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Electric Utilities Quarterly 1Q08 
INDUSTRY UPDATE 

Paul T. Ridzon: (216) 263-4789 — pridzon@keybanccm.com  
Timothy Yee: (216) 563-2161 — tyee@keybanccm.com 

1Q08 EARNINGS — BY THE NUMBERS 
Overall, companies within our electric utilities coverage posted results essentially in line with or slightly ahead of our expectations.  
Earnings for stocks in the KeyBanc Capital Markets Electric Utility Index increased on average 13.1% from the same quarter a year 
ago, as indicated in Table 1. We initially expected a 10.7% increase in quarterly earnings. Several factors played into the earnings 
results for the quarter, including regional/seasonal weather, tighter cost controls, higher commodity pricing, new year rate increases, 
higher fuel and non-fuel O&M costs, and a slowing economy.  
 

Table 1.  Earnings Comparison 
 

Company Ticker 1Q08E 1Q08A 1Q07A Change 2008E 2009E 

Ameren Corp. AEE $0.54 $0.64 $0.70  (8.6)% $3.10 $3.25 
American Electric Power Company, Inc. AEP $1.01 $1.02 $0.68  50.0% $3.20 $3.45 
Avista Corp. AVA $0.50 $0.47 $0.34  38.2% $1.50 $1.65 
CMS Energy Corp. CMS $0.46 $0.44 $0.42  4.8% $1.25 $1.30 
Cleco Corp. CNL $0.27 $0.37 $0.14  164.3% $1.70 $1.80 
Consolidated Edison, Inc. ED $0.99 $0.92 $1.03  (10.7)% $3.10 $3.20 
DPL Inc. DPL $0.53 $0.52 $0.43  20.9% $1.95 $2.30 
DTE Energy Co. DTE $0.76 $0.78 $0.64  21.9% $3.00 $3.30 

Dominion Resources, Inc.a D $0.92 $1.00 $0.74  35.1% $3.05 $3.35 

Duke Energy Corp. DUK $0.34 $0.35 $0.30  16.7% $1.25 $1.35 

Energy East Corp. EAS $0.83 $0.84 $0.90  (6.7)% $1.55 $1.35 
Entergy Corp.b ETR $1.41 $1.56 $1.02  52.9% $6.90 $7.85 
Exelon Corp EXC $0.91 $0.93 $1.07  (13.1)% $4.50 $4.65 
FPL Group, Inc. FPL $0.77 $0.76 $0.70  8.6% $3.90 $4.25 
FirstEnergy Corp. FE $0.81 $0.87 $0.88  (1.1)% $4.25 $5.15 
Great Plains Energy, Inc. GXP $0.25 $0.15 ($0.13)  215.4% $1.75 $1.90 
IDACORP, Inc. IDA $0.58 $0.48 $0.56  (14.3)% $2.15 $2.30 
MDU Resources Group, Inc. MDU $0.36 $0.39 $0.23  69.6% $2.15 $2.25 
NiSource, Inc. NI $0.74 $0.70 $0.77  (9.1)% $1.30 $1.35 
NorthWestern Corp. NWE $0.59 $0.64 $0.51  25.5% $1.75 $1.85 
PPL Corp. PPL $0.60 $0.61 $0.58  5.2% $2.40 $2.40 
Pepco Holdings, Inc. POM $0.36 $0.46 $0.27  70.4% $1.90 $2.20 
Pinnacle West Capital Corp. PNW $0.08 ($0.05) $0.16  (131.3)% $2.30 $2.40 
Progress Energy, Inc. PGN $0.64 $0.57 $0.61  (6.6)% $3.05 $3.15 
Puget Energy, Inc. PSD $0.62 $0.66 $0.68  (2.9)% $1.70 $1.70 
Southern Company SO $0.42 $0.47 $0.41  14.6% $2.35 $2.50 
TECO Energy, Inc. TE $0.19 $0.15 $0.21  (28.6)% $1.00 $1.40 
Wisconsin Energy Corp. WEC $0.89 $1.04 $0.85  22.4% $2.85 $3.25 
Xcel Energy Inc. XEL $0.33 $0.35 $0.29  20.7% $1.50 $1.65 

Average       13.1%     
a) Dominion - 1Q07 adjusted results for 2:1 stock split on 11/20/2007. 
b) Entergy – 1Q08 results include reconsolidated Entergy New Orleans (ENOI). 
Source: Company data, KeyBanc Capital Markets Inc. estimates 

WPD-6 
Cited Documents 
Page 2034 of 2681



 KeyBanc Capital Markets Inc., Member NYSE/FINRA/SIPC 
Equity Research 

 

 
Page 4 of 39 

June 2008 

EARNINGS SURPRISES 
On an individual company basis, there were two notable upside surprises and two downside surprises relative to our expectations for 
the quarter.  On the upside, Cleco Corporation (CNL-NYSE; $0.37 vs. $0.14 in 1Q07; our estimate was $0.27) outperformed on 
incremental AFUDC for Rodemacher plant construction and lower operating costs at the utility, partly offset by higher holding company 
costs from lower inter-company receipts.  Management reported that Rodemacher construction remains on time and on budget.  At 
Wisconsin Energy Corporation (WEC-NYSE; $1.04 vs. $0.85 in 1Q07; our estimate was $0.89), the Company’s 1Q strength was driven 
by very cold weather, strong wholesale pricing and amortized gains from last year’s sale of Point Beach nuclear plant being used to 
offset rate increases.  
 
On the downside, IDACORP, Inc. (IDA-NYSE) and Great Plains Energy Incorporated (GXP-NYSE) reported results that were below our 
expectations.  IDACORP ($0.48 vs. $0.56 in 1Q07; our estimate was $0.58) reported lower earnings, primarily due to higher fuel and 
purchased power costs as a result of lower hydroelectric generation and higher operating expenses.  At Great Plains Energy ($0.15 vs. 
$0.13 loss in 1Q07; our estimate was $0.25), increased purchased power and corporate costs contributed to the earnings miss.  
Management at Great Plains Energy is now focusing on the future, as the Company has closed the sale of Strategic Energy and now 
looks to complete the pending Aquila merger and finish up Iatan1 environmental (early 2009) and Iatan2 coal plant (summer 2010) 
projects. 
 
Relative to consensus expectations, we also accurately highlighted American Electric Power Company, Inc. (AEP-NYSE; $1.02 vs. 
$0.68 in 1Q07; our estimate was $1.01, First Call consensus was $0.87) and Dominion Resources, Inc. (D-NYSE; $1.00 vs. $0.74 in 
1Q07; our estimate was $0.92, First Call consensus was $0.89) as two upside surprises in our 1Q08 earnings preview (see Electric 
Utilities Industry: 1Q08 Earnings and Weather Preview published on April 15, 2008).  Our potential downside surprises for the quarter 
were also correctly previewed, as Energy East Corporation (EAS-NYSE; $0.84 vs. $0.90 in 1Q07; our estimate was $0.83, First Call 
consensus was $0.86) and PPL Corporation (PPL-NYSE; $0.61 vs. $0.58 in 1Q07; our estimate was $0.60, First Call consensus was 
$0.62) came in below consensus expectations. 
 

EARNINGS ADJUSTMENTS 
After our survey of calls to companies at quarter-end, we raised our 2008 estimate for Pepco Holdings Inc. (POM-NYSE) from $1.85 to 
$1.90 per share due to rate increases in Maryland, Delaware, Washington, D.C. and as a result of the the Federal Energy Regulatory 
Commission (FERC) formula transmission rates coming into effect.  On the downside, we lowered our 2008 estimate for Great Plains 
Energy from $1.85 to $1.75 per share to remove earnings associated with the sale of the Company’s competitive energy business and 
to account for future share dilution.  We also reduced our 2008 estimate for IDACORP from $2.25 to $2.15, given below average water 
year forecasts that we believed could lead to lower hydroelectric generation and increased purchased power expense.  Lastly, we 
lowered our 2008 annual earnings estimate for TECO Energy, Inc. (TE-NYSE) from $1.10 to $1.05 per share (on April 15), as we 
believed the sale of TECO Transport and mild weather in Florida would reduce annual earnings, partly offset by lower interest expense 
for debt retirement.  
 
Following the 1Q earnings reports and earnings conference calls, we revised some estimates.  On the downside, we lowered our 2008 
estimate for TECO Energy further to $1.00 (from $1.05), as a slowing economy in Florida, milder weather and higher production costs 
on low-margin steam coal product mix drove earnings below our forecast.  (Coal demand and pricing have since strengthened, 
providing a potential uplift for TECO Energy’s coal business that may become more meaningful in 2009 and into 2010 as below market 
hedges reprice.)  We also lowered our 2008 earnings estimate for Pinnacle West Capital Corporation (PNW-NYSE) to $2.30 per share 
(from $2.55), as we believe regulatory lag impacts from customer growth, inflation and higher electric utility capital spending required to 
reliably expand service at its Arizona Public Service utility continue to restrict investor returns.  Weak real estate markets in 2008 may 
also contribute little to no earnings from the Company’s SunCor real estate subsidiary. 
 
On the upside, we reaffirmed our BUY rating and raised our 2008 earnings estimate for MDU Resources Group, Inc. (MDU-NYSE; 
$0.39 vs. $0.23 in 1Q07; our estimate and consensus were $0.36) upward to $2.15 per share (from $1.95) and raised our price target to 
$33.00 from $31.50 (on May 5), given strong E&P results and initial drilling success in the Bakken oil play.  We have since increased 
our MDU Resources price target further (currently at $36.50) on strong energy pricing valuations in its E&P and utility segments, and for 
two accretive acquisitions in the construction materials business.  
 

PERFORMANCE 
Stock price performance during 1Q08 for companies in the KeyBanc Capital Markets Utility Index was negative, as indicated by an 
average stock price decline of 11.1% for the quarter.  Stock performance was generally in line with the Philadelphia Utility Index (UTY), 
which declined 10.7% for the quarter, and underperformed the S&P 500 Index decline of 9.9% in the quarter (see Table 2).  We 
attribute the 1Q decline in stock price performance to broader market concerns over credit markets, inflation and possible recession.  
Year-to-date, our coverage sector has recovered somewhat to an average stock price decline of 3.8%, slightly better than the 4.2% 
decline in the UTY and 7.5% decline in the S&P 500 indices (see Table 2). 
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Table 2.  Price Performance 
 

  Price Price Price 1Q08 6/10/08 
Company Ticker 12/31/07 3/31/08 6/10/08 Change YTD Change 
Ameren Corp. AEE 54.21 44.04 44.30  (18.8)%  (18.3)% 

American Electric Power, Inc. AEP 46.56 41.63 42.55  (10.6)%  (8.6)% 

Avista Corp. AVA 21.54 19.56 21.85  (9.2)%  1.4% 

CMS Energy Corp. CMS 17.38 13.54 15.66  (22.1)%  (9.9)% 

Cleco Corp. CNL 27.80 22.18 25.14  (20.2)%  (9.6)% 

Consolidated Edison, Inc ED 48.85 39.70 40.25  (18.7)%  (17.6)% 

DPL Inc. DPL 29.65 25.64 28.03  (13.5)%  (5.5)% 

DTE Energy Co. DTE 43.96 38.89 44.38  (11.5)%  1.0% 

Dominion Resources, Inc.* D 47.45 40.84 47.05  (13.9)%  (0.8)% 

Duke Energy Corp. DUK 20.17 17.85 17.91  (11.5)%  (11.2)% 

Energy East Corp. EAS 27.21 24.12 26.55  (11.4)%  (2.4)% 

Entergy Corp. ETR 119.52 109.08 121.51  (8.7)%  1.7% 

Exelon Corp. EXC 81.64 81.27 88.84  (0.5)%  8.8% 

FPL Group, Inc. FPL 67.78 62.74 64.56  (7.4)%  (4.8)% 

FirstEnergy Corp. FE 72.34 68.62 78.57  (5.1)%  8.6% 

Great Plains Energy, Inc. GXP 29.32 24.65 26.18  (15.9)%  (10.7)% 

IDACORP, Inc. IDA 35.22 32.11 31.95  (8.8)%  (9.3)% 

MDU Resources Group, Inc. MDU 27.61 24.55 33.28  (11.1)%  20.5% 

NiSource, Inc. NI 18.89 17.24 17.49  (8.7)%  (7.4)% 

Northwestern Corp. NWE 29.50 24.37 26.72  (17.4)%  (9.4)% 

PPL Corp. PPL 52.09 45.92 51.10  (11.8)%  (1.9)% 

Pepco Holdings, Inc. POM 29.33 24.72 26.24  (15.7)%  (10.5)% 

Pinnacle West Capital Corp. PNW 42.41 35.08 32.80  (17.3)%  (22.7)% 

Progress Energy, Inc. PGN 48.43 41.70 43.08  (13.9)%  (11.0)% 

Puget Energy, Inc. PSD 27.43 25.87 27.65  (5.7)%  0.8% 

Southern Company SO 38.75 35.61 35.14  (8.1)%  (9.3)% 

TECO Energy, Inc. TE 17.21 15.95 21.23  (7.3)%  23.4% 

Wisconsin Energy Corp. WEC 48.71 43.99 47.70  (9.7)%  (2.1)% 

Xcel Energy Inc. XEL 22.57 19.95 20.80  (11.6)%  (7.8)% 
Average      (11.1)%  (3.8)% 

       
Benchmarks:       
Philadelphia Utility Index UTY 568.76 508.12 544.70  (10.7)% (4.2)% 
S&P 500 Index SPX 1468.36 1322.70 1358.44  (9.9)% (7.5)% 
*Dominion - adjusted results for 2:1 stock split on 11/20/2007.            
Source: Thomson Financial       
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WEATHER 
Overall, 1Q08 weather appeared to be milder than this time last year.  Colder winter weather was mostly found in the Upper Midwest, 
increasing electric heat and gas use in those regions.  Mild weather in the Southeast, particularly Florida, resulted in minimal weather-
driven usage impact for utilities serving that region.  Table 3 shows the impact of the weather (primarily on retail delivery) in the 1Q 
compared to our predictions, as weather can significantly impact company results this time of year.  Each quarter, we refine and 
calibrate our weather model to improve our ability to use this driver as an earnings predictor.  
 

Table 3.  1Q08 Weather Impact — Heating Degree Days 
 

Company Ticker 
1Q08 Deviation 

from Normal 
1Q08 Deviation 

from 1Q07 

Estimated 
Same Qtr YOY 

EPS Impact 

Actual
Same Qtr YOY 

EPS Impact 
Ameren AEE  (0.2)%  7.7% $0.04  $0.03 
American Electric Power AEP  (4.9)%  (0.4)% $0.00  $0.00 
CMS Energy CMS  (0.7)%  2.1% $0.01  $0.04 
Consolidated Edison ED  (10.3)%  (6.8)% ($0.03) ($0.03) 
DPL Inc. DPL  3.6%  4.1% $0.02  $0.03 
DTE Energy DTE  (0.5)%  1.5% $0.00  $0.02 
Dominion Resources D  (0.4)%  (1.0)% ($0.01) ($0.03) 
Entergy ETR  (9.5)%  (1.8)% ($0.02) ($0.01) 
Exelon EXC  (6.5)%  (4.7)% ($0.03) ($0.01) 
Great Plains Energy GXP  6.7%  14.1% $0.03  N/A 
NiSource NI  (1.2)%  0.5% $0.00  ($0.01) 
Pepco Holdings POM  (9.7)%  (7.9)% ($0.03) ($0.02) 
Pinnacle West Capital Corp PNW  (12.1)%  (4.3)% ($0.02) $0.02 
Progress Energy PGN  (18.3)%  (5.1)% ($0.01) ($0.01) 
Southern Company SO  (3.2)%  14.0% $0.02  $0.00 
TECO Energy TE  (42.3)%  (15.1)% ($0.02) N/A 
Wisconsin Energy WEC  1.8%  6.7% $0.06  $0.07 
N/A – not readily available from Company data 
Source: National Oceanic and Atmospheric Administration (NOAA), KeyBanc Capital Markets Inc. estimates 

 
1Q08 RATING CHANGES 
On February 4, 2008, we upgraded shares of Puget Energy, Inc. (PSD-NYSE) to BUY from HOLD at a price of $26.17 on the belief that 
shares offer an asymmetric risk/reward return, given a cash takeout offer of $30 per share.  Assuming a mid-2H08 close of the 
proposed deal, the shares offer nearly 15% price appreciation, annualizing to a 27% total return.  We believe the downside is buffered 
by the protection offered from a $130 million break-up fee to Puget Energy if the buyer walks, and that the acquirer’s ability to secure 
financing and to receive state approval for the deal are both achievable. 
 
After the 1Q ended, we revised our investment rating for one name under coverage.  On May 9, 2008, we downgraded shares of 
NorthWestern Corporation (NWE-NYSE) to HOLD from BUY at a price of $24.67, as actions by the Montana Commission suggested 
that it did not favor the Company’s proposed sale of its generation plant Colstrip and may want to put the plant in rate base at cost or 
below market value.  Given the regulatory uncertainty and potential litigious environment, we felt it may be better for investors to be on 
the sidelines until these issues are resolved (see NWE: Confiscatory Montana Actions Produce Overhang, Best to Be on Sidelines  
published on May 9 , 2008). 
 
Our published research since the quarter ended for our companies under coverage is provided on pages 20-39. 
 

SECTOR OUTLOOK 
On a broad level, we believe fundamentals in the electric utility sector remain strong, as opportunities exist in tightening power markets 
(with scarcity pricing and the potential to rate-base needed capacity), the need to modernize aging transmission and distribution 
infrastructure, and the need to meet more environmentally friendly portfolio standards.  However, we believe investors must heighten 
awareness to political and regulatory risk as higher electricity pricing in a weakened economy becomes more scrutinized. 
 
Utilities generally experience revenue growth of approximately 2-3% annually.  Addressing the aforementioned issues should provide 
incremental growth on the top and bottom lines.  After easily outperforming the S&P 500 in the preceding four years, the sector has 
seen modest outperformance in 2008 relative to the S&P 500 index (see Chart 1).  This performance by the utility group has resulted in 
valuation metrics closer to the top end of historical ranges, and the group now trades close to a 4% premium to the P/E of the S&P 500 
(vs. a historical discount of 25-30%) based on our 2009 earnings estimates.  We believe that the year-to-date negative performance is 
related to growing concerns about the sustainability of lofty valuations, growing regulatory/legislative response to higher costs of serving 
customers (including inflationary pressure on commodities used in infrastructure), low treasury yields (which can serve as a base in 
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determining allowed regulated returns to equity holders), and increased visibility that lower dividend taxes stand diminishing chances of 
extension as a Democratic agenda has gained traction. 
 

Chart 1.  YTD Performance of UTY vs. SPX 
(December 31, 2007 – June 10, 2008) 
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           Source: Thomson Financial 
 

We expect that the group’s performance for the balance of 2008 will be a function of two primary drivers: commodity pricing and 
outcomes of pending rate cases.  Continued high commodity pricing should act as a benefit to unregulated generators with nuclear 
assets and coal fired plants (with firm intermediate to long-term coal contracts).  In our view, the unregulated companies with the most 
leverage to commodity pricing are Dominion Resources, Entergy Corporation (ETR-NYSE), Exelon Corporation (EXC-NYSE), FPL 
Group, Inc. (FPL-NYSE) and PPL Corporation.  We continue to believe that natural gas pricing will remain tight, particularly given the 
withdrawal of plans for new coal plants driven by concerns surrounding potential penalties on carbon emissions.  Coal supply 
disruptions in the year may also impact natural gas demand, as generators may burn more gas in shoulder periods to maintain coal 
stockpiles.  On the regulated side, higher pricing for fuel offers a challenge for those players without timely and full fuel recovery 
mechanisms [Ameren Corporation (AEE-NYSE), Avista Corporation (AVA-NYSE), IDACORP, NiSource, Inc. (NI-NYSE), Pinnacle West 
and Puget Energy].  Other commodity costs (cement, steel and copper) are driving up the costs of infrastructure replacement, and pose 
the risk of sticker shock when these capital expenditures are presented for recovery in a rate case proceeding.  We have already seen 
New York State issue a punitive rate outcome to Consolidated Edison, Inc. (ED-NYSE) with prior capital expenditures exposed to a 
prudence audit.  If this sort of outcome were to become more prevalent, we would expect increased investor concern over restrictive 
regulation to intensify.  
 
Chart 2 shows a comparison of historical price performance between S&P electric companies vs. 30-year Treasury bond yield.  
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Chart 2.  Price Performance of S&P Electric Companies and 30-Year Treasury Bond Yield 
 (December 31, 1996 – June 10, 2008) 
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   Source:  Thomson Financial 

 
INDUSTRY THEMES 
VOLATILE COMMODITY PRICES IGNITE POLITICAL NOISE  
Given the political firestorms that followed rate freeze expirations in Maryland and Illinois, we believe investors should closely monitor 
the political and regulatory environments in Ohio and Pennsylvania, where transition plans will be expiring over the next few years.  In 
Ohio, American Electric Power, Duke Energy Corporation (DUK-NYSE) and FirstEnergy Corp. (FE-NYSE) have their rate stabilization 
plans expiring in January 2009 [DPL Inc. (DPL-NYSE) negotiated a plan through 2010].  While Ohio restructuring legislation mandates 
going to market pricing, we believe that further rate plan extensions are possible to step more gradually toward market pricing.  While 
American Electric Power and FirstEnergy have discussed going to market rates, we believe the companies would be willing to set an 
extension to the transition plans and enjoy a favorable negotiating position.  We expect discussions to heat up through the balance of 
the year.  In Pennsylvania, PPL Corporation’s rate plan expires in January 2010, and Exelon subsidiary PECO is slated to go to market 
a year later.  Volatile natural gas pricing continues to increasingly drive the marginal clearing price of power in wholesale markets (see 
Chart 3). 
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Chart 3.  Comparison of Spot, 12-Month and 24-Month Natural Gas Prices 
(December 31, 2004 – June 10, 2008) 
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Source: Bloomberg 
 

ASSESSING POLICY IMPLICATIONS OF A POTENTIAL DEMOCRATIC ADMINISTRATION 
We believe utility investors need to monitor the political landscape surrounding the 2008 Presidential election and assess the potential 
implications of a Democratic majority in Congress, coupled with a Democratic Presidency.  In our view, key elements that will drive 
stock movement are: dividend taxation policy, environmental issues, carbon treatment, renewable mandates and FERC appointees.  
Policy decisions are likely to have varying levels of impact on companies, depending on their business profile and strategy, geographic 
location and fuel mix.  We discuss below the key elements we believe investors should monitor, given our view that they present both 
risks and opportunities: 
 

• Dividend Taxation — While we believe that lower dividend taxes are unlikely to be extended regardless of the election 
outcome, a Democratic President is likely to bring the issue into focus sooner, as any hope of extension would likely be 
abandoned.  It remains our view that lower taxes have had a positive valuation impact on the group of roughly 1-1.5 P/E 
multiple points.  While the group generally offers higher yields than the broad market, we expect that on a relative basis, more 
highly regulated names with higher payout ratios and yields would underperform, as income-focused investors started to 
discount expectations, lowering aftertax yields from these companies relative to opportunities in the bond market.  

• Environmental Policy — With roughly half of the nation's electric generation fueled by coal, the sector has meaningful 
exposure to more strict environmental policy.  We believe assessing the impact is complex, given the fact that higher forced 
spending to meet tighter controls is both an investment opportunity and a rate shock risk.  Large coal burners in favorable 
regulatory environments could benefit from rate base growth, as long as investment was permitted to earn returns consistent 
with past levels.  However, it is our view that continued stacking of costs (fuel, labor, inflation, reliability spending and capex in 
excess of depreciation) is felt by ratepayers and may eventually be increasingly subsidized by shareholders, particularly given 
that companies may be forced into rate cases in a low interest rate environment should current conditions persist.  

• Carbon Policy — We believe carbon legislation will have similar impacts on coal burners as tighter controls on other 
pollutants discussed above.  However, for companies with unregulated nuclear and wind exposure, there exists a compelling 
opportunity.  As any cost associated with emitting carbon dioxide will be felt in the market as higher marginal clearing prices, 
these players should benefit from higher wholesale market prices and/or the ability to monetize any unneeded carbon credits.  
Wind players would be expected to enjoy higher pricing for the renewable energy credits produced.  
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• Renewable Mandates — While the latest energy package had a national renewable portfolio standard ripped out during 
Congressional negotiations (as it drove the threat of a veto), a greener administration may allow such a standard.  Clearly, 
unregulated wind players would benefit from any such standard.  Regulated companies with access to ample renewable 
resources (such as a strong wind resource) would enjoy a potential rate base investment opportunity (again, as long as rate 
implications were manageable).  Disadvantaged companies would be those without access to these resources.  These 
companies would be forced to meet standards by purchasing credits or buying and importing green power, thereby driving up 
costs to ratepayers and producing only regulatory risk for shareholders.  The Southeast remains the least favorable region for 
wind power.  

• FERC Appointees — We believe the potential impact of policy positions of any new appointees to the Federal Energy 
Regulatory Commission (FERC) remains a wild card, but may have meaningful implications.  Two key issues would bear 
watching if commissioners were replaced.  The current commission has staunchly supported competitive wholesale power 
markets, despite growing objection to a single market clearing price (as opposed to cost-plus pricing).  Commissioners 
consider the deregulated markets to be suffering from growing pains that will be corrected by normal market forces, given 
ample opportunity.  A Democratic-appointed commission may take a more interventionist role.  The other factor worth 
watching is continued FERC support of building out and strengthening the interstate transmission grid.  Currently, FERC policy 
allows incentive ROE levels and favorable Construction Work In Progress (CWIP) ratemaking for relieving congestion to more 
effectively move power into tightening markets.  

 

We believe the Presidential race warrants monitoring, given meaningful policy implications within the electric utility sector. 

 

FEDERAL ENERGY LEGISLATION ON RENEWABLE STANDARDS, TAX CREDITS AND CLIMATE CHANGE 
On December 19, 2007, President Bush signed into law The Energy Independence and Security Act of 2007.  The legislation increases 
average vehicle fuel efficiency (CAFÉ) standards to 35 miles per gallon by 2020 and contains provisions to promote biofuel production, 
energy efficiency standards for light bulbs, geothermal energy, and the development of carbon capture and sequestration technologies. 
 
