities or to independent 
power producers. ISOs may not be rate-regulated in the traditional sense, but fall under governmental 
oversight. All participants in the regional grid are required to pay a fee or tariff (often volumetric) to the ISO 

that is designed to recover its costs, including costs of investment in systems and equipment needed to 
fulfill their function. ISOs may be for profit or not-for-profi t entities 

In the US, most ISOs were formed at the direction or recommendation of the Federal Energy Regulatory 
Commission (FERC), but the ISO that operates solely in Texas falls under state jurisdiction. Some US ISOs 
also perform certain additional functions such that they are designated as Regional Transmission 

Organizations (or RTOs). 

Transmission-Only Utility: Transmission-only utilities are solely focused on owning and operating 
transmission assets. The transmission lines these utilities own are typically high-voltage and allow energy 
producers to transport electric power over long distances from where it is generated (or received) to the 
transmission or distribution system of a T&D or vertically integrated utility. Unlike most of the other ut ilities 

rated under this methodology, transmission-only utilities primarily provide services to other utilities and 
ISOs. Transmission-only utilities in most parts of the world other than the US have been rated under the 

Regulated Networks methodology. 

Utility Holding Company (Utility Holdco): As detailed in Appendix B, regulated electric and gas utilities are 
often part of corporate families under a parent holding company. The operating subsid iaries of Utility 

HoldCos are overwhelmingly regulated electric and gas utilities. 

Hybrid Holding Company (Hybrid Holdco): Some utility families contain a mix of regulated electric and gas 
utilities and other types of companies, but the regulated electric and gas utilities represent the majority of 

the consolidated cash flows, assets and debt. The parent company is thus a Hybrid Holdco. 
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Appendix D : Key Industry Issues Over the Intermediate Term 

Political and Regulatory Issues 

As highly regulated monopolistic entities, regulated utilities continually face political and regulatory risk, 

and managing these risks through effective outreach to key customers as well as key political and regulatory 
decision-makers is, or at least should be, a core competency of companies in this sector. However, larger 
waves of change in the political, regulatory or economic environment have the potential to cause 
substantial changes in the level of risk experienced by utilities and their investors in somewhat unpredictable 

ways. 

One of the more universal risks faced by utilities currently is the compression of allowed returns. A long 
period of globally low interest rates, held down by monetary stimulus policies, has generally benefitted 
utilities, since reductions in allowed returns have been slower than reductions in incurred capital costs. 
Essentially all regulated utilities face a ratcheting down of allowed and/or earned returns. More difficult to 
predict is how regulators will respond when monetary stimulus reverses, and how well utilities will fare 
when fixed income investors require higher interest rates and equi ty investors require higher total returns 

and growth prospects. 

The following global snapshot highlights that regulatory frameworks evolve over t ime. On an overall basis 

in the US over the past several years, we have noted some incremental positive regulatory trends, including 
greater use of formula rates, trackers and riders, and (primarily for natural gas utilities) de-coupling of 
returns from volumetric sales. In Canada, the framework has historically been viewed as predictable and 
stable, which has helped offset somewhat lower levels of equity in the capital structure, but the 
compression of returns has been relatively steep in recent years. In Japan, the regulatory authorities are 
working through the challenges presented by the decision to shut down virtually all of the country's nuclear 
generat ion capacity, leading to uncertainty regarding the extent to which increased costs will be reflected in 
rate increases sufficient to permit returns on capital to return to prior levels. China's regulatory framework 

has continued to evolve, with fairly low transparency and some time-to-time shifts in favored versus less
favored generation sources balanced by an overall state policy of assuring sustainability of the sector, 
adequate supply of electricity and affordability to the general public. Singapore and Hong Kong have fairly 
well developed and supportive regulatory frameworks despite a t rend towards lower returns, whereas 

Malaysia, Korea and Thailand have been moving towards a more transparent regulatory framework. The 
Philippines is in the process of deregulating its power market, while Indian power ut ilities continue to 
grapple with structural challenges. In Latin America, there is a wide dispersion among frameworks, ranging 
from the more stable, long established and predictable framework in Chile to the decidedly unpredictable 
framework in Argentina. Generally, as Latin American economies have evolved to more stable economic 
policies, regulatory frameworks for utilities have also shown greater stability and predictability. 

