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The overwhelming majority of an electric utility's operating expenses is concentrated in two categories-fuel 
and purchased power. To the extent that changes in the price of these items are not reflected in rates-- 
either because a company's rates are frozen or it lacks access to a timely fuel and purchased-power 
adjustment mechanism--a utility can be exposed to greater cash flow volatility. The highly volatile natural 
gas and wholesale power markets of the past year have piqued investor interest in this regard. Ultimately, 
the question is: Which companies are most at risk of potential cash flow volatility? 

In this report, Standard & Poor's Ratings Services assesses the varying degrees of exposure for 
companies operating under rate freezes and companies with access to no or weak fuel and purchased- 
power adjustment mechanisms. Fuel and purchased-power adjustment mechanisms allow utilities to 
periodically pass along to customers changes in fuel and purchased power costs without having to file a 
formal rate case. 

Table 1 (in the appendix at the end of this report) presents our findings for vertically integrated companies. 
Table 2 focuses on electric distributors subject to generation rate caps. Each table lists companies in order 
of "exposure" to potential cash flow volatility, with five possible qualitative designations: high, considerable, 
intermediate, modest, and low. Companies in each "exposure" category are listed in alphabetical order and 
are not ranked. 

Which Companies Were Included In The Survey? 
Standard & Poor's limited its survey to companies in at least one of the following categories: 

Vertically integrated electric utilities operating under a rate freeze, . Vertically integrated electric utilities without access to a fuel and purchased-power adjustment 
mechanism or those who have a weak adjustment mechanism, 
Vertically integrated electric utilities that have only recently obtained access to an adjustment 
mechanism, but have typically had a contentious relationship with regulators, and 
Electric distributors with provider-of-last-resort (POLR) obligations that are also subject to generation 
rate caps. 

Examples of weak adjustment mechanisms include those that are triggered only after a company's 
incremental costs reach very high thresholds or those that, once triggered, force a company to accumulate 
significant deferrals before implementing a surcharge that results in real cash. Weak adjustment 
mechanisms may also cap accumulated deferrals or surcharges between rate cases. 

Assessing A Vertically Integrated Utility's Exposure To Potential Cash 
Flow Volatility 
To identify those vertically integrated utilities in our survey that are especially vulnerable to potential cash 
flow volatility, we analyzed each company's operating risk profile. Operating risk is characterized as high, 
intermediate, or low (see chart). 

http://ndpoors.com
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Assessing A VerUcally Inregrated Company's Exposure 
To Potential Cash Flow Volatility 

Operating risk was considered high if a company had or could have material exposure to natural gas 
markets or short-term wholesale power markets where natural gas is typically on the margin. 

In determining the operating risk of these vertically integrated utilities, we focused on the following factors: 

. Whether the company's supply portfdio is primarily gas-fired. 
Whether a company depends on the production of a handful of units and therefore is subject to 

Whether a company is s h o ~  capacity and thus potentially dependent on the short-term power 
outage risk (especially if said units have had poor operational histories), 

markets (especially if the company has supply contracts that are either rolling off or short-term in 
nature), and . Whether a company is located in a region where natural gas- and oil-fired generation typically set 
the regional wholesale electricity price. 

As an example. Arizona Public Service Co. (APS) was considered to have "high" operating risk because it 
relies heavily on gas-fired generation, is short capacity, has some unit concentration with respect to the 
Palo Verde nuclear plant, and is located in a region where natural gas- and oil-fired generation is typically 
on the margin. 

By analyzing the cross-section between "access to recovery" and "operating risk," Standard & Poor's 
assigned qualitative "exposure" designation to each of the vertically integrated companies, based on a five- 
category scale of high, considerable. moderate, modest, and low. 

Assessing An Electric Distributor's Exposure To Potential Cash Flow 
Volatility 

The analysis for the electric distributors in our survey (all of which currently have POLR obligations and are 
subject lo generation rate caps) differed from our analysis of the vertically integrated companies. 