The 2007 Energy Act did not include a federal renewable portfolio standard (RPS) or an extension of renewable energy production tax 
credits for wind and solar energy that are set to expire at the end of 2008.  Prior versions of an energy bill passed by the House of 
Representatives included a federal RPS that called for investor-owned utilities to provide 15% of their power from renewable sources by 
2020, of which 4% could be derived from energy efficiency savings.  The federal RPS would gradually increase from 2.75% in 2010 to 
meet the 2020 target, and would not trump existing state RPS or statutes.  The House version would have extended wind production 
tax credits for four years through 2012, and extended expiring solar and fuel cell investment tax credits for eight years through 2016.  
The prior Senate version of the energy bill did not have a federal RPS or solar tax credits, but did promote investment in “clean coal” 
and carbon capture research.  While Congressional leaders have stated their intent to take up a more sweeping version of an energy 
bill dealing with these issues in 2008, we believe that legislative uncertainty has already started to delay planning for wind and solar 
projects across the country, given year-long lead times required to site, permit and build out these projects.  
 
On December 5, 2007, the Senate Environment and Public Works Committee passed the Lieberman-Warner Climate Security Act of 
2007.  The cap-and-trade bill targets total U.S. greenhouse gas emission reductions below 2005 levels of 20% by 2020 and 70% by 
2050.  An Environmental Protection Agency (EPA) economic analysis of the Lieberman-Warner bill on March 14, 2008 found that it 
would cause a 44% increase in electricity prices by 2030 and that the electricity industry offers the greatest potential for emissions 
reductions through nuclear power expansion and carbon capture storage.  
 
On June 6, 2008, Senate Republicans were prepared to offer more than 150 amendments to the Lieberman-Warner bill, effectively 
delaying the debate and blocking a vote on the bill.  This essentially killed cap-and-trade legislation for this year, despite both 
Presidential candidates’ support for the legislation.  Chairwoman Barbara Boxer and Senate Majority Leader Harry Reid have stated 
their willingness to wait for the next Congress in 2009 to re-introduce it.  On June 10, 2008, Senate Republicans also blocked debate on 
a bill to extend renewable tax incentives for solar and wind energy.  Future Congressional developments (or delays) on a 
comprehensive energy bill or on extending renewable energy tax incentives bears further watching, particularly in light of the upcoming 
Presidential election and a new Congress in 2009.  We believe that as federal energy legislation gets drawn out into 2009 or beyond, 
persistent high commodity prices have the potential to derail or delay even further any movement on cap-and-trade legislation or a 
carbon–related tax. Given the current state of high gasoline prices, rising electricity rates, premiums paid for renewable energy and 
environmental mandates, substantial and rising construction material costs for new nuclear or clean coal plants, and other inflationary 
pressures on the American consumer, our view is premised on the idea that Congress may face tough economic headwinds and lose 
its political will to add yet another public “tax” on energy that could cause significant backlash among voters. 
 
We also feel it is important for electric utility investors to become aware of the renewable energy resources available to each utility in 
each state, consider the business impact as to how an investor-owned utility would address potential federal and state renewable 
standards, and understand the possible implications (favorable and unfavorable) that a potential federal RPS or other energy/climate-
related (carbon) legislation may have on their utility investment.  
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RENEWABLES AND EFFICIENCY GAIN GREATER SUPPORT AT LOCAL LEVEL 
Twenty-nine states and the District of Columbia have enacted into law renewable portfolio standards (RPS) to foster electricity 
investments in efficiency and renewable resources.  As one would expect, the result is a patchwork of different state standards on 
several factors, including: the ultimate amount or level to be targeted, how to measure the initiative (percent of capacity installed vs. 
generation output), timeline for implementation, balance between renewables usage vs. gains from efficiency, which renewable 
resources are to be included in the RPS, and even whether the targets being set are voluntary or mandatory. 
 
In Table 4, every state with a date listed has adopted RPS into law.  Two of the states (Missouri and Virginia) have set voluntary goals 
in their RPS instead of a mandatory target.  Kansas has tried to pass RPS, but the Governor supports existing voluntary agreements 
made with the utilities in 2007.  Michigan legislators are currently debating RPS proposals. Indiana lawmakers recently rejected RPS for 
the state.   
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Table 4.  State Renewable Portfolio Standards 
 
 

State
law adoption date

Amt Year Comments State
law adoption date

Amt Year Comments

Arizona
2/26/06

15% 2025

2.5% of total electricity sold from renewable energy sources by 2010 and 15% by 
2025. 5% of the renewables to come from solar power in 2007, and will ramp up to a 
30% "distributed" energy technology requirement by 2011. Renewable energy from 
facilities installed before 1/1/1997 are not eligible.

Missouri*
6/25/07

11% 2020

"Good faith effort" from every utility to supply power from renewables (solar, wind, 
hydro, hydrogen from renewable resources, and biomass). Utilities can also earn 
credit toward the objective through energy efficiency measures to reduce 
electricity consumption.

California
9/26/06

20% 2010
Renewable resources include biomass, solar thermal, photovoltaics, wind, 
geothermal, small hydropower, and ocean-generated power. Targeting a goal of 33% 
by 2020 for renewable energy used in generation.

Montana
4/28/05

15% 2015

Utilities can meet the standard by entering into long-term purchase contracts for 
electricity bundled with renewable energy credits. The law includes cost caps that 
limit the additional cost utilities must pay for renewable energy. Resources 
include wind, solar, geothermal, existing hydro, landfill or farm-based methane 
gas, wastewater-treatment gas, nontoxic biomass, and fuel cells from renewable 
fuels.

Colorado
3/27/07

20% 2020

Requires large investor-owned utilities serving 40,000 or more customers to generate 
or purchase 5% of their retail electric sales from eligible renewable-energy resources 
(solar, wind, geothermal, biomass, and small hydroelectric) by 2010, increasing to 
10% by 2015, and 20% by 2020. 4% of these amounts must come from solar-electric 
technologies.

Nevada
6/7/05

20% 2015
At least 5% of 20% must be generated from solar energy. Utilities can also earn 
credit for up to 25% of the RPS through energy efficiency measures. Resources 
include biomass, fuel cells, geothermal, solar, hydro, and wind.

Connecticut
6/4/07

27% 2020

20% renewables from "Class I" (solar, wind, sustainable biomass, ocean-generated, 
landfill gas, 5MW hydro), 3% from "Class I" or "Class II" (trash-to-energy, hydro 
facilities, and other biomass), and 4% from "Class III" (distributed heat, conservation, 
waste recovery programs).

New Hampshire
5/11/07

25% 2025
25% of state's electricity from renewable resources by 2025 (includes wind, solar, 
geothermal, hydrogen fuels, methane gas, ocean-generated, biomass, and 
existing small hydroelectric sources).

District of 
Columbia
1/19/05

11% 2022

Involves a two-tiered system: "Tier 1" includes solar, wind, biomass, landfill gas, 
wastewater-treatment gas, geothermal, ocean generating, and fuel-cells from 
renewable fuels. "Tier 2" includes hydropower and municipal solid waste. Additional 
0.386% of the state’s renewable energy to come from solar energy by 2022.

New Jersey
4/12/06

22.5% 2021

2% of RPS must come from solar sources. Resources include solar, wind, wave, 
tidal, geothermal, landfill methane gas, fuel cells from renewable fuels, anaerobic 
digestion of food waste and sewage sludge at a biomass generating facility, and 
hydropower.

Delaware
7/24/07

20% 2019

18% from renewable resources by 2019 (wind, ocean-generated, fuel cells from 
renewable fuels, 30MW hydroelectric facilities, sustainable biomass, anaerobic 
digestion, and landfill gas). 2% of state electricity supply from solar photovoltaics by 
2019.

New Mexico
3/5/07

20% 2020

20% of an electric utility’s power must come from renewable sources. Resources 
include solar, wind, hydropower, geothermal, fuel cells from renewable fuels, and 
qualifying biomass. Performance-based financial or other incentives are used to 
encourage utilities to exceed annual standards.

Florida

The Governor has been pushing to reduce greenhouse gas emissions and promote 
renewable energy in the state. On 12/31/07, Florida Energy Commission issued its 
first formal report to help FL legislature choose and develop future comprehensive 
energy policy in the state, including a RPS. The Legislative process is now getting 
underway.

New York
9/22/04

24% 2013

25% from renewable resources by 2013, categorized into two-tiers. "Main Tier" is 
mandatory 24% of RPS (biogas, biomass, liquid biofuel, fuel cells, hydroelectric, 
solar, ocean or tidal power, and wind). "Customer-Sited Tier" is remaining 1% of 
renewable energy sales to come from voluntary programs (fuel cells, solar, and 
wind resources).

Hawaii
6/2/04

20% 2020
10% of net electricity sales to come from renewable sources by 2010, 15% by 2015, 
and 20% by 2020 (wind, solar, ocean thermal, wave, and biomass).

North Carolina
8/20/07

12.5% 2021
By 2021, 12.5% of retail sales must come from renewable energy or energy 
efficiency for investor-owned utilities. 10% by 2018 for electric cooperatives and 
municipal utilities.

Iowa
10/21/83

105 
MW

Not an official RPS, but 1983 Alternative Energy Production state law mandates two 
investor-owned utilities (Mid-American and Interstate Power/Light) to own or contract 
for 105 MW of renewable power (photovoltaics, landfill gas, wind, biomass, hydro, 
municipal solid waste, and anaerobic digestion).

Ohio
5/1/08

25% 2025

12.5% electricity sold in the state to come from renewables (wind, solar, 
hydropower, geothermal, or biomass), half of which must be generated in Ohio. 
Other 12.5% may come from alternative energy resources (nuclear power plants, 
fuel cells, energy-efficiency, and clean carbon capture technology). Utilities may 
buy, sell, and trade renewable energy credits (REC) to comply. By the end of 
2025, 22.5% of energy savings must come from energy efficiency. Electric utilities 
must reduce peak energy demand 1% in 2009, and an additional 0.75% each 
year through 2018. 

Illinois
8/28/07

25% 2025

2% in 2008 increasing to 25% by 2025. 75% of the electricity used to meet the RPS 
must come from wind power generation. Eligible renewables include solar, biomass, 
and existing hydropower. Utilities to implement energy efficiency standard to reduce 
electric usage by 2% of demand by 2015.

Oregon
6/6/07

25% 2025
25% of utility electric load from new renewable sources by 2025. Resources 
include wind, solar, wave, geothermal, biomass, new hydro or upgrades to 
existing hydro facilities.

Indiana
proposed 10% by 2018:  On 1/24/08, Indiana House Committee on Commerce, 
Energy and Utilities rejected a RPS standard for the state's electric utilities to procure 
10% generation from renewables by 2018.

Pennsylvania
12/16/04

18.5% 2020

Two-tiered resources to meet RPS: 8% from Tier 1 (wind, solar, coalmine 
methane, small hydropower, geothermal, and biomass), 10% from Tier 2 (waste 
coal, demand side management, large hydropower, municipal solid waste, and 
IGCC), and 0.5% must be solar-provided generation by 2020. 

Kansas*
proposed 20% by 2020: Governor supports voluntary goal of 10% renewables by 
2010 and 20% by 2020.  On 3/21/08, Governor vetoed a legislative RPS bill as less 
effective than agreements made with major state utilities in 2007.

Rhode Island
6/29/04

16% 2020

3% of retail electricity sales must come from renewable energy by 2006, 
increasing 1% a year through 2020. Existing renewables count for only 2% of 
RPS, the rest must be from new renewable production. Resources include direct 
solar radiation, wind, ocean-generated, the heat of the earth, small hydroelectric 
facilities, eligible biomass, and fuel cells using renewable fuels. The PUC will 
review/revise the schedule after 2013. 

Massachusetts
11/19/97

4% 2009

Effective 4/26/02, a minimum percentage of electrical energy sales to retail customers 
to come from renewables (including solar, wind, ocean thermal, fuel cells from 
renewable fuels, landfill gas, and biomass fuels). Standard of 3% in 2007, 3.5% in 
2008, 4.0% in 2009, post-2009 1% increase a year until suspended by Division of 
Energy Resources.

Texas
8/1/05

5,880 
MW

2015
Law targets 5,880 MW of new renewable generation to be built in state (about 5% 
of the state's electricity demand) by 2015. Goal of 10,000 MW in renewable 
generation capacity by 2025. 500 MW by 2025 from non-wind resources.

Maryland
4/24/07

9.5% 2022
At least 2% of retail sales by 2022 must come from solar sources and 7.5% from other 
renewable sources (wind, biomass, anaerobic digestion, landfill gas, geothermal, 
ocean-generated, fuel cells from renewable fuels, and small hydro).

Vermont
6/14/05

10% 2013

Original RPS set renewable generation to equal incremental load growth between 
2005 and 2012. Voluntary goal of 10% of 2005 total electric sales to be achieved 
by 2012, else RPS will become mandatory in 2013. Renewable resources include 
wind, solar, small hydropower, landfill methane gas, anaerobic digesters, and 
sewage-treatment facilities excluding municipal solid waste. Vermont utilities can 
build generation out of state to comply with RPS. On 3/20/08, Governor signed 
into law state energy consumption goals of 25% from renewable sources, 
particularly Vermont's farms and forests, by 2025. 

Maine
9/28/99

10% 
new

2017

Original standard of 30% by the year 2000. RPS was increased in June 2006 an 
additional 10% by 2017 for new renewable sources (fuel cells, tidal power, solar, wind, 
geothermal, hydro, biomass, or municipal solid waste recycling) placed into service 
after 9/1/05. 

Virginia*
4/11/07

12% 2022

Voluntary RPS goal of 12% of 2007 base year utility electricity sales (excluding 
average nuclear power supply) by 2022. Resources include solar, wind, 
geothermal, hydropower, wave, tidal, and biomass energy. Wind and solar 
receive a double credit toward RPS goals. Investor-owned utilities are 
incentivized with increased rate of return to procure a percentage of the power 
sold in VA from eligible renewable energy sources. 

Michigan
Senate committee bill proposes RPS of 3% by 2009, 10% by 2010, 20% by 2020 and 
25% by 2025. House committee bill proposes RPS of 10% by 2015.

Washington 
11/7/06

15% 2020

All utilities in WA serving more than 25,000 people must produce 15% of their 
energy using renewable sources by 2020. Resources include water, wind, solar, 
geothermal, landfill gas, wave, ocean, tidal power, gas from sewage treatment 
facilities, biodiesel fuel not from deforested land and biomass.

Minnesota
2/22/07

25% 2025

Xcel Energy (generates about half of the state’s electricity) required to produce 30% 
from renewable sources by 2020. "Eligible Renewable Energy Technologies" include 
solar, wind, small (<100MW) hydroelectric, hydrogen from renewable resources, and 
biomass.

Wisconsin
3/17/06

10% 2015
Qualifying renewables include tidal and wave action, fuel cells using renewable 
fuels, solar, wind, biomass, geothermal technology, and hydropower less than 60 
MW. Renewable energy generated outside of Wisconsin is eligible.  

* Denotes states that have set voluntary goals for adopting renewable energy standards instead of mandatory targets. 
Sources: http://www.eere.energy.gov/states/maps/renewable_portfolio_states.cfm  
http://www.pewclimate.org/what_s_being_done/in_the_states/rps.cfm 
Company data, KeyBanc Capital Markets Inc. 
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PERFORMANCE DIVERGENCE BASED ON COMMODITY EXPOSURE 
The strong (if not volatile) commodity cycle has been favorable for companies that have exposure to natural gas and/or coal, as they 
have typically outperformed the rest of the group, as depicted in Chart 4.  Investors appear to have allocated a portion of their portfolios 
to companies that have a strong commodity focus.  In turn, traditional regulated companies or dividend plays have been overlooked by 
these investors as they look to ride this wave as long as possible.  While viewed by many as a commodity play, we continue to view 
Exelon favorably, given our view that in any pricing environment, being a low-cost producer should command a premium valuation.  We 
believe nuclear players are poised to reap further potential benefits in the event carbon legislation of any substance is enacted, further 
advantaging the technology and offering margin improvement. 
 

Chart 4.  Price Performance of Different Utility Subgroups  
(December 31, 2005 – June 10, 2008) 
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Source: Thomson Financial 

 
Throughout 2007 and into 2008, the subset of our coverage list with the strongest performance has been the commodity-focused 
utilities, as shown in Charts 4 and 5.  Natural gas pricing remains high and reserve margins continue to tighten, offering power pricing 
support through scarcity pricing.  With the weak outlook for a near-term supply response, these commodity players remain well 
positioned.  In 2007, the second best performing group was the Transmission and Distribution companies, with their higher dividend 
yields offering protection in choppy markets.  Additionally, the bid for Energy East has skewed the average return upward.  Smaller-cap 
vertically integrated names were the weakest performers in 2007 with negative returns, despite a bid for Puget Energy last year also 
helping to skew this subset’s average return upward.  We believe the weakness in small-cap vertically integrated companies is the 
result of two primary drivers.  First, as the market has grown increasingly volatile, the limited liquidity in these names has been a 
detriment.  Second, we believe that as credit markets have deteriorated, investors have increasingly discounted the likelihood of further 
aggressive moves by financial players.  We note the previous offers for NorthWestern (failed), MidAmerican Energy, Duquesne Light 
and TXU by financial players.   
 
For 2008, all utility subsets have experienced negative year-to-date returns, although commodity-focused utilities have come back as of 
late (see Chart 5).  Interestingly, the Transmission and Distribution companies have underperformed the most year-to-date due to the 
poor performance of Consolidated Edison (rate case outcomes) and Energy East (pending merger) in the index.  We attribute this to the 
heightened importance of regulatory success, which is discussed in the next section. 
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Chart 5.  Year-to-Date KBCM Electric Utilities Index Segment Performance 
(December 31, 2007 – June 10, 2008) 
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HEIGHTENED IMPORTANCE OF REGULATORY SUCCESS 
The major focus of many utilities over the past few years has been the “back-to-basics” approach, through which non-strategic 
businesses were divested or shuttered, and the business focus returned to the core utility operations.  While this scenario has done a 
great deal to mitigate risk and exposure to volatile market conditions, future growth plans have now come into focus.  After all, 
companies pursued these diversified opportunities in the past to provide additional growth to offset slower growth in the regulated 
business.  It is clear that the importance of regulatory success has come back to the forefront in this new era.  Companies that are able 
to craft innovative solutions to issues, such as recovery of environmental expenditures, will likely set the stage for future growth of the 
regulated businesses.  We believe the companies that currently have high levels of exposure to regulatory developments are Ameren, 
American Electric, CMS Energy Corporation (CMS-NYSE), Energy East, Exelon, IDACORP, Pepco Holdings, Inc. (POM-NYSE), Puget 
and Xcel Energy Inc. (XEL-NYSE).  We believe continued high commodity pricing will likely increase regulatory risk, as regulators seek 
ways to minimize the increases in overall customer electric bills, even at the expense of the shareholder.  As previously discussed, we 
believe Consolidated Edison’s recent rate case outcome (9.1% ROE and implementation of 35% of the requested $1.2 billion rate 
increase) has demonstrated the group’s exposure on this front. 
 

DIVIDEND TAX EXTENSION 
The lower tax rate on corporate dividends provided a positive catalyst for continued investment in higher yielding stocks when it was 
introduced in 2003.  With a growing federal deficit, intensified by spending on the war in Iraq and the recent bailout of struggling 
financial players, the permanence of this tax reform has become uncertain.  Previously scheduled to expire at the end of 2008, dividend 
tax reform has been extended through the end of 2010.  In the 2006 mid-term Congressional election, the Democratic Party was able to 
seize control of both the House of Representatives and the Senate.  As discussed earlier, we expect that with a possible Democratic 
administration in 2009 and continued control of Congress, one of their initiatives will be to let the dividend tax reform expire at the end 
of this extension.  We believe that a lack of long-term extension in the future would be a negative catalyst for the utility group.  We 
continue to believe 1-1.5 P/E multiple points of the group’s valuation expansion over the past years were attributable to these lower 
taxes. 
 

NEW BUILD GENERATION COST ESCALATION  
The construction cost of new generation remains a moving target as worldwide demand for construction materials commodities (steel, 
concrete and copper), labor and components (turbines and boilers) remains strong, driven by the Chinese economy.  We believe that 
this presents challenges to both unregulated and regulated investment in new generation plants.  In particular, on the regulated side, 
there exists a chicken-and-egg problem in that securing pricing without a regulatory buy-in is as difficult as receiving regulatory pre-
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approval without firm pricing.  Added to this is the uncertainty around the cost to achieve yet unknown environmental controls to 
mitigate carbon output.  Chart 6 illustrates the upward pressure on construction commodities. 
 
These upward rising costs increasingly necessitate the need for ratemaking mechanisms, such as CWIP, to allow utilities to undertake 
construction without significantly weakening their balance sheet, cash flow and credit metrics.  As previously discussed, additional 
pressures on ratepayers pose the risk of regulators authorizing lower ROEs in future rate proceedings.  As an example of this 
escalation, Progress Energy, Inc. (PGN-NYSE) recently estimated the cost of building two new nuclear plants, with necessary 
transmission at $17 billion, over two times initial estimates. 
 

Chart 6.  Construction Materials Indexed Pricing 
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M&A OUTLOOK WEAK ON FAILED DEALS AND CREDIT CONCERNS 
We have seen two significant mergers called off as a result of regulatory and political pressure that limited the financial benefit of the 
transaction, with FPL Group and Constellation Energy (CEG-NYSE) pulling the plug, as well as Exelon and Public Service Enterprise 
Group (PEG-NYSE).  Previously, MidAmerican Energy announced the acquisition of PacifiCorp from Scottish Power, and Duke Energy 
announced its acquisition of Cinergy.  We expect that many Chief Executive Officers are looking at the potential synergies of a strategic 
and well-executed merger with great interest.  However, companies with substantial unregulated operations should be able to realize 
the greatest amount of synergies, as these savings are generally outside the reach of regulators.  With balance sheets generally 
repaired (and the potential for all-stock deals to offer further improvement), we consider additional consolidation to be quite likely in the 
long term.  In the near term, however, we believe players may need to wait until the reality of higher energy prices have been accepted 
by political and regulatory bodies. 
 
In addition, the passage of the 2005 Energy Policy Act removed uncertainty surrounding a major M&A catalyst.  Repeal of the Public 
Utility Holding Company Act (PUHCA) of 1935 occurred February 8, 2006 (six months after President Bush signed the 2005 Energy Bill 
into law).  While there are certainly potential deals that make sense, in our opinion, it seems that the regulatory hurdles to approval are 
becoming higher and more costly.  The repeal of PUHCA 1935 should ease at least some of these obstacles and spur incremental 
investment in the utility industry by other utilities, and possibly energy companies looking for stable earnings and cash flow.  We are 
increasingly of the mindset that the “opening of the floodgates” effect of the PUHCA 1935 repeal will not be at the level many predict.  
We feel that high commodity prices are likely to have a negative impact on M&A activity.  We have witnessed the regulatory and 
political response impact on mergers in Maryland (now terminated FPL Group/Constellation Energy merger), and more markedly in 
New Jersey (now terminated Exelon/Public Service Enterprise Group merger).  These were large-cap deals in which the strategic 
rationale was premised on joining unregulated operations.  We expect the controversy around these deals is likely to limit M&A in the 
large-cap unregulated segment, where we believe the most potential value could otherwise be derived from consolidation activity.  That 
being said, we list the companies we view as potential long-term merger candidates in the following sections. 
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POSSIBLE ACQUIREES 
DPL Inc. 
The built-in poison pill (the financial portfolio) has been unwound; however, the new management team is hard to read.  We believe 
DPL would be a good fit for American Electric Power or E.On, which owns nearby Louisville Gas and Electric. 

 
NiSource, Inc. 
We believe NiSource is perceived as an acquisition target.  However, we believe strong returns in several jurisdictions would 
present too easy a target for regulators.  Further, we believe a newly implemented five-year plan and the hiring of a new Chief 
Executive Officer suggest that management will continue down the path of getting back on course alone. 

 
TECO Energy, Inc. 
We group TECO Energy with DPL Inc.  We believe their relatively small sizes make them very attractive candidates for contiguous 
mergers.  The Chief Executive Officer came out of retirement to effect a turnaround that is essentially complete. 

 

POSSIBLE ACQUIRERS 
Exelon Corporation 
We believe Exelon is well positioned to enjoy strong cash flows well into the next decade.  While the Company has signaled it 
would pursue share repurchases, it has not ruled out pursuing acquisitions.  We believe management would like to increase the 
scale of its unregulated, low-cost generation fleet, with a bias toward low-carbon assets.  Exelon’s attempt to acquire Public 
Service Enterprise Group demonstrates the Company’s willingness to do large scale M&A. 

 
FirstEnergy Corp. 
There is a broad perception that FirstEnergy is a seller.  We disagree and believe a relatively new Chief Executive Officer is 
focused on resolving operational issues to strengthen currency. 
 
PPL Corporation 
We had previously placed PPL on our list of potential acquirees.  However, with a more aggressive management team in place, 
and a currency much improved as the 2010 expiration of frozen Pennsylvania rates approaches, we would not be surprised to see 
management explore opportunities to achieve greater scale.  

 

2007 SURPRISE M&A 
Puget Energy, Inc. 
On October 26, 2007, Puget Energy announced a $30 per share cash bid by a consortium of investors.  The consortium is led by 
Macquarie Infrastructure Partners (MIP), the Canada Pension Plan Investment Board (CPPIB) and British Columbia Investment 
Management Corporation (bcIMC), and also includes Alberta Investment Management (AIM), Macquarie-FSS Infrastructure Trust 
(MFIT) and Macquarie Bank Limited (together "Consortium").  Macquarie's development record is for the long-term holder of 
infrastructure assets, including toll roads and other utilities.  With Puget Energy’s capital needs exceeding the Company’s market 
capitalization, a private stable owner makes sense.  We were surprised at how quickly this deal followed the meltdown of the credit 
markets. 
 