All of the other issues discussed in this section have a regu latory/political component, either as the driver of 

change or in reaction to changes in economic environments and market factors. 

Economic and Financial Market Conditions 

As regulated monopolies, electric and gas utilities have generally been quite resistant to unsettled economic 
and financial market conditions for several reasons. Unlike many companies that face direct market-based 
competition, their rates do not decrease when demand decreases. The elasticity of demand for electricity 

and gas is much lower than for most products in the consumer economy. 
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When financial markets are volatile, utilities often have greater capital market access than industrial 
companies in competitive sectors, as was the case in the 2007-2009 recession. However, regulated electric 

and gas utilities are by no means immune to a protracted or severe recession. 

Severe economic malaise can negatively affect utility credit profi les in several ways. Falling demand for 

electricity or natural gas may negatively impact margins and debt service protection measures, especially 
when rates are designed such that a substantial portion of fixed costs is in theory recovered through 
volumetric charges. The decrease in demand in the 2007-2009 recession was notable in comparison to prior 
recessions, especially in the residential sector. Poor economic conditions can make it more difficult for 
regulators to approve needed rate increases or provide t imely cost recovery for utilities, resulting in higher 
cost deferrals and longer regulatory lag. Finally, recessions can coincide with a lack of confidence in the 

uti lity sector that impacts access to capital markets for a period of time. For instance, in the Great 
Depression and (to a lesser extent) in the 2001 recession, access for some issuers was curtailed due to the 
sector's generally higher leverage than other corporate sectors, combined with a concerns over a lack of 

transparency in financial reporting. 

Fuel Price Volatility and the Global Impact of Shale Gas 

The ability of most utilities to pass through their fuel costs to end users may insulate a utility from exposure 

to price volatility of these fuels, but it does not insulate consumers. Consumers and regulators complained 
vociferously about ut ility rates during the run-up in hydro-carbon prices in 2005-2008 (oil, natural gas and, 

to a lesser extent, coal). The steep decline in US natural gas prices since 2009, caused in large part by the 
development of shale gas and shale oil resources, has been a material benefit to US utilities, because many 
have been able to pass through substantial base rate increases during a period when all-in rates were 
declining. Shale hydro-carbons have also had a positive impact, albeit one that is less immediate and direct, 
on non-US utilities. In much of the eastern hemisphere, natural gas prices under long-term contracts have 
generally been tied to oil prices, but utilities and other industrial users have started to have some success in 
negotiating to de-link natural gas from oil. In addition, increasing US production of oil has had a noticeable 

impact on world oil prices, generally benefitting oil and gas users. 

Not all uti lities will benefit equally. Utilities that have locked in natural gas under high-priced long- term 
contracts that they cannot re-negotiate are negatively impacted if they cannot pass through their full 
contracted cost of gas, or if the high costs cause customer dissatisfaction and regulatory backlash. Utilities 

with large coal fleets or utilities constructing nuclear power plants may also face negative impacts on their 
regulatory environment, since their customers will benefit less from lower natural gas prices. 

Distributed Generation Versus the Central Station Paradigm 

The regulation and the financing of electric utilities are based on the premise that the current model under 
which electricity is generated and distributed to customers will continue essentially unchanged for many 

decades to come. This model, called the central station paradigm (because electricity is generated in large, 
centrally located plants and distributed to a large number of customers, who may in fact be hundreds of 
miles away), has been in place since the early part of the 20th century. The model has worked because the 
economies of scale inherent to very large power plants has more than offset the cost and inefficiency 
(through power losses) inherent to maintaining a grid for transmitting and distributing electricity to end 

users. 

