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WITNESS IDENTIFICATION 1 

Q1. Please state your name and business address. 2 

A1. My name is Sheena Kight-Garlisch.  My business address is 527 East Capitol 3 

Avenue, Springfield, IL  62701. 4 

Q2. What is your current position with the Illinois Commerce Commission 5 

(“Commission”)? 6 

A2. I am currently employed as a Senior Financial Analyst in the Finance Department of 7 

the Financial Analysis Division. 8 

Q3. Please describe your qualifications and background. 9 

A3. In May of 1998, I received a Bachelor of Business degree in Finance and Marketing 10 

from Western Illinois University in Macomb, Illinois.  I earned a Master of Business 11 

Administration degree, with a concentration in Finance, also at Western Illinois 12 

University in May of 2001.  I have been employed by the Commission since January 13 

of 2001.  I was promoted to Senior Financial Analyst on October 1, 2004. 14 

Q4. What is the purpose of your testimony in this proceeding? 15 

A4. I will present my evaluation of the reasonableness of the capital structure for 16 

Commonwealth Edison Company’s (“ComEd” or the “Company”) electric delivery 17 

services, pursuant to the requirements of Section 16-108.5 of the Public Utilities Act 18 

(“Act”).   19 
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CAPITAL STRUCTURE 20 

Q5. What capital structure did the Company propose for setting rates? 21 

A5. ComEd proposed a capital structure comprised of 53.89% long-term debt, 0.57% 22 

short-term debt, and 45.54% common equity.1   23 

Q6. How does capital structure affect the overall cost of capital? 24 

A6.  Increasing the proportion of common equity in a utility's capital structure reduces 25 

financial risk, thereby lowering the cost of each source of capital.  However, common 26 

equity is the most costly source of capital.  Therefore, an excessive proportion of 27 

common equity unnecessarily raises the overall cost of capital.  Nevertheless, a 28 

capital structure with an inadequate proportion of common equity also unnecessarily 29 

raises the cost of capital since reducing the proportion of common equity in a utility's 30 

capital structure increases financial risk, thereby raising the cost of each source of 31 

capital.  In other words, above a certain common equity ratio, increasing the 32 

proportion of common equity increases the overall cost of capital despite reducing 33 

the individual component costs.  Below a certain common equity ratio, decreasing 34 

the proportion of common equity has a smaller effect on the overall cost of capital 35 

than the increase in the costs of debt and common equity.2  In contrast, the 36 

authorized rate of return on common equity under Section 16-108.5 is only a 37 

function of two factors:  (1) the average yield on 30-year U.S. Treasury bond yields 38 
                                            
1  ComEd Ex. 4.1, Sch FR A-3. 
2  Unfortunately, determining the common equity ratio that minimizes cost of capital remains problematic 
because (1) the cost of capital is a continuous function of the capital structure, rendering its precise 
measurement along each segment of the range of possible capital structures problematic; (2) the optimal 
capital structure is a function of dynamic operating risk and investor risk preferences.   
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plus 580 basis points; and (2) possible performance penalties.  That is, Section 16-39 

108.5 severs the link between the rate of return on common equity and capital 40 

structure.  Consequently, the authorized rate of return on common equity would not 41 

decrease in response to an increase in the common equity ratio.  Therefore, absent 42 

rigorous Commission oversight of capital structure, Section 16-108.5 would provide 43 

ComEd an incentive to increase its common equity ratio. 44 

Q7. How did you evaluate the prudence and reasonableness of ComEd’s capital 45 

structure? 46 

A7. I examined the individual factors Moody’s focuses on for its ratings analysis.  47 

Moody’s analysis of electric utilities focuses on four core rating factors:  regulatory 48 

framework, ability to recover costs and earn returns, diversification, and financial 49 

strength and liquidity.3   50 

Q8. Please describe the four core Moody’s rating factors. 51 

A8. Overall risk is comprised of operating risk, also referred to as business risk, and 52 

financial risk.  Moody’s focuses on three operating risk factors (regulatory 53 

framework, ability to recover costs and earn returns, and diversification) and one 54 

financial risk factor (financial strength and liquidity) to evaluate the overall risk of a 55 

company.   56 

The first factor, regulatory framework, “considers the general regulatory framework 57 

under which a utility operates and the overall business position of a utility within that 58 

                                            
3 Moody’s Investors Service, Rating Methodology: Regulated Electric and Gas Utilities, August 2009. 
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regulatory framework.”4  Moody’s assigns a 25% weight to the regulatory framework, 59 