When assessing the exposure of this specific group of electric distributors, Standard & PooZs focused on 
the sttucture of a company's power supply contracts. In other words, we focused on the kinds of risks 
current contracts tried to guard against and how likely the company's contract profile was to change in the 
interim. Specifically, we considered the following factors: 
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Whether a company's supply contracts protect against commodity and volume risk, 
Whether a company's supply counterparties reserve the right to termination prior to rate cap 
expiration, and 
Whether a company's regulators are considering generation rate cap extensions. 

Distributors with long-term, load-following power-supply contracts can be fairly well insulated from 
commodity and volume risk. Companies with supply contracts that provide for only block power are subject 
to volume risk and are incrementally more exposed to cash flow volatility. If counterparties reserve the right 
to early termination-as FirstEnergy Solutions Corp. does regarding its supply arrangements with 
Metropolitan Edison Co. and Pennsylvania Electric Co.-the potential for commodity risk (and ensuing cash 
flow volatility) can be high. Likewise, in states that are considering rate-cap extensions, the potential for 
commodity risk at the electric distributor level is also high. In these states, distributors may have to 
recontract their supply arrangements at market rates (once their current contracts expire) while collecting 
capped (and potentially below-market) generation rates from customers. For this reason, when the Illinois 
governor and other legislators took several unfavorable actions to prevent Illinois utilities from raising 
electric rates in 2007, Standard 8. Poor's placed Central Illinois Public Service Co. (BBB+/--) and Illinois 
Power Co. (BBB+/--) on Creditwatch with negative implications, and lowered its issuer credit rating on 
Commonwealth Edison Co. to 'BBB+' from 'A-". 

Which Companies Are Potentially Most At Risk? 
Among the vertically integrated electric ut 
exposed to potential cash flow volatility: 

es, our survey identified the following utilities as "considerably" 

e APS. 
Empire District Electric Co., 
Aquila Inc., 
Public Service Company of New Mexico, 
Tucson Electric Power Co., and 
Virginia Electric Power Co. 

Of these six. three operate under rate freezes, and all but APS lack access to an adjustment mechanism. 
APS has a weak adjustment mechanism. The operating risk profile for these companies ranges from "high" 
to "intermediate." "High" operating risk was correlated with material exposure to the natural gas and 
wholesale power markets, either because the company has a relatively large gas-fired generation fleet, 
material unit concentration, a short capacity position, or is located in a region where gas is typically on the 
margin. The combination of weak regulatory support and elevated operating n'sk pressures the stand-alone 
business risk profiles for these utilities. All but Virginia Electric have business profile scores greater than '5'. 
(Utility business profiles are categorized from '1' (excellent) to 'lo' (vulnerable)). While other factors 
(including the performance of parent and affiliate companies) may dominate Standard & Poor's assessment 
of credit quality for these six companies, both APS and Public Service New Mexico have experienced 
adverse rating actions that are partially attributable to increased exposure to potential cash flow volatility 
due to poor regulatory recovery and elevated operating risk. See table 1 for "exposure" classifications for all 
vertically integrated companies in this survey, including detailed comments for each company. 

Among the electric distributors in our survey, only two (Metropolitan Edison and Pennsylvania Electric) 
were characterized as having "considerable" exposure to potential cash flow volatility. In both cases, an 
affiliate supplier (FirstEnergySupply) reserves the right to terminate its contracts with the POLR distributors 
at any time with 60 days notice. Six distributors were characterized as having an "intermediate" exposure to 
potential cash flow volatility. These distributors are in states &e., Illinois, Maryland, and Delaware) where 
there is or has been political pressure to extend generation rate caps, retain POLR obligations, and force 
distributors to recontract supply at (potentially higher) market rates. The remaining six distributors in our 
survey were characterized as having only a "modest" exposure to potential cash flow volatility. All six 
distributors use affiliate supply contracts to meet their POLR obligations. While the distributors in this 
instance are fairly protected against commodity and volume risk, the rate caps expose their affiliate 
suppliers to considerable risk. (See comments for Potomac Edison Co. and West Penn Power Co. in table 
2.)  That said, the transfer of risk from distribution subsidiary to affiliate supplier does not completely insulate 
the distributor from ratings deterioration if regulators do not allow changes in fuel and power costs to be 
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reflected in retail rates. This is because Standard & Poor's lypically uses its consolidated ratings 
methodology when assessing the distributor's credit quality 
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Northwest. Fuel and 
hydro risk make 
recovely mechanism 
important. Like sister 
utility. Nevada Power 
Sierra's relations wilt 
regulates have been 
histotically houbled, 
With $56 million in 
deiened power costs 
disallowed in 2002. 
Relations are now 
much improved given 
lhe company's IRP 
and access 10 twice-i 
"ear BTERs. 