Despite rate structures that only allow recovery of invested capital over many decades (up to 60 years), 
utilities can attract capital because investors assume that rates will continue to be collected for at least that 

long a period. Regulators and polit icians assume that taxes and regulatory charges levied on electricity 
usage will be paid by a broad swath of residences and businesses and will not materially discourage usage of 
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electricity in a way that would decrease the amount of taxes collected. A corollary assumption is that the 
number of customers taking electricity from the system during that period will continue to be high enough 

such that rates will be reasonable and generally more attractive than other alternatives. In the event that 
consumers were to switch en masse to alternate sources of generating or receiving power (for instance 
distributed generation), rates for remaining customers would either not cover the utility's costs, or rates 
would need to be increased so much that more customers may be incentivized to leave the system. This 
scenario has been experienced in the regulated US copper wire telephone business, where rates have 
increased quite dramatically for users who have not switched to digital or wireless telephone service. While 
this scenario continues to be unlikely for the electricity sector, distributed generation, especially from solar 

panels, has made inroads in certain regions. 

Distributed generation is any retail-scale generation, differentiated from self-generation, which generally 
describes a large industrial plant that builds its own reasonably large conventional power plant to meet its 
own needs. While some residential property owners that install distributed generation may choose to sever 

their connection to the local ut ility, most choose to remain connected, generating power into the grid when 
it is both feasible and economic to do so, and taking power from the grid at other times. Distributed 
generation is currently concentrated in roof-top photovoltaic solar panels, which have benefitted from 

varying levels of tax incentives in different jurisdictions. 

Regulatory treatment has also varied, but some rate structures that seek to incentivize distributed 

renewable energy are decidedly credit negative for utilities, in particular net metering. 

Under net metering, a customer receives a credit from the utility for all of its generation at the full (or nearly 
full) retail rate and pays only for power taken, also at the retail rate, resulting in a materially reduced 
monthly bill relative to a customer with no distributed generation. The distributed generation customer has 

no obligation to generate any particular amount of power, so the utility must stand ready to generate and 
deliver that customer's full power needs at all times. Since most utility costs, including the fixed costs of 
financing and maintaining generation and delivery systems, are currently collected through volumetric rates, 
a customer owning distributed generation effectively transfers a portion of the utility's costs of serving that 
customer to other customers with higher net usage, notably to customers that do not own distributed 
generation. The higher costs may incentivize more customers to install solar panels, thereby shifting the 
utility's fixed costs to an even smaller group of rate-payers. To date, solar generation and net metering have 
not had a material credit impact on any utilities, but ratings could be negatively impacted if the programs 
were to grow and if rate structures were not amended so that each customer's monthly bill more closely 

approximated the cost of serving that customer 

In our current view, the possibility that there will be a widespread movement of electric utility customers to 
sever themselves from the grid is remote. However, we acknowledge that new technologies, such as the 
development of commercially viable fuel cells and/or distributed electric storage, could disrupt materially 

the central station paradigm and the credit quality of the utility sector. 

Nuclear Issues 

Utilities with nuclear generation face unique safety, regulatory, and operational issues. The nuclear disaster 

at Fukushima Daiichi had a severely negative credit impact on its owner, Tokyo Electric Power Company, 
Incorporated, as well as all the nuclear utilities in the country. Japan previously generated about 30% of its 

power from 50 reactors, but all are currently either idled or shut down, and util ities in the country face 

materially higher costs of replacement power, a credit negative. 
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Fukushima Daiichi also had global consequences. Germany's response was to require that all nuclear power 
plants in the country be shut by 2022. Switzerland opted for a phase-out by 2031. (Most European nuclear 

plants are owned by companies rated under other the Unregulated Utilities and Power Companies 
methodology.) Even in countries where the regulatory response was more moderate, increased regulatory 
scrutiny has raised operating costs, a credit negative, especially in the US, where low natural gas prices have 

rendered certain primarily smaller nuclear plants uneconomic. Nonetheless, we view robust and 

independent nuclear safety regulation as a credit-positive for the industry. 