Factor 1, when determining the overall credit rating score. 60 

The ability to recover costs and earn returns is Factor 2.  Moody’s states that “the 61 

ability to recover prudently incurred costs in a timely manner is perhaps the single 62 

most important credit consideration for regulated utilities…”5  A utility’s score on this 63 

factor would improve with approval of a mechanism that allows it to timely adjust 64 

rates to cover all costs of service since its ability to earn its authorized rate of return 65 

would be enhanced.  Moody’s assigns a 25% weight to the ability to recover costs 66 

and earn returns factor when determining the overall credit rating score. 67 

 Factor 3, diversification, focuses on the diversity of a company’s business 68 

operations, which includes, but is not limited to, the various types of business 69 

operations within a company and geographic areas of operations.  Moody’s assigns 70 

a 10% weight to the diversification factor when determining the overall credit rating 71 

score. 72 

Factor 4, financial strength and liquidity, is comprised of five sub-factors.  The first 73 

sub-factor, liquidity, focuses on a company’s access to cash from both internal and 74 

external sources.    Moody’s assigns a 10% weight to liquidity in the overall credit 75 

rating score.  The remaining four sub-factors are ratios used to evaluate a 76 

company’s financial strength:  (1) cash flow from operations pre-working capital 77 

(“CFO pre-WC”) plus interest to interest coverage; (2) CFO pre-WC to total debt 78 

coverage; (3) CFO pre-WC minus dividends to total debt coverage; and (4) debt to 79 

                                            
4 Id. p. 7. 
5 Id. 



Docket No. 11-0721 
ICC Staff Exhibit 12.0 

5 
 

capitalization.6 Although Moody’s does not rigidly adhere to a formula for assigning 80 

credit ratings, Moody’s provides ratio ranges for theses four ratios that may generally 81 

be seen at different rating levels for regulated electric utilities.  Moody’s assigns a 82 

7.5% weight to each of the financial strength ratios. 83 

Q9. Please describe how Moody’s uses the factors and sub-factors to determine a 84 

rating for an electric utility. 85 

A9. To determine the ratings of electric utilities, Moody’s measures each of these core 86 

factors using a set of metrics or “sub-factors” and applies a weight to each sub-factor 87 

based on relative importance.  Next, the potential outcomes for each sub-factor are 88 

assigned to a Moody’s rating category (i.e., Aaa, Aa, A, Baa, Ba, B).  To determine 89 

the overall rating, each of the assigned factor or sub-factor ratings is converted into 90 

a numeric value7 and multiplied by its assigned weight.  The weighted average is 91 

then translated into the overall rating.8 92 

Q10. Please describe how formula rates will impact the Moody’s operating factors. 93 

A10. The formula rates will ensure timely recovery of the capital costs of infrastructure 94 

improvements while also guaranteeing a return on equity.9  This reduction in 95 

regulatory lag reduces the risk of investment in new infrastructure.  In addition, the 96 

annual true-up increases the probability that the utility will recover its costs, including 97 

a minimum return on equity.  This increased timeliness and certainty of cost 98 

                                            
6 Id, p. 13. 
7 Aaa = 1, Aa = 3, A = 6, Baa = 9, Ba = 12, and B = 15. 
8 80% of the Companies presented by Moody’s map to within 1 notch of their assigned rating. Moody’s 
Investors Service, Rating Methodology: Regulated Electric and Gas Utilities, August 2009. 
9 Public Utilities Act, Section 16-108.5. 
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recovery through formula rates will reduce the risk of ComEd. Moody’s noted that 99 

formula rates are viewed as credit positive, due to the reduction in regulatory lag and 100 

better ability to earn returns.  (The Moody’s report is presented in Attachment A.10)  101 

Although Moody’s does not identify the precise impact that formula rates would have 102 

on regulatory framework and ability to recover cost and earn returns, it provides 103 

guidelines for assessing both factors.  The guidelines are presented in Attachment 104 

B.  After reviewing the guidelines and Moody’s credit favorable assessment of 105 

formula rates, I concluded that the credit ratings assigned to each of these factors 106 

would improve by at least one credit rating (i.e., 3 points on the numeric scale).11  107 

The current Moody’s ratings and the adjusted ratings are presented on Schedule 108 

12.01. 109 

Since the formula rate will not change the business operations of ComEd, I used the 110 