:ansas City 
'ewer a Light 
:o (Great 

'Odest 

l+lPasitivel-- ('6') 

reinslated a fuel- 
adjustment clause. 
R a m  will be based 
MI forecast costs wilh 
periodic true-up. TO 
the exlenl actual COSK 
differ from billed 
amounls, those 
amounts will accrue in 
a balancing account 
that will be cleared at 
least annually and 
recovered in a 
subsequent period. 
Hence. deferred 
balances Should 
remain manageable. 

Stipulated agreements 
between the company 
and me Missouri and 
Kansas mmmissions 
freeze me company's 
rates lhrwgh 2006, 
but grant the company 
permission to request, 
through a general rate 
case, an Werim 
energy charge' la 
CDYer expected power 
cost increases during 
the implementation a1 
the company's fiwe- 
year, $1.3 billion 
capital  program^ As 
agreed, the company 
filed 8 QenWd rate 

BB/Stable--- ('6) 

3+iPosilive/- ('S) 

,l~mediate See Cleveland 
Electric. I 

I Westar has linle gas 
exposure but 
moderate outage risk I due to lhe Wolf Creek 

of capacity). In 
December 2005, the 
Kansas Corporation I Commlssion 
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Plains Energy 

Carrillo) 
1°C.) (Leo 

Mid-Amencan 
Energy CO. 
(SmH Taylor) 

Table 2 ElocWc Distributors With 

7 
company Rating (Business profi1 [Parent) 
[Analyst) t 

Y)SUTB TO Potential Cash Flow Volatillt 

contract 

risk? 

lermedi 

case early this year 
wilh both 
commissions, but 
declined to request a 
interim energy chargt 
in either of them The 
company's generalin! 
fleet cnnsists four COL 
plants, a 47% interesl 

Od.3Sl in the Wolf Creek 
nuclear plant, and 
several oil and gas- 
fired plants. Assel 
Concentration is 
moderate. with the 
largest resource. won 
Creek. accounting for 
between 20% and 
25% of energy supply. 

As per its rate 
agreement with Ihe 
Iowa Utilities Board. 
Mid-American has 
agreed not to request 
a general rate 
increase in rates 
before 2012 unless its 
Iowa jurisdictional 
elecbic ROE falls 
below 10%. The Iowa 
mcs  Of consume, 
Advoete has agreed 
MI to request a 
SUD& any rate 
de&ses before 
January 2012. The 
mmpany has no fuel I and m e r  sumv I adiuLtment 

their needs) fmm mal 
and rmckar yxlm 

It m a s e s  abwt 
24%. but mly 11% 
under Shm-twm 
contracts M spot 
purchases Gas IS no1 
on the margtn n lhe 
regmn Laslly, mne of 
the company's "rnts 
are exceplloMl#y 
l k O B  

h e  To Char :s In Fuel And Power Costs 
7 I 1 Rq)ulators 
conslderiq 
rats cap 
extenrbrs 
or market 
rate phase- 
ins? 

Exposure to 
potentla1 
ushflow 
rolatility 

Comment 

The company uses 
fixed-volume 
(block) purchased- 
power contracts 
(wilh affiliates and 
third-palty 
suppliers) io meet 
its load obligations. 
This makes Met-Ed 
Sensitive io 
variations in 
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,nsiderab~ 110 
pass-through of 
fuel-related cost 
changes. With Me 
Ed's POLR 
obligation inlacl 
thrwgh lhe end 01 
2010. the compan 