We believe that having a single state jurisdiction is beneficial to the transaction as Washington is a "no harm" state, as opposed to 
other states with a public benefit standard.  Our discussions with the Washington commission indicated that takeouts are not dead 
on arrival, and that the key consideration for buyers is to maintain reliability.  Preservation of management would be likely under 
the ownership structure, mitigating job loss concerns and social issues in the state.  A possible issue for the deal is the "double 
leverage."  We believe this can be addressed with ringfencing and credit protection.  We remain confident that the proposed 
acquisition by the Macqaurie Consortium should close by 2H08. 
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Table 5.  Recent Utility M&A Activity 
 

Date 
Announced Acquirer Acquiree Consideration 

Offer Price  
per Share 

Implied Value at 
Announcement

Premium at 
Announcement

10/26/07 Macquarie Consortium Puget Energy, Inc. 100% Cash $30.00 $7,400.0 million 25.3% 
6/25/07 Iberdrola SA Energy East Corporation 100% Cash $28.50 $8,507.4 million 24.7% 
2/26/07 KKR TXU Corp. 100% Cash $69.25 $44,161.4 million 15.4% 

2/7/07 Great Plains Energy Inc. Aquila Inc.  
55% Cash and 
45% Stock 

$1.80 and  
0.0856 Shares 

$2,873.6 million -2.7% 

7/8/06 MDU Resources Cascade Natural Gas Corp. 100% Cash $26.50 $471.2 million 23.5% 
7/5/06 Macquarie Consortium Duquesne Light Holdings Inc.  100% Cash $20.00 $2,591.8 million 21.7% 
4/25/06 Babcock & Brown  NorthWestern Corporation Failed $37.00 $2,052.0 million 15.3% 
12/19/05 FPL Group  Constellation Energy Group, Inc. Failed $52.02 $14,420.8 million 15.0% 
Source: Company data, KeyBanc Capital Markets Inc. estimates 

 
SHORT INTEREST OVERVIEW 
2007 ended with the group remaining at a historically high P/E relative to the broader market (see Chart 7).  One of the more frequent 
discussions we had with investors focused on the sustainability of the meaningful premium and what would trigger a reversion to a 
more historical discount.  We believe the sentiment that the group was overheated is reflected in the steady rise in the aggregate short 
interest in the group for most of 2007.  As shown in Table 6, it was not until August 2007 that short interest in the group had a declining 
month since March 2007.  We believe the market meltdown over credit concerns and the subprime lending crisis provided an 
opportunity for investors to cover their short positions.  Table 6 indicates that thus far in 2008, short interest has risen somewhat, but 
generally stayed at lower post-August 2007 trading ranges.  Recent trends in the group aggregate short interest appear to be a result of 
two offsetting drivers: 1) Short interest has declined in Puget Energy and Energy East, as we approach the expected time of 
commission decisions, and odds appear favorable to close the deals; and 2) Short interest has increased in names with more of a 
commodity focus, including Entergy, TECO Energy (with a big share price run-up attributable to its unregulated coal mining operations) 
and MDU Resources, which has benefited from its recent initial E&P success in the Bakken play. 
 

Chart 7.  YTD P/E Comparison of KBCM Utility Coverage vs. S&P 500 
(December 31, 2007 – June 10, 2008) 
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Table 6.  Monthly Short Interest 
(shares in millions) 

   (days)                                     

  Shares Current 2008 2007 2006

Company Ticker Out Short Ratio May Apr Mar Feb Jan Dec Nov Oct Sep Aug Jul Jun May Apr Mar Feb Jan Dec

Ameren Corp. AEE 209.5 6.14 5.3 5.4 5.2 5.6 5.6 5.0 5.3 5.4 7.1 8.3 7.3 6.7 5.9 6.6 6.5 8.6 8.7 8.4

American Electric Power, Inc. AEP 401.6 1.26 4.2 3.3 4.3 3.8 3.2 2.9 4.8 5.4 4.7 7.4 6.6 5.6 6.5 7.5 6.1 4.9 5.5 5.6

Avista Corp. AVA 53.1 11.48 4.9 5.3 4.8 4.8 4.5 4.0 4.3 3.8 4.1 5.0 4.9 4.7 4.0 3.5 4.1 3.9 3.5 3.4

CMS Energy, Inc. CMS 225.3 7.29 21.5 20.1 17.6 18.7 17.7 18.6 18.8 18.0 17.8 19.1 23.0 22.3 22.3 21.0 18.3 18.2 17.9 16.5

Cleco Corp. CNL 60.2 15.76 5.3 5.5 5.1 5.5 4.8 4.4 4.9 5.1 6.0 7.0 7.5 7.0 5.2 3.5 3.3 2.4 2.1 2.3
         
Consolidated Edison, Inc ED 272.6 6.63 11.1 10.5 10.0 9.4 7.7 7.0 9.6 13.0 9.2 11.3 15.6 13.7 16.3 16.6 10.0 12.1 13.4 9.9

DPL Inc. DPL 113.6 21.62 19.9 18.8 19.4 22.7 22.0 21.1 20.0 18.0 16.6 17.8 18.4 19.1 19.9 15.7 15.8 17.5 15.3 14.4

DTE Energy Co. DTE 163.1 4.58 4.9 6.9 7.3 3.5 2.6 5.7 6.5 5.2 5.8 5.4 4.6 5.9 2.7 2.2 9.4 5.6 6.2 8.4

Dominion Resources, Inc. D 578.0 6.49 12.5 12.9 15.7 16.3 11.9 10.8 12.1 12.2 14.3 31.8 13.6 15.1 17.4 19.1 19.0 20.4 19.7 20.5

Duke Energy Corp. DUK 1,264.6 5.91 32.1 31.0 30.5 26.2 23.2 22.7 26.5 19.2 21.8 32.5 37.9 36.0 22.6 23.0 18.2 34.0 19.2 18.3
         
Energy East Corp. EAS 158.3 2.25 1.3 4.9 5.3 2.1 3.2 3.5 1.2 4.5 1.7 1.8 9.1 10.4 3.7 2.5 3.1 4.1 2.9 2.4

Entergy Corp. ETR 191.5 3.34 5.8 4.2 4.2 3.9 3.4 3.4 3.2 4.0 3.4 3.9 4.1 4.7 5.1 4.6 4.1 4.3 4.2 5.5

Exelon Corp EXC 656.0 1.35 5.0 5.1 5.7 7.4 7.5 11.0 14.6 15.7 18.7 8.3 9.3 7.9 5.6 6.3 5.5 6.4 5.4 6.2

FPL Group, Inc. FPL 408.1 2.26 4.4 4.2 4.6 5.2 4.0 4.3 5.2 5.5 5.2 6.4 7.2 8.4 5.9 7.8 8.3 12.2 18.2 19.5

FirstEnergy Corp FE 304.8 2.81 3.7 4.0 3.4 3.8 3.4 3.8 3.9 4.1 3.7 4.2 5.4 5.9 3.3 3.3 3.9 5.8 6.1 7.9
         
Great Plains Energy, Inc. GXP 86.4 7.58 4.1 3.4 4.1 3.9 2.7 2.7 2.9 3.0 2.9 3.1 3.6 3.9 4.0 4.1 5.2 5.5 5.7 5.7

IDACORP, Inc. IDA 45.2 17.76 6.7 6.7 7.3 6.6 5.7 5.3 5.5 5.7 5.4 6.2 5.0 4.3 4.4 3.7 3.2 2.8 2.7 2.8

MDU Resources Group, Inc. MDU 182.9 1.96 2.5 1.9 1.9 2.3 1.9 2.6 2.6 2.6 2.3 2.3 2.8 2.5 2.5 4.2 3.8 4.2 4.1 4.4

NiSource, Inc. NI 274.2 2.64 8.2 7.8 7.7 6.1 7.1 5.9 6.0 4.7 5.0 7.5 9.7 9.4 4.7 3.9 5.1 5.4 5.9 5.2

Northwestern Corp NWE 34.5 10.59 2.7 2.9 3.0 2.9 3.0 3.3 2.2 2.2 2.4 2.7 2.3 2.1 2.0 1.8 2.4 2.0 1.8 1.8
         
PPL Corp. PPL 373.0 2.78 5.7 3.9 4.5 6.3 4.1 3.4 4.8 4.8 5.0 6.6 9.5 8.2 6.5 6.5 5.2 6.8 6.6 6.9

Pepco Holdings, Inc. POM 201.4 1.86 3.3 3.1 3.2 3.0 2.3 3.3 3.1 1.8 1.6 2.0 2.9 3.2 3.0 2.9 1.8 1.7 1.6 1.7

Pinnacle West Capital Corp PNW 100.6 6.76 4.5 5.3 5.3 5.1 5.6 5.8 6.4 9.0 5.3 5.4 9.9 9.1 3.5 2.8 3.0 5.6 6.5 4.0

Progress Energy, Inc. PGN 261.3 3.03 4.2 6.5 7.1 4.8 5.3 6.6 6.9 7.3 7.9 8.0 9.8 8.6 7.6 6.4 10.5 6.5 7.2 7.5

Puget Energy, Inc. PSD 129.7 5.07 1.6 3.8 4.1 1.6 1.5 2.8 3.0 3.9 5.7 5.3 4.9 3.7 2.2 2.4 3.2 5.0 5.0 2.6
         
Southern Company SO 767.2 5.40 19.2 20.6 20.0 18.4 17.2 15.1 15.8 17.3 17.3 22.1 26.2 22.4 19.7 18.6 14.7 16.5 18.4 16.6

TECO Energy, Inc. TE 210.8 2.39 8.9 6.4 6.2 10.9 11.6 6.9 7.3 9.9 4.5 9.7 9.5 6.8 7.7 7.4 4.7 7.7 7.3 3.4

Wisconsin Energy Corp. WEC 116.9 7.77 3.9 3.6 3.3 2.1 1.5 1.8 1.7 1.3 1.2 1.0 0.9 0.9 1.4 1.4 1.3 0.8 1.1 1.0

Xcel Energy Inc. XEL 430.9 5.54 11.3 12.0 13.6 11.9 11.5 21.9 22.2 16.9 18.1 20.3 22.2 22.2 32.0 29.0 34.5 23.9 22.8 25.0

Total   8,275.3   228.6 229.9 234.3 224.9 205.9 215.6 231.5 229.6 224.6 272.8 293.8 280.4 247.4 238.4 234.2 254.7 244.8 237.8 
Source: Bloomberg 
 

 
 

GROUP INVESTMENT THESIS 
For the long term, we remain cautious on the group for a handful of reasons.  While one school believes that the group could continue 
to outperform to the point of sustainably trading well above a market multiple, we believe such paradigm shifts are elusive and seldom 
long-lived.  First among our concerns is the reality that the group has low demand growth relative to the broader market historically.  
This highlights our second concern: an industry that is largely cost-plus must spend money to make money.  This is done either before 
or after getting the regulatory blessing to incur large capital expenditures.  The confluence of several factors leaves us concerned about 
increased regulatory risk impacting the sector in the coming years.  These factors include:  
 

• The need for “catch-up” spending.  While pursuing more exciting diversification strategies, regulated infrastructure was 
neglected as capital was diverted toward investments perceived to offer higher returns. 

• Environmental capital expenditure.  On a consolidated basis, the sector must spend tens of billions of dollars to meet more 
stringent environmental standards. 

• Aggressive rate base growth as an earnings driver.  Given the low organic growth inherent in the sector, we believe some 
players may look for a tailwind by growing the rate base as aggressively as possible. 

• Increased fuel pressures.  While generally a pass-through for the utilities, fuel-pricing volatility will be yet another factor 
impacting ratepayers, as staggered fuel contracts continue to roll off and reprice to the current market. 
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• Additional cost pressure driven by inflation.  We believe a weak dollar and global demand for infrastructure materials have 
exacerbated the rate risk of the proposed capital spend, as projects have an ever escalating price tag. 

• Potential for continued low interest rates.  We believe regulatory risk is increased by low treasury yields, as state regulatory 
commissions often use a spread over treasuries as an indicator of appropriate equity return levels. 

 
We believe that the intersection of some or all of these themes could have negative regulatory implications.  Our concern is that, at 
some point, rising electricity prices will draw enough political attention that regulators will be pressured to ease the sting on ratepayers, 
putting the shareholder at risk.  We believe the levers include reassessing allowable returns on equity (which is why sustained low 
interest rates could pose a risk), as well as using other available means in the regulatory toolbox (looking at depreciation rates, cost of 
debt and reassessing appropriate capital structure).  This negative regulatory outcome has precedence in the 1970s, as high oil pricing 
and continued nuclear cost overruns prompted regulators to force shareholders to feel some of the pain.  Further, on the ROE front, the 
recent run-up in the sector could serve as an effective argument against the utilities’ claim of endangering access to capital.  These 
concerns are longer dated, after all the factors have accumulated to some degree.  In the short term, we believe a view that 
infrastructure investment needs to be encouraged will prevail.  We emphasize investors should monitor local regulation impacting 
investments for any move toward restrictive outcomes. 
 
On the supply/demand side, the industry has worked off much of the capacity glut that resulted from a late 1990s building frenzy, which 
was fueled by cheap natural gas, robust economic growth and optimistic investors.  Regionally, several parts of the country have 
recognized the fact that long construction lead times (particularly for baseload generation) suggest a sense of urgency around planning 
for new capacity.  
 

Chart 8.  Historical and Estimated U.S. Electric Supply and Demand 
(Summer) 
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Rating BUY 

Price  $34.29 

12-Mo. Price Target  $36.50 

Dividend  $0.58 

Yield  1.7% 

52-Wk. Range  $23-$34 

Trading Volume  790,000 

Market Cap. (mm)  $6,278.5 

Shares Out. (mm)  183.10 

Book Value:  $11.61 

  

Fiscal Year End  December 

2009E $2.25 

2008E $2.15 

2007A $1.76 

2009 P/E  15.2x 

2008 P/E  15.9x 

First Call 2009E $2.22 

First Call 2008E $2.11 

  

Next Quarter  June 

Estimate  $0.59 

Vs.  $0.45 

First Call Estimate  $0.55 

 
 

 

MDU RESOURCES GROUP, INC (MDU-NYSE) — UPDATING VALUATION, RAISING PRICE 
TARGET — reprinted from 06/10/2008 

 
ACTION STATEMENT 
Updating Valuation  
 
KEY INVESTMENT POINTS 
We have revisited our valuation of MDU Resources (MDU-NYSE) and are revising our 
price target upward to $36.50 from $35 per share. 
 
We continue to favorably view MDU's diversified business mix.  While the construction 
materials business is feeling the impact of a weaker economy, management has used 
this sector weakness and a strong balance sheet to make two recent acquisitions it 
forecasts to be accretive in 2008. 
 
The E&P segment continues to enjoy strong energy prices.  By March 31, 2008, MDU 
had hedged 45-50% of its remaining 2008 natural gas production and 5% of its oil.  
Hedges for 2009 were 25-30% and under 5%, respectively.  We believe development of 
the Company's 75,000-acre Bakken position will continue to provide positive investor 
sentiment in the shares. 
 
We remain comfortable with our 2008 estimate, above guidance of $1.85-$2.10, given 
management's conservative bias.  Guidance assumes $85-$90 NYMEX oil pricing, and 
$8.00-$8.50 NYMEX natural gas.  As an aside, we believe tight coal supplies could move 
electric generators more toward burning natural gas in seasonal shoulder periods to 
preserve coal piles to meet peak loads, which could impact gas storage injection activity. 
 
Our updated price target primarily reflects a higher E&P segment valuation.  We have 
updated our reserve valuations and reflected recent Bakken transaction activity. 
 
VALUATION 
We derive our $36.50 price target from a sum-of-the-parts analysis.  Our analysis utilizes 
a P/E methodology against peer groups for all the business segments, except the E&P 
business.  For that segment, we use a Risked Net Asset Value (RNAV) methodology, 
utilizing the metrics of the KeyBanc Capital Markets Inc. E&P research team.  Our overall 
$36.50 price target for MDU is 17x our 2008 estimate of $2.15 per share, vs. 15.6x 
average P/E for our coverage group. 
 

 
Source: Company reports, KeyBanc Capital Markets Inc. estimates 
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RISKS 
Risks that could impede the stock from achieving our price target include a prolonged economic slowdown impacting MDU's
construction businesses and material weakening of energy prices negatively impacting the E&P segment. 
 

 
EPS (Net) Summary 

 2007A % CHG 2008E % CHG 2009E % CHG 

1Q $0.22 -24.1% $0.39A 77.3% -- -- 
2Q $0.45 15.4% $0.59 31.1% -- -- 
3Q $0.57 -6.6% -- -- -- -- 
4Q $0.52 15.6% -- -- -- -- 
YEAR $1.76 0.6% $2.15 22.2% $2.25 4.7% 
Source: KeyBanc Capital Markets Inc. estimates  
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Rating BUY 

Price  $34.92 

12-Mo. Price Target  $40.00 

Dividend  $1.68 

Yield  4.8% 

52-Wk. Range  $33-$41 

Trading Volume  4,364,200 

Market Cap. (mm)  $26,748.7 

Shares Out. (mm)  766.00 

Book Value:  $13.98 

  

Fiscal Year End  December 

2009E $2.50 

2008E $2.35 

2007A $2.21 

2009 P/E  14.0x 

2008 P/E  14.9x 

First Call 2009E $2.46 

First Call 2008E $2.32 

  

Next Quarter  June 

Estimate  $0.58 

Vs.  $0.55 

First Call Estimate  $0.57 

 
 
 

 

 

SOUTHERN COMPANY (SO-NYSE) — TAKEAWAYS FROM SO COAL CALL — reprinted from 
06/09/2008 

 
ACTION STATEMENT 
SO Appears Well Positioned in Tough Coal Market  
 
KEY INVESTMENT POINTS 
We had a call with Susan Comensky, Director of Coal Services for Southern Company 
(SO-NYSE).  Given the volatile state of the coal markets, we found this call valuable.  We 
maintain our positive view of SO as a name for favorable risk-adjusted returns. 
 
Key takeaways are discussed in the bullets below: 
 
Several reasons were given for how the coal markets got to their current state. 

• China has gone from an exporter of 80 million tons of coal to a net importer after 
an export tax was imposed after inventories dropped.  

• Australia's ports have experienced increased congestion, constraining export 
capability.  

• Flooding of some Australian mines has reduced production with draglines under 
water.  

• Power shortages in Africa have reduced exports, as the country holds more of 
its own coal.  

• Previous oversupply in the United States due to conservative stockpiling after 
rail disruptions.  Strong inventories had a temporary domestic supply response.  

• Incrementally, domestic supplies of eastern coal are harder to mine as easiest 
reserves to mine have been tapped.  

• Metallurgical coal prices are particularly high, and have acted to drive wages at 
both met and steam coal mines.  

 
The tight market is expected to last 12-18 months as supply responds to higher price 
signals.  Markets are expected to stabilize and decline in 2010.  Key drivers are Australia 
returning to normal production and Columbia building out incremental infrastructure.  
However, previous $45/ton pricing is unlikely, given higher cost pressures including 
diesel, steel, explosives and labor. 
 
On the issue of force majeure, many suppliers simply cannot produce for contracted 
prices.  SO has had two suppliers stop delivering. SO's policy is generally to try to work 
with suppliers to keep them solvent, but only if it can create value for itself (blending and 

extending contracts, for example).  SO indicated as a part of negotiating, it audits suppliers to verify hardship. 
 
We believe there is potential for some players with weak coal inventories going into summer to buy time by leaning on gas-fired 
generation in shoulder periods.  The impact on gas inventories bears watching.  SO indicated its coal stocks were at target levels and it 
is not running any gas plants in lieu of coal. 
 
SO normally has coal hedged at 85-95%, 60-70% and 40-50% for the prompt, second and third years, respectively.  However, the 
Company has reacted conservatively to current markets and currently stands at 99%, 93% and 77%, respectively.  These contracts are 
a mix of fixed, fixed with reopeners and indexed pricing.  2008 contracts are 85-90% fixed, while 2009 are 50%.  Producers were said to 
be still willing to enter fixed contracts, up to about two years. 
 
SO continues to view itself as highly competitive in coal procurement given its "A" credit rating, sheer size and 16,000 car rail fleet.  The 
rail car market was characterized as tight, as cars are moving more volumes to ports for export. 
 
Given price moves, SO is increasingly looking at opportunities to blend fuels and considering the economics of making capital 
investment to allow the burn of fuels with lower cost and BTU content. 
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Despite a fuel clause that passes coal costs through to ratepayers, SO strives to maintain low fuel costs given the regulatory and 
political goodwill that high reliability, satisfaction and costs 15% below the national average generate.  We believe SO maintains among 
the strongest regulatory relations in the sector. 
 
VALUATION 
Our price target of $40 per share is based on a 16.0x P/E multiple applied to our 2009 estimate of $2.50, which represents a 10% 
premium to the average group P/E multiple of 14.9x.  We believe a premium is justified due to SO representing a more stable growth 
story, the mix of solid growth driven by constructive regulatory environments, a conservative approach to the competitive generation 
business and a dividend yield of 4.8%.  Currently, the stock is trading at 14.0x our 2009 estimate. 
 
RISKS 
The primary risk that could impede the stock from achieving our price target would be any uncharacteristic missteps by management in 
any future M&A that would lock-up shareholder value, potentially exposing shareholders to the mercy of state regulators.  In addition, 
SO could potentially be exposed to a federally mandated costs associated with carbon emissions in light of its significant amount of 
coal-fired generation, if such a law were to be enacted. 
 

EPS (Net) Summary 
 2007A % CHG 2008E % CHG 2009E % CHG  

1Q $0.41 17.1% $0.47A 14.6% --  --   
2Q $0.55 3.8% $0.58 5.5% --  --   
3Q $0.99 0.0% -- -- --  --   
4Q $0.26 8.3% -- -- --  --   
YEAR $2.21 4.2% $2.35 6.3% $2.50  6.4%   
Source: KeyBanc Capital Markets Inc. estimates  
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Rating BUY 

Price  $32.21 

12-Mo. Price Target  $35.00 

Dividend  $0.58 

Yield  1.8% 

52-Wk. Range  $23-$32 

Trading Volume  764,000 

Market Cap. (mm)  $5,904.1 

Shares Out. (mm)  183.30 

Book Value:  $11.61 

  

Fiscal Year End  December 

2008E $2.15 

2007A $1.76 

2006A $1.75 

2008 P/E  15.0x 

2007 P/E  18.3x 

First Call 2008E $2.06 

First Call 2007A $1.76 

  

Next Quarter  June 

Estimate  $0.59 

Vs.  $0.45 

First Call Estimate  $0.53 

 
 

 

MDU RESOURCES GROUP, INC. (MDU-NYSE) — RAISING PRICE TARGET ON UPDATED 
VALUATION; MAINTAIN BUY RATING— reprinted from 05/28/2008 

 
ACTION STATEMENT 
Updating Valuation  
 
KEY INVESTMENT POINTS 
We have revisited our valuation of MDU Resources (MDU-NYSE) and are revising our 
price target upward to $35 from $33 per share. 
 
We continue to favorably view MDU's diversified business mix. While the construction 
materials business is feeling the impact of a weaker economy, management has used 
this sector weakness and a strong balance sheet to make two recent acquisitions it 
forecasts to be accretive in 2008.  MDU acquired a ready-mix concrete producer and 
aggregate supplier with ready-mix production. 
 
The E&P segment continues to enjoy strong energy prices.  At March 31, 2008, MDU had 
hedged 45-50% of its remaining 2008 natural gas production and 5% of its oil.  Hedges 
for 2009 were 25-30% and under 5%, respectively.  We believe development of the 
Company's 75,000-acre Bakken position will continue to provide positive investor 
sentiment in the shares. 
 
We remain comfortable with our 2008 estimate above guidance of $1.85-$2.10, given 
management's conservative bias.  Guidance assumes $85-$90 NYMEX oil pricing, and 
$8.00-$8.50 NYMEX natural gas.  As an aside, tight coal supplies could move electric 
generators more toward burning natural gas in seasonal shoulder periods to preserve 
coal piles to meet peak loads, which we believe could impact gas storage injection 
activity. 
 
VALUATION 
We derive our $35 price target from a sum-of-the-parts analysis.  Our analysis utilizes a 
P/E methodology against peer groups for all the business segments, except the E&P 
business.  For that segment, we use a Risked Net Asset Value (RNAV) methodology, 
utilizing the metrics of the KeyBanc Capital Markets Inc. E&P research team.  Our overall 
$35 price target for MDU is 16.2x our 2008 estimate of $2.15 per share, vs. 15.5x 
average P/E for our coverage group. 

 

 
Source: Company reports, KeyBanc Capital Markets Inc. estimates 

 
RISKS 
Risks that could impede the stock from achieving our price target include a prolonged economic slowdown impacting MDU's 
construction businesses and material weakening of energy prices negatively impacting the E&P segment. 
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EPS (Net) Summary 

 
 2006A % CHG 2007A % CHG 2008E % CHG  

1Q $0.29 52.6% $0.22 -24.1% $0.39A  77.3%   
2Q $0.39 18.2% $0.45 15.4% $0.59  31.1%   
3Q $0.61 27.1% $0.57 -6.6% --  --   
4Q $0.45 12.5% $0.52 15.6% --  --   
YEAR $1.75 24.1% $1.76 0.6% $2.15  22.2%   
Source: KeyBanc Capital Markets Inc. estimates 
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Rating HOLD 

Price  $25.56 

12-Mo. Price Target  NA 

Dividend  $1.32 

Yield  5.2% 

52-Wk. Range  $24-$35 

Trading Volume  393,000 

Market Cap. (mm)  $989.7 

Shares Out. (mm)  38.72 

Book Value:  $20.79 

  

Fiscal Year End  December 

2008E $1.75 

2007A $1.44 

2006A $1.56 

2008 P/E  14.6x 

2007 P/E  17.8x 

First Call 2008E $1.75 

First Call 2007A $1.44 

  

Next Quarter  June 

Estimate  $0.10 

Vs.  $0.06 

First Call Estimate  $0.12 

 
 

 

NORTHWESTERN CORPORATION (NWE-NYSE) — SHARE REPURCHASE ANNOUNCED, 
COLSTRIP UPDATE— reprinted from 05/23/2008 
 
 

ACTION STATEMENT 
Share Repurchase Announced, Colstrip Update 
 
KEY INVESTMENT POINTS 
NorthWestern (NWE-NYSE) announced a 3.1 million share repurchase to alleviate 
pressure from the sale of the shares in a disputed claim account awarded to claimants in 
the bankruptcy. 
 
We believe that net of financing costs for the share transaction, the repurchase is 
approximately $0.05 accretive on a full-year basis.  Given the partial year impact and 
modestly lower growth assumptions, we are maintaining our 2008 estimate of $1.75, 
which is at the top end of guidance of $1.60-$1.75. 
 
Yesterday, NWE responded with a letter to the commission's request to cease activity 
related to the sale of its Colstrip Unit 4 interest.  The Company indicated in its response 
that in early-mid June, it would update the commission with a proposal to ratebase the 
asset at market value, but until then would continue to investigate its alternatives, 
including a sale.  NWE indicated it would take no formal action for four months. 
 
We expect that the Company will seek bids before early-mid June to establish the market 
value to present to the commission. 
 
The commission has not yet responded to the letter.  We believe the commission 
continues to assess its options, including seeking a legal order to halt activity, looking to 
force ratebasing at cost, and working toward a compromise between cost and market.  
We expect a continuation of the investigation of whether the buyout of the Colstrip lease 
violated the settlement reached as NWE emerged from bankruptcy, which limited 
unregulated investment without commission approval. 
 
We continue to view the situation as very fluid, and prefer to stand on the sidelines.  We 
maintain our HOLD rating on the shares. 