Baa rating Moody’s currently assigns ComEd on Factor 3, diversification.12   111 

Q11. Please describe how formula rates will impact the Moody’s financial risk sub-112 

factors. 113 

A11. For the first financial risk sub-factor, liquidity, I used the current Baa Moody’s rating.  114 

For the remaining financial risk sub-factors, I evaluated the implied risk of ComEd at 115 

various levels of equity using the same Moody’s ratios described previously.  The 116 

evaluation is presented on Schedule 12.01.   117 

                                            
10 Moody’s Investor Service, Credit Opinion: Commonwealth Edison Company, August 25, 2011, p. 2.  Also 
provided in the Company’s response to Staff Data Request RMP 2.01, Attachment 2, p. 19. 
11  A one credit rating improvement is conservative.  Based on the Moody’s factor descriptions, it is possible 

that the formula rates could result in a two credit rating improvement in ComEd’s factor scores. 
12  Moody’s Investor Service, Credit Opinion: Commonwealth Edison Company, August 25, 2011.  Also 
provided in the Company’s response to Staff Data Request RMP 2.01, Attachment 2, pp.18-21. 
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I compared the values for the financial guideline ratios that result from Staff’s capital 118 

structure recommendations, the Company’s 2010 data, and a return on equity of 119 

8.83% to Moody’s guidelines for the regulated electric utilities.  The 8.83% return on 120 

equity I used is based on the 3.91% average 30-year U.S. Treasury Yield for 2011 121 

and is reduced by the 0.50% collar and the maximum 0.38% performance penalty 122 

described in Section 16-108.5(f-5).  Thus, my evaluation is based on a conservative 123 

return on equity.  ComEd’s 2010 common equity ratio of 46.12% would result in 124 

financial guideline ratios that all fall within the benchmark range of an A credit rating.  125 

The financial guideline ratios from Moody’s for regulated electric utilities are shown 126 

below in Table 1.   127 

Table 1 – Moody’s Guideline Ratios 128 

 
Aaa (1) Aa (3) A (6) Baa (9) Ba (12) 

Financial Guideline Ratios 
    

 

   CFO pre-WC + Interest/Interest > 8.0X 6.0 - 8.0X 4.5 - 6.0X 2.7 - 4.5X 1.5 - 2.7X 
   CFO pre-WC /Debt > 40% 30 - 40% 22 - 30% 13 - 22% 5 - 13% 
   CFO pre-WC – Dividends/Debt > 35% 25 - 35% 17 - 25% 9 - 17% 0 - 9% 
   Debt to Book Capitalization < 25% 25 - 35% 35 - 45% 45 - 55% 55 - 65% 
2010 (46.12%) Common Equity 
Ratio 

     

   CFO pre-WC + Interest/Interest   5.1X   
   CFO pre-WC /Debt   26.2%   
   CFO pre-WC – Dividends/Debt   21.4%   
   Debt to Book Capitalization   40.7%   
      
      
In my judgment, ComEd’s 2010 capital structure could result in a rate of return on 129 

rate base that is unreasonably high given the substantial decline in operating risk to 130 

which ComEd is exposed under Section 16-108.5.   131 
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Q12. Are you recommending an alternative capital structure for developing rates for 132 

2012? 133 

A12. No.  Since ComEd’s 2010 capital structure evolved prior to the reductions in 134 

operating risk resulting from the passage of Public Acts 97-0616 and 97-0646, I am 135 

not recommending that the Commission adopt an alternative capital structure for 136 

2012.  Nonetheless, it is possible that a capital structure containing a 46% common 137 

equity ratio would not be prudent and reasonable on a going-forward basis.  138 

Consequently, the Commission should order the Company to work with Staff to 139 

explore more leveraged capital structures for future years and provide a report to the 140 

Commission with its 2013 formula rate filing. 141 

Q13. Does this conclude your prepared direct testimony? 142 

A13. Yes, it does.   143 
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Moody's Factors

