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Rating Action: Moody's downgrades Avista Corp. to Baa2, outlook stable

20 Dec 2018

Approximately $1.1 billion of securities affected

New York, December 20, 2018 -- Moody's Investors Service ("Moody's") today downgraded Avista Corp.'s
(Avista) issuer rating to Baa2 from Baa1, its senior secured and first mortgage bond ratings to A3 from A2 and
the trust preferred securities rating at Avista Corp. Capital II to Baa3 from Baa2. The outlook for Avista is
stable.

"Avista's cash flow is lower primarily due to tax reform, resulting in financial metrics in the mid-teens range"
stated Nana Hamilton, Analyst. "In addition, Moody's sees less predictability with the regulatory outcomes in
Washington and room for the company to better manage its relationship with the commission."

Downgrades:

..Issuer: Avista Corp.

.... Issuer Rating, Downgraded to Baa2 from Baa1

....Senior Secured First Mortgage Bonds, Downgraded to A3 from A2

....Underlying Senior Secured First Mortgage Bonds, Downgraded to A3 from A2

....Senior Secured Medium-Term Note Program, Downgraded to (P)A3 from (P)A2

....Senior Secured Regular Bond/Debenture, Downgraded to A3 from A2

....Senior Unsecured Medium-Term Note Program, Downgraded to (P)Baa2 from (P)Baa1

..Issuer: Avista Corp. Capital II

....Pref. Stock, Downgraded to Baa3 from Baa2

Outlook Actions:

..Issuer: Avista Corp.

....Outlook, Changed To Stable From Negative

..Issuer: Avista Corp. Capital II

....Outlook, Changed To Stable From Negative

RATINGS RATIONALE

Pre-tax reform, deferred income taxes constituted a significant portion of Avista's operating cash flow. For
example, in 2016, over a third of operating cash flow was associated with deferred taxes. Between 2013 to
2017, deferred taxes averaged about 26% of cash flow. With the lower tax rate and loss of bonus depreciation
from tax reform, Avista's ratio of cash flow to debt over the next two years should be around 16%.

The Baa2 rating also looks at Avista's less predictable regulatory outcomes in Washington, where the
company generates about 60% of its revenue. Although the state has some credit supportive mechanisms,
such as revenue decoupling, the use of historic test years results in the need file general rate cases more
frequently. In August 2018, rate base attrition adjustments, which are considered to be credit supportive, were
ruled by the Washington Court of Appeals as against the state's used and useful law. This legal decision was
part of an ongoing review of Avista's 2015 Washington rate case.

Separately, in April 26, 2018, the Washington Utilities and Transportation Commission (WUTC) issued a final
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order in Avista's most recent electric and natural gas general rate cases filed on May 26, 2017. Although Avista
had requested three-year electric and gas rate plans in its original filing, the WUTC's order provided for new
rates effective May 1, 2018 for one year. In its order, the WUTC approved a net electric revenue increase of
$10.8 million and a net natural gas revenue decrease of $2.1 million, both including the impacts from the tax
cuts and jobs act (TCJA). Both electric and natural gas rate orders were based on a slightly below industry
average ROEs of 9.5% and equity layers of 48.5%. In addition, the WUTC agreed to withhold $10.4 million of
the electric excess deferred federal income taxes that resulted from TCJA for the purpose of accelerating the
depreciation schedule for Colstrip Units 3 and 4 to reflect a remaining useful life of those units through
December 31, 2027.

Although Moody's considers the outcome of the rate case as neutral from a credit perspective, the company's
relationship with the Washington commission has been more contentious than other peers'. For example,
Avista's February 2016 rate filing was rejected by the WUTC in December 2016, and the company's request for
reconsideration of the decision was rejected by the commission in February 2017.

On 5 December 2018, the WUTC rejected Hydro One Limited's (HOL) proposed acquisition of Avista,
concluding that the proposed merger agreement is not in the best interest of Avista or its customers from a
political and financial risk perspective. Avista and HOL have filed a petition for reconsideration of Washington's
decision and decisions from Idaho and Oregon on the acquisition are still pending.