 
VALUATION 
Based upon our 2008 estimate of $1.75, shares of NWE sell at a 15.0x multiple.  This is a 
4% discount to our universe, which is trading at 15.6x.  Given the ongoing uncertainty, we 
believe shares no longer warrant the premium we previously assigned.  While shares are 
not expensive, we prefer to seek greater clarity around potential resolution of the issues. 
 
RISKS 

We believe the primary risk that could affect the stock is the ongoing uncertainty around the treatment of the Colstrip plant and its 
impact on the accretiveness of the Company's large capital program.  We believe there exists potential in the process to further strain 
regulatory relationships. 

 
EPS (Net) Summary 

 2006A % CHG 2007A % CHG 2008E % CHG  

1Q -- -- $0.51 -- $0.59A  15.7%   
2Q -- -- $0.06 -- $0.10  66.7%   
3Q -- -- $0.35 -- --  --   
4Q $0.54 -- $0.48 -11.1% --  --   
YEAR $1.56 -- $1.44 -7.7% $1.75  21.5%   
Source: KeyBanc Capital Markets Inc. estimates  
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Rating HOLD 

Price  $24.67 

12-Mo. Price Target  NA 

Dividend  $1.32 

Yield  5.4% 

52-Wk. Range  $24-$36 

Trading Volume  383,000 

Market Cap. (mm)  $955.2 

Shares Out. (mm)  38.72 

Book Value:  $20.79 

  

Fiscal Year End  December 

2008E $1.75 

2007A $1.44 

2006A $1.56 

2008 P/E  14.1x 

2007 P/E  17.1x 

First Call 2008E $1.75 

First Call 2007A $1.44 

  

Next Quarter  June 

Estimate  $0.10 

Vs.  $0.06 

First Call Estimate  $0.14 

 
 
 

 

NORTHWESTERN CORPORATION (NWE-NYSE) — CONFISCATORY MONTANA ACTIONS 
PRODUCE OVERHANG, BEST TO BE ON SIDELINES — reprinted from 05/09/2008 

 
ACTION STATEMENT 
Confiscatory Montana Actions Produce Overhang; Downgrading to HOLD from 
BUY. 
 
KEY INVESTMENT POINTS 
Recent actions by the Montana commission suggest that the commission takes an ill view 
of NorthWestern's (NWE-NYSE) proposed sale of its generating plant Colstrip.  The 
commission looks to have the plant put in rate base at a level we expect could be near 
cost of $200 million. 
 
Under a technicality, NWE may have violated a settlement related to its emergence from 
bankruptcy that required approval for asset acquisitions when NWE bought out the plant 
leases. 
 
While NWE believes that it has a strong legal position, we believe the issue could 
become protracted and prove an overhang on the shares.  In our view, the state of 
Montana remains bitter over the sale of its plants in the late 1990s as the state embarked 
toward deregulation. 
 
Even if at the end of the process, NWE were to prevail, we believe that the Company's 
relationship with the commission could be negatively impacted.  The commission has yet 
to issue an order on NWE's November rate settlement, under which it is currently 
collecting interim rates. 
 
We view this development negatively, as the plant sale at auction prices would have been 
an efficient vehicle to finance the Company's plans for transmission and incremental 
generation assets. 
 
The gain in an auction would have been shielded from taxes by NOLs from the 
Company's prior financial difficulties. 
 
We believe investors should wait on the sidelines until we gain more clarity.  We believe 
our new HOLD rating (previously BUY) is appropriate, and will revisit a BUY rating if the 
issue looks like it could be reasonably resolved. 
 
VALUATION 
Based upon our 2008 estimate of $1.75, shares of NWE sell at a 14.1x multiple.  This is a 
7% discount to our universe, which is trading at 15.1x.  Given this new uncertainty, we 

believe shares no longer warrant the premium we previously assigned.  While shares are not expensive, we believe upside is limited 
pending resolution of this matter. 
 
RISKS 
We believe the primary risk that could affect the stock is that NWE and the Commission could reach a reasonable agreement and the 
Company's capital program could largely proceed. 
 
DETAILS 
Our view of the favorable investment thesis around NWE has deteriorated somewhat around recent commission action.  We previously 
were positive on the long-term prospects for rate base growth through low-risk transmission and generation.  Funding could be 
achieved by the proposed strategic review of the Company's 222 MW interest in the Colstrip 4 plant.  Options included the outright sale 
of the plant or potentially ratebasing at market prices, determined through a bidding process.  An auction of the asset would be 
particularly attractive, as gains would be shielded by the Company's net operating loss carryforwards. 
 
Public Counsel in the state has claimed that NWE's ownership of Colstrip violates a stipulation under which the Company exited 
bankruptcy.  Under this settlement, NWE was precluded from buying any unregulated asset of more than $50 million without 
commission approval.  In what we deem a technicality, Counsel has argued that the recent buyout of the leases of Colstrip constitute a 
purchase. 
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This development has given the commission an entry point to potentially attempt to use uncertainty around the legality of the claims to 
force an agreement most beneficial to ratepayers.  The alternative most beneficial to ratepayers would be to put the plant under 
regulation at a cost as close to depreciated cost as possible (roughly $200 million).  We believe Montana has long been bitter about 
allowing generation to slip from regulation in the late 1990s.  A sale of the plant to another owner appears to be of very much concern 
to the commission.  What little control the commission has over Colstrip is through the oversight of NWE's regulated operations. Indeed, 
recent regulatory settlements have included below market power sales to the utility from the plant.  We believe forcing the asset into 
rate base at a value below fair market raises serious issues around confiscation. 
 
Currently, the commission is weighing an injunction against the sale.  We believe the situation could become somewhat litigious.  Any 
litigation could lead to a protracted proceeding and prove an investment overhang.  The other issue we believe is relevant is that this 
issue appears to have further soured what has already been a rocky relationship.  The commission has yet to approve the November 
rate settlement, under which NWE is currently collecting higher rates.  Further, the Company is currently trying to file another rate case 
in June 2009.  We believe that in the current inflationary environment, frequent rate case filing may be necessary.  We believe that a 
constructive relationship with regulators is paramount under these circumstances. 

 
EPS (Net) Summary 

 2006A % CHG 2007A % CHG 2008E % CHG 

1Q -- -- $0.51 -- $0.59A 15.7% 
2Q -- -- $0.06 -- $0.10 66.7% 
3Q -- -- $0.35 -- -- -- 
4Q $0.54 -- $0.48 -11.1% -- -- 
YEAR $1.56 -- $1.44 -7.7% $1.75 21.5% 
Source: KeyBanc Capital Markets Inc. estimates  
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Rating BUY 

Price  $24.00 

12-Mo. Price Target  $28.00 

Dividend  $0.90 

Yield  3.8% 

52-Wk. Range  $21-$30 

Trading Volume  583,000 

Market Cap. (mm)  $1,439.3 

Shares Out. (mm)  59.97 

Book Value:  $15.79 

  

Fiscal Year End  December 

2008E $1.70 

2007A $1.32 

2006A $1.36 

2008 P/E  14.1x 

2007 P/E  18.2x 

First Call 2008E $1.87 

First Call 2007A $1.65 

  

Next Quarter  June 

Estimate  $0.36 

Vs.  $0.25 

First Call Estimate  $0.38 

 
 

 

 
CLECO CORPORATION (CNL-NYSE) — STRONG 1Q REPORTED; MAINTAIN BUY RATING, 
PRICE TARGET — reprinted from 05/07/2008 
 

 
KEY INVESTMENT POINTS 
Cleco (CNL-NYSE) reported 1Q07 operating earnings of $0.37 vs. $0.14 in the prior year 
period; this was well above our $0.27 estimate and the consensus of $0.28 per share. 
 
Drivers for higher earnings were $0.18 of incremental AFUDC for the Rodemacher and 
lower operating costs at the utility, partly offset by higher holding company costs related 
to lower inter-company receipts (offset at Midstream, which produced flat results). 
 
Relative to our estimate, the earnings pick-up appears to be a function of $0.01 higher 
mark-to-market, above $0.03 booked in the prior year period, and the roll-off of high 1Q07 
costs that were somewhat lumpy. 
 
Management reported Rodemacher construction remains on time and on budget. 
Incremental investment opportunity exists in Louisiana transmission assets to relieve 
congestion. 
 
Management reaffirmed 2008 guidance of $1.60-$1.70 per share. 
 
VALUATION 
Given CNL's asset mix, with regulated and both profitable and unprofitable unregulated 
plants, we believe a sum of the parts valuation is appropriate.  Upon completion of 
Rodemacher 3, CNL will have a rate base of roughly $1.9 billion.  We assume an allowed 
ROE of 10.25%.  We believe a 52% equity layer is a fair assumption given historical 
levels.  These parameters yield 2010 earnings power of roughly $1.70 at the utility.  
Given a history of constructive regulatory treatment, we assign a 5% premium and 
discount back two years at 8%.  Against a 2008 group average P/E of 15x, we arrive at a 
utility valuation of more than $22.  To this we add $5-$6 per share value for the 1,355 
MW merchant fleet, for a $28 price target.  CNL currently trades at 14.3x our 2008 
estimate, a 6% discount to the 14.1x group average.  Our price target represents a P/E of 
16.5x our 2008 estimate. 

 
RISKS 
We believe the primary risk that could impede the shares from achieving our price target 
would be a delay or meaningful cost overrun related to the Rodemacher 3 construction 
project. 
 
DETAILS 

CNL reported strong 1Q08 results of $0.37 per share vs. $0.14 in the prior year period, well above expectations for the quarter.  This 
earnings increase was driven by $0.18 per share higher AFUDC earnings.  In addition, operating costs at Cleco Power (the regulated 
utility) fell by $0.06 per share, as higher 1Q07 maintenance and employee expenses rolled off.  These prior year costs appear to have 
been disproportionately concentrated in the prior year period results.  Additionally, CNL booked an incremental $0.01 of mark-to-market 
gains vs. a roughly $0.03 gain in 1Q07. 
 
Cleco Power results were $0.46 vs. $0.21.  This $0.25 increase results from $0.18 of AFUDC, $0.06 lower O&M costs and the 
incremental $0.01 of mark-to-market activity.  Retail sales for the quarter fell 1%, as Flat residential and 2% higher commercial sales 
were offset by a 3% decline in industrial volumes.  Heating degree days fell 6% to 17% below normal temperatures. 
 
Cleco Midstream (the unregulated generation subsidiary) had fleet results at a loss of $0.08 per share.  Evangeline saw results decline 
$0.03 on an expected planned outage.  Acadia losses fell by an equal amount due primarily to lower interest payments to the parent 
company and modest operating improvement. 
 
Holding company costs increased $0.02, resulting in a $0.01 per share loss.  This is the result of the lower inter-company payment from 
the Midstream segment. 
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Construction of the Rodemacher plant remains on time and on budget and should be up for the target October 2009 date.  Acadia has 
bid into multiple requests for proposals (RFPs), including several products into the pending Cleco Power RFP, winners of which will be 
announced in August.  Other than this process, several other municipal and cooperative power entities have RFPs in areas Acadia has 
four bids.  CNL expected to provide an update on some of these on the 2Q08 call.  We continue to believe that Acadia's low heat rate 
and location relative to load bode well for its bids.  CNL also discussed potential transmission projects to relieve congested areas of its 
service territory.  CNL could invest $50 million-$200 million, depending on how the project is divided between participating entities.  We 
also expect to receive an update on this matter on the 2Q08 call. 
 
 

EPS (Net) Summary 

 2006A % CHG 2007A % CHG 2008E % CHG 

1Q $0.17 -5.6% $0.14 -17.6% $0.37A 164.3% 
2Q $0.44 10.0% $0.25 -43.2% $0.36 44.0% 
3Q $0.50 -30.6% $0.72 44.0% -- -- 
4Q $0.19 90.0% $0.20 5.3% -- -- 
YEAR $1.36 -3.5% $1.32 -2.9% $1.70 28.8% 
Source: KeyBanc Capital Markets Inc. estimates  
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Rating BUY 

Price  $29.37 

12-Mo. Price Target  $33.00 

Dividend  $0.58 

Yield  2.0% 

52-Wk. Range  $23-$31 

Trading Volume  746,000 

Market Cap. (mm)  $5,383.5 

Shares Out. (mm)  183.30 

Book Value:  $11.61 

  

Fiscal Year End  December 

2008E $2.15 

2007A $1.76 

2006A $1.75 

2008 P/E  13.7x 

2007 P/E  16.7x 

First Call 2008E $1.98 

First Call 2007A $1.76 

  

Next Quarter  June 

Estimate  $0.59 

Vs.  $0.45 

First Call Estimate  $0.48 

 
 

 
 

MDU RESOURCES GROUP, INC. (MDU-NYSE) — STRONG QUARTER, RAISING ESTIMATE 
AND PRICE TARGET — reprinted from 05/05/2008 

 
ACTION STATEMENT 
Strong Quarter, Raising Estimate and Price Target 
 
KEY INVESTMENT POINTS 
MDU Resources Group (MDU-NYSE) reported ongoing 1Q08 earnings of $0.39 per 
share vs. $0.25 in the prior year period, ahead of our estimate and consensus', which 
was $0.36. 
 
The quarter was driven by strong E&P results, partly offset by lower results in the 
construction materials business as construction activity is down, particularly in 
residential markets. 
 
MDU has raised full-year guidance from a range of $1.65-$1.90 to $1.85-$2.10 per 
share. 
 
After initial success in the Bakken oil play, MDU has accelerated drilling activity in the 
area and looks to have 50-60 wells drilled in 2008. 
 
Given this success, we have raised our 2008 EPS estimate to $2.15 from $1.95 
per share.  We have also raised our price target on MDU's shares from $31.50 to 
$33 per share under a sum-of-the-parts analysis. 

 
VALUATION 
We derive our $33 price target from a sum-of-the-parts analysis.  Our analysis utilizes 
a P/E methodology against peer groups for all the business segments except the E&P 
business.  For that segment, we use a Risked Net Asset Value (RNAV) methodology, 
utilizing the metrics of the KeyBanc Capital Markets Inc.  E&P research team.  Our 
overall $33 price target for MDU is 15.3x our 2008 estimate of $2.15 per share vs. 
15.4x average P/E for our coverage group. 

 

 
 
RISKS 
Risks that could impede the stock form achieving our price target include a prolonged economic slowdown impacting MDU's 
construction businesses and material weakening of energy prices negatively impacting the E&P segment. 
 
DETAILS 
On May 2, MDU reported strong 1Q08 results of $0.39 vs. $0.25 in the prior year period.  Excluding 1Q07 results of the now divested 
IPP business, earnings in the prior period were $0.23. 
 
The strength of the quarter was led by results at the E&P segment, which produced net income of $50.5 million vs. $30.6 million 
($0.276 per share vs. $0.168).  Oil and natural gas price realizations rose 89% and 17%, respectively.  After 2007 produced production 

WPD-6 
Cited Documents 
Page 2062 of 2681



 KeyBanc Capital Markets Inc., Member NYSE/FINRA/SIPC 
Equity Research 

 

 
Page 32 of 39 

June 2008 

growth below initial expectations, MDU now believes that 2008 growth will be between 12-16%, driven by Bakken results and 
acquisitions in East Texas, where proven reserves are 97 bcfe. 
 
Pipeline and Energy Services results were $7.2 million vs. $5.7 million ($0.039 vs. $0.031 per share).  Six percent higher throughput 
and pricing for gathering and storage were partly offset by O&M costs. 
 
Construction Materials and Mining was negatively impacted by sector weakness, as seasonal losses grew to $21.1 million vs. prior 
losses of $9.8 million ($0.115 vs. $0.054).  Backlog at quarter end stood at $577 million vs. $586 million a year ago.  Margins and 
earnings are expected to be down for the year.  MDU has taken advantage of the sector weakness with an acquisition and indicated the 
potential for further consolidation activity. 
 
Construction Services earned $10.8 million vs. $7.2 million ($0.059 vs. $0.039).  Higher workload, equipment sales and rentals drove 
growth.  Backlog rose to $752 million vs. $747 million. 
 
Electric and Natural Gas Distribution earnings rose to $21.9 million from $10.0 million ($0.12 vs. $0.055 per share).  These results 
reflect rate increases in Montana and the addition of Cascade Natural Gas, which was acquired last year after the 1Q. 
 

 
EPS (Net) Summary 

 2006A % CHG 2007A % CHG 2008E % CHG  

1Q $0.29 52.6% $0.22 -24.1% $0.39A  77.3%   
2Q $0.39 18.2% $0.45 15.4% $0.59  31.1%   
3Q $0.61 27.1% $0.57 -6.6% --  --   
4Q $0.45 12.5% $0.52 15.6% --  --   
YEAR $1.75 24.1% $1.76 0.6% $2.15  22.2%   
Source: KeyBanc Capital Markets Inc. estimates  
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Rating HOLD 

Price  $33.94 

12-Mo. Price Target  NA 

Dividend  $2.10 

Yield  6.2% 

52-Wk. Range  $34-$49 

Trading Volume  931,000 

Market Cap. (mm)  $3,411.6 

Shares Out. (mm)  100.52 

Book Value:  $35.55 

  

Fiscal Year End  December 

2008E $2.30 

2007A $3.03 

2006A $3.14 

2008 P/E  14.8x 

2007 P/E  11.2x 

First Call 2008E $2.60 

First Call 2007A $2.96 

  

Next Quarter  June 

Estimate  $0.81 

Vs.  $0.84 

First Call Estimate  $0.75 

 
 

 

PINNACLE WEST CAPITAL CORPORATION (PNW-NYSE) — IMPACTED BY HIGHER O&M 
COSTS AND WEAKER REAL ESTATE MARKET — reprinted from 05/01/2008 

 
ACTION STATEMENT 
Pinnacle West's (PNW-NYSE) 2008 GAAP earnings guidance was maintained at 
approximately $2.50 per share, but the underlying drivers were changed.  We are 
lowering our 2008 ongoing earnings (non-GAAP) estimate by $0.25 to $2.30 per 
share. 
 
KEY INVESTMENT POINTS 
On April 29, 2008, PNW reported 1Q08 earnings from continuing operations of a $0.05 
loss vs. $0.16 a year ago.  Our estimate for the quarter was $0.08 per share and First 
Call consensus was at $0.10 per share.  Weaker real estate markets and higher O&M 
costs at the utility drove the quarter below our expectations. 
 
While PNW maintained its GAAP earnings guidance for the year "within a reasonable 
range of $2.50 per share," the underlying drivers of earnings behind guidance have 
changed.  SunCor real estate subsidiary is now expected to contribute minimal earnings 
vs. the $0.20 prior view and the APS utility subsidiary is now expected to contribute 
substantially all of 2008 earnings, which includes favorable mark-to-market fuel hedges 
and positive tax adjustments totaling approximately $0.20 per share, which we exclude 
from our estimate. 
 
We are lowering our 2008 ongoing earnings estimate for PNW from $2.55 to $2.30 per 
share, reflecting essentially no SunCor earnings contribution and adjusting for slowing 
customer growth and higher O&M activities. 
 
VALUATION 
PNW trades at 14.8x our 2008E of $2.30 per share, compared to the peer group average 
P/E of 15.0x.  We believe the shares are essentially fairly valued at current levels given 
long-term demographic growth trends in Arizona and an above average 6.2% dividend 
yield, essentially offset by a restrictive regulatory environment in Arizona leading to a 
regulatory lag in rates.  Continued weakness in the credit and real estate markets is likely 
to overhang shares until we get visibility of a turnaround in these markets. 
 
 
RISKS 
Risks that could impede PNW from achieving our 2008 earnings estimate include higher 
O&M costs at APS, further weakening of real estate market conditions at SunCor, 
unfavorable regulatory outcomes, and slower customer growth given current economic 
conditions. 

 
DETAILS 
While PNW maintained its GAAP earnings guidance for the year to be "within a reasonable range of $2.50 per share," the underlying 
components behind guidance have changed.  SunCor real estate subsidiary is expected to contribute minimal earnings and the APS 
utility subsidiary is expected to contribute substantially all of PNW's 2008 earnings, which includes favorable mark-to-market fuel 
hedges (+$0.04) and positive tax adjustments (+$0.16), which we exclude from our ongoing estimate.  Other favorable factors in 
guidance include: increased wholesale revenues (+$0.04), favorable weather from 1Q08 (+$0.02-$0.03) and an assumed mid-2008 
transmission revenue increase as a result of updating FERC formula calculations used in the transmission cost adjustor mechanism.  
Offsetting any favorable factors are the previously mentioned lower earnings at SunCor (which assumes a 2Q08 commercial 
transaction closing) and a slower customer growth rate of approximately 1% by the end of 2008, reflecting current economic conditions. 
 
We are lowering our 2008 ongoing earnings estimate for PNW from $2.55 to $2.30 per share.  We now expect no contribution vs. our 
prior view of $0.20 per share of earnings from SunCor and are adjusting for slowing customer growth and higher O&M activities at APS.  
In line with Company guidance, we assume APS contributes $2.50 GAAP EPS to PNW's consolidated earnings in 2008, and then 
exclude $0.20 of one-time impacts ($0.04 favorable mark-to-market fuel hedges that are expected to reverse in 2009 and $0.16 positive 
tax adjustments) to also arrive at our $2.30 ongoing estimate for 2008. 
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REGULATORY UPDATE 
On February 13, 2008, the Arizona Corporation Commission (ACC) approved amendments to APS's line extension schedule to allow 
the utility timely recovery of new distribution construction costs.  PNW estimates aftertax collections of $30 million in 2008 and $70 
million in 2009, to be used to offset required distribution capital expenditures. 
 
Also on February 13, the ACC approved a $30 million increase in APS's retail transmission rates under a Transmission Cost Adjustor 
(TCA) mechanism, effective March 1, 2008, subject to refund and the outcome of the pending FERC transmission rate case.  The 
FERC case filing requested a $37 million increase, of which $7 million was for wholesale rates and $30 million from APS retail 
customers obtained through the approved TCA mechanism.  In mid-May 2008, PNW plans to update the FERC formula calculations 
used to derive transmission cost adjustments (which would affect the pending wholesale rate increase).  The Company then plans to 
file a new application with the ACC to increase the TCA formula rates (which would affect retail transmission rates once approved).  
Company guidance assumes a favorable mid-year transmission rate increase. 
 
On March 24, 2008, PNW filed with the ACC for a net rate increase of $265.5 million (consisting of $252.6 million of non-fuel base rates 
and $12.9 million for fuel and purchase power costs) to be effective July 1, 2009, based on a test year ended September 30, 2007.  The 
request would result in an 8.1% rate increase for existing retail customers, and establish a recovery of up to $53 million of rates through 
new impact fees for new connections to APS's system.  The non-fuel components include $127 million for a rate base increase, $48 
million to update APS's cost of capital (proposed 45.9%/54.1% debt-to-equity capital structure), and $86.5 million for an attrition 
adjustment to address erosion in APS's earnings and ROE between the test year and 2010.  The filing requests a rate base of $5.3 
billion and an 11.5% ROE.  A procedural schedule in the rate case is expected to be established after May 8, 2008. 
 
THREE NEW ARIZONA COMMISSIONERS IN 2009 
Three of the five Commissioners in Arizona are approaching their term limits and their seats will be up for election in November 2008.  
Commissioners Mayes and Pierce (both Republicans) will continue on the Commission until January 2011.  Currently, 13 candidates 
have announced they are running for these three open seats (eight Republicans and five Democrats).  Qualifying petitions and 
intentions to run must be filed with the Secretary of State by June 4, 2008.  We feel that it is important for shareholders to consider that 
the timing of rate case proceedings could be affected as newly elected Commissioners may have to be brought up to speed on the 
regulatory process and learn the idiosyncrasies of the utility industry.  Also, the turnover of elected Commissioners could affect the time, 
effort, and progress being made on an issue or proposal already in progress. 
 

1Q08 REVIEW 
On April 29, 2008, PNW reported 1Q08 continuing earnings of a $0.05 loss vs. $0.16 a year ago.  Our estimate for the quarter was 
$0.08 per share and First Call consensus was $0.10 per share.  Weaker real estate markets and higher O&M costs at the utility drove 
the quarter below our expectations. 
 
The regulated electricity segment reported a $0.06 loss vs. $0.04 a year ago.  Earnings at APS decreased $0.10 per share primarily 
due to higher O&M expense due to increased costs for generation (planned maintenance), higher depreciation and higher customer 
service costs, partially offset by higher retail sales due to customer growth.  Retail revenues were $87 million higher than 1Q07 due to 
last July's rate increase, higher off-system sales from higher pricing and volumes, and higher transmission rates. 
 
The real estate segment reported a $0.01 loss vs. $0.09 a year ago.  Earnings at SunCor decreased $0.10 per share vs. 1Q07 due to 
lower land parcel sales and the generally weak real estate market. 
 
All other segments reported $0.03 vs. $0.04 a year ago.  The $0.01 decrease in earnings was mostly attributable to lower marketing 
and trading revenues. 

 
EPS (Net) Summary 

 2006A % CHG 2007A % CHG 2008E % CHG 

1Q $0.13 -60.6% $0.16 23.1% ($0.05)A NM 
2Q $1.03 15.7% $0.84 -18.4% $0.81 -3.6% 
3Q $1.84 -2.6% $1.97 7.1% -- -- 
4Q $0.14 -36.4% $0.06 -57.1% -- -- 

YEAR $3.14 -6.3% $3.03 -3.5% $2.30 -24.1% 
Source: KeyBanc Capital Markets Inc. estimates  

Update / Price Target Change 

WPD-6 
Cited Documents 
Page 2065 of 2681



 KeyBanc Capital Markets Inc., Member NYSE/FINRA/SIPC 
Equity Research 

 

 
Page 35 of 39 

June 2008 

Rating HOLD 

Price  $16.66 

12-Mo. Price Target  NA 

Dividend  $0.78 

Yield  4.7% 

52-Wk. Range  $14-$19 

Trading Volume  1,618,000 

Market Cap. (mm)  $3,505.3 

Shares Out. (mm)  210.40 

Book Value:  $7.07 

  

Fiscal Year End  December 

2008E $1.00 

2007A $1.07 

2006A $0.97 

2008 P/E  16.7x 

2007 P/E  15.6x 

First Call 2008E $1.04 

First Call 2007A $1.07 

  

Next Quarter  June 

Estimate  $0.23 

Vs.  $0.25 

First Call Estimate  $0.24 

 
 

 

TECO ENERGY, INC. (TE-NYSE) — MILD WEATHER, FLORIDA ECONOMY YIELD WEAK 1Q, 
LOWERING 2008 ESTIMATE — reprinted from 04/30/2008 

 
KEY INVESTMENT POINTS 
On April 29, TECO Energy (TE-NYSE) reported 1Q08 earnings of $0.15 per share, below 
our $0.19 estimate and the consensus estimate of $0.21 per share. 
 