Weight

Factor 1: Regulatory Framework 25% Ba Baa Baa Baa Baa

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

Factor 3: Diversification 10% Baa Baa Baa Baa Baa

Factor 4: Financial Strengtht and Liquidity  (40%) 3-yr Avg*

 a)   Liquidity 10% Baa Baa Baa Baa Baa

 b)  CFO pre-WC + Interest / Interest 7.5% Baa 3.9X A 5.1X A 4.7X Baa 4.4X Baa 4.1X

 c)  CFO pre-WC / Debt 7.5% Baa 19.0% A 26.2% A 23.4% Baa 21.4% Baa 19.6%

 d)  CFO pre-WC -Dividends / Debt 7.5% Baa 16.2% A 21.4% A 19.0% A 17.3% Baa 15.7%

 e)  Debt / Capitalization 7.5% A 40.5% A 40.7% A 44.2% Baa 47.1% Baa 50.0%

Aggregate Weighted Factor Score 9.5 7.4 7.4 8.0 8.3

Composite Rating Baa3 A3 A3 Baa1 Baa1

Ratings Scale*** Aaa Aa A Baa Ba

1 3 6 9 12

Composite Rating*** Aggregate Weighted Factor Score

Aaa Baa1

Aa1 Baa2

Aa2 Baa3

Aa3 Ba1

A1 Ba2

A2 Ba3

A3

*  Moody's Investor Service, Credit Opinion: Commonwealth Edison Company, August 25, 2011

** Moody’s Investors Service, Rating Methodology: Regulated Electric and Gas Utilities, August 2009, p. 5

4.5 < 5.5

5.5 < 6.5

6.5 < 7.5

40% Common

Equity RatioRating*

< 1.5

1.5 < 2.5

Capital

 11.5 < 12.5

 12.5 < 13.5

 10.5 < 11.5

Current

 7.5 < 8.5

 8.5 < 9.5

 9.5 < 10.5

30% Common

ComEd 2010

Structure

2.5 < 3.5

3.5 < 4.5

35% Common

Equity Ratio Equity Ratio



Credit Opinion: Commonwealth Edison Company

Global Credit Research - 25 Aug 2011

Chicago, Illinois, United States

Ratings

Category Moody's Rating
Outlook Stable
Issuer Rating Baa3
First Mortgage Bonds Baa1
Senior Secured Shelf (P)Baa1
Senior Unsecured Baa3
Commercial Paper P-3
Parent: Exelon Corporation
Outlook Rating(s) Under Review
Issuer Rating *Baa1
Senior Unsecured *Baa1
Subordinate Shelf *(P)Baa2
Pref. Shelf *(P)Baa3
Commercial Paper P-2
ComEd Financing III
Outlook Stable
BACKED Pref. Stock Ba1

* Placed under review for possible downgrade on April 28, 2011 

Contacts

Analyst Phone
A.J. Sabatelle/New York 212.553.4136
William L. Hess/New York 212.553.3837

Key Indicators

[1]Commonwealth Edison Company
2010 2009 2008

(CFO Pre-W/C + Interest) / Interest Expense 3.9x 4.0x 3.9x
(CFO Pre-W/C) / Debt 20% 20% 18%
(CFO Pre-W/C - Dividends) / Debt 15% 16% 18%
Debt / Book Capitalization 39% 40% 42%

[1] All ratios calculated in accordance with the Global Regulated Electric Utilities Rating Methodology using Moody's standard adjustments.

Note: For definitions of Moody's most common ratio terms please see the accompanying User's Guide.

Opinion

Rating Drivers

Regulatory environment shows some improvement but challenges and uncertainty persist

Acceptable ability to recover costs but returns materially below allowed level

Strong credit metrics for rating category

Sizeable capital program

Dispute with IRS remains an overhang credit issue

CFRC 0000038
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Corporate Profile

Commonwealth Edison Company (ComEd) is a regulated electric transmission and distribution company and a subsidiary of Exelon
Corporation (Exelon: Baa1 senior unsecured; under review for possible downgrade). ComEd provides energy delivery services to retail and
wholesale customers in northern Illinois, including the city of Chicago. ComEd is regulated by the Illinois Commerce Commission (ICC) and the
Federal Energy Regulatory Commission (FERC). At June 30, 2011, ComEd had total assets of $22.35 billion.

SUMMARY RATING RATIONALE

ComEd's Baa3 senior unsecured rating primarily reflects an improved but still challenging state regulatory environment in which the company
operates, strong credit metrics for the rating category, and a fairly smooth implementation of procurement activities conducted under the Illinois
Power Agency (IPA). The rating recognizes a generally mediocre outcome to the company's most recent rate case, the regional economy
which is highly diversified helping to mitigate any financial impact from the slow recovery, as well as the company's ongoing exposure to
litigation risk with the IRS.

DETAILED RATING CONSIDERATIONS

Regulatory environment improved but challenges and uncertainty remain

An important factor in the rating methodology for Regulated Electric and Gas Utilities is the credit supportiveness of the regulatory framework.