Outlook

The stable outlook incorporates a view that Avista's financial profile will maintain a ratio of cash flow from
operations pre-working capital (CFO pre-WC) to debt in the mid-teens range and assumes that the utility will
receive adequate cost recovery within its regulatory jurisdictions. The stable outlook also incorporates a view
that the proposed acquisition by HOL is unlikely to be completed and that unregulated operations will remain
below 15% of consolidated earnings and cash flow.

What could change the rating -- Up

A rating upgrade could be considered with a demonstrated improvement in regulatory relationships or with
CFO pre-WC to debt above 19% on a sustainable basis and CFO pre-WC less dividends to debt above 13%
on a sustained basis.

What could change the rating -- Down

A downgrade could be considered if there was a sustained depredation of regulatory relationships or if CFO
pre-WC to debt deteriorated to below 14% on a consistent basis. A rating downgrade could also be considered
if, in the event of a successful completion of the HOL acquisition, Avista is required to provide direct financial
support of HOL's acquisition debt.

The principal methodology used in these ratings was Regulated Electric and Gas Utilities published in June
2017. Please see the Rating Methodologies page on www.moodys.com for a copy of this methodology.

REGULATORY DISCLOSURES

For ratings issued on a program, series or category/class of debt, this announcement provides certain
regulatory disclosures in relation to each rating of a subsequently issued bond or note of the same series or
category/class of debt or pursuant to a program for which the ratings are derived exclusively from existing
ratings in accordance with Moody's rating practices. For ratings issued on a support provider, this
announcement provides certain regulatory disclosures in relation to the credit rating action on the support
provider and in relation to each particular credit rating action for securities that derive their credit ratings from
the support provider's credit rating. For provisional ratings, this announcement provides certain regulatory
disclosures in relation to the provisional rating assigned, and in relation to a definitive rating that may be
assigned subsequent to the final issuance of the debt, in each case where the transaction structure and terms
have not changed prior to the assignment of the definitive rating in a manner that would have affected the
rating. For further information please see the ratings tab on the issuer/entity page for the respective issuer on
www.moodys.com.

For any affected securities or rated entities receiving direct credit support from the primary entity(ies) of this
credit rating action, and whose ratings may change as a result of this credit rating action, the associated
regulatory disclosures will be those of the guarantor entity. Exceptions to this approach exist for the following
disclosures, if applicable to jurisdiction: Ancillary Services, Disclosure to rated entity, Disclosure from rated
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entity.

Regulatory disclosures contained in this press release apply to the credit rating and, if applicable, the related
rating outlook or rating review.

Please see www.moodys.com for any updates on changes to the lead rating analyst and to the Moody's legal
entity that has issued the rating.

Please see the ratings tab on the issuer/entity page on www.moodys.com for additional regulatory disclosures
for each credit rating.

Nana Hamilton
Asst Vice President - Analyst
Infrastructure Finance Group
Moody's Investors Service, Inc.
250 Greenwich Street
New York, NY 10007
U.S.A.
JOURNALISTS: 1 212 553 0376
Client Service: 1 212 553 1653

Michael G. Haggarty
Associate Managing Director
Insfrastructure Finance Group
JOURNALISTS: 1 212 553 0376
Client Service: 1 212 553 1653

Releasing Office:
Moody's Investors Service, Inc.
250 Greenwich Street
New York, NY 10007
U.S.A.
JOURNALISTS: 1 212 553 0376
Client Service: 1 212 553 1653

© 2018 Moody’s Corporation, Moody’s Investors Service, Inc., Moody’s Analytics, Inc. and/or their licensors and
affiliates (collectively, “MOODY’S”). All rights reserved. 