Relative to our expectations, Tampa Electric had milder weather and a slowing economy, 
driving earnings $0.02 below our forecast.  Customer growth declined to 0.6% from 
previous highs over 2%. 
 
TE expects rate cases at the electric and gas utilities will be necessary in 2008 and 2009, 
given slowing growth and cost pressures. 
 
Teco Coal also came in $0.02 below our estimate and 1Q07.  Product mix was toward 
lower margin steam coal.  Teco Coal is expected to be back-end-loaded, as mix shifts 
toward metallurgical coal. 
 
TE maintained 2008 guidance of $0.95-$1.10.  We are lowering our 2008 estimate to 
$1.00 from $1.05. 
 
VALUATION 
Based upon our revised 2008 estimate, shares of TE sell at a 16.7x P/E multiple, a 12% 
premium to the group average of 14.9x.  We believe this fairly reflects upside in 2009 and 
2010 when the coal contracts below market expire. 
 
RISKS 
We believe the primary risks affecting TE are the timing of the Florida economic 
turnaround and a retreat in commodity prices, which could detract from the upside at the 
coal business. 
 
SUMMARY 
TE reported 1Q08 earnings of $0.15 vs. $0.35; excluding unusual items of transaction 
costs for the barge sale and SynFuels in 1Q07, operating earnings were $0.15 vs. $0.21.  
 
Tampa Electric ($0.075 vs. $0.104) — Results reflect very mild weather; we suspect 
little heating or A/C load was experienced, driving base revenues down $3.2 million.  
Customer growth was 0.6% vs. 2.5%.  For the year, management expects 2008 growth to 
be a slight improvement vs. the 1Q.  O&M was negatively impacted $0.01 by planned 
maintenance outages. 
 

Peoples Gas ($0.047 vs. $0.052) — Peoples saw little heating load, as weather was 10% milder than 1Q08.  Customer growth slowed 
to 0.3% from 2.1%. 
 
Teco Coal ($0.036 vs. $0.056) — Input costs (diesel and steel) are impacting the sector, as output was hedged, but input costs were 
left somewhat open for the year.  Production costs rose 7%.  Tonnage increased to 2.4 million tons from 2.1 million tons.  Mix was 
weighted to steam coal, but is expected to move toward met coal later in the year.  We expect full year results will be comparable to 
2007 (excluding SynFuels), as incremental volume sold into spot pricing offsets input pressures. 
 
Transport ($0.00 vs. $0.03) — TE monetized the barge business in 2007. 
 
Guatemala ($0.050 vs. $0.049) — Results include benefits of an inflation adjuster, lower interest costs and customer growth.  Partly 
offsetting these were higher operating costs. 
 
Parent Costs ($0.059) vs. ($0.083) — Proceeds from the transport sale allowed debt reduction, which drove a $6.8 million reduction in 
interest costs. 
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EPS (Net) Summary 

 2006A % CHG 2007A % CHG 2008E % CHG 

1Q $0.23 -8.0% $0.21 -8.7% $0.15A -28.6% 
2Q $0.25 -10.7% $0.25 0.0% $0.23 -8.0% 
3Q $0.30 -34.8% $0.38 26.7% -- -- 
4Q $0.18 -25.0% $0.23 27.8% -- -- 
YEAR $0.97 -21.8% $1.07 10.3% $1.00 -6.5% 
Source: KeyBanc Capital Markets Inc. estimates  

C 
 

 
Company Update / Price Target Change 
 

  
 
 
 
 
 

WPD-6 
Cited Documents 
Page 2067 of 2681



 KeyBanc Capital Markets Inc., Member NYSE/FINRA/SIPC 
Equity Research 

 

 
Page 37 of 39 

June 2008 

 

APPENDIX 

 

Table 7.  Water Supply Forecast 
(% of Average) 

 

 2006  2007  2008 
Runoff Period (April - Sept.) Jan Feb Mar Apr May Jun July  Jan Feb Mar Apr May Jun July   Jan Feb Mar Apr May Jun July

                  
Snowpack                  

Idaho         
   Upper Snake River Basin 122 129 116 114 110 72 NA 82 70 79 64 48 7 NA  87 102 102 106 118 
   Panhandle Region Basin 67 101 102 100 100 90 NA 94 92 93 81 78 51 NA  99 111 113 119 129 
Oregon        
   Upper John Day Basin 153 171 138 142 168 N/A NA 82 69 78 54 N/A N/A NA  89 115 112 119 186 
   Upper Deschutes Basin 139 158 138 146 116 97 NA 111 97 99 83 80 52 NA  107 146 141 153 162 
Washington        
   Spokane River Basin 59 104 99 103 90 54 NA 96 90 98 77 60 30 NA  101 122 137 144 174 
        

Precipitation        
Idaho        
   Upper Snake River Basin 144 69 93 114 59 72 59 49 105 38 87 33 57 71  121 91 125 66 114
   Panhandle Region Basin 163 89 82 105 102 145 41 79 96 105 53 55 79 18  117 97 127 81 67
Oregon        
   Upper John Day Basin 159 52 112 100 101 91 54 43 98 64 94 36 91 217  147 75 82 74 140
   Upper Deschutes Basin 180 56 88 74 72 92 49 57 102 53 87 41 92 48  147 81 99 86 96
Washington        
   Spokane River Basin 168 86 81 106 103 157 42 77 101 104 50 48 74 15  123 100 135 85 63
        

Reservoir Storage        
Idaho        
   Upper Snake River Basin 87 89 93 96 109 107 74 104 116 136 121 111 103 100  65 71 79 82 87
   Panhandle Region Basin 121 118 121 118 107 104 100 114 108 117 122 101 75 55  108 109 108 96 95
Oregon        
   Upper Deschutes Basin 87 86 88 92 100 107 NA 109 107 107 103 96 94 92  99 98 98 99 103
Washington        
   Spokane River Basin 119 57 78 88 77 101 98 53 88 177 67 79 102 98  33 38 62 68 181

        
Stream Flow Forecast        

Avista Corp. (AVA)*        
   Clark Fork River (75%) 96 105 101 98 101 103 106 95 92 95 87 87 87 76  87 91 100 106 102 104
   Spokane River (25%) 89 93 87 91 95 102 102 99 98 102 88 80 70 67  94 104 110 128 122 122
Idacorp (IDA)        
   Snake River-Brownlee Reservoir 106 127 110 133 143 141 138 82 58 60 52 69 62 57  74 86 89 88 79 75
Puget Energy (PSD)        
   Columbia River-Grand Coulee Dam 92 97 96 95 97 100 106  100 102 101 102 101 100 99   98 98 102 102 99 99  
NA - not available                     
*AVA-owned hydroelectric generation is split approximately 75%/25% along Clark Fork/Spokane rivers.              
Sources: Northwest River Forecast Center (NRFC), National Water and Climate Center (NWCC), U.S. Dept. of Agriculture Natural Resources and Conservation Service (NRCS)      

 
Using observed and estimated sample data input into statistical regression models, a water supply forecast attempts to predict a volume of streamflow 
that might pass a point on a river stream, typically during the spring and summer seasons. In the Western United States, snowfall accumulation (or 
snowpack) in the mountains during winter and early spring becomes the source of much of the water run-off into riverstreams during the spring and 
summer snowmelt season. On certain mountain slopes in the Cascades or Rocky Mountains, however, future precipitation may be a more dominant 
driver of actual streamflow than snowmelt, thus making forecasting more difficult. While no prediction or model is perfect, streamflow forecasts can be 
important to operational river users (such as hydroelectric dam operators, fishermen, or even white-water rafters) who make decisions based on 
projected river conditions.  
 
As a service to our clients, we track the April through September streamflow forecast issued by the Northwest River Forecast Center for companies 
under coverage (AVA, IDA, PSD) that have large exposure to hydrological river conditions throughout the year. We believe investors may find 
incremental value in these forecasts as a variable of earnings for the year. It is important to note that the percent-of-average number listed in the table 
above is only a "probable" forecast within a forecasted range, assuming unobstructed seasonal flow of water. In reality, water is stored in reservoirs as it 
flows down the river basin, where the force of falling water is used to generate electricity. Unknown or unpredictable weather variables, uncertainty in the 
regression models, and unforeseen changes are other factors to consider that could affect the accuracy of the water supply forecast. 
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Table 8.   Domestic Generation Capacity 
 
 

  Capacity   Generation by Fuel Type Capacity  

Company Ticker (MW)   Coal Nuclear Gas Oil Hydro Wind Other Reported 
Owned: 58% 7% 28% 2% 5% 0% 0% 89% 

Ameren Corp. AEE 17,232 
Used: 85% 12% 1% 0% 1% 0% 0%  

Owned: 73% 6% 17% 0% 3% 1% 0% 99% 
American Electric Power, Inc. AEP 34,561 

Used: 85% 8% 5% 0% 0% 1% 0%  
Owned: 14% 0% 23% 0% 61% 0% 3% 100% 

Avista Corp. AVA 1,644 
Used: 21% 0% 20% 0% 55% 0% 5%  

Owned: 43% 0% 39% 1% 16% 0% 1% 98% 
CMS Energy Corp. CMS 6,754 

Used: 90% 0% 7% 0% 0% 0% 3%  
Owned: 17% 0% 83% 0% 0% 0% 0% 99% 

Cleco Corp. CNL 2,797 
Used: 42% 0% 58% 0% 0% 0% 0%  

Owned: 0% 0% 69% 31% 0% 0% 0% 96% 
Consolidated Edison, Inc. ED 1,383 

Used: 0% 0% 87% 13% 0% 0% 0%  
Owned: 72% 0% 27% 1% 0% 0% 0% 100% 

DPL Inc. DPL 4,003 
Used: 100% 0% 0% 0% 0% 0% 0%  

Owned: 60% 10% 20% 2% 8% 0% 0% 98% 
DTE Energy Co. DTE 11,753 

Used: 84% 16% 1% 0% -1% 0% 0%  
Owned: 38% 22% 26% 6% 8% 0% 0% 99% 

Dominion Resources, Inc. D 25,843 
Used: 48% 44% 7% 0% 0% 0% 0%  

Owned: 48% 14% 28% 2% 9% 0% 0% 95% 
Duke Energy Corp. DUK 36,755 

Used: 66% 30% 3% 0% 1% 0% 0%  
Owned: 0% 0% 59% 6% 35% 0% 0% 79% 

Energy East Corp. EAS 326 
Used: 0% 0% 38% 17% 45% 0% 0%  

Owned: 10% 34% 56% 0% 0% 0% 0% 97% 
Entergy Corp. ETR 27,029 

Used: 13% 72% 15% 0% 0% 0% 0%  
Owned: 9% 66% 13% 5% 6% 0% 0% 98% 

Exelon Corp. EXC 26,004 
Used: 5% 92% 1% 0% 1% 0% 0%  

Owned: 3% 14% 55% 17% 1% 10% 1% 98% 
FPL Group, Inc. FPL 32,760 

Used: 5% 26% 54% 10% 0% 6% 0%  
Owned: 49% 34% 11% 1% 5% 0% 0% 99% 

FirstEnergy Corp. FE 11,784 
Used: 56% 44% 0% 0% -1% 0% 0%  

Owned: 50% 13% 23% 12% 0% 2% 0% 100% 
Great Plains Energy Inc. GXP 4,253 

Used: 75% 22% 3% 0% 0% 1% 0%  
Owned: 33% 0% 8% 0% 59% 0% 0% 98% 

IDACORP, Inc. IDA 3,357 
Used: 44% 0% 0% 0% 56% 0% 0%  

Owned: 74% 0% 26% 0% 0% 0% 0% 100% 
MDU Resources Group, Inc. MDU 487 

Used: 103% 0% -3% 0% 0% 0% 0%  
Owned: 68% 0% 32% 0% 0% 0% 0% 100% 

NiSource Inc. NI 3,825 
Used: 76% 0% 23% 0% 0% 0% 0%  

Owned: 71% 0% 14% 15% 0% 0% 0% 98% 
NorthWestern Corp. NWEC 411 

Used: 100% 0% 0% 0% 0% 0% 0%  
Owned: 40% 20% 14% 19% 8% 0% 0% 93% 

PPL Corp. PPL 10,866 
Used: 58% 32% 3% 1% 7% 0% 0%  

Owned: 16% 0% 61% 23% 0% 0% 0% 90% 
Pepco Holdings, Inc. POM 4,403 

Used: 38% 0% 60% 2% 0% 0% 0%  
Owned: 28% 19% 53% 0% 0% 0% 0% 99% 

Pinnacle West PNW 6,221 
Used: 48% 26% 26% 0% 0% 0% 0%  

Owned: 34% 17% 33% 15% 1% 0% 0% 100% 
Progress Energy, Inc. PGN 22,342 

Used: 48% 33% 13% 6% 1% 0% 0%  
Owned: 34% 0% 39% 0% 11% 16% 0% 90% 

Puget Energy, Inc. PSD 2,395 
Used: 76% 0% 9% 0% 12% 2% 0%  

Owned: 49% 9% 33% 3% 7% 0% 0% 98% 
Southern Company SO 41,895 

Used: 67% 15% 16% 0% 2% 0% 0%  
Owned: 45% 0% 51% 4% 0% 0% 0% 100% 

TECO Energy, Inc. TE 4,326 
Used: 61% 0% 39% 0% 0% 0% 0%  

Owned: 65% 0% 33% 0% 2% 0% 0% 99% 
Wisconsin Energy Corp. WEC 5,165 

Used: 91% 0% 7% 0% 2% 0% 0%  
Owned: 51% 10% 32% 1% 4% 0% 1% 99% 

Xcel Energy Inc. XEL 16,164 
Used: 66% 17% 15% 0% 1% 0% 1%  

   Owned: 39% 9% 32% 6% 8% 1% 0%  
Average 

   Used: 57% 16% 17% 2% 6% 0% 0%  
Data as of 2006 based on current ownership. 
Source: SNL Power; Company data, KeyBanc Capital Markets Inc. 
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Table 9.  Nuclear Outage Days by Company 
 

  1Q07  1Q08  Difference 
Company Ticker Units Total  Units Total  Units Total 
                    
Ameren Corporation AEE 1 4.1  1 0.4    (3.7) 
American Electric Power Company, Inc. AEP 2 0.0  2 11.2    11.2 
CMS Energy, Inc. CMS 1 8.3  0 0.0   (1) (8.3) 
DTE Energy Company DTE 1 0.3  1 3.9    3.6 
Dominion Resources D  7 39.4  7 13.2    (26.2) 
Duke Energy Corporation DUK 7 39.4  7 39.3    (0.1) 
Entergy Corporation ETR 10 60.8  11 128.3   1  67.5 
Exelon Corporation EXC 17 69.3  17 178.9    109.6 
FPL Group, Inc. FPL 6 54.1  8 61.2   2  7.0 
First Energy Corp. FE 4 6.5  4 49.3    42.8 
Great Plains Energy GXP 1 0.0  1 19.7    19.7 
PPL Corporation PPL 2 29.9  2 28.8    (1.2) 
Pinnacle West Capital Corp. PNW 3 16.2  3 23.4    7.2 
Progress Energy, Inc. PGN 5 34.4  5 43.4    9.0 
Southern Company SO 6 83.3  6 75.1    (8.2) 
Wisconsin Energy Corporation WEC 2 0.3  0 0.0   (2) (0.3) 
Xcel Energy Inc. XEL 3 42.3  3 44.0    1.7 
Other Companies Not Covered -- 26 190.4  26 258.2    67.7 
Total   104 678.9   104 978.0    0  299.1 
Notes: CMS sold Palisades to ETR on April 11, 2007.  WEC sold 2 Point Beach reactors to FPL on October 1, 2007. 
Source: U.S. Nuclear Regulatory Commission, as of March 31, 2008; KeyBanc Capital Markets Inc. estimates 
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Regulated Electric and Gas 
Utilities 
Summary 

This rating methodology provides guidance on Moody’s approach to assigning 

credit ratings to electric and gas utility companies worldwide whose credit profile is 

influenced to a large degree by the presence of regulation.  It replaces the Global 

Regulated Electric Utilities methodology published in March 2005 and the North 

American Regulated Gas Distribution Industry (Local Distribution Companies) 

methodology published in October 2006.  While reflecting similar core principles as 

these previous methodologies, this updated framework incorporates refinements 

that better reflect the changing dynamics of the regulated electric and gas industry 

and the way Moody’s applies its industry methodologies. 

The goal of this rating methodology is to assist investors, issuers, and other 

interested parties in understanding how Moody’s arrives at company-specific 

ratings, what factors we consider most important for this sector, and how these 

factors map to specific rating outcomes.  Our objective is for users of this 

methodology to be able to estimate a company’s ratings (senior unsecured ratings 

for investment-grade issuers and Corporate Family Ratings for speculative-grade 

issuers) within two alpha-numeric rating notches. 

Regulated electric and gas companies are a diverse universe in terms of business 

model (ranging from vertically integrated to unbundled generation, transmission 

and/or distribution entities) and regulatory environment (ranging from stable and 

predictable regulatory regimes to those that are less developed or undergoing 

significant change).  In seeking to differentiate credit risk among the companies in 

this sector, Moody’s analysis focuses on four key rating factors that are central to 

the assignment of ratings for companies in the sector.  The four key rating factors 

encompass nine specific elements (or sub-factors), each of which map to specific 

letter ratings (see Appendix A). The four factors are as follows: 

1.  Regulatory Framework 

2.  Ability to Recover Costs and Earn Returns 

3.  Diversification 

4.  Financial Strength and Liquidity 
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This methodology pertains to regulated electric and gas utilities and excludes regulated electric and gas 
networks (companies primarily engaged in the transmission and/or distribution of electricity and/or natural gas 
that do not serve retail customers) and unregulated utilities and power companies, which are covered by 
separate rating methodologies.  Municipal utilities and electric cooperatives are also excluded and covered by 
separate rating methodologies. 

In Appendix A of this methodology, we have included a detailed rating grid for the companies covered by the 
methodology.  For each company, the grid maps each of these key rating factors and shows an indicated 
alpha-numeric rating based on the results from the overall combination of the factors (see Appendix B).  We 
note, however, that many companies will not match each dimension of the analytical framework laid out in the 
rating grid exactly and that from time to time a company’s performance on a particular rating factor may fall 
outside the expected range for a company at its rating level.  These companies are categorized as “outliers” 
for that rating factor.  We discuss some of the reasons for these outliers in this methodology as well as in 
published credit opinions and other company-specific analysis. 

The purpose of the rating grid is to provide a reference tool that can be used to approximate credit profiles 
within the regulated electric and gas utility sector.  The grid provides summarized guidance on the factors that 
are generally most important in assigning ratings to the sector.  While the factors and sub-factors within the 
grid are designed to capture the fundamental rating drivers for the sector, this grid does not include every 
rating consideration and does not fit every business model equally.  Therefore, we outline additional 
considerations that may be appropriate to apply in addition to the four rating factors.  Moody’s also assesses 
other rating factors that are common across all industries, such as event risk, off-balance sheet risk, legal 
structure, corporate governance, and management experience and credibility.  Furthermore, most of our sub-
factor mapping uses historical financial results to illustrate the grid while our ratings also consider forward 
looking expectations.  As such, the grid-indicated rating is not expected to always match the actual rating of 
each company.  The text of the rating methodology provides insights on the key rating considerations that are 
not represented in the grid, as well as the circumstances in which the rating effect for a factor might be 
significantly different from the weight indicated in the grid. 

Readers should also note that this methodology does not attempt to provide an exhaustive list of every factor 
that can be relevant to a utility’s ratings.  For example, our analysis covers factors that are common across all 
industries (such as coverage metrics, debt leverage, and liquidity) as well as factors that can be meaningful on 
a company or industry specific basis (such as regulation, capital expenditure needs, or carbon exposure). 

This publication includes the following sections: 

 About the Rated Universe:  An overview of the regulated electric and gas industries 

 About the Rating Methodology:  A description of our rating methodology, including a detailed 
explanation of each of the key factors that drive ratings 

 Assumptions and Limitations:  Comments on the rating methodology’s assumptions and limitations, 
including a discussion of other rating considerations that are not included in the grid 

In the appendices, we also provide tables that illustrate the application of the methodology grid to 30 
representative electric and gas utility companies with explanatory comments on some of the more significant 
differences between the grid-implied rating and our actual rating (Appendix C).  We also provide definitions of 
key ratios (Appendix D), an industry overview (Appendix E) and a discussion of the key issues facing the 
industry over the intermediate term (Appendix F) and regional considerations (Appendix G).    

About the Rated Universe 

The rating methodology covers investor-owned and commercially oriented government owned companies 
worldwide that are engaged in the production, transmission, distribution and/or sale of electricity and/or natural 
gas.  It covers a wide variety of companies active in the sector, including vertically integrated utilities, 
transmission and distribution companies, some U.S. transmission-only companies, and local gas distribution 
companies (LDCs).  For the LDCs, we note that this methodology is concerned principally with operating 
utilities regulated by their local jurisdictions and not with gas companies that have significant non-utility 
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businesses1.  In addition, this methodology includes both holding companies as well as operating companies.  
For holding companies, actual ratings may be lower than methodology grid-implied ratings due to the structural 
subordination of the holding company debt to the operating company debt.  In order for a utility to be covered 
by this methodology, the company must be an investor-owned or commercially oriented government owned 
entity and be subject to some degree of government regulation or oversight.  This methodology excludes 
regulated electric and gas networks, electric generating companies2 and independent power producers 
operating predominantly in unregulated power markets, municipally owned utilities, electric cooperative 
utilities, and power projects, which are covered in separate rating methodologies.   

The rated universe includes approximately 250 entities that are either utility operating companies or a parent 
holding company with one or more utility company subsidiaries that operate predominantly in the electric and gas 
utility business.  They account for about US$650 billion of total outstanding long-term debt instruments.  In 
general, ratings used in this methodology are the Senior Unsecured (“SU”) rating for investment grade 
companies, the Corporate Family Rating (“CFR”) for non-investment grade companies, and the Baseline Credit 
Assessment (“BCA”) for Government Related Issuers (GRI).  A subset of 30 of these entities is included in the 
methodology, representing a sampling of the universe to which this methodology applies. 

Geographically, this methodology covers companies in the Americas, Europe, Middle East, Africa, Japan, and 
the Asia/Pacific region.  The ratings spectrum for the sector ranges from Aaa to B3, with the actual rating 
distribution of the issuers included (both holding companies and operating companies) shown on the following 
table: 

Electric Utilities' Senior Unsecured Ratings Distribution

0

10

20

30

40

50

60

Aaa Aa1 Aa2 Aa3 A1 A2 A3
Baa

1
Baa

2
Baa

3
Ba1 Ba2 Ba3 B1 B2 B3

 

Although all of these companies are affected to some degree by government regulation or oversight, country-
by-country regulatory differences and cultural and economic characteristics are also important credit 
considerations.  There is little consistency in the approach and application of regulatory frameworks around 
the world.  Some regulatory frameworks are highly supportive of the utilities in their jurisdictions, in some 
cases offering implied sovereign support to ensure reliability of electric supply.  Other regulatory frameworks 
are less supportive, more unpredictable or affected by political influence that can increase uncertainty and 
negatively affect overall credit quality.     

                                                                  
1  These companies are assessed under the rating methodology “North American Diversified Natural Gas Transmission and Distribution Companies”, 

March 2007. 
2  The six Korean generation companies are included in this methodology as they are subject to regulation and Moody’s views them and their 100% parent 

and sole off-taker KEPCO on a consolidated basis. The Brazilian generation companies are included as they are also subject to regulatory intervention. 
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About this Rating Methodology 

Moody’s approach to rating companies in the regulated electric and gas utility sector, as outlined in this rating 
methodology, incorporates the following steps: 

1.  Identification of the Key Rating Factors 

In general, Moody’s rating committees for the regulated electric and gas utility sector focus on a number of key 
rating factors which we identify and quantify in this methodology.  A change in one or more of these factors, 
depending on its weighting, is likely to influence a utility’s overall business and financial risk.  We have identified 
the following four key rating factors and nine sub-factors when assigning ratings to regulated electric and gas 
utility issuers: 

Rating Factor / Sub-Factor Weighting - Regulated Utilities 
Broad Rating  

Factors 
Broad Rating  

Factor Weighting Rating Sub-Factor 
Sub-Factor 
Weighting 

Regulatory Framework 25%  25% 

Ability to Recover Costs 
and Earn Returns 

25%  25% 

10% Market Position 5%* Diversification 

 Generation and Fuel Diversity 5%** 

40% Liquidity  10% 

 CFO pre-WC + Interest/ Interest 7.5% 

 CFO pre-WC / Debt 7.5% 

 CFO pre-WC – Dividends / Debt 7.5% 

Financial Strength, 
Liquidity and Key 
Financial Metrics 

 Debt/Capitalization or Debt / Regulated Asset Value   7.5% 

Total 100%  100% 

*10% weight for issuers that lack generation; **0% weight for issuers that lack generation 

These factors are critical to the analysis of regulated electric and gas utilities and, in most cases, can be 
benchmarked across the industry.  The discussion begins with a review of each factor and an explanation of 
its importance to the rating.   

2.  Measurement of the Key Rating Factors 

We next explain the elements we consider and the metrics we use to measure relative performance on each of 
the four factors.  Some of these measures are quantitative in nature and can be specifically defined.  However, 
for other factors, qualitative judgment or observation is necessary to determine the appropriate rating category. 

Moody’s ratings are forward looking and attempt to rate through the industry’s characteristic volatility, which 
can be caused by weather variations, fuel or commodity price changes, cost deferrals, or reasonable delays in 
regulatory recovery.  The rating process also makes extensive use of historic financial statements.  Historic 
results help us understand the pattern of a utility’s financial and operating performance and how a utility 
compares to its peers.  While rating committees and the rating process use both historical and projected 
financial results, this document makes use only of historic data, and does so solely for illustrative purposes.  
All financial measures incorporate Moody’s standard adjustments to income statement, cash flow statement, 
and balance sheet amounts for (among other things) underfunded pension obligations and operating leases.  

3.  Mapping Factors to Rating Categories    

After identifying the measurement criteria for each factor, we match the performance of each factor and sub-
factor to one of Moody’s broad rating categories (Aaa, Aa, A, Baa, Ba, and B).  In this report, we provide a 
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range or description for each of the measurement criteria.  For example, we specify what level of CFO pre-WC 
plus Interest/Interest is generally acceptable for an A credit versus a Baa credit, etc.   