ComEd's rating recognizes an improved, but still challenging regulatory environment that continues to persist for electric utilities in Illinois
leading to lingering concerns about the framework's predictability. The state's investor-owned utilities operate under a regulatory framework
where rate cases are based largely on an historical test year and where decisions are required to be rendered approximately eleven months
after a filing. Regulatory lag persists, particularly, when an utility is undergoing a large capital investment program. Additionally, actions by
consumer groups and by the Illinois Attorney General have had negative implications for previous and prospective rate case decisions. The
Illinois Appellate Court, acting on a motion from the Illinois Attorney General and other interested parties, reversed a portion of an otherwise,
credit supportive decision rendered by the Illinois Commerce Commission (ICC) in September 2008. The Court's action reduced the approved
regulatory treatment for post-test year additions to rate base and disallowed the use of a rider which had provided prompt recovery of
automated metering infrastructure costs. In both cases, the Court's decision exacerbated the regulatory lag that ComEd faces and draws into
question the predictability and durability of the state's regulatory framework for electric utilities. In the end, about $77 million of the original $274
million rate increase may be reduced subject to an ICC refund proceeding. This Court decision led to an $85 million reduction in ComEd's
distribution rate case request.

To that end, ComEd and Ameren, which owns electric utilities in the southern portion of the state, are working with state legislators to enact
legislation that would facilitate the modernization of Illinois' electric grid. The legislation includes a policy-based approach that would provide a
more predictable ratemaking system enabling utilities to modernize the electric grid at a faster pace than the current regulatory framework
affords the state's utilities.

The Illinois Energy Infrastructure Modernization Act (SB 1652) was passed by the Illinois General Assembly on May 31, 2011. SB 1652 provides
greater certainty related to the recovery of costs by a utility through a pre-established formula, but would still allow the ICC and interveners the
opportunity to review the prudence and reasonableness of costs incurred. If the legislation were to be enacted, ComEd would anticipate filing
annual electric distribution formula rate cases and investing an additional $2.6 billion in capital expenditures over the next ten years to
modernize its system and implement smart grid technology. These investments would be incremental to ComEd's historical level of capital
expenditures which have averaged around $900 million .

While the bill passed the Illinois General Assembly, the Governor has indicated that he may veto the bill in its current form. Final passage of the
bill would be viewed favorably by Moody's as it would help to address regulatory lag and enable ComEd to earn returns closer to the company's
authorized return.

Notwithstanding the potential positive credit developments that could follow from SB 1652, we continue to view the state's regulatory framework
for electric utilities as being less reliable and unpredictable and, as such, continue to score the regulatory framework within Illinois as being
below investment grade or at Ba.

Ability to recover costs and earn returns is acceptable

We score ComEd's ability to recover costs and earn reasonable returns as being marginally acceptable and consistent with the lowest end of
the Baa range. While the original 2008 rate decision reflected 75% of the company's request, the Appellate Court decision, described above,
reduced the final decision by up to $77 million, resulting in a decision which represented slightly more than 50% of the original request. In the
2010 electric distribution rate case, the ICC on May 24, 2011 issued an mediocre rate order resulting in a $143 million rate increase, based
upon 10.5% ROE, which represented 42% of the $343 million revised request. The order has been appealed to the Illinois Courts by several
parties, including ComEd. Moody's calculates that actual returns for ComEd to be closer to the mid-single digit percentile which is substantially
below the authorized returns.

Material Capital Investment

Over the past several years, ComEd's capital expenditure program has approximated around $950 million each year to maintain and strengthen
the transmission and distribution network in and around its service territory, and to improve overall reliability for customers. Prospectively, we
anticipate that capital spending for infrastructure and maintenance to be slightly in excess of $1 billion each year. Like most distribution and
transmission systems that serve large metropolitan areas, continued capital investment is important for maintaining system reliability, given the
age of these systems.

Strong Credit Metrics for the Current Rating

Notwithstanding the 2010 Appellate court decision, which reduced the 2007 rate case by up to $77 million and the very mediocre outcome to the
company's 2010 rate case, ComEd's standalone financial metrics remain strong for a minimum investment grade rated transmission and
distribution company. Cash flow (CFO pre W/C) to debt has averaged around 19.0%, cash flow coverage of interest expense has averaged
4.0x and retained cash flow to cash has averaged 16% for the past three years, all of which are reflective of a higher Baa rating. Some of this
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financial performance can be attributed to the impact of bonus depreciation, which is not sustainable. We also observe that the parent's
decision to utilize the receipt of bonus depreciation to voluntarily make a sizable contribution to its pension plan as a conservative and credit
supportive action. Prospectively, and factoring in the benefits of bonus depreciation in the near-term financial results, we believe that ComEd
will produce credit metrics that will still be somewhat strong for the current Baa3 rating category.