CREDIT RATINGS ISSUED BY MOODY'S INVESTORS SERVICE, INC. AND ITS RATINGS
AFFILIATES (“MIS”) ARE MOODY’S CURRENT OPINIONS OF THE RELATIVE FUTURE CREDIT
RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES, AND
MOODY’S PUBLICATIONS MAY INCLUDE MOODY’S CURRENT OPINIONS OF THE RELATIVE
FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE
SECURITIES. MOODY’S 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 AND MOODY’S OPINIONS INCLUDED IN MOODY’S
PUBLICATIONS ARE NOT STATEMENTS OF CURRENT OR HISTORICAL FACT. MOODY’S
PUBLICATIONS MAY ALSO INCLUDE QUANTITATIVE MODEL-BASED ESTIMATES OF CREDIT
RISK AND RELATED OPINIONS OR COMMENTARY PUBLISHED BY MOODY’S ANALYTICS, INC.
CREDIT RATINGS AND MOODY’S PUBLICATIONS DO NOT CONSTITUTE OR PROVIDE
INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS AND MOODY’S PUBLICATIONS
ARE NOT AND DO NOT PROVIDE RECOMMENDATIONS TO PURCHASE, SELL, OR HOLD
PARTICULAR SECURITIES. NEITHER CREDIT RATINGS NOR MOODY’S PUBLICATIONS
COMMENT ON THE SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR INVESTOR.
MOODY’S ISSUES ITS CREDIT RATINGS AND PUBLISHES MOODY’S PUBLICATIONS WITH THE
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EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL, WITH DUE CARE, MAKE
ITS OWN STUDY AND EVALUATION OF EACH SECURITY THAT IS UNDER CONSIDERATION FOR
PURCHASE, HOLDING, OR SALE.  

MOODY’S CREDIT RATINGS AND MOODY’S PUBLICATIONS ARE NOT INTENDED FOR USE BY RETAIL
INVESTORS AND IT WOULD BE RECKLESS AND INAPPROPRIATE FOR RETAIL INVESTORS TO USE
MOODY’S CREDIT RATINGS OR MOODY’S PUBLICATIONS WHEN MAKING AN INVESTMENT DECISION.
IF IN DOUBT YOU SHOULD CONTACT YOUR FINANCIAL OR OTHER PROFESSIONAL ADVISER. 

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. 

CREDIT RATINGS AND MOODY’S PUBLICATIONS ARE NOT INTENDED FOR USE BY ANY PERSON AS A
BENCHMARK AS THAT TERM IS DEFINED FOR REGULATORY PURPOSES AND MUST NOT BE USED IN
ANY WAY THAT COULD RESULT IN THEM BEING CONSIDERED A BENCHMARK. 

All information contained herein is obtained by MOODY’S from sources believed by it to be accurate and
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 or in preparing the Moody’s publications. 

To the extent permitted by law, MOODY’S and its directors, officers, employees, agents, representatives,
licensors and suppliers disclaim liability to any person or entity for any indirect, special, consequential, or
incidental losses or damages whatsoever arising from or in connection with the information contained herein or
the use of or inability to use any such information, even if MOODY’S or any of its directors, officers, employees,
agents, representatives, licensors or suppliers is advised in advance of the possibility of such losses or
damages, including but not limited to: (a) any loss of present or prospective profits or (b) any loss or damage
arising where the relevant financial instrument is not the subject of a particular credit rating assigned by
MOODY’S. 

To the extent permitted by law, MOODY’S and its directors, officers, employees, agents, representatives,
licensors and suppliers disclaim liability for any direct or compensatory losses or damages caused to any
person or entity, including but not limited to by any negligence (but excluding fraud, willful misconduct or any
other type of liability that, for the avoidance of doubt, by law cannot be excluded) on the part of, or any
contingency within or beyond the control of, MOODY’S or any of its directors, officers, employees, agents,
representatives, licensors or suppliers, arising from or in connection with the information contained herein or the
use of or inability to use any such information. 

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. 

Moody’s Investors Service, Inc., 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 Moody’s Investors Service, Inc. have,
prior to assignment of any rating, agreed to pay to Moody’s Investors Service, Inc. 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 “Investor Relations — Corporate
Governance — Director and Shareholder Affiliation Policy.” 
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Additional terms for Australia only: Any publication into Australia of this document is pursuant to the Australian
Financial Services License of MOODY’S affiliate, Moody’s Investors Service Pty Limited ABN 61 003 399
657AFSL 336969 and/or Moody’s Analytics Australia Pty Ltd ABN 94 105 136 972 AFSL 383569 (as
applicable). 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. MOODY’S credit rating is an
opinion as to the creditworthiness of 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 reckless and inappropriate for retail investors
to use MOODY’S credit ratings or publications when making an investment decision. If in doubt you should
contact your financial or other professional adviser. 