Other general issues for nuclear operators include higher costs and lower reliability related to the increasing 
age of the fleet. In 2013, Duke Energy Florida, Inc. decided to shut permanently Crystal River Unit 3 after it 
determined that a de-lamination (or separation) in the concrete of the outer wall of the containment 
building was uneconomic to repair. San Onofre Nuclear Generating Station was closed permanently in 2013 
after its owners decided not to pursue a re-start in light of operating defects in two steam generators that 

had been replaced in 2010 and 2011 
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In most regions, our approach to notching between different debt classes of the same regulated utility issuer 
follows the guidance on notching corporate instrument ratings based on differences in security and priority 
of claim, including a one notch different ial between senior secured and senior unsecured debt.17 However, in 
most cases we have two notches between the first mortgage bonds and senior unsecured debt of regulated 

electric and gas utilities in the US. 

Wider notching differentials between debt classes may also be appropriate in speculative grade. Additional 
insights for speculative grade issuers are provided in the publication "Loss Given Default for Speculative

Grade Companies." 18 

First mortgage bond holders in the US generally benefit from a fi rst lien on most of the fixed assets used to 
provide utility service, including such assets as generating stations, transmission lines, distribution lines, 
switching stations and substations, and gas distribution facilities, as well as a lien on franchise agreements. 
In our view, the critical nature of these assets to the issuers and to the communities they serve has been a 
major factor that has led to very high recovery rates for this class of debt in situations of default, thereby 
justifying a two notch uplift. The combination of the breadth of assets pledged and the bankruptcy-tested 

recovery experience has been unique to the US. 

In some cases, there is only a one notch differential between US first mortgage bonds and the senior 
unsecured rating. For instance, this is likely when the pledged property is not considered critical 
infrastructure for the region, or if the mortgage is materially weakened by carve-outs, lien releases or similar 

creditor-unfriendly terms. 

Securitization 

The use of securitization, a financing technique utilizing a discrete revenue stream (typically related to 
recovery of specifically defined expenses) that is dedicated to servicing specific securitization debt, has 

primarily been used in the US, where it has been quite pervasive in the past two decades. The first 
generation of securitization bonds were primarily related to recovery of the negative difference between the 
market value of utilities' generation assets and their book value when certain states switched to competitive 
electric supply markets and utilities sold their generation (so-called stranded costs). This technique was then 
used for significant storm costs (especially hurricanes) and was eventually broadened to include 
environmental related expenditures, deferred fuel costs, or even deferred miscellaneous expenses. States 
that have implemented securit ization frameworks include Arkansas, California, Connecticut, Illinois, 
Louisiana, Maryland, Massachusetts, Mississippi, New Hampshire, New Jersey, Ohio, Pennsylvania, Texas 
and West Virginia. In its simplest form, a securitization isolates and dedicates a stream of cash flow into a 

separate special purpose entity (SPE). The SPE uses that stream of revenue and cash flow to provide annual 
debt service for the securitized debt instrument. Securitization is typically underpinned by specific 
legislation to segregate the securitization revenues from the utility's revenues to assure their continued 
collection, and the details of the enabling legislation may vary from state to state. The utility benefits from 
the securitization because it receives an immediate source of cash (although it gives up the opportunity to 
earn a return on the corresponding asset), and ratepayers benefit because the cost of the securitized debt is 

" A link to this and other sector and cross-sector credit rat ing methodologies can be found in the Related Research section of this report. 
18 A link to this and other sector and cross- sector credit rating methodologies can be found in the Related Research section of this report, 
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lower than the utility's cost of debt and much lower than its all-in cost of capital, which reduces the revenue 

requirement associated with the cost recovery. 

In the presentation of US securitization debt in published financial ratios, we make our own assessment of 
the appropriate credit representation but in most cases follows the accounting in audited statements under 

US Generally Accepted Accounting Principles (GAAP), which in turn considers the terms of enabling 

legislation. As a result, accounting treatment may vary. In most states utilities have been required to 
consolidate securitization debt under GAAP, even though it is technically non- recourse. 