IRS dispute remains an overhang credit issue; Ownership by Exelon beneficial

Exelon, through ComEd, is involved in a tax dispute with the IRS relating to the $2.8 billion tax gain associated with the 1999 sale of ComEd's
fossil generating assets. Exelon deferred about $1.6 billion of the gain under the involuntary conversion provisions of the IRS Code as Exelon
believes that it was economically compelled to sell ComEd's generating plants as a result of the Illinois electric restructuring law. The remaining
$1.2 billion of the gain was deferred by reinvesting the proceeds from the sale in qualifying replacement property under the like-kind exchange
provisions of the IRS Code. The like-kind exchange replacement property purchased by Exelon included interests in three municipal-owned
electric generation facilities which were leased back to the municipalities.

With respect to the above involuntary conversion, Exelon and the IRS reached a nonbinding, preliminary settlement agreement in the third
quarter of 2010. Final resolution of the involuntary conversion and competitive transition charge (CTC) disputes remains subject to finalizing
terms and calculations and executing definitive agreements satisfactory to both parties. Under the terms of the preliminary agreement, Exelon
estimates that the IRS will assess tax and interest of approximately $300 million in 2011 for the years for which there is a resulting tax
deficiency, of which $405 million would be paid by ComEd, $135 million would be received by PECO, $10 million would be paid by affiliate
Exelon Generation (ExGen) with the remainder received by Exelon. In order to stop additional interest from accruing on the expected
assessment, Exelon made a payment in December 2010 to the IRS of $302 million. Exelon expects to receive tax refunds of approximately
$270 million between 2011 and 2014, of which $335 million would be received by ComEd, $40 million would be paid by ExGen and the
remainder paid by Exelon.

With regard to the like-kind exchange transaction, Exelon does not currently believe it is possible to reach a negotiated settlement with the IRS.
A fully successful IRS challenge to Exelon's and ComEd's like-kind exchange transaction would accelerate income tax payments and increase
interest expense related to the deferred tax gain that would become currently payable. At June 30, 2011, the total potential tax and interest
payments could be as much as $840 million, of which $540 million would be paid by ComEd and the remainder by Exelon. Accordingly, Exelon
expects to initiate litigation in the first half of 2012 after the final resolution of the involuntary conversion and CTC settlement.

Liquidity

ComEd's Prime-3 short-term rating for commercial paper reflects our view that the company will maintain adequate liquidity for the next 4
quarters.

ComEd has a $1 billion unsecured revolving credit facility that extends to March 25, 2013. This credit facility is used primarily to provide liquidity
support and for the issuance of letters of credit. As of June 30, 2011, there were no borrowings under the facility; however, $195 million of the
facility is currently used for letters of credit to support tax-exempt debt financing, leaving $805 million for working capital needs. While the credit
agreement does not contain any rating triggers that would affect borrowing access to the commitment and does not require any material
adverse change (MAC) representation for borrowings, there is a requirement to maintain a ratio of net cash flow from operations to net interest
expense at a minimum level of at least 2.0 times. At June 30, 2011 ComEd's ratio of net cash flow from operations to net interest expense was
6.82x. Cash on hand at June 30, 2011 was $94 million.

In January 2011, ComEd issued $600 million of 1.625% First Mortgage Bonds (FMB) due 2014 to be used as an interim source of liquidity for
the January 2011 contribution to Exelon-sponsored pension plans in which ComEd participates and for other general corporate purposes.
Moody's believes that ComEd's receipt of tax benefits from the terms of the involuntary settlement may end up being used to repay a portion of
this obligation at maturity.

For 2010, we calculate that ComEd was $42 million free cash flow positive as internal cash flow of $1.3 billion covered $975 million of capital
expenditures and $313 million of dividends. For the 12 months ending June 30, 2011, we calculate that ComEd was free cash flow negative
$333 million, as operating cash flow was negatively affected by the substantial voluntary funding of ComEd's pension plan, a substantial portion
of it being funded with debt, coupled with continued dividends of $313 million and higher capital investment of $1.017 billion.