Additional terms for Japan only: Moody's Japan K.K. (“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. Moody’s SF Japan K.K. (“MSFJ”) is a wholly-owned credit rating agency subsidiary of
MJKK. MSFJ is not a Nationally Recognized Statistical Rating Organization (“NRSRO”). Therefore, credit
ratings assigned by MSFJ are Non-NRSRO Credit Ratings. Non-NRSRO Credit Ratings are assigned by an
entity that is not a NRSRO and, consequently, the rated obligation will not qualify for certain types of treatment
under U.S. laws. MJKK and MSFJ are credit rating agencies registered with the Japan Financial Services
Agency and their registration numbers are FSA Commissioner (Ratings) No. 2 and 3 respectively. 

MJKK or MSFJ (as applicable) hereby disclose that most issuers of debt securities (including corporate and
municipal bonds, debentures, notes and commercial paper) and preferred stock rated by MJKK or MSFJ (as
applicable) have, prior to assignment of any rating, agreed to pay to MJKK or MSFJ (as applicable) for
appraisal and rating services rendered by it fees ranging from JPY200,000 to approximately JPY350,000,000. 

MJKK and MSFJ also maintain policies and procedures to address Japanese regulatory requirements.
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INFRASTRUCTURE AND PROJECT FINANCE

CREDIT OPINION
28 July 2020

Update

RATINGS

Avista Corp.
Domicile Spokane, Washington,

United States

Long Term Rating Baa2

Type LT Issuer Rating

Outlook Stable

Please see the ratings section at the end of this report
for more information. The ratings and outlook shown
reflect information as of the publication date.

Contacts

Edna R Marinelarena +1.212.553.1383
Analyst
edna.marinelarena@moodys.com

Domenic Giovannone +1.212.553.1647
Associate Analyst
domenic.giovannone@moodys.com

Ryan Wobbrock +1.212.553.7104
VP-Sr Credit Officer
ryan.wobbrock@moodys.com

Michael G. Haggarty +1.212.553.7172
Associate Managing Director
michael.haggarty@moodys.com

Jim Hempstead +1.212.553.4318
MD-Utilities
james.hempstead@moodys.com

CLIENT SERVICES

Americas 1-212-553-1653

Asia Pacific 852-3551-3077

Japan 81-3-5408-4100

EMEA 44-20-7772-5454

Avista Corp.
Update to credit analysis

Summary
Avista Corporation's (Avista) credit profile reflects its primary business as a low-risk vertically
integrated electric and gas utility with supportive cost recovery mechanisms, such as electric
and gas decoupling. The credit further incorporates the company's adequate track record
with its primary regulator, the Washington Utilities and Transportation Commission (WUTC).
Although Avista has experienced some relatively contentious proceedings in the past, we
expect regulatory outcomes to become more predictable over time because of the May 2019
passage of a new clean energy bill in Washington. The bill is credit positive for Avista because
it clarifies the WUTC's authority to consider and implement various constructive regulatory
mechanisms including multiyear rate plans and performance and incentive-based regulation.

Avista's credit is constrained by lower key metrics driven by issuance of new debt to support
liquidity and fund capex. We expect key metrics including CFO pre-WC to debt to be at
about 14% over the next several years and should improve as the company files more
frequent rate cases to recover costs. Avista has some unregulated exposure in addition to
its ownership of regulated utility Alaska Electric Light and Power (AEL&P, Baa3 Stable) that
provides marginal operational and cash flow diversity, but remain neutral in terms of our
view of Avista's credit.

COVID-19 Developments
The rapid spread of the coronavirus outbreak, severe global economic shock, low oil prices
and asset price volatility are creating a severe and extensive credit shock across many sectors,
regions and markets. The combined credit effects of these developments are unprecedented.
We regard the coronavirus outbreak as a social risk under our ESG framework, given the
substantial implications for public health and safety.