10 isiderawe 

provider-of-lasl- 
resort (POLR) I volumes I1 POLfi 

expected, Ihe 
company's cash 
Rows can be 
affected. The 
company's Supplier 
aWiliale 

has threatened to 
terminate its power 
contract with Penn- 
Electric if regulator$ 
do no1 authorize 
adequate pass- 
through of fuel- 
related cost 
changes. With 
Penn-Elec's POLR 
obligation intaci 
Ihrnugh the end of 
2010, the company 
would need to 
recontract supply at 
market rates (which 
are likely to be 
higher than the 
current price 
charged by 

(FhtEnergySupply 

m i m e s  flucluale 
more than 
expected, lhe 
company's Cash 
Wws Can be 
aflected. Met-Ed': I sumlier affiliate 
(F~&EnergySupp 
has threatened to 
terminate its pawe 
contract with the 
company If 

authorize adeaual 
regulators do not 

would need lo 
recontract supply i I market rates lwhic 
are likely 10 be 
higher than the 
current price 
charged by 
FirstEnergySupply 
As such, conlracl 
termination by 
FirstEnergySupply 
could weaken Met- 
Ed's credit quality 

The company uses 
fixed volume (bled 
power) purchased- 
power cOnlracls 
(with affiliates and 
Ihird-party 
supplies) to meel 
ils load obligations. I This makes Penn- 

I Electric sensitive tc 
variations in POLR 
voIume5. If POLR 
voiumes flucluale I more than 
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The company 
cunently purchas 
m e r  from an 
afflli ite via a load 
following mnnact 
that expires in mi< 
2006. Residential 
rates are capped 
through July 1, 
2006 and reflect 
this legacy contra, 
In Mach 2006. 
Maryland reguiato 
issued a rate 
stabilization pian 
that will phase in 
higher (residential 
power prices oyer 
huo years iwtead 
of ail at once 
starting July I, 
2006. when Ihe 
wmpany wa5 
scheduled to begir  
charging customer 
the full coht Of 

buying m e r  an 

3altimare Gas 
L ElectnFCO. 
Conste4latkm 

Tobias Hsieh) 
inergy lnc.) charge a 5% 

annual interest rak 
in lhe interim fw UW 
n s t  of Subsidizing 
rate- al 
Mow-market rates 
W i n g  customem 
to full market-rates 
wld have raised 
bilk by 40% io 
81%. with the fiwt 
amount s u k l  to 
results from the 
m p a n y ' s  annual 
auclian for 
whokSa1s power. 
Under the above 
plan. initial 
increases will be 
limited io 21% 
Baltimore  as a 
Eiectnc will be 
subjed to 
mmmcdib risk. 
The company is on 
Creditwatch with 
positive 
implications 
pending 
Consleilation's 
meryerwilh hiyher- 
rated FPL Group 
InC. 

Central iiiinois has 
POLR responsibility 
lhrwgh 2006. That 

3B+fflaW PosIA-2 c3' 

FirstEnergySupp 
As such, conlrac 
termination by 
FirstEneryySupp 
could weaken 
Penn-Electric's 
credit quality 
mmiderablv. 

the wholesale 
market Baltimore I Gas 8 Electric 
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termediate 