In general, we view securit ization debt of util ities as being on-credit debt, in part because the rates 
associated with it reduce the utility's headroom to increase rates for other purposes while keeping all-in 
rates affordable to customers. Thus, where accounting treatment is off balance sheet, we seek to adjust the 
company's ratios by including the securitization debt and related revenues for our analysis. Where the 
securitized debt is on balance sheet, our credit analysis also considers the significance of ratios that exclude 
securitization debt and related revenues. Since securitization debt amortizes mortgage-style, including it 

makes ratios look worse in early years {when most of the revenue collected goes to pay interest) and better 

in later years {when most of the revenue collected goes to pay principal). 

Strong levels of government ownership in Asia Pacific (ex-Japan) provide rating uplift 

Strong levels of government ownership have dominated the credit profiles of utilities in Asia Pacific 

(excluding Japan), generally leading to ratings that are a number of notches above the Baseline Credit 
Assessment. Regulated electric and gas utilities with significant government ownership are rated using this 
methodology in conjunction with the Joint Default Analysis approach in our methodology for Government

Related Issuers. 19 

Support system for large corporate entities in Japan can provide ratings uplift, with limits 

Our ratings for large corporate entities in Japan reflect the unique nature of the country's support system, 
and they are higher than they would otherwise be if such support were disregarded. This is reflected in the 
tendency for ratings of Japanese utilities to be higher than their grid implied ratings. However, even for large 

prominent companies, our ratings consider that support will not be endless and is less likely to be provided 
when a company has questionable viability rather than being in need of temporary liquidity assistance. 

" A link to this and other sector and cross-sector credit rating methodologies can be found in the Related Research section of this report 
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Appendix F: Treatment of Power Purchase Agreements ("PPAs") 

Although many utilities own and operate power stations, some have entered into PPAs to source electricity 
from third parties to satisfy retail demand. The motivation for these PPAs may be one or more of the 
following: to outsource operating risks to parties more skilled in power station operation, to provide 

certainty of supply, to reduce balance sheet debt, to fix the cost of power, or to comply with regulatory 
mandates regarding power sourcing, including renewable portfolio standards. While we regard PPAs that 
reduce operating or financial risk as a credit positive, some aspects of PPAs may negatively affect the credit 
of utilities. The most conservative treatment would be to treat a PPA as a debt obligation of the utility as, by 

paying the capacity charge, the utility is effectively providing the funds to service the debt associated with 
the power station. At the other end of the continuum, the financial obligations of the utility could also be 
regarded as an ongoing operating cost, with no long-term capital component recognized. 

Under most PPAs, a utility is obliged to pay a capacity charge to the power station owner (which may be 
another utility or an Independent Power Producer - IPP}; this charge typically covers a portion of the IPP's 
fixed costs in relation to the power available to the utility. These fixed payments usually help to cover the 

IPP's debt service and are made irrespect ive of whether the utility calls on the IPP to generate and deliver 
power. When the utility requires generation, a further energy charge, to cover the variable costs of the IPP, 
will also typically be paid by the utility. Some other similar arrangements are characterized as tolling 
agreements, or long-term supply contracts, but most have simi lar features to PPAs and are thus we analyze 

them as PPAs. 

PP As are recognized qualitatively to be a future use of cash whether or not they are 
treated as debt-like obligations in financial ratios 

The starting point of our analysis is the issuer's audited financial statements - we consider whether the 
utility's accountants determine that the PPA should be treated as a debt equivalent, a capitalized lease, an 

operating lease, or in some other manner. PPAs have a wide variety of operational and financial terms, and 
it is our understanding that accountants are required to have a very granular view into the part icular 
contractual arrangements in order to account for these PPAs in compliance with applicable accounting rules 

and standards. However, accounting treatment for PPAs may not be entirely consistent across US GAAP, 
IFRS or other accounting frameworks. In addition, we may consider that factors not incorporated into the 
accounting treatment may be relevant (which may include the scale of PPA payments, their regulatory 

treatment including cost recovery mechanisms, or other factors that create financial or operational risk for 
the utility that is greater, in our estimation, than the benefits received). When the accounting treatment of 
a PPA is a debt or lease equivalent (such that it is reported on the balance sheet, or disclosed as an 
operating lease and thus included in our adjusted debt calculation), we generally do not make adjustments 

to remove the PPA from the balance sheet. 