4.  Mapping Issuers to the Grid and Discussion of Grid Outliers 

For each factor and sub-factor, we provide a table showing how a subset of the companies covered by the 
methodology maps within the specific factors and sub-factors. We recognize that any given company may 
perform higher or lower on a given factor than its actual rating level will otherwise indicate.  These companies 
are identified as “outliers” for that factor.  A company whose performance is two or more broad rating 
categories higher than its rating is deemed a positive outlier for that factor.  A company whose performance is 
two or more broad rating categories below is deemed a negative outlier.  We also discuss the general reasons 
for such outliers for each factor. 

5. Discussion of Assumptions, Limitations and Other Rating 
Considerations 

This section discusses limitations in the use of the grid to map against actual ratings as well as limitations and 
key assumptions that pertain to the overall rating methodology.   

6.  Determining the Overall Grid-Indicated Rating 

To determine the overall rating, each of the factors and sub-factors is converted into a numeric value based on 
the following scale: 

Ratings Scale 

Aaa Aa A Baa Ba B 
1 3 6 9 12 15 

 

Each sub-factor’s numeric value is multiplied by an assigned weight and then summed to produce a composite 
weighted-average score.  The total sum of the factors is then mapped to the ranges specified in the table below, 
and the indicated alpha-numeric rating is determined based on where the total score falls within the ranges. 

Factor Numerics 

Composite Rating 
Indicated Rating Aggregate Weighted Factor Score 

Aaa < 1.5 
Aa1 1.5 < 2.5 
Aa2 2.5 < 3.5 
Aa3 3.5 < 4.5 
A1 4.5 < 5.5 
A2 5.5 < 6.5 
A3 6.5 < 7.5 

Baa1 7.5 < 8.5 
Baa2 8.5 < 9.5 
Baa3 9.5 < 10.5 
Ba1 10.5 < 11.5 
Ba2 11.5 < 12.5 
Ba3 12.5 < 13.5 
B1 13.5 < 14.5 
B2 14.5 < 15.5 
B3 15.5 < 16.5 
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For example, an issuer with a composite weighting factor score of 8.2 would have a Baa1 grid-indicated rating.  
We use a similar procedure to derive the grid-indicated ratings in the tables embedded in the discussion of 
each of the four broad rating categories. 

The Key Rating Factors 

Moody’s analysis of electric and gas utilities focuses on four broad factors: 

1.  Regulatory Framework 
2.  Ability to Recover Costs and Earn Returns 
3.  Diversification 
4.  Financial Strength and Liquidity 

Rating Factor 1:  Regulatory Framework (25%)  

Why it Matters 

For a regulated utility, the predictability and supportiveness of the regulatory framework in which it operates is 
a key credit consideration and the one that differentiates the industry from most other corporate sectors.  The 
most direct and obvious way that regulation affects utility credit quality is through the establishment of prices or 
rates for the electricity, gas and related services provided (revenue requirements) and by determining a return 
on a utility’s investment, or shareholder return.  The latter is largely addressed in Factor 2, Ability to Recover 
Cost and Earn Returns, discussed below.  However, in addition to rate setting, there are numerous other less 
visible or more subtle ways that regulatory decisions can affect a utility’s business position.  These can include 
the regulators’ ability to pre-approve recovery of investments for new generation, transmission or distribution; 
to allow the inclusion of generation asset purchases in utility rate bases; to oversee and ultimately approve 
utility mergers and acquisitions; to approve fuel and purchased power recovery; and to institute or increase 
ring-fencing provisions.    

How We Measure It for the Grid  

For a regulated utility company, we consider the characteristics of the regulatory environment in which it 
operates.  These include how developed the regulatory framework is; its track record for predictability and 
stability in terms of decision making; and the strength of the regulator’s authority over utility regulatory issues.  
A utility operating in a stable, reliable, and highly predictable regulatory environment will be scored higher on 
this factor than a utility operating in a regulatory environment that exhibits a high degree of uncertainty or 
unpredictability.  Those utilities operating in a less developed regulatory framework or one that is characterized 
by a high degree of political intervention in the regulatory process will receive the lowest scores on this factor.  
Consideration is given to the substance of any regulatory ring fencing provisions, including restrictions on 
dividends; restrictions on capital expenditures and investments; separate financing provisions; separate legal 
structures; and limits on the ability of the regulated entity to support its parent company in times of financial 
distress. The criteria for each rating category are outlined in the factor description within the rating grid. 

For regulated electric utilities with some unregulated operations, consideration will be given to the competitive 
and business position of these unregulated operations3.  Moody’s views unregulated operations that have 
minimal or limited competition, large market shares, and statutorily protected monopoly positions as having 
substantially less risk than those with smaller market shares or in highly competitive environments.  Those 
businesses with the latter characteristics usually face a higher likelihood of losing customers, revenues, or 
market share.  For electric utilities with a significant amount of such unregulated operations, a lower score 
could be assigned to this factor than would be if the utility had solely regulated operations. 

Moody’s views the regulatory risk of U.S. utilities as being higher in most cases than that of utilities located in 
some other developed countries, including Japan, Australia, and Canada  The difference in risk reflects our 
view that individual state regulation is less predictable than national regulation; a highly fragmented market in 
the U.S. results in stronger competition in wholesale power markets; U.S. fuel and power markets are more 

                                                                  
3  For diversified gas companies, the “North American Diversified Natural Gas Transmission and Distribution Company” rating methodology is applied. 
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volatile; there is a low likelihood of extraordinary political action to support a failing company in the U.S.; 
holding company structures limit regulatory oversight; and overlapping or unclear regulatory jurisdictions 
characterize the U.S. market.  As a result, no U.S. utilities, except for transmission companies subject to 
federal regulation, score higher than a single A in this factor.   

The scores for this factor replace the classifications we had been using to assess a utility’s regulatory 
framework, namely, the Supportiveness of Regulatory Environment (SRE) framework, outlined in our previous 
rating methodology (Global Regulated Electric Utilities, March 2005), which we are phasing out.  Generally 
speaking, an SRE 1 score from our previous methodology would roughly equate to Aaa or Aa ratings in this 
methodology; an SRE 2 score to A or high Baa; an SRE 3 score to low Baa or Ba, and an SRE 4 score to a B.  
For U.S. and Canadian LDCs, this factor corresponds to the “Regulatory Support” and “Ring-fencing” factors in 
our previous methodology (North American Regulated Gas Distribution, October 2006).     

Factor 1 – Regulatory Framework  (25%) 
Aaa Aa A Baa Ba B 

Regulatory framework is 
fully developed, has a 
long-track record of 
being predictable and 
stable, and is highly 
supportive of utilities.  
Utility regulatory body 
is a highly rated 
sovereign or strong 
independent regulator 
with unquestioned 
authority over utility 
regulation that is 
national in scope.   

Regulatory framework is 
fully developed, has 
been mostly predictable 
and stable in recent 
years, and is mostly 
supportive of utilities.  
Utility regulatory body 
is a sovereign, sovereign 
agency, provincial, or 
independent regulator 
with authority over 
most utility regulation 
that is national in 
scope. 

Regulatory framework 
is fully developed, has 
above average 
predictability and 
reliability, although is 
sometimes less 
supportive of utilities.  
Utility regulatory body 
may be a state 
commission or 
national, state, 
provincial or 
independent regulator. 

Regulatory framework is 
a) well-developed, with 
evidence of some 
inconsistency or 
unpredictability in the 
way framework has 
been applied, or 
framework is new and 
untested, but based on 
well-developed and 
established precedents, 
or b) jurisdiction has 
history of independent 
and transparent 
regulation in other 
sectors. Regulatory 
environment may 
sometimes be 
challenging and 
politically charged.  

Regulatory framework is 
developed, but there is 
a high degree of 
inconsistency or 
unpredictability in the 
way the framework has 
been applied. 
Regulatory environment 
is consistently 
challenging and 
politically charged. 
There has been a 
history of difficult or 
less supportive 
regulatory decisions, or 
regulatory authority has 
been or may be 
challenged or eroded by 
political or legislative 
action. 

Regulatory framework is 
less developed, is 
unclear, is undergoing 
substantial change or 
has a history of being 
unpredictable or 
adverse to utilities. 
Utility regulatory body 
lacks a consistent track 
record or appears 
unsupportive, 
uncertain, or highly 
unpredictable.  May be 
high risk of 
nationalization or other 
significant government 
intervention in utility 
operations or markets. 

Rating Factor 2:  Ability to Recover Costs and Earn Returns 
(25% ) 

Why It Matters 

Unlike Factor 1, which considers the general regulatory framework under which a utility operates and the 
overall business position of a utility within that regulatory framework, this factor addresses in a more specific 
manner the ability of an individual utility to recover its costs and earn a return.  The ability to recover prudently 
incurred costs in a timely manner is perhaps the single most important credit consideration for regulated 
utilities as the lack of timely recovery of such costs has caused financial stress for utilities on several 
occasions.  For example, in four of the six major investor-owned utility bankruptcies in the United States over 
the last 50 years, regulatory disputes culminated in insufficient or delayed rate relief for the recovery of costs 
and/or capital investment in utility plant.  The reluctance to provide rate relief reflected regulatory commission 
concerns about the impact of large rate increases on customers as well as debate about the appropriateness 
of the relief being sought by the utility and views of imprudency.  Currently, the utility industry’s sizable capital 
expenditure requirements for infrastructure needs will create a growing and ongoing need for rate relief for 
recovery of these expenditures at a time when the global economy has slowed. 

How We Measure It for the Grid   

For regulated utilities, the criteria we consider include the statutory protections that are in place to insure full 
and timely recovery of prudently incurred costs.  In its strongest form, these statutory protections provide 
unquestioned recovery and preclude any possibility of legal or political challenges to rate increases or cost 
recovery mechanisms.  Historically, there should be little evidence of regulatory disallowances or delays to 
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rate increases or cost recovery.  These statutory protections are most often found in strongly supportive and 
protected regulatory environments such as Japan, for example, where the utilities in that country receive a 
score of Aa for this factor. 

More typically, however, and as is characteristic of most utilities in the U.S., the ability to recover costs and 
earn authorized returns is less certain and subject to public and sometimes political scrutiny.  Where automatic 
cost recovery or pass-through provisions exist and where there have been only limited instances of regulatory 
challenges or delays in cost recovery, a utility would likely receive a score of A for this factor.  Where there 
may be a greater tendency for a regulator to challenge cost recovery or some history of regulators disallowing 
or delaying some costs, a utility would likely receive a Baa rating for this factor.  Where there are no automatic 
cost recovery provisions, a history of unfavorable rate decisions, a politically charged regulatory environment, 
or a highly uncertain cost recovery environment, lower scores for this factor would apply. 

For regulated electric utilities that have some unregulated operations, we assess the likelihood that the utility 
will be able to pass on costs of its unregulated businesses to unregulated customers.  Among the criteria we 
use to judge this factor include the number and types of different businesses the company is in; its market 
share in these businesses; whether there are significant barriers to entry for new competitors; and the degree 
to which the utility is vertically integrated.  Those utilities with several businesses with large market shares are 
generally in a better position to pass on their costs to unregulated customers.  Those utilities that have lower 
market shares in their unregulated activities or are in businesses with few barriers to entry will likely be more at 
risk in passing on costs, and thus would receive lower scores.  A high proportion of unregulated businesses or 
a higher risk of passing on costs to unregulated customers could result in a lower score for this factor than 
would apply if the business was completely regulated. 

For U.S. and Canadian LDCs, this factor addresses the “Sustainable Profitability” and “Regulatory Support” 
assessments in the previous LDC rating methodology.  While LDCs’ authorized returns are comparable to 
those for their electric counterparts, the smaller, more mature LDCs tend to face less regulatory challenges.  
Purchased Gas Adjustment mechanisms are the norm and they have made strides in implementing alternative 
rate designs that decouple revenues from volumes sold.  

Factor 2 – Ability to Recover Costs and Earn Returns (25%) 
Aaa Aa A Baa Ba B 

Rate/tariff formula 
allows 
unquestioned full 
and timely cost 
recovery, with 
statutory provisions 
in place to 
preclude any 
possibility of 
challenges to rate 
increases or cost 
recovery 
mechanisms. 

Rate/tariff formula 
generally allows full 
and timely cost 
recovery. Fair 
return on all 
investments. 
Minimal challenges 
by regulators to 
companies’ cost 
assumptions; 
consistent track 
record of meeting 
efficiency tests. 

Rate/tariff reviews 
and cost recovery 
outcomes are fairly 
predictable (with 
automatic fuel and 
purchased power 
recovery provisions in 
place where 
applicable), with a 
generally fair return 
on investments. 
Limited instances of 
regulatory challenges; 
although efficiency 
tests may be more 
challenging; limited 
delays to rate or tariff 
increases or cost 
recovery.  

Rate/tariff reviews 
and cost recovery 
outcomes are usually 
predictable, although 
application of tariff 
formula may be 
relatively unclear or 
untested. Potentially 
greater tendency for 
regulatory 
intervention, or 
greater disallowance 
(e.g. challenging 
efficiency 
assumptions) or 
delaying of some costs 
(even where 
automatic fuel and 
purchased power 
recovery provisions 
are applicable).  

 Rate/tariff reviews and 
cost recovery outcomes 
are inconsistent, with 
some history of 
unfavorable regulatory 
decisions or 
unwillingness by 
regulators to make 
timely rate changes to 
address market 
volatility or higher fuel 
or purchased power 
costs. 
    AND/OR  
Tariff formula may not 
take into account all 
cost components; 
investment are not 
clearly or fairly 
remunerated.  

Difficult or highly 
uncertain rate and 
cost recovery 
outcomes. Regulators 
may engage in 
second-guessing of 
spending decisions or 
deny rate increases or 
cost recovery needed 
by utilities to fund 
ongoing operations, or 
high likelihood of 
politically motivated 
interference in the 
rate/tariff review 
process.  
    AND/OR  
Tariff formula may 
not cover return on 
investments, only 
cash operating costs 
may be remunerated.  
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Rating Factor 3 - Diversification (10%) 

Why It Matters 

Diversification of overall business operations helps to mitigate the risk that any one part of the company will 
have a severe negative impact on cash flow and credit quality.  In general, a balance among several different 
businesses, geographic regions, regulatory regimes, generating plants, or fuel sources will diminish 
concentration risk and reduce the risk that a company will experience a sudden or rapid deterioration in its 
overall creditworthiness because of an adverse development specific to any one part of its operations.   

How We Measure It For the Grid   

For transmission and distribution utilities, local gas distribution companies, and other companies without 
significant generation, the key criterion we use is the diversity of their operations among various markets, 
geographic regions or regulatory regimes.  For these utilities, the first set of criteria, labeled market 
diversification, account for the full 10% weighting for this factor.  A predominately T&D utility with a high 
degree of diversification in terms of market and/or regulatory regime is less likely to be affected by adverse or 
unexpected developments in any one of these markets or regimes, and thus will receive the highest scores for 
this factor.  Smaller T&D utilities operating in a limited market area or under the jurisdiction of a single 
regulatory regime will score lower on the factor, with those that are concentrated in an emerging market or 
riskier environment receiving the lowest scores.  

For vertically integrated utilities with generation, the diversification factor is broadened to include not only the 
criteria discussed above, but also takes into consideration the diversity of their generating assets and the type 
of fuel sources which they rely on.  An additional but somewhat related consideration is the degree to which 
the utility is exposed to (or insulated from) commodity price changes.  A utility with a highly diversified fleet of 
generating assets using different types of fuels is generally better able to withstand changes in the price of a 
particular fuel or additional costs required for particular assets, such as more stringent environmental 
compliance requirements, and thus would receive a higher rating for this sub-factor.  Those utilities with more 
limited diversification or that are more reliant on a single type of generation and fuel source (measured by 
energy produced) will be scored lower on this sub-factor.  Similarly, those utilities with a high reliance on coal 
and other carbon emitting generating resources will be scored lower on this factor due to their vulnerability to 
potential carbon regulations and accompanying carbon costs.  

Generally, only the largest vertically integrated utilities or transmission companies with substantial operations 
that are multinational or national in scope, or whose operations encompass a substantial region within a single 
country, will receive scores in the highest Aaa or Aa categories for this factor.  In the U.S., most of the largest 
multi-state or multi-regional utilities are scored in the A category, most of the larger single state utilities are 
scored Baa, and smaller utilities operating in a single state or within a single city are scored Ba.  A utility may 
also be scored higher if it is a combination electric and gas utility, which enhances diversification. 

The diversification factor was not included in the previous North American LDC methodology.  Most LDCs are 
small and tend to have little geographic and regulatory diversity.  However, they tend to be highly stable due to 
their customer base and margins that comprise primarily of a large number of residential and small commercial 
customers that are captive to the utility.  This customer composition tends to result in a more stable operating 
performance than those that have concentrations in certain industrial customers that are prone to cyclicality or 
to bypassing the LDC to obtain gas directly from a pipeline.  Pure LDCs are scored under the “Market Position” 
sub-factor for a full 100% under this factor.  As with transmission and distribution utilities, no scores are given 
for “Fuel/Generation Diversification” as this sub-factor would not be applicable.   
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Factor 3: Diversification (10%) 

 Aaa Aa A Baa Ba B 

Sub-
Factor 

Weighting 

A high degree of 
multinational/ 
regional 
diversification 
in terms of 
market and/or 
regulatory 
regime. 

Material 
operations in 
more than three 
nations or 
geographic 
regions providing 
diversification of 
market and/or 
regulatory 
regime. 

Material 
operations in two 
or three states, 
nations, or 
geographic regions 
and exhibits some 
diversification of 
market and/or 
regulatory regime. 

Operates in a 
single state, 
nation, or 
economic region 
with low volatility 
with some 
concentration of 
market and/or 
regulatory 
regime. 

Operates in a 
limited market 
area with 
material 
concentration in 
market and/or 
regulatory 
regime. 

Operates in a 
single market 
which may be an 
emerging market 
or riskier 
environment, 
with high 
concentration 
risk. 

Market 
Position 

For LDCs, 
extremely low 
reliance on 
industrial 
customers 
and/or 
exceptionally 
large residential 
and commercial 
customer base 
and well above 
average growth. 

For LDCs, very 
low reliance on 
industrial 
customers 
and/or very 
large residential 
and commercial 
customer base 
with very high 
growth. 

For LDCs, low 
reliance on 
industrial 
customers 
and/or high 
residential and 
commercial 
customer base 
with high 
growth. 

For LDCs, 
moderate 
reliance on 
industrial 
customers in 
defensive 
sectors, 
moderate 
residential and 
customer base. 

For LDCs, high 
reliance on 
industrial 
customers in 
somewhat 
cyclical sectors, 
small residential 
and commercial 
customer base. 

For LDCs, very 
high reliance on 
industrial 
customers in 
cyclical sectors, 
very small 
residential and 
commercial 
customer base. 

5% * 

Generation 
and Fuel 
Diversity 

A high degree of 
diversification 
in terms of 
generation 
and/or fuel 
source, well 
insulated from 
commodity 
price changes, 
no generation 
concentration, 
or 0-20% of 
generation from 
carbon fuels. 

Some 
diversification in 
terms of 
generation 
and/or fuel 
source, affected 
only minimally 
by commodity 
price changes, 
little generation 
concentration, 
or 20-40% of 
generation from 
carbon fuels. 

May have some 
concentration in 
one particular 
type of 
generation or 
fuel source, 
although mostly 
diversified, 
modest exposure 
to commodity 
price changes, 
or 40-55% of 
generation from 
carbon fuels. 

Some reliance 
on a single type 
of generation or 
fuel source, 
limited 
diversification, 
moderate 
exposure to 
commodity 
prices, or 55-
70% of 
generation from 
carbon fuels. 

Operates with 
little 
diversification in 
terms of 
generation 
and/or fuel 
source, high 
exposure to 
commodity price 
changes, or 70-
85% of 
generation from 
carbon fuels. 

High 
concentration in 
a single type of 
generation or 
highly reliant on 
a single fuel 
source, little 
diversification, 
may be exposed 
to commodity 
price shocks, or 
85-100% of 
generation from 
carbon fuels. 

5% ** 

*10% weight for issuers that lack generation   **0% weight for issuers that lack generation 

Rating Factor 4 – Financial Strength and Liquidity (40%) 

Why It Matters 

Since most electric and gas utilities are highly capital intensive, financial strength and liquidity are key credit 
factors supporting their long-term viability.  Financial strength and liquidity are also important to the 
maintenance of good relationships with regulators, to assure adequate regulatory responsiveness to rate 
increase requests and for cost recovery, and to avoid the need for sudden or unexpected rate increases to 
avoid financial problems.  Financial strength is also important due to the ongoing need to invest in generation, 
transmission, and distribution assets that often require substantial amounts of debt financing.  Utilities are 
among the largest debt issuers in the world and typically require consistent access to the capital markets to 
assure adequate sources of funding and to maintain financial flexibility. 

Although ratio analysis is a helpful way of comparing one company’s performance to that of another, no single 
financial ratio can adequately convey the relative credit strength of these highly diverse companies.  The 
relative strength of a company’s financial ratios must take into consideration the level of business risk 
associated with the more qualitative factors in the methodology.  Companies with a lower business risk can 
have weaker credit metrics than those with higher business risk for the same rating category. 
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Given the long-term nature of many of the capital intensive projects undertaken in the industry and the need to 
obtain regulatory recovery over an often multi-year time period, it is important to analyze both a utility’s 
historical financial performance as well as its prospective future performance, which may be different from the 
historic 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. 

How We Measure It For the Grid      

In addition to assigning a score for a utility’s overall liquidity position and relative access to funding sources 
and the capital markets, we have identified four key core ratios that we consider the most useful in the analysis 
of regulated electric and gas utilities.  The four ratios are the following: 

 Cash from Operations (CFO) pre-Working Capital Plus Interest / Interest 

 Cash from Operations (CFO) pre-Working Capital / Debt 

 Cash from Operations (CFO) pre-Working Capital – Dividends / Debt 

 Debt/Capitalization or Debt / Regulated Asset Value (RAV) 

The use of Debt / Capitalization or Debt / Regulated Asset Value will depend largely on the regulatory regime 
in which the utility operates, as explained below.  These credit metrics incorporate all of the standard 
adjustments applied by Moody’s when analyzing financial statements, including adjustments for certain types 
of off-balance sheet financings and certain other reclassifications in the income statement and cash flow 
statement. 

These cash flow based ratios replace the earnings based metrics in the previous “North American Local Gas 
Distribution Company” rating methodology, reducing the impact on the grid results from non-cash items, such 
as pension expense. 

The ratio calculations utilized and published for the companies covered by this methodology (including the 30 
representative electric and gas utility companies highlighted) are historical three-year averages for the years 
2006-2008.  Three-year averages are used in part to smooth out some of the year to year volatility in financial 
performance and financial statement ratios.     

Measurement Criteria  

Liquidity 

Liquidity analysis is a key element in the financial analysis of electric and gas utilities and encompasses a 
company’s ability to generate cash from internal sources, as well as the availability of external sources of 
financings to supplement these internal sources.  Sources of funds are compared to a company’s cash needs 
and other obligations over the next twelve months.  The highest “Aaa” and “Aa” scores under this sub-factor 
would be assigned to those utilities that are financially robust under all or virtually all scenarios, with little to no 
need for external funding and with unquestioned or superior access to the capital markets.  Most utilities, 
however, receive more moderate scores of between “A” and “Baa” in this sub-factor as most need to rely to 
some degree on external funding sources to finance capital expenditures and meet other capital needs.  Below 
investment grade scores on the sub-factor are assigned to utilities with weak liquidity or those that rely heavily 
on debt to finance investments. 

CFO pre-Working Capital Plus Interest/Interest or Cash Flow Interest Coverage     

The cash flow interest coverage ratio is a basic measure of a utility’s ability to cover the cost of its borrowed 
capital and is an important analytical tool in this highly capital intensive industry.  The numerator in the ratio 
calculation is a measure of cash flow excluding working capital movements plus interest expense, which can 
vary in significance depending on the utility.  The use of CFO pre-WC is more comprehensive than Funds from 
Operations (FFO) under U.S. Generally Accepted Accounting Principles (GAAP) since it also captures the 
changes in long-term regulatory assets and liabilities.  However, under International Financial Reporting 
Standards (IFRS), the two measures are essentially the same.  The denominator in the ratio calculation is 
interest expense, which incorporates our standard adjustments to interest expense, such as including 
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capitalized interest and re-classifying the interest component of operating lease rental expense.  In Brazil, the 
cash interest amount is adjusted by the variation of non-cash financial expenses derived from foreign 
exchange and inflation denominated debt.   

CFO pre-Working Capital /  Debt 

This metric measures the cash generating ability of a utility compared to the aggregate level of debt on the 
balance sheet.  This ratio is useful in comparing utilities, many of which maintain a significant amount of 
leverage in their capital structure.  The debt calculation takes into consideration Moody’s standard adjustments 
to balance sheet debt, such as for operating leases, underfunded pension liabilities, basket-adjusted hybrids, 
guarantees, and other debt-like items. 

CFO pre-Working Capital – Dividends / Debt  

This ratio is a measure of 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 and can affect the ability of 
a utility to cover its debt obligations.  The higher the level of retained cash flow relative to a utility’s debt, the 
more cash the utility has to support its capital expenditure program.  Moody’s expects that even the financially 
strongest utilities will need to issue debt on a regular basis to maintain a target capital structure if their asset 
bases are growing.  If a utility with an expanding asset base funds all of its capital expenditures with internally 
generated cash flow then, in the extreme, the utility’s debt to capitalization will trend toward zero.   

Debt/Capitalization or Debt/Regulated Asset Value or RAV 

This ratio is a traditional measure of leverage and can be a useful way to gauge a utility’s overall financial 
flexibility in light of its overall debt load.  High debt to capitalization levels are not only an indicator of higher 
interest obligations, but can also limit the ability of a utility to raise additional financing if needed and can lead 
to leverage covenant violations in bank credit facilities or other financing agreements.  The denominator of the 
debt / capitalization ratio includes Moody’s standard adjustments, the most important of which for some utilities 
is the inclusion of deferred taxes in capitalization, which tempers the impact of our debt adjustment.  

While debt/capitalization is used predominantly in the Americas, other regions may use a variation of this ratio, 
namely, debt/regulated asset value or RAV ratio.  The regulated asset base is comprised of the physical 
assets that are used to provide regulated distribution services and the RAV represents the value on which the 
utility is permitted to earn a return.  RAV can be calculated in various ways, using different rules that can be 
revised periodically, depending on the regulatory regime.  Where RAV is calculated using consistent rules (i.e. 
Australia and Japan), debt/RAV is viewed as superior to debt / capitalization as a credit measure and will be 
used for this sub-factor.  Where RAV does not exist (i.e. North America and most Asian countries) or the 
method of calculation is subject to arbitrary or unpredictable revisions, we use debt/capitalization.   
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Factor 4: Financial Strength, Liquidity and Key Financial Metrics (40%) 

 Aaa Aa A Baa Ba B 
Sub-Factor 
Weighting 

Liquidity 

Financially 
robust under all 
scenarios with 
no need for 
external 
funding, 
unquestioned 
access to the 
capital markets, 
and excellent 
liquidity. 