Central Illinois 
PubllC Sewice 
Ca. (Ameren 

Eiseman) 
Gorp.) (Barbar 

~~~ ~ 

abligation. Cartai 
Illims legislators 
have atternpled I( 
extend rate caps 
and the company 
POLR responsibil 
by anotherthree 
yean. which wou 
have forced lhe 
company to procr 
power at market 
rates without 
adequale or 1imeP 
recovery Of 
incremental costs 
However, there is 
stiil uncertainty 
about the outcorn( 
of the company's 
pending delivery 
senice rate hike 
request. parent 
Arneren has notec 
lhalan inability lo 
adjusr Tales IO 
reflect full and 
timely recovery of 
power supply mt 
could, in the 

3B+lWalch Ned-- ('q) 006 
sssible 
neration 
e cap 
$rl*iO" 

- 

said, ~t has a loa< 
following [fixed- I price) contract 
expiring in 2W6 
with an affiliate IC I meet this 

extreme, lead lo 
Cenlral Illinois [ani 1 its olher Illinois 
I utilities) filing ior 
bankruplcy. 
Political and I reOUlaloN 
I ,  

ctrcumstances thal 
could result tn a 
bankruplcy filing 
caused Standard 8 
PWdS to lower 115 
ralingoiClPS and 
place il on 
CredilWalch wilh 
negative 
implicalians on Ocl 

To meet its POLR 
obligation. Ihe 
company has 
enlered inlo a load. 
ioilowing contract 
wilh affiliate Exelon 
Generation Co. Tht 
contract is fixed at 
regulated 
generation capped 
rales through 2W6 
Exelon Generation 
bears risks of fuel- 
related cmt 
changes. If rate 
caps are exlended 
in Illinois--1ha nsk 
Vansiefs to Com- 
Ed as the 

with Exelon 
Generation will 
have expired. 
Legislalois in 
Illinois have 
indicated lhat lhey 

company's contract 
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lermediate 

:ommoilweait 
idisan Co. 
Exelon Carp.) 
John 
(ennedy) 

resp&biiity by 
anaiher three 
years. In oclabei 
2005. Standard 8 
POO& lowered 
Corn-Ed's (and 
Exelon's) ratings 
'BEE+' from 'A-' 
due to the 
heightened 
adversarial 

environmenl in 
Illinois and the 
polential fw cash 
Row degradation i 
lhe wnsolidated 
enlily (due to a 
potential rate cap 
extension at Com. 
Ed). The companl 
and its parent and 
amliatss are 

CreditWatch with 

regulatory 

currently on 

iinds Poww 
0. (Ameren 
orp.) (Barbara 
iseman) 

xmediate 

3BB+Mlatch NeglA-2 ('4 

Illinois P- has 
POLR responsibilii 
Ihr0-h xK16. Tha 
said. it has a toad- 
follawing (fixed- 
me) mlract 

wim 4 n e g y  IW. tc 
expirig in 2w6 

meet abut  70% d 
its load 
requirements. 
Certain I i i iws 
IegislaCas have 
attempted to 
extend generation 
rate c a p  and fk 
company's POLR 
responsibilily by 
another three 
years. which would 
have f& llmois 

power at market 
,ale5 wiihoul 
adequate or limely 
recovery of 
incremental Cmk. 
However, lhere is 
still uncemiity 
aboul the outcome 
of the company's 
pending delivery 
service rate hike 
request. Parent 
Ameren has noted 
that an inability to 
adjust rates to 
reflect full and 
timely recovery of 
power supply cos& 
could, in the 
exfreme, lead to 
11Snois Power (and 
its other lllimis 

10 vmure BB+IWatch N e -  ('4) 

106 es 
Possible 
generatior 
ate cap 
zxlension 

o55ible 
?neratia, 
#le cap 
dension 

may extwo IAIP 
caps and Ihe I cornwanv s POL6 

negalive 
implicalions 
pending the 
campletton of a 
mergerwith Public 

Group Inc. 
%Nice Enterprise 
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Potomac 
Electric Power 
Co and 
DelmarYa 
Power & Lghl 
Co (PEPCO 
Holdings Inc ) 
(Gem1 Jepsen 

,BB+/Watch NqIA-2 (‘3’) 

- 

06 

util,ties) filing for 
bankruptcy I I  Political and 
regulalory 
CIrcumslances th; 
could result in a 
bankruptcy filing 
caused Slandard 
poor% to lower 41s 
rating of Illinois 
Power and olace I I on Cred,Walch I With neqalive 
implicalions on O< 
3, 2005. 

Standard & Poor’s 
placed Pepco I I HoMings Inc (PHI) 
and its utilily 
Subsidiaries (Pepc I I  and DPLI on I CredilW&h wilh I “egCitlWS 
implications. The 
listing reflecled I I  concern that 
regulatory actions 
regarding the 