However, in relevant circumstances we consider making adjustments that impute a debt equivalent to PPAs 

that are off-balance sheet for accounting purposes. 

Regardless of whether we consider that a PPA warrants or does not warrant treatment as a debt obligation, 
we assess the totality of the impact of the PPA on the issuer's probability of default. Costs of a PPA that 
cannot be recovered in retail rates creates material risk, especially if they also cannot be recovered through 

market sales of power. 
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PPAs have a wide variety of financial and regulatory characteristics, and each particular circumstance may 
be treated differently by Moody's. Factors which determine where on the continuum we t reat a particular 

PPA include the following: 

» Risk management: An overarching principle is that PPAs have normally been used by utilities as a risk 
management tool and we recognize that this is the fundamental reason for their existence. Thus, we 
will not automatically penalize utilities for entering into contracts for the purpose of reducing risk 
associated with power price and availability. Rather, we will look at the aggregate commercial position, 

evaluating the risk to a utility's purchase and supply obligations. In addition, PPAs are similar to other 
long-term supply contracts used by other industries and their treatment should not therefore be 

fundamentally different from that of other contracts of a similar nature. 

» Pass-through capability: Some utilities have the ability to pass through the cost of purchasing power 
under P PAs to their customers. As a result, the utility takes no risk that the cost of power is greater than 
the retail price it will receive. Accordingly we regard these PPA obligations as operating costs with no 
long-term debt-like attributes. PPAs with no pass-through ability have a greater risk profile for utilities. 
In some markets, the ability to pass through costs of a PPA is enshrined in the regulatory framework, 
and in others can be dictated by market dynamics. As a market becomes more competitive or if 
regulatory support for cost recovery deteriorates, the ability to pass through costs may decrease and, as 

circumstances change, our treatment of PPA obligations will alter accordingly. 

» Price considerations: The price of power paid by a utility under a PPA can be substantially above or 
below the market price of electricity. A below-market price will motivate the utility to purchase power 
from the IPP in excess of its retail requirements, and to sell excess electricity in t he spot market. This 

can be a significant source of cash flow for some utilities. On the other hand, utilities that are 
compelled to pay capacity payments to IPPs when they have no demand for the power or at an above
market price may suffer a financial burden if they do not get full recovery in retail rates. We will focus 
particularly on PPAs that have mark-to-market losses, which typically indicates that they have a 

material impact on the utility's cash flow. 

» Excess Reserve Capacity: In some jurisdictions there is substantial reserve capacity and thus a significant 
probability that the electricity avai lable to a ut ility under PPAs will not be required by the market. This 

increases the risk to the utility that capacity payments will need to be made when there is no demand 
for the power. We may determine that all of a utility's PPAs represent excess capacity, or that a portion 

of PPAs are needed for the utility's supply obligations plus a normal reserve margin, while the 
remaining portion represents excess capacity. In the latter case, we may impute debt to specific PPAs 

that are excess or take a proportional approach to all of the utility's PPAs. 

» Risk-sharing: Utilities that own power plants bear the associated operational, fuel procurement and 
other risks. These must be balanced against the financial and liquidity risk of contracting for the 
purchase of power under a PPA. We will examine on a case-by case basis the relative credit risk 

associated with PPAs in comparison to plant ownership. 

» Purchase requirements: Some PPAs are structured with either options or requirements to purchase the 
asset at the end of the PPA term. If the utility has an economically meaningful requirement to 
purchase, we would most likely consider it to be a debt obligation. In most such cases, the obligation 
would already receive on-balance sheet treatment under relevant accounting standards. 