Financially 
robust under 
virtually all 
scenarios with 
little to no need 
for external 
funding, 
superior access 
to the capital 
markets, and 
very strong 
liquidity. 

Financially 
strong under 
most scenarios 
with some 
reliance on 
external 
funding, solid 
access to the 
capital 
markets, and 
strong liquidity.  

Some reliance 
on external 
funding and 
liquidity is 
more likely to 
be affected by 
external 
events, good 
access to the 
capital 
markets, and 
adequate 
liquidity under 
most scenarios.  

Weak liquidity 
with more 
susceptibility 
to external 
shocks or 
unexpected 
events. 
Significant 
reliance on 
debt funding. 
Bank financing 
may be 
secured and 
there may be 
limited 
headroom 
under 
covenants. 

Very weak 
liquidity with 
limited ability 
to withstand 
external 
shocks or 
unexpected 
events. Must 
use debt to 
finance 
investments. 
Bank 
financing is 
normally 
secured and 
there may be 
a high 
likelihood of 
breaching one 
or more 
covenants. 

10% 

CFO pre-WC + 
Interest/Interest > 8.0x 6.0x - 8.0x 4.5x - 6.0x 2.7x - 4.5x 1.5x - 2.7x < 1.5x 7.5% 

CFO pre-WC/ 
Debt > 40% 30% - 40% 22% - 30% 13% - 22% 5% - 13% < 5% 7.5% 

CFO pre-WC - 
Dividends/ 
Debt > 35% 25% - 35% 17% - 25% 9% - 17% 0% - 9% < 0% 7.5% 

Debt/ 
Capitalization 

  Debt/RAV 
< 25% 

  < 30% 
25% - 35% 

 30% – 45% 
35% - 45% 

 45% - 60% 
45% - 55% 

 60% - 75% 
55% - 65% 

 75% - 90% 
> 65% 

 > 90% 
7.5% 

 7.5% 

Rating Methodology Assumptions and Limitations, and 
other Rating Considerations  

The rating methodology grid incorporates a trade-off between simplicity that enhances transparency and 
greater complexity that would enable the grid to map more closely to actual ratings. The four rating factors 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 to illustrate the mapping in the grid is mainly 
historical. In some cases, our expectations for future performance may be impacted by confidential information 
that we cannot publish. In other cases, we estimate future results based upon past performance, industry 
trends, and other factors. In either case, we acknowledge that estimating future performance is subject to the 
risk of substantial inaccuracy.  

In choosing metrics for this rating methodology grid, we did not 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, financial controls, and the quality of financial reporting and information disclosure. The 
assessment of these factors can be highly subjective and ranking them by rating category in a grid would in 
some cases suggest too much precision in the relative ranking of particular issuers against all other issuers 
that are rated in various industry sectors.  

Ratings may include additional factors that are difficult to quantify or that only have a meaningful effect in 
differentiating credit quality in some cases. Such factors include environmental obligations, nuclear 
decommissioning trust obligations, financial controls, and emerging market risk, where ratings might be 
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constrained by the uncertainties associated with the local operating, political and economic environment, 
including possible government interference. 

Actual assigned ratings may also reflect circumstances in which the weighting of a particular factor will be 
different from the weighting suggested by the grid. For example, although Factors 1 and 2 address regulation 
and cost recovery, in some instances the effect of a company’s financial strength and liquidity in Factor 4 will 
be given greater consideration in an assigned rating than what is indicated by the weighting in the grid. 

Conclusion:  Summary of the Grid-Indicated Rating 
Outcomes 

For the 30 representative utilities highlighted, the methodology grid-indicated ratings map to current assigned 
ratings as follows (see Appendix B for the details): 

• 30% or 9 companies map to their assigned rating 

• 50% or 15 companies have grid-indicated ratings that are within one alpha-numeric notch of their 
assigned rating 

• 20% or 6 companies have grid-indicated ratings that are within two alpha-numeric notches of their 
assigned rating 

Grid-Indicated Rating Outcomes 

Map to Assigned Rating Map to Within One Notch Map to Within Two Notches 
American Electric Power Company, Inc. Cemig Distribuicao S.A. Duke Energy Corporation 

Arizona Public Service Company Consolidated Edison Company of New York Eesti Energia AS  

CLP Holdings Limited Dominion Resources, Inc. Eskom Holdings Ltd 

Consumers Energy Company EDP – Energias do Brasil S.A. Korea Electric Power Corporation 

Florida Power & Light Company Emera Incorporated Northern Illinois Gas Company 

PG&E Corporation The Empire District Electric Company Tokyo Electric Power Company 

Piedmont Natural Gas Company, Inc. FirstEnergy Corp.  

The Southern Company Indianapolis Power & Light Company  

Xcel Energy Inc. Kyushu Electric Power Company  

 Oklahoma Gas and Electric Co.  

 PECO Energy Company  

 Progress Energy Carolinas, Inc.  

 Southern California Edison Company  

 Westar Energy, Inc.  

 Wisconsin Power and Light Company   
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Appendix A: Regulated Electric and Gas Utilities Methodology Factor Grid 

Factor 1: Regulatory Framework 
Weighting:  

25% Aaa Aa A Baa Ba B 
Sub-Factor 
Weighting 

 Regulatory framework is fully 
developed, has a long-track 
record of being predictable 
and stable, and is highly 
supportive of utilities.  Utility 
regulatory body is a highly 
rated sovereign or strong 
independent regulator with 
unquestioned authority over 
utility regulation that is 
national in scope.   

Regulatory framework is 
fully developed, has been 
mostly predictable and 
stable in recent years, 
and is mostly supportive 
of utilities.  Utility 
regulatory body is a 
sovereign, sovereign 
agency, provincial, or 
independent regulator 
with authority over most 
utility regulation that is 
national in scope. 

Regulatory framework is 
fully developed, has 
above average 
predictability and 
reliability, although is 
sometimes less supportive 
of utilities.  Utility 
regulatory body may be a 
state commission or 
national, state, provincial 
or independent regulator. 

Regulatory framework is 
a) well-developed, with 
evidence of some 
inconsistency or 
unpredictability in the 
way framework has been 
applied, or framework is 
new and untested, but 
based on well-developed 
and established 
precedents, or b) 
jurisdiction has history of 
independent and 
transparent regulation in 
other sectors. Regulatory 
environment may 
sometimes be challenging 
and politically charged.  

Regulatory framework is 
developed, but there is a 
high degree of 
inconsistency or 
unpredictability in the way 
the framework has been 
applied. Regulatory 
environment is 
consistently challenging 
and politically charged. 
There has been a history 
of difficult or less 
supportive regulatory 
decisions, or regulatory 
authority has been or may 
be challenged or eroded 
by political or legislative 
action. 

Regulatory framework is 
less developed, is unclear, 
is undergoing substantial 
change or has a history of 
being unpredictable or 
adverse to utilities. Utility 
regulatory body lacks a 
consistent track record or 
appears unsupportive, 
uncertain, or highly 
unpredictable.  May be 
high risk of nationalization 
or other significant 
government intervention 
in utility operations or 
markets. 

25% 

Factor 2: Ability to Recover Costs and Earn Returns 
Weighting:  

25% Aaa Aa A Baa Ba B 
Sub-Factor 
Weighting 

  

Rate/tariff formula allows 
unquestioned full and 
timely cost recovery, with 
statutory provisions in 
place to preclude any 
possibility of challenges 
to rate increases or cost 
recovery mechanisms. 

Rate/tariff formula 
generally allows full and 
timely cost recovery. 
Fair return on all 
investments. Minimal 
challenges by regulators 
to companies’ cost 
assumptions; consistent 
track record of meeting 
efficiency tests. 

Rate/tariff reviews and 
cost recovery outcomes 
are fairly predictable 
(with automatic fuel 
and purchased power 
recovery provisions in 
place where 
applicable), with a 
generally fair return on 
investments. Limited 
instances of regulatory 
challenges; although 
efficiency tests may be 
more challenging; 
limited delays to rate or 
tariff increases or cost 
recovery.  

Rate/tariff reviews and 
cost recovery outcomes 
are usually predictable, 
although application of 
tariff formula may be 
relatively unclear or 
untested. Potentially 
greater tendency for 
regulatory intervention, 
or greater disallowance 
(e.g. challenging 
efficiency assumptions) 
or delaying of some costs 
(even where automatic 
fuel and purchased 
power recovery 
provisions are 
applicable).  

 Rate/tariff reviews and 
cost recovery outcomes 
are inconsistent, with 
some history of 
unfavorable regulatory 
decisions or unwillingness 
by regulators to make 
timely rate changes to 
address market volatility 
or higher fuel or 
purchased power costs.  
           AND/OR  
Tariff formula may not 
take into account all 
cost components; 
investment are not 
clearly or fairly 
remunerated.  

Difficult or highly uncertain 
rate and cost recovery 
outcomes. Regulators may 
engage in second-guessing 
of spending decisions or 
deny rate increases or cost 
recovery needed by 
utilities to fund ongoing 
operations, or high 
likelihood of politically 
motivated interference in 
the rate/tariff review 
process.  
           AND/OR  
Tariff formula may not 
cover return on 
investments, only cash 
operating costs may be 
remunerated.  

25% 
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Factor 3: Diversification 

Weighting:  
10% Aaa Aa A Baa Ba B 

Sub-Factor 
Weighting 

A high degree of 
multinational/regional 
diversification in terms of 
market and/or regulatory 
regime. 

Material operations in 
more than three nations 
or geographic regions 
providing diversification 
of market and/or 
regulatory regime.  

Material operations in 
two or three states, 
nations, or geographic 
regions and exhibits 
some diversification of 
market and/or 
regulatory regime.  

Operates in a single 
state, nation, or 
economic region with 
low volatility with some 
concentration of market 
and/or regulatory 
regime.  

Operates in a limited 
market area with 
material concentration 
in market and/or 
regulatory regime.  

Operates in a single 
market which may be an 
emerging market or 
riskier environment, 
with high concentration 
risk. 

Market 
Position For LDCs, extremely low 

reliance on industrial 
customers and/or 
exceptionally large 
residential and 
commercial customer 
base and well above 
average growth. 

For LDCs, very low 
reliance on industrial 
customers and/or very 
large residential and 
commercial customer 
base with very high 
growth. 

For LDCs, low reliance 
on industrial customers 
and/or high residential 
and commercial 
customer base with high 
growth. 

For LDCs, moderate 
reliance on industrial 
customers in defensive 
sectors, moderate 
residential and customer 
base. 

For LDCs, high reliance 
on industrial customers 
in somewhat cyclical 
sectors, small 
residential and 
commercial customer 
base. 

For LDCs, very high 
reliance on industrial 
customers in cyclical 
sectors, very small 
residential and 
commercial customer 
base. 

5% * 

Generation 
and Fuel 
Diversity 

A high degree of 
diversification in terms of 
generation and/or fuel 
source, well insulated 
from commodity price 
changes, no generation 
concentration, or 0-20% 
of generation from carbon 
fuels. 

Some diversification in 
terms of generation 
and/or fuel source, 
affected only minimally 
by commodity price 
changes, little 
generation 
concentration, or 20-
40% of generation from 
carbon fuels. 

May have some 
concentration in one 
particular type of 
generation or fuel 
source, although mostly 
diversified, modest 
exposure to commodity 
price changes, or 40-
55% of generation from 
carbon fuels. 

Some reliance on a 
single type of generation 
or fuel source, limited 
diversification, 
moderate exposure to 
commodity prices, or 55-
70% of generation from 
carbon fuels. 

Operates with little 
diversification in terms 
of generation and/or 
fuel source, high 
exposure to commodity 
price changes, or 70-85% 
of generation from 
carbon fuels. 

High concentration in a 
single type of 
generation or highly 
reliant on a single fuel 
source, little 
diversification, may be 
exposed to commodity 
price shocks, or 85-100% 
of generation from 
carbon fuels. 

5% ** 

*10% weight for issuers that lack generation   **0% weight for issuers that lack generation 
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Factor 4: Financial Strength, Liquidity and Key Financial Metrics 
Weighting:  

40% Aaa Aa A Baa Ba B 
Sub-Factor 
Weighting 

Liquidity 

Financially robust under 
all scenarios with no 
need for external 
funding, unquestioned 
access to the capital 
markets, and excellent 
liquidity. 

Financially robust under 
virtually all scenarios 
with little to no need 
for external funding, 
superior access to the 
capital markets, and 
very strong liquidity. 

Financially strong under 
most scenarios with 
some reliance on 
external funding, solid 
access to the capital 
markets, and strong 
liquidity.  

Some reliance on 
external funding and 
liquidity is more likely 
to be affected by 
external events, good 
access to the capital 
markets, and adequate 
liquidity under most 
scenarios.  

Weak liquidity with 
more susceptibility to 
external shocks or 
unexpected events. 
Significant reliance on 
debt funding. Bank 
financing may be 
secured and there may 
be limited headroom 
under covenants. 

Very weak liquidity with 
limited ability to 
withstand external 
shocks or unexpected 
events. Must use debt to 
finance investments. 
Bank financing is 
normally secured and 
there may be a high 
likelihood of breaching 
one or more covenants. 

10% 

CFO pre-WC 
+ Interest/ 
Interest > 8.0x 6.0x - 8.0x 4.5x - 6.0x 2.7x - 4.5x 1.5x - 2.7x < 1.5x 7.5% 

CFO 
pre-WC/ 
Debt > 40% 30% - 40% 22% - 30% 13% - 22% 5% - 13% < 5% 7.5% 

CFO pre-WC 
- Dividends/ 
Debt > 35% 25% - 35% 17% - 25% 9% - 17% 0% - 9% < 0% 7.5% 

Debt/ 
Capitalization 

  Debt/RAV 
< 25% 

 < 30% 
25% - 35% 

 30% - 45% 
35% - 45% 

 45% - 60% 
45% - 55% 

 60% - 75% 
55% - 65% 

 75% - 90% 
> 65% 

 > 90% 
7.5% 

 7.5% 
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Appendix B: Methodology Grid-Indicated Ratings 

      

Factor 1: 
Regulatory 
Framework 

Factor 2: 
Returns and 

Cost Recovery Factor 3: Diversification 
Factor 4: Financial 

Strength         

Sub-Factor Weights     25% 25%   5% 5%   10% 7.5% 7.5% 7.5% 7.5% 

  
Current 

Rating/BCA 
Indicated 

Rating 
Regulatory 

Supportiveness 

Rate 
Adjustment 

and Cost 
Recovery 

Mechanisms 

Indicated 
Factor 3 
Rating 

Market 
Position 

Fuel or 
Generation 

Diversification 

Indicated 
Factor 4 
Rating Liquidity 

3 Year Average 
CFO pre-WC + 

Interest/ 
Interest 

3 Year 
Average CFO 

pre-WC / 
Debt 

3 Year 
Average 
CFO pre-

W/C – 
Dividends / 

Debt 

3 Year 
Average  

Debt / Cap 
or Debt/RAV 

Kyushu Electric Power 
Company, 
Incorporated Aa2 Aa3 Aaa Aa Aa A Aaa A Aa Aa Ba Ba Baa 

Tokyo Electric Power 
Company, 
Incorporated Aa2 A1 Aaa Aa Aa A Aaa Baa Aa A Ba Ba Ba 

Eesti Energia AS A1/[8] A3 Baa Baa B B B Aa Baa Aaa Aaa Aaa Aa 
Florida Power & Light 
Company A1 A1 A A Baa Baa Baa Aa A Aa Aa Aa A 

Korea Electric Power 
Corporation A2/[6] Baa1 Baa Baa Baa Baa A A Baa Aa A A A 

CLP Holdings Limited A2 A2 A A A A A A A Aa A Baa A 

Northern Illinois Gas 
Company A2 Baa1 Baa Baa A A N/A Baa Baa A A Baa Baa 

Oklahoma Gas and 
Electric Company A2 A3 Baa A Baa Baa Baa A A A A A A 

Wisconsin Power and 
Light Company A2 A3 A A Baa Baa Baa A Baa A A Baa A 

Consolidated Edison 
Company of New York A3 Baa1 Baa A Baa Baa N/A Baa A Baa Baa Ba A 

PECO Energy Company A3 Baa1 Baa Baa Baa Baa N/A A A A A Baa Baa 

Piedmont Natural Gas 
Company, Inc. A3 A3 A A A A N/A Baa Baa A Baa Baa Baa 

Progress Energy 
Carolinas, Inc. A3 A2 A A Baa Baa A A Baa A A A Baa 

Southern California 
Edison Company A3 Baa1 Baa Baa Baa Baa A A A A A A Baa 

The Southern 
Company A3 A3 A A Baa A Ba Baa A A Baa Baa Baa 

PG&E Corporation  Baa1 Baa1 Baa Baa A Baa Aa Baa Baa A A A Baa 

Xcel Energy Inc. Baa1 Baa1 Baa A A A A Baa Baa Baa Baa Baa Baa 

American Electric 
Power Company, Inc. Baa2 Baa2 Baa Baa Baa A Ba Baa Baa Baa Baa Baa Ba 
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Factor 1: 
Regulatory 
Framework 

Factor 2: 
Returns and 

Cost Recovery Factor 3: Diversification 
Factor 4: Financial 

Strength         

Sub-Factor Weights     25% 25%   5% 5%   10% 7.5% 7.5% 7.5% 7.5% 

  
Current 

Rating/BCA 
Indicated 

Rating 
Regulatory 

Supportiveness 

Rate 
Adjustment 

and Cost 
Recovery 

Mechanisms 

Indicated 
Factor 3 
Rating 

Market 
Position 

Fuel or 
Generation 

Diversification 

Indicated 
Factor 4 
Rating Liquidity 

3 Year Average 
CFO pre-WC + 

Interest/ 
Interest 

3 Year 
Average CFO 

pre-WC / 
Debt 

3 Year 
Average 
CFO pre-

W/C – 
Dividends / 

Debt 

3 Year 
Average  

Debt / Cap 
or Debt/RAV 

 

Arizona Public Service 
Company Baa2 Baa2 Ba Baa Baa Baa Baa Baa Baa A Baa Baa Baa 

Consumers Energy 
Company Baa2 Baa2 Baa Baa Baa Baa Baa Baa Baa Baa Baa Baa Ba 

Dominion Resources, 
Inc. Baa2 Baa1 Baa A A A A Baa Baa Baa Baa Ba Baa 

Duke Energy 
Corporation Baa2 A3 Baa A Baa A Baa A Baa A A Baa A 

Emera Incorporated Baa2 Baa1 A A Ba Ba Ba Ba Baa Baa Ba Baa B 

The Empire District 
Electric Company Baa2 Baa3 Ba Baa Baa Baa Baa Baa Baa Baa Baa Baa Baa 

Eskom Holdings Ltd Baa2[13] Ba1 Ba Ba B Ba B Baa Ba Ba A A A 
Indianapolis Power & 
Light Company Baa2 Baa1 Baa A Ba Baa Ba Baa Baa A A Baa Baa 

Cemig Distribuição 
S.A. Baa3 Baa2 Ba Ba Ba Ba N/A A Baa Aa Aaa Aa Ba 

FirstEnergy Corp. Baa3 Baa2 Baa Baa Baa A Baa Baa Baa Baa Baa Baa Ba 

Westar Energy, Inc. Baa3 Baa2 Baa Baa Ba Baa Ba Baa Baa Baa Baa Baa Baa 

EDP - Energias do 
Brasil S.A. Ba1 Baa3 Ba Ba Baa Baa Baa Baa Ba Baa Aa A A 

            

           Positive Outlier   

           Negative Outlier   
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Appendix C: Observations and Outliers for Grid Mapping 

Results of Mapping Factor 1 

Factor 1: Regulatory Framework 
Factor Weight   25% 

  Current Rating 
/BCA Regulatory Supportiveness 

Kyushu Electric Power Company, Incorporated Aa2 Aaa 
Tokyo Electric Power Company, Incorporated Aa2 Aaa 
Eesti Energia AS A1/[8] Baa 
Florida Power & Light Company A1 A 
Korea Electric Power Corporation A2/[6] Baa 
CLP Holdings Limited A2 A 
Northern Illinois Gas Company A2 Baa 
Oklahoma Gas and Electric Company A2 Baa 
Wisconsin Power and Light Company A2 A 
Consolidated Edison Company of New York A3 Baa 
PECO Energy Company A3 Baa 
Piedmont Natural Gas Company, Inc. A3 A 
Progress Energy Carolinas, Inc. A3 A 
Southern California Edison Company A3 Baa 
The Southern Company A3 A 
PG&E Corporation Baa1 Baa 
Xcel Energy Inc. Baa1 Baa 
American Electric Power Company, Inc. Baa2 Baa 
Arizona Public Service Company Baa2 Ba 
Consumers Energy Company Baa2 Baa 
Dominion Resources, Inc. Baa2 Baa 
Duke Energy Corporation Baa2 Baa 
Emera Incorporated Baa2 A 
The Empire District Electric Company Baa2 Ba 
Eskom Holdings Ltd Baa2/[13] Ba 
Indianapolis Power & Light Company Baa2 Baa 
Cemig Distribuição S.A. Baa3 Ba 
FirstEnergy Corp. Baa3 Baa 
Westar Energy, Inc. Baa3 Baa 
EDP - Energias do Brasil S.A. Ba1 Ba 

Observations and Outliers 

As a utility’s regulatory framework is one of the most important drivers of ratings, there are no outliers for this 
factor among the 30 issuers highlighted for this methodology.   
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Results of Mapping Factor 2 

Factor 2: Ability to Recover Costs and Earn Returns 
Factor Weight   25% 

  Current 
Rating/BCA  

Rate Adjustment and Cost 
Recovery Mechanisms 

Kyushu Electric Power Company, Incorporated Aa2 Aa 
Tokyo Electric Power Company, Incorporated Aa2 Aa 
Eesti Energia AS A1/[8] Baa 
Florida Power & Light Company A1 A 
Korea Electric Power Corporation A2/[6] Baa 
CLP Holdings Limited A2 A 
Northern Illinois Gas Company A2 Baa 
Oklahoma Gas and Electric Company A2 A 
Wisconsin Power and Light Company A2 A 
Consolidated Edison Company of New York A3 A 
PECO Energy Company A3 Baa 
Piedmont Natural Gas Company, Inc. A3 A 
Progress Energy Carolinas, Inc. A3 A 
Southern California Edison Company A3 Baa 
The Southern Company A3 A 
PG&E Corporation  Baa1 Baa 
Xcel Energy Inc. Baa1 A 
American Electric Power Company, Inc. Baa2 Baa 
Arizona Public Service Company Baa2 Baa 
Consumers Energy Company Baa2 Baa 
Dominion Resources, Inc. Baa2 A 
Duke Energy Corporation Baa2 A 
Emera Incorporated Baa2 A 
The Empire District Electric Company Baa2 Baa 
Eskom Holdings Ltd Baa2/[13] Ba 
Indianapolis Power & Light Company Baa2 A 
Cemig Distribuição S.A. Baa3 Ba 
FirstEnergy Corp. Baa3 Baa 
Westar Energy, Inc. Baa3 Baa 
EDP - Energias do Brasil S.A. Ba1 Ba 

Observations and Outliers 

Like Factor 1, Regulatory Framework, the ability to recover costs and earn returns is also an important ratings 
driver for regulated utilities, and it is not surprising that there are no outliers among the 30 issuers highlighted.  
For this factor, most of the issuers score exactly at their current rating levels, with the remainder scoring within 
one notch of their actual rating. 
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Results of Mapping Factor 3 

Factor 3: Diversification 
Sub-Factor Weights     5% * 5% ** 

  
Current 

Rating/BCA  

Indicated 
Factor 3 
Rating 

Market 
Position 

Generation 
and Fuel 

Diversification 
Kyushu Electric Power Company, 
Incorporated Aa2 Aa A Aaa 

Tokyo Electric Power Company, Incorporated Aa2 Aa A Aaa 

Eesti Energia AS A1/[8] B B B 

Florida Power & Light Company A1 Baa Baa Baa 

Korea Electric Power Corporation A2/[6] Baa Baa A 

CLP Holdings Limited A2 A A A 

Northern Illinois Gas Company A2 A A N/A 

Oklahoma Gas and Electric Company A2 Baa Baa Baa 

Wisconsin Power and Light Company A2 Baa Baa Baa 

Consolidated Edison Company of New York A3 Baa Baa N/A 

PECO Energy Company A3 Baa Baa N/A 

Piedmont Natural Gas Company, Inc. A3 A A N/A 

Progress Energy Carolinas, Inc. A3 Baa Baa A 

Southern California Edison Company A3 Baa Baa A 

The Southern Company A3 Baa A Ba 

PG&E Corporation  Baa1 A Baa Aa 

Xcel Energy Inc. Baa1 A A A 

American Electric Power Company, Inc. Baa2 Baa A Ba 

Arizona Public Service Company Baa2 Baa Baa Baa 

Consumers Energy Company Baa2 Baa Baa Baa 

Dominion Resources, Inc. Baa2 A A A 

Duke Energy Corporation Baa2 Baa A Baa 

Emera Incorporated Baa2 Ba Ba Ba 

The Empire District Electric Company Baa2 Baa Baa Baa 

Eskom Holdings Ltd Baa2/[13] B Ba B 

Indianapolis Power & Light Company Baa2 Ba Baa Ba 

Cemig Distribuição S.A. Baa3 Ba Ba N/A 

FirstEnergy Corp. Baa3 Baa A Baa 

Westar Energy, Inc. Baa3 Ba Baa Ba 

EDP - Energias do Brasil S.A. Ba1 Baa Baa Baa 
 

Observations and Outliers 

Of the 30 issuers highlighted, there are three outliers, including PG&E Corporation as a positive outlier, due to 
their high degree of generation diversification and the lack of coal in their generation mix, and both Eesti 
Energia AS and The Southern Company as negative outliers.  As an Estonian vertically integrated dominant 
electric utility, Eesti Energia is exposed to considerably high concentration risk as it operates in one of the 
smallest CEE emerging markets.  The concentration risk is further worsened by the company’s high reliance 
on one fuel source as its generation is fully based on internationally rare oil shale.  Furthermore, as the oil 
shale generation is relatively CO2 intensive, Eesti Energia is further exposed to the development of CO2 
allowance prices.  The Southern Company is one of the largest coal generating utility systems in the U.S., with 
a high percentage of its generation from carbon fuels. 
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Results of Mapping Factor 4 

Factor 4: Financial Strength, Liquidity and Key Financial Metrics 
Sub-Factor Weights     10% 7.5% 7.5% 7.5% 7.5% 

  
Current 

Rating/BCA  

Indicated 
Factor 4 
Rating Liquidity 

3 Year 
Average 
CFO pre-

WC + 
Interest/ 
Interest 

3 Year 
Average 

CFO 
pre-WC 
/ Debt 

3 Year 
Average 

CFO 
pre-WC 
/ Debt 

3 Year 
Average 
Debt / 
Cap or 

Debt/RAV 
Kyushu Electric Power Company, Incorporated Aa2 A Aa Aa Ba Ba Baa* 

Tokyo Electric Power Company, Incorporated Aa2 Baa Aa A Ba Ba Ba* 

Eesti Energia AS A1/[8] Aa Baa Aaa Aaa Aaa Aa 

Florida Power & Light Company A1 Aa A Aa Aa Aa A 

Korea Electric Power Corporation A2/[6] A Baa Aa A A A 

CLP Holdings Limited A2 A A Aa A Baa A 

Northern Illinois Gas Company A2 Baa Baa A A Baa Baa 

Oklahoma Gas and Electric Company A2 A A A A A A 

Wisconsin Power and Light Company A2 A Baa A A Baa A 

Consolidated Edison Company of New York A3 Baa A Baa Baa Ba A 

PECO Energy Company A3 A A A A Baa Baa 

Piedmont Natural Gas Company, Inc. A3 Baa Baa A Baa Baa Baa 

Progress Energy Carolinas, Inc. A3 A Baa A A A Baa 

Southern California Edison Company A3 A A A A A Baa 

The Southern Company A3 Baa A A Baa Baa Baa 

PG&E Corporation Baa1 Baa Baa A A A Baa 

Xcel Energy Inc. Baa1 Baa Baa Baa Baa Baa Baa 

American Electric Power Company, Inc. Baa2 Baa Baa Baa Baa Baa Ba 

Arizona Public Service Company Baa2 Baa Baa A Baa Baa Baa 

Consumers Energy Company Baa2 Baa Baa Baa Baa Baa Ba 

Dominion Resources, Inc. Baa2 Baa Baa Baa Baa Ba Baa 

Duke Energy Corporation Baa2 A Baa A A Baa A 

Emera Incorporated Baa2 Ba Baa Baa Ba Baa B 

The Empire District Electric Company Baa2 Baa Baa Baa Baa Baa Baa 

Eskom Holdings Ltd Baa2/[13] Baa Ba Ba A A A 

Indianapolis Power & Light Company Baa2 Baa Baa A A Baa Baa 

Cemig Distribuição S.A. Baa3 A Baa Aa Aaa Aa Ba 

FirstEnergy Corp. Baa3 Baa Baa Baa Baa Baa Ba 

Westar Energy, Inc. Baa3 Baa Baa Baa Baa Baa Baa 

EDP - Energias do Brasil S.A. Ba1 Baa Ba Baa Aa A A 

*Debt/RAV  
 

Positive Outlier   
Negative Outlier   
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Observations and Outliers   

This factor takes into account historic financial statements.  Historic results help us to understand the pattern 
of a utility’s financial and operating performance and how a utility compares to its peers.  While Moody’s rating 
committees and the rating process use both historical and projected financial results, this document makes 
use only of historic data, and does so solely for illustrative purposes.  