phase-in of market 
rates at P e w  and 
DPL Could 
deteriorals the 
company’s 
consoiidated I I  financial orofile. To 
minimize’the effect 
on ratepayers of 
signiflcanlly higher 
wwer COSlS aner 

lntermediale ~ ~ ~ ~ ~ ~ ~ p m i d -  

2006. PHI has 
proposed a phase- 
in of increased 
power costs for 
DPL‘s nd Pepco’s 
standard offer 
sewice customers. I I  DPLS Dromal 
would &It in I I a b w l  560 million 
under-recovered 
p w e r  costs by I I  mid-2007 with 
subsequent rate 
recovery of this 
accrued balance 
over lwa-years. In 
Maryland. PEPCO 
and DPL estimate 
that under- 
recoveries could 
grow beyond $60 
million, which 
would require Shoe- 
term barrowina. 

Duquesne Light is 
under a rate and 
supply plan (POLR 
Ill) that allows its 
residential and 
Small commercial 
customers (who do 
not choose an 
alternative supplier) 
lo receive eleClric 
supply through 



[22-Mar-2006] Fuel And Purchased Power Cost Recovery In The Wake Of Volatile Gas And ._. Page 20 of 22 

2007 at fixed rat, 
Duquesne Light 
procures the 
energy and 
capacily needed 
sewe these 
Customers under 
full-requirements 
conlract with 
0uqueSne Powel 
(now a Subsidaq 
d Duquesne Ligt 
Holdings). 
ouquesne Power 
cwers Duquesne 
Light's p e r  
needs lhrough 
various mird-pa$ 
contracts. includir 
block power 
contracts. Which 
expose power am 
unimalely 
Duquesne Light 
&!dings to wlum 
risk. Also. to the 
extent thal market 
pri€es are higher 
than the rates 
Duquesne Light 
paySDuquesne 
Power. Duquesne 
Power may be 
forced to acquire 
energy and 
capacity a1 a loss, 
and therefore bear 
Wmrnodity risk. As 
such. while 
Duquesne Light's 
e x m u r e  to 
patentla1 cash now 
Mlatility is 
CCflSidersd 
'modest.' 
Duquesne Light 
Holdings' exposure 
s comiclared 
'moderate' to 
.-iderable.' 

needtoseek 
appmval of a 
revised pian to 
serve POLR 
customers after 
2307. The spedtics 
of said plan couw 
aftectour 
assessment of 

blqUeSne Light Wil8 

IBlNegaIivel- ('4') 107 

- 

es 

- 

exposure to 
potential cash now 
vdatility at bath 
Duqume Light 
and Duquesne 
Light Holdings. 

To meet its POLR 

company has 
entered into a load- 
following contrad 
with affiliate Exelon 
Generation Co. The 
contract is fixed at 
regulated 
generation capped 
rates through 2010. 
Exelon Generation 
bears risks of any 

Cb~Qation, the 
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3BiiWatch NegIA-2 ( 

iStable/A-Z ('B) 

I10 

8 

es 

es NO 

fuei-relatec cost 
changes. Becau 
the powerconlr~ 
is iong~daled an< 
there are no 
indications at (hi: 
lime thal the 
aKlliate will seek 
terminate the 
contract 
premalurely. 
PECOs expasun 
to polenlial Cash 
Raw volatility is 
charaderized as 
'mdest." Exelon 
Generalion's and 
parent Exelon's 
expasure are 
characterized as 
'considerable " L Polornac Edison 
has a load- 
fallowing contract 
wilh affiliate, 
Allegheny Energy 
Supply (AES). AE 
provides power 
under regulated 
generalion cappe 
rates through 2W; 
Capped ,ales are 
below C"rre"1 
market prices and 
AES is Susceptible 
lo rising mal pnce 
That said, AES ha 
hedged 70% or 
more of its c-1 
requirements 
lhrough 2008. 
Allegheny's Ma l  
plants have below 
average efficiency 
Slatistics and a 
history of 
unplanned outaqe: 
which could 
intensib the effect I of the caooed ratel 
on AES; credit 
protile. As such. 
while Potomac's 
expasure 10 
patenftal Cash flow 
voialitily is 
charaderized as 
"rnodesl," AES's 
and ullimalely 
Allegheny Energy 

characterized as 
'considerable' to 
high." 

PPL-Energy Suppl) 
has agreed to 
supply load- 
following power at 
a fixed price lo PPL 
Electric Utilities. 

deet Generalion rates 
are capped through 
2009. If generation 
costs are more lhar 
what is captured in 
tales, PPLEnergy 
Supply bears the 
"sk. PPLElectiic 

inc:s exposure is 
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