» Default provisions: In most cases, the remedies for default under a PPA do not include acceleration of 

amounts due, and in many cases PPAs would not be considered as debt in a bankruptcy scenario and 
could potentially be cancelled. Thus, PPAs may not materially increase Loss Given Default for the 
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utility. In addition, PPAs are not typically considered debt for cross- default provisions under a utility's 
debt and liquidity arrangements. However, the existence of non-standard default provisions that are 

debt-like would have a large impact on our treatment of a PPA. ln addition, payments due under PPAs 
are senior unsecured obligations, and any inability of the utility to make them materially increases 

default risk. 

Each of these factors will be considered by our analysts and a decision wi ll be made as to the importance of 

the PPA to the risk analysis of the utility. 

Methods for estimating a liability amount for PPAs 

According to the weighting and importance of the PPA to each utility and the level of disclosure, we may 

approximate a debt obligation equivalent for PPAs using one or more of the methods discussed below. In 
each case we look holistically at the PPA's credit impact on the utility, including the ability to pass through 
costs and curtail payments, the materiality of the PPA obligation to the overall business risk and cash flows 
of the utility, operational constraints that the PPA imposes, the maturity of the PPA obligation, the impact 
of purchased power on market-based power sales {if any) that the utility will engage in, and our view of 

future market conditions and volatility. 

» Operating Cost: If a utility enters into a PPA for the purpose of providing an assured supply and there is 

reasonable assurance that regulators will allow the costs to be recovered in regulated rates, we may 
view the PPA as being most akin to an operating cost. Provided that the accounting treatment for the 
PPA is, in this circumstance, off-balance sheet, we will most likely make no adjustment to bring the 

obligation onto the utility's balance sheet. 

» Annual Obligation x 6: In some situations, the PPA obligation may be estimated by multiplying the 
annual payments by a factor of six {in most cases). Th is method is sometimes used in the capitalization 
of operating leases. This method may be used as an approximation where the analyst determines that 
the obligation is significant but cannot otherwise be quantified otherwise due to limited information. 

» Net Present Value: Where the analyst has sufficient information, we may add the NPV of the stream of 
PPA payments to the debt obligations of the utility. The discount rate used will be our estimate of the 

cost of capital of the utility. 

» Debt Look-Through: In some circumstances, where the debt incurred by the IPP is directly related to the 

off-taking utility, there may be reason to allocate the entire debt (or a proportional part related to 

share of power dedicated to the utility) of the IPP to that of the utility. 

» Mark-to-Market: In situations in which we believe that the PPA prices exceed the market price and thus 
will create an ongoing liability for the ut ility, we may use a net mark-to-market method, in which the 
NPV of the utility's future out-of-the-money net payments wi ll be added to its total debt obligations. 

» Consolidation: In some instances where the IPP is wholly dedicated to the utility, it may be appropriate 
to consolidate the debt and cash flows of the IPP with that of the utility. If the utility purchases only a 
portion of the power from the IPP, then that proportion of debt might be consolidated with the utility. 

If we have determined to impute debt to a PPA for which the accounting treatment is not on-balance sheet, 
we will in some circumstances use more than one method to estimate the debt equivalent obligations 
imposed by the PPA, and compare results. If circumstances {including regulatory treatment or market 

conditions) change over time, the approach that is used may also vary. 
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The credit ratings assigned in this sector are primarily determined by this credit rating methodology. Certain 
broad methodological considerations (described in one or more credit rating methodologies) may also be 
relevant to the determination of credit ratings of issuers and instruments in this sector. Potentially related 

sector and cross-sector credit rating methodologies can be found here. 

For data summarizing the historical robustness and predictive power of credit ratings assigned using this 

cred it rating methodology, see link. 

Please refer to Moody's Rating Symbols & Definitions, which is available here, for further information. 
Definitions of Moody's most common ratio terms can be found in "Moody's Basic Definitions for Credit 

Statistics, User's Guide", accessible via this link. 
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