While the vast majority of utilities’ key financial metrics map fairly closely to their ratings, there are several 
significant outliers, which generally fall into two broad groups.  The first group is composed of negative outliers 
and include several utilities located in stable and supportive regulatory environments and are characterized by 
very low business risk.  In these cases, the utilities may have lower financial ratios and higher leverage than 
most peer companies on a global basis, but still maintain higher overall ratings.  In short, the certainty provided 
by regulatory stability and low business risk offsets any risks that may result from lower financial ratios.  
Examples of such negative outliers on the financial strength factor include most of the major Japanese utilities, 
including Tokyo Electric Power and Kyushu Electric Power.   

The second group of outliers is composed of positive outliers, whereby several financial ratios are stronger than the 
overall Moody’s rating.  These include several utilities in Latin America, such as Cemig Distribuicao, EDP-Energias 
do Brasil, and European Eesti Energia, which exhibit strong financial coverage ratios and low debt levels, but where 
ratings are constrained by a more difficult regulatory or business environment or a sovereign rating ceiling. 
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Appendix D: Definition of Ratios 

Cash Flow Interest Coverage 

(Cash Flow from Operations – Changes in Working Capital + Interest Expense) / (Interest Expense + 
Capitalized Interest Expense) 

CFO pre-WC / Debt 

(Cash Flow from Operations – Changes in Working Capital) / (Total debt + operating lease adjustment + under-
funded pension liabilities + basket-adjusted hybrids + securitizations + guarantees + other debt-like items) 

CFO pre-WC - Dividends / Debt 

(Cash Flow from Operations – Changes in Working Capital – Common and Preferred Dividends) / (Total debt 
+ operating lease adjustment + under-funded pension liabilities + basket-adjusted hybrids + securitizations + 
guarantees + other debt-like items) 

Debt / Capitalization or Regulated Asset Value  

(Total debt + operating lease adjustment + under-funded pension liabilities + basket-adjusted hybrids + 
securitizations + guarantees + other debt-like items) / (Shareholders’ equity + minority interest + deferred 
taxes + goodwill write-off reserve + Total debt + operating lease adjustment + under-funded pension liabilities 
+ basket-adjusted hybrids + securitizations + guarantees + other debt-like items) or RAV 
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Appendix E: Industry Overview 

The electric and gas utility industry consists of companies that are engaged in the generation, transmission, and 
distribution of electricity and/or natural gas.  While many utilities remain vertically integrated with operations in all 
three segments, others have functionally or legally unbundled these functions due to legislatively mandated market 
restructuring or other deregulation initiatives and may be engaged in just one or two of these activities.  

The generation of electricity is the first step in the process of producing and delivering electricity to end use 
customers and typically the most capital intensive, with the largest portion of the industry’s assets consisting of 
generating plants and related hard assets.  Electricity is generated from a variety of fuel sources, including 
coal, natural gas, or oil; nuclear energy; and renewable sources such as hydro, wind, solar, geothermal, wood, 
and waste. 

Transmission is the high voltage transfer of electricity over long distances from its source, usually the location 
of a generating plant, to substations closer to end use customers in population or industrial centers.  Although 
many utilities own and operate their own transmission systems, there are also several independent 
transmission companies included in this methodology. 

The distribution of electricity is the process whereby voltage is reduced and delivered from a high voltage 
transmission system through smaller wires to the end-users, which consist of industrial, commercial, 
government, or retail customers of the utility.  Most of the utilities covered by this methodology are engaged to 
some degree in the distribution of electricity through “poles and wires” to their end customers.  The distribution 
of natural gas entails the transport of gas from delivery points along major pipelines to customers in their 
service territory through distribution pipes. 

Regulation Plays a Major Role in the Industry 

Because of the essential nature of the utility’s end products (electricity and gas), the public policy implications 
associated with their provision, the demands for high levels of reliability in their delivery, the monopoly status 
of most service territories, and the high capital costs associated with its infrastructure, the utility industry is 
generally subject to a high degree of government regulation and oversight.  This regulation can take many 
forms and may include setting or approving the rates or other cost recovery mechanisms that utilities charge 
for their services (revenue), determining what costs can be recovered through base rates, authorizing returns 
that utilities earn on their investments, defining service territories, mandating the level and reliability of 
electricity and gas service that must be provided and enforcing safety standards.  From a credit standpoint, the 
regulators’ ability to set and control rates and returns is perhaps the most important regulatory consideration in 
determining a rating. 

In the U.S., the most important utility regulator for most companies is the individual state agency generally 
known as the Public Utility Commission or the Public Service Commission.  The commissions are comprised 
of elected or appointed officials in each state who determine, among other things, whether utility expenditures 
are reasonable and/or prudent and how they should be passed on to consumers through their utility rates.  
While some states have legislatively mandated certain market restructuring or deregulation initiatives with 
regard to the generation segment of their electricity markets, the majority of states remain fully regulated, and 
some states that had deregulated are in the process of “re-regulating” their electricity markets.  

The key federal agency governing utilities in the U.S. is the Federal Energy Regulatory Commission (FERC), 
an independent agency that regulates, among other things, the interstate transmission of electricity and natural 
gas.  The FERC’s responsibilities include the approval of rates for the wholesale sale and transmission of 
electricity on an interstate basis by utilities, power marketers, power pools, power exchanges, and 
independent system operators.  The Energy Policy Act of 2005 increased the FERC’s regulatory authority in a 
wide range of areas including mergers and acquisitions, transmission siting, market practices, price 
transparency, and regional transmission organizations. 
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In Europe, following the implementation of specific policies relating to the liberalization of energy supply within 
the European Union (EU), the electric utility sector has been evolving toward a model targeting complete 
separation between network activities, regulated in light of their monopoly nature, and supply and production 
of energy, fully liberalized and hence unregulated.  As a result of this process, most Western European utilities 
currently operate either as fully regulated entities in the networks segment, or largely unregulated integrated 
companies (albeit some may still maintain some regulated network activity), and are therefore excluded from 
the scope of this methodology.  Nevertheless, there are countries in Europe where regulatory evolution and 
transition to competition remain at an earlier stage (Central and Eastern European countries and the Baltic 
states in particular) and/or are characterized by the remoteness and isolation of their systems (the islands in 
the Azores and Madeira regions for example).  In these countries, Governments and/or Regulators maintain 
greater influence on the bulk of the utilities’ revenues, thus supporting their inclusion in this methodology. 

In Japan, regulation has been an important positive factor supporting utility credit quality.  Japan’s regulator 
makes the maintenance of supply its primary policy objective, followed in priority by environmental protection 
and finally, allowing market conditions to work.  This approach preserves the utilities’ integrated operations 
and makes them responsible for final supply to users in the liberalized market.  The Japanese government is 
gradually deregulating the utility industry and expanding the liberalized market.  However, the pace of 
deregulation has been moderate so that the regulator can monitor the risks and the effects on the power 
companies, especially in the context of generation supply security. 

In Australia, stable and predictable regulatory regimes continue to underpin the investment-grade 
characteristics of the sector. So far, regulators – which operate independently from the governments – have 
not adopted an aggressive stance to revenues and returns as they seek a balance between: appropriate 
returns for utilities; ongoing incentives for network investments; and appropriate prices for consumers. The 
supportiveness of the regimes will become increasingly important over the medium term as the sector 
undertakes investments to expand network capacity and replace ageing assets to meet rising demand. 

In Asia Pacific (ex-Japan), regulation of electric utilities is overseen by government regulatory bodies in their 
respective countries.  As such, the stability and regulatory framework can vary to a large extent by country with 
a few utilizing automatic cost pass through mechanisms while the majority operate with ad hoc tariff 
adjustments.  However, power security remains a key policy objective and regulators continue to seek to 
ensure stability in regulatory and operating environments. Such regulatory environments are critical to 
attracting investments for both privatizations and for funding expanding electricity projects.  Reform of the 
power industry in Asia remains slow paced and competition is well contained. Regulators have shown that 
they will reform in a prudent manner and allow tariff adjustment to minimize any material negative impact on 
the credit profiles of their power utilities.  Such a supportive approach enhances stability and provides a stable 
regulatory regime which in turn remains a key driver in supporting the cash flows of Asia Pacific (ex-Japan) 
utilities. 

In Canada, regulation of electric and gas utilities is overseen by independent, quasi-judicial provincial or 
territorial regulatory bodies.  Accordingly, the transparency and stability of regulation and the timeliness of 
regulatory decisions can vary by jurisdiction.  However, generally the regulatory frameworks in each 
jurisdiction are well established and there is a high expectation of timely recovery of cost and investments.  
Furthermore, Moody’s considers the overall business environment in Canada to be relatively more supportive 
and less litigious than that of the U.S.  Moody’s views the supportiveness of the Canadian business and 
regulatory environments to be positive for regulated utility credit quality and believes that these factors, to 
some degree, offset the relatively lower ROEs and higher deemed debt components typically allowed by 
Canadian regulatory bodies for rate-making purposes.  As a result of the relatively low ROEs and higher 
deemed debt levels that are generally characteristic of Canadian utilities, for a given rating category, these 
entities often have weaker credit metrics than their international peers. 
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In Latin America, there is a perceived lower level of regulatory supportiveness than in other regions.  In 
Argentina, although the generation industry is deregulated, the government continues to intervene in the 
process of setting prices and tariffs. In addition, collections from sales to the spot market have only been 
partial and have depended on the government’s discretion. Moody's views the current regulatory framework as 
a relatively high risk factor given the government's interference, the unclear regulations, the lack of support for 
the companies' profitability, and the lack of incentives for much needed long-term investment.  Brazil’s power 
generation companies could also be affected by unfavorable regulatory decisions, since about 75% of its 
electricity currently goes to the regulated market, but Moody’s last year noted improvements in Brazil’s 
regulatory environment, which led to several issuer upgrades.  Brazil’s regulatory model provides a more 
supportive environment for acceptable rates of return since the current rules for electric utilities are more 
transparent and technically driven.  Nonetheless, there is a lower assurance of timely recovery of costs and 
investments in Brazil since the new framework has not yet experienced the stress of high inflation, exchange 
rate devaluation or electricity rationing.  Recent distribution tariff review reductions have typically been in the 
high-single-digit range, which is considered modest, particularly compared to Moody’s rated issuers in El 
Salvador (14% reduction) and Guatemala (45% reduction) both of which led to downgrades last year. The 
regulatory framework in Chile, in Moody’s opinion, comes closest to the United States in terms of regulatory 
supportiveness.  
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Appendix F: Key Rating Issues Over the Intermediate Term 

Global Climate Change and Environmental Awareness 

Electric and gas utilities will continue to be affected by growing concerns over global climate change and 
greenhouse gas emissions, which are particularly important in the electricity generation segment which 
continues to rely on a large number of coal and natural gas fired power plants.  There have been significant 
increases in environmental expenditure estimates among utilities with significant coal fired generation in recent 
years as policymakers have mandated pollution control measures and emissions limitations in response to 
public concerns over carbon.  These expenditures are likely to continue to increase with the imposition of new 
and sometimes uncertain requirements with respect to carbon emissions.  Utilities may have to implement 
substantial additional reductions in power plant emissions and could experience progressively higher capital 
expenditures over the next decade.  In the U.S., the planned construction of several new coal plants has been 
cancelled as a result of opposition from regulators, political leaders, and the public or because cheaper 
alternatives appeared more compelling due to higher coal plant construction costs. 

Large Capital Expenditures and Rising Costs for New Generation 
and Transmission 

While the global recession may have reduced electric demand in certain regions in the short-term, longer-term 
worldwide demand for electricity is expected to continue to grow and many utilities will incur substantial capital 
expenditures for new generation, as well as for upgrades and expansions to transmission systems.  In the 
U.S., the Edison Electric Institute projects annual capacity additions among investor-owned utilities to increase 
to over 15,000 megawatts (MW) in 2009 compared with less than 6,000 MW in 2006.  Some of the new plants 
announced include large, highly capital intensive nuclear plants, which have not been built in the U.S. in many 
years.  In Indonesia, the Fast Track program calls for the addition of 9,000 MW of coal-fired power plants while 
India plans to build eight ultra-mega power projects (each under 4,000 MW).  Similar large nuclear plants are 
being constructed worldwide in countries as diverse as Bulgaria, China, India, Russia, South Korea, Taiwan 
and Ukraine.  Because of this construction boom, international demand for certain construction materials, plant 
components and skilled labor has driven up the cost of new nuclear.  More recently, the global economic 
slowdown may relieve some of this cost pressure. 

Political and Regulatory Risk 

As the utility industry faces higher operating costs, rising environmental compliance expenditures, large capital 
expenditures for new generation, as well as fuel and commodity price risks, the need for rate relief and other 
regulatory support will continue to be a key rating factor.  In the U.S., political intervention in the regulatory process 
following particularly large rate increase requests increased risk and negatively affected the credit ratings of utilities 
in Illinois and Maryland in recent years.  In Europe, rising electricity prices two years ago resulted in widespread 
criticism of utilities in several countries, increasing regulatory and political risk for some of them.  In Australia, the 
transition from state based regulation to a national regulatory framework could pose a moderate level of uncertainty 
to current regulatory thinking over the longer term.  In Asia Pacific (ex-Japan) and Latin America, the governments 
face political pressure regarding tariff adjustments given their need to balance socio-economic targets and 
inflationary concerns against the objective of ensuring reliable electricity supply over the long term.   

Economic and Financial Market Conditions 

Although electric and gas utilities are somewhat resistant (although not immune) to unsettled economic and 
financial market conditions due partly to the essential nature of the service provided, a protracted or severe 
recession could negatively affect credit profiles over the intermediate term in several ways.  Falling demand for 
electricity or natural gas could negatively impact margins and debt service protection measures.  Poor 
economic conditions could make it more difficult for regulators to approve needed rate increases or provide 
timely cost recovery for utilities, resulting in higher cost deferrals and longer regulatory lag.  Finally, 
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constrained capital market conditions could severely limit the availability of credit necessary to finance needed 
capital expenditures, or make such financing plans more expensive.   

Appendix G: Regional and Other Considerations   

Notching Considerations - Structural Subordination and Holding 
Company Ratings  

Utility corporate structures often include multiple legal entities within a single consolidated organization under 
an unregulated parent holding company.  The holding company typically has one or more regulated operating 
subsidiaries and may have one or more unregulated subsidiaries as well.  Most utility families issue debt at 
several of these legal entities within the organizational family including the parent holding company and the 
utility subsidiaries.  In such cases, our approach is to assess each issuer on a standalone basis as well as to 
evaluate the creditworthiness of the consolidated entity.  We also consider the interdependent relationships 
that may exist among affiliates and the degree to which a management team operates its utility subsidiaries as 
a system.  We then assess the degree of legal and regulatory insulation that exists between the generally 
lower-risk regulated entities and the generally higher-risk unregulated entities. 

The degree of notching (or rating differential) between entities in a single family of companies depends on the 
degree of insulation that exists between the regulated and unregulated entities, as well as the amount of debt 
at the holding company in comparison to the consolidated entity.  If there is minimal insulation or ring-fencing 
between the parent and subsidiary and little to no debt at the parent, there is typically a one notch differential 
between the two to reflect structural subordination of the parent company debt compared to the operating 
subsidiary debt.  If there is substantial insulation between the two and/or debt at the parent company is a 
material percentage of the overall debt, there could be two or more notches between the ratings of the parent 
and the subsidiary.     

U.S. Securitization 

Since the late 1990s, legislatively approved stranded cost and other regulatory asset securitization has 
become an increasingly utilized financing technique among some investor-owned electric utilities.  In its 
simplest form, a stranded cost 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.  Securitizations were originally done to reimburse utilities for 
stranded costs following deregulation, which was primarily related to the actual lower market values of the 
legacy generation compared to its book value.  More recently, securitizations have been done to reimburse 
utilities for storm restoration costs following two active hurricane seasons in the U.S. in 2004 and 2005, with 
additional securitizations planned following an active 2008 hurricane season, as well as for environmental 
equipment.  In 2007, Baltimore Gas & Electric used securitization to fund supply cost deferrals.  Securitization 
could also be used to help fund the next generation of nuclear plants to be built in the U.S. 

Although it often addresses a major credit overhang and provides an immediate source of cash, Moody’s 
treats securitization debt of utilities as being on-credit debt.  In calculating balance sheet leverage, Moody’s 
treats the securitization as being fully recourse to the utility as accounting guidelines require the debt to appear 
on the utility’s balance sheet.  In looking at cash flow coverages, Moody’s analysis focuses on ratios that 
include the securitized debt in the company’s total debt as being the most consistent with the analysis of 
comparable companies.  Securitizations also entail transition or other charges on ratepayer bills that may limit 
a utility’s flexibility to raise rates for other reasons going forward.  While our standard published credit ratios 
include the securitization debt, we also look at the ratios without the securitization debt and cash flow in our 
analysis, to distinguish this debt and ensure that the benefits of securitization are not ignored.   
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Strong levels of government ownership in Asia Pacific (ex-
Japan) provide rating uplift 

Strong levels of government ownership dominate Asia Pacific (ex-Japan) power utilities and remain one of 
their key rating drivers.  The current majority state ownership levels are expected to remain largely unchanged 
for the near to medium term, thereby providing rating uplift to a majority of the government-owned Asia Pacific 
(ex-Japan) utilities under the Joint Default Analysis methodology. 

Appendix H: Treatment of Power Purchase Agreements 
(“PPA’s”) 

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, or to fix the cost of power.  While Moody’s regards these risk reduction measures 
positively, some aspects of PPAs may negatively affect the credit of utilities. 

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 debt 
service and are made irrespective of whether the utility requires 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 be paid 
by the utility.  Some other similar arrangements are characterized as tolling agreements, or long-term supply 
contracts, but most have similar features to PPAs and are thus analyzed by Moody’s as PPAs.4   

Factors determining the treatment of PPAs  

Because PPAs have a wide variety of financial and regulatory characteristics, each particular circumstance 
may be treated differently by Moody’s.  The most conservative treatment would be to treat the 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. 
Factors which determine where on the continuum Moody’s treats a particular PPA are as follows:  

 Risk management: An overarching principle is that PPAs have been used by utilities as a risk 
management tool and Moody’s recognizes that this is the fundamental reason for their existence.  
Thus, Moody’s 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 PPAs 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 Moody’s regards 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, the ability to pass through costs may decrease and, as circumstances change, Moody’s 
treatment of PPA obligations will alter accordingly. 

 Price considerations: The price of power paid by a utility under a PPA can be substantially below the 
current spot price of electricity.  This will motivate the utility to purchase power from the IPP even if it 

                                                                  
4  When take-or-pay contracts, outsourcing agreements, PPAs and other rights to capacity are accounted for as leases under US GAAP or IFRS, they are 

treated by Moody’s as such for analytical purposes. 
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does not require it for its own customers, and to sell excess electricity in the 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 when the spot price is 
lower than the PPA price will suffer a financial burden.  Moody’s will particularly focus on PPAs that 
have mark-to-market losses that may 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 available to a utility 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.  For example, Tenaga, the major Malaysian utility, purchases a large 
proportion of its power requirement from IPPs under PPAs.  PPA payment totaled 42.0% of its 
operating costs in FY2008. In a high reserve margin environment existing in Malaysia, capacity 
payment under these PPAs are a significant burden on Tenaga, and some account must be made for 
these payments in its financial metrics. 

 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.  Moody’s will examine on a case-by case basis which of these two 
sets of risk poses greatest concern from a ratings standpoint. 

 Default provisions: In most cases, a default under a PPA will not cross-default to the senior facilities of 
the utility and thus it is inappropriate to add the debt amount of the PPA to senior debt of the entity.  
The PPA obligations are not senior obligations of the utility as they do not behave in the same way as 
senior debt.  However, it may be appropriate in some circumstances to add the PPA obligation to 
Moody’s debt, in the same way as other off-balance sheet items.5  

 Accounting: From a financial reporting standpoint, very few PPA’s have thus far resulted in IPP’s being 
consolidated by the off taker.  Similarly, very few PPA’s are treated as lease obligations.  Due to 
upcoming accounting rule changes6, however, coupled with many contracts being renegotiated and 
extended over the next several years, we expect to see an increasing number of projects being 
consolidated or PPA’s accounted for as leases on utility financial statements.  Many of the factors 
assessed in the accounting decision are the same as in our analysis, i.e. risk and control.  However, 
our analysis also considers additional factors that the accountants may not, such as the ability to pass 
through costs.  We will consider the rationale behind the accounting decision and compare it to our 
own analysis and may not necessarily come to the same conclusion as the accountants. 

Each of these factors will be weighed by Moody’s analysts and a decision will be made as to the importance of 
the PPA to the risk analysis of the utility.  

Methods of accounting for PPAs in our analysis 

According to the weighting and importance of the PPA to each utility and the level of disclosure, Moody’s may 
analytically assess the total debt obligations for the utility using one of the methods discussed below.  

 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, 
Moody’s may view the PPA as being most akin to an operating cost.  In this circumstance, there most 
likely will be no imputed adjustment to the debt obligations of the utility.  In the event operating costs 
are consolidated, we will attempt to deconsolidate these costs from a utility’s financial statements. 

 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).  This 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 be quantified otherwise due to limited 
information. 

                                                                  
5  See “The Analysis of Off-Balance Sheet Exposures – A Global Perspective”, Rating Methodology, July 2004. 
6  SFAS 167 “Amendments to FASB Interpretation No. 46(r)” will be effective Q1 2010. 
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 Net Present Value: Where the analyst has sufficient information, Moody’s may add the NPV of the 
stream of PPA payments to the debt obligations of the utility.  The discount rate used will be 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 Moody’s believes that the PPA prices exceed the spot price and 
thus a liability is arising for the utility, Moody’s may use a net mark-to-market method, in which the 
NPV of the net cost to the utility will 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.  Again, if the utility purchases 
only a portion of the power from the IPP, then that proportion of debt might be consolidated with the 
utility.  

In some circumstances, Moody’s will adopt more than one method to estimate the potential obligations 
imposed by the PPA.  This approach recognizes the subjective nature of analyzing agreements that can 
extend over a long period of time and can have a different credit impact when regulatory or market conditions 
change.  In all methods the Moody’s analyst will account for the revenue from the sale of power bought from 
the IPP.  We will focus on the term to maturity of the PPA obligation, the ability to pass through costs and 
curtail payments, and the materiality of the PPA obligation to the overall cash flows of the utility in assessing 
the effect of the PPA on the credit of the utility. 

Moody’s Related Research 

Industry Outlooks: 

 U.S. Regulated Electric Utilities, Six-Month Update, July 2009 (118776) 

 U.S. Investor-Owned Electric Utility Sector, January 2009 (113690) 

 EMEA Electric and Gas Utilities, November 2008 (112344) 

 North American Natural Gas Transmission & Distribution, March 2009 (115150) 

Rating Methodologies: 

 Unregulated Utilities and Power Companies, August 2009 (118508) 

 Regulated Electric and Gas Networks, August 2009 (118786) 

Special Comments: 

 Credit Roadmap for Energy Utilities and Power Companies in the Americas, March 2009 (115514) 

To access any of these reports, click on the entry above. Note that these references are current as of the date of publication 
of this report and that more recent reports may be available. All research may not be available to all clients. 
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