ComEd has $347 million of maturing FMB debt due in December 2011 and $450 million of FMB debt due in March 2012. We would anticipate
the company seeking to access the capital markets to refinance a substantial portion of this debt given the capital requirements of the utility.

As of June 30th, we observe that if ComEd lost its investment grade credit rating, it could be required to provide $233 million incremental
collateral.

For more information on Exelon's liquidity, please see the Exelon Credit Opinion on www.moodys.com.

Rating Outlook

ComEd's rating outlook is stable reflecting an expectation that financial results will remain strong for the rating category and will be offset by our
continuing concerns regarding the regulatory compact within Illinois. The stable outlook also incorporates the existence of tax issue with the IRS
which appears to remain an overhang issue for the company.

What Could Change the Rating - Up

The rating can be upgraded if the company continues to produce credit metrics in line with a strong Baa transmission and distribution company
and if the regulatory compact in Illinois becomes more predictable. While we viewed the initial outcome of the September 2008 rate case and
the good working relationship between the utilities and IPA (which assists in power procurement) as tangible steps in the right direction, the
Appellate Court decision coupled with a mediocre June 2011 rate case decision reintroduced uncertainty and less predictability into the
regulatory process. Passage of SB 1652 could be viewed favorably from a regulatory framework and cost recovery standpoint with the passage
of time and could result in our taking a more credit supportive view of the state's regulatory process for electric utilities.

What Could Change the Rating - Down
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The rating could be downgraded if the outcome of a current IRS challenge with respect to certain sale/leaseback transactions affecting Exelon
and ComEd result in substantial cash outflows, or if regulatory decisions deteriorate further over the next year resulting in the company's cash
flow to debt declining below 14.0% or cash flow to interest expense falling below 3.0x for an extended period.

Other Considerations

As depicted below, ComEd's indicated rating under the grid on a historical and projected basis is Baa3 on par with the current senior unsecured
rating.

Rating Factors

Commonwealth Edison Company
                                        

Regulated Electric and Gas Utilities Industry [1][2] Current
12/31/2010

                    Moody's 12-18
month Forward

View* As of
August 2011

          

Factor 1: Regulatory Framework (25%) Measure Score           Measure Score
a) Regulatory Framework                                                   
Factor 2: Ability To Recover Costs And Earn Returns (25%)           Ba                     Ba
a) Ability To Recover Costs And Earn Returns           Baa                     Baa
Factor 3: Diversification (10%)                                                   
a) Market Position (10%)           Baa                     Baa
b) Generation and Fuel Diversity (na)           na                     na
Factor 4: Financial Strength, Liquidity And Key Financial Metrics (40%)                                                   
a) Liquidity (10%)           Baa                     Baa
b) CFO pre-WC + Interest/ Interest (3 Year Avg) (7.5%) 3.9x Baa           4.0 - 4.3x Baa
c) CFO pre-WC / Debt (3 Year Avg) (7.5%) 19.0% Baa           18 - 21% Baa
d) CFO pre-WC - Dividends / Debt (3 Year Avg) (7.5%) 16.2% Baa           15.5 - 15.8% Baa
e) Debt/Capitalization (3 Year Avg) (7.5%) 40.5% A           38.5 - 39.5% A
Rating:                                                   
a) Indicated Rating from Grid           Baa3                     Baa3
b) Actual Rating Assigned           Baa3                     Baa3

                                                  
* THIS REPRESENTS MOODY'S FORWARD VIEW; NOT THE VIEW OF THE
ISSUER; AND UNLESS NOTED IN THE TEXT DOES NOT INCORPORATE
SIGNIFICANT ACQUISITIONS OR DIVESTITURES

                                                  

[1] All ratios are calculated using Moody's Standard Adjustments. [2] As of 12/31/2010(L); Source: Moody's Financial Metrics

© 2011 Moody's Investors Service, Inc. and/or its licensors and affiliates (collectively, "MOODY'S"). All rights reserved.

CREDIT RATINGS ARE MOODY'S INVESTORS SERVICE, INC.'S ("MIS") CURRENT OPINIONS OF THE
RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE
SECURITIES. MIS DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT MEET ITS
CONTRACTUAL, FINANCIAL OBLIGATIONS AS THEY COME DUE AND ANY ESTIMATED FINANCIAL LOSS
IN THE EVENT OF DEFAULT. CREDIT RATINGS DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT
NOT LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS ARE
NOT STATEMENTS OF CURRENT OR HISTORICAL FACT. CREDIT RATINGS DO NOT CONSTITUTE
INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS ARE NOT RECOMMENDATIONS TO
PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES. CREDIT RATINGS DO NOT COMMENT ON THE
SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR INVESTOR. MIS ISSUES ITS CREDIT RATINGS
WITH THE EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL MAKE ITS OWN STUDY
AND EVALUATION OF EACH SECURITY THAT IS UNDER CONSIDERATION FOR PURCHASE, HOLDING, OR
SALE.

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY LAW, INCLUDING BUT NOT LIMITED TO,
COPYRIGHT LAW, AND NONE OF SUCH INFORMATION MAY BE COPIED OR OTHERWISE REPRODUCED,
REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED, REDISTRIBUTED OR RESOLD,
OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR
MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'S PRIOR WRITTEN
CONSENT. All information contained herein is obtained by MOODY'S from sources believed by it to be accurate and
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reliable. Because of the possibility of human or mechanical error as well as other factors, however, all information
contained herein is provided "AS IS" without warranty of any kind. MOODY'S adopts all necessary measures so that
the information it uses in assigning a credit rating is of sufficient quality and from sources Moody's considers to be
reliable, including, when appropriate, independent third-party sources. However, MOODY'S is not an auditor and
cannot in every instance independently verify or validate information received in the rating process. Under no
circumstances shall MOODY'S have any liability to any person or entity for (a) any loss or damage in whole or in part
caused by, resulting from, or relating to, any error (negligent or otherwise) or other circumstance or contingency within
or outside the control of MOODY'S or any of its directors, officers, employees or agents in connection with the
procurement, collection, compilation, analysis, interpretation, communication, publication or delivery of any such
information, or (b) any direct, indirect, special, consequential, compensatory or incidental damages whatsoever
(including without limitation, lost profits), even if MOODY'S is advised in advance of the possibility of such damages,
resulting from the use of or inability to use, any such information. The ratings, financial reporting analysis, projections,
and other observations, if any, constituting part of the information contained herein are, and must be construed solely
as, statements of opinion and not statements of fact or recommendations to purchase, sell or hold any securities.
Each user of the information contained herein must make its own study and evaluation of each security it may
consider purchasing, holding or selling. NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY,
TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY
SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY MOODY'S IN ANY FORM OR
MANNER WHATSOEVER.

MIS, a wholly-owned credit rating agency subsidiary of Moody's Corporation ("MCO"), hereby discloses that most
issuers of debt securities (including corporate and municipal bonds, debentures, notes and commercial paper) and
preferred stock rated by MIS have, prior to assignment of any rating, agreed to pay to MIS for appraisal and rating
services rendered by it fees ranging from $1,500 to approximately $2,500,000. MCO and MIS also maintain policies
and procedures to address the independence of MIS's ratings and rating processes. Information regarding certain
affiliations that may exist between directors of MCO and rated entities, and between entities who hold ratings from MIS
and have also publicly reported to the SEC an ownership interest in MCO of more than 5%, is posted annually at
www.moodys.com under the heading "Shareholder Relations — Corporate Governance — Director and Shareholder
Affiliation Policy."

Any publication into Australia of this document is by MOODY'S affiliate, Moody's Investors Service Pty Limited ABN 61
003 399 657, which holds Australian Financial Services License no. 336969. This document is intended to be provided
only to "wholesale clients" within the meaning of section 761G of the Corporations Act 2001. By continuing to access
this document from within Australia, you represent to MOODY'S that you are, or are accessing the document as a
representative of, a "wholesale client" and that neither you nor the entity you represent will directly or indirectly
disseminate this document or its contents to "retail clients" within the meaning of section 761G of the Corporations
Act 2001.

Notwithstanding the foregoing, credit ratings assigned on and after October 1, 2010 by Moody's Japan K.K. (“MJKK”)
are MJKK's current opinions of the relative future credit risk of entities, credit commitments, or debt or debt-like
securities. In such a case, “MIS” in the foregoing statements shall be deemed to be replaced with “MJKK”. MJKK is a
wholly-owned credit rating agency subsidiary of Moody's Group Japan G.K., which is wholly owned by Moody’s
Overseas Holdings Inc., a wholly-owned subsidiary of MCO.

This credit rating is an opinion as to the creditworthiness or a debt obligation of the issuer, not on the equity securities
of the issuer or any form of security that is available to retail investors. It would be dangerous for retail investors to
make any investment decision based on this credit rating. If in doubt you should contact your financial or other
professional adviser.
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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
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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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