We expect Avista and its subsidiaries to be resilient to recessionary pressures related to the
coronavirus because of its primary rate regulated, essential service business model and cost
recovery framework. Nevertheless, we are watching for electric usage declines, utility bill
payment delinquency and the regulatory response to counter these effects on earnings and
cash flow. As the events related to the coronavirus unfold, we are taking into consideration
a wider range of potential outcomes, including more severe downside scenarios. The effects
of the pandemic could result in financial metrics that are weaker than expected; however, we
see these issues as temporary and not reflective of the core operations or long-term financial
or credit profile of the company
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MOODY'S INVESTORS SERVICE INFRASTRUCTURE AND PROJECT FINANCE

Exhibit 1

Historical CFO pre-WC, Total Debt and CFO pre-WC to Debt
$ in millions
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Source: Moody's Financial Metrics

Credit Strengths

» Low-risk, $3.4 billion rate base utility with supportive cost recovery mechanisms

» Track record of strong cash flow generation

» 2019 clean energy bill provides for additional credit positive regulatory tools

Credit Challenges

» Limited financial buffer expected over next three years

» Delayed cost recovery due to historic test year requirement

» History of contentious regulatory proceedings

Rating Outlook
The stable outlook incorporates our view that Avista's financial profile will remain adequate over the next several years with CFO pre-
WC to debt at about 14%. In addition, the stable outlook assumes Avista will receive adequate cost recovery authorizations within its
regulatory jurisdictions and that unregulated operations will remain below 15% of consolidated earnings and cash flow.

Factors that Could Lead to an Upgrade
A rating upgrade is unlikely over the next 12 to 18 months given expectation of narrowed financial performance as a result of higher
debt coupled with delayed plans to file rate cases as a result of economic impacts from the coronavirus. An upgrade could occur
if financial metrics improve such that CFO pre-WC to debt was above 19% and CFO pre-WC less dividend was above 13% on a
consistent basis. Additionally, a demonstrated improvement in regulatory environment and relationship will remain a key rating driver.

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.

2          28 July 2020 Avista Corp.: Update to credit analysis
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MOODY'S INVESTORS SERVICE INFRASTRUCTURE AND PROJECT FINANCE

Factors that Could Lead to a Downgrade
A rating downgrade could result should there be a degradation of regulatory relationships resulting in inadequate cost recovery and
CFO pre-WC to debt dropping below 14% on a sustained basis.

Key Indicators

Exhibit 2

Avista Corp. [1]

Dec-16 Dec-17 Dec-18 Dec-19 LTM Mar-20

CFO Pre-W/C + Interest / Interest 5.4x 5.2x 4.5x 4.3x 4.2x

CFO Pre-W/C / Debt 19.4% 19.7% 15.6% 15.0% 14.8%

CFO Pre-W/C – Dividends / Debt 15.0% 15.2% 11.3% 10.6% 10.4%

Debt / Capitalization 44.5% 48.4% 50.5% 49.2% 49.4%

[1] All ratios are based on 'Adjusted' financial data and incorporate Moody's Global Standard Adjustments for Non-Financial Corporations. Financial Metrics™
Source: Moody's Financial Metrics

Profile
Avista is primarily an electric and natural gas utility whose Avista Utilities operating division provides electric transmission and
distribution, and natural gas distribution services in parts of eastern Washington and northern Idaho. Avista Utilities also provide
natural gas distribution service in parts of northeastern and southwestern Oregon. The utility has electric generating facilities in
Washington, Idaho, Oregon and Montana and also supplies electricity to a small number of customers in Montana. For the three
months ended 31 March 2020, Avista Utilities averaged over 394,000 electric and over 362,000 gas customers.

Avista owns Alaska Energy and Resources Company (AERC; not rated), parent of Alaska Electric Light and Power Company (AEL&P;
Baa3 Stable) which serves around 17,000 electric customers in Juneau, Alaska.

Avista's utility operations are regulated by the Washington Utilities and Transportation Commission (WUTC), the Idaho Public Utilities
Commission (IPUC), the Oregon Public Utility Commission (OPUC) and the Montana Public Service Commission (MPSC). AEL&P is
under the purview of the Regulatory Commission of Alaska (RCA).

2019 earnings contribution breakdown Exhibit 4

Rate base by jurisdiction

Avista Utilities
96%

AELP
4%

Excludes other segments
Source: Avista Corp. Filings

Idaho
29%

Washington
63%

Oregon
8%

As of 31 March 2020, excludes AEL&P
Source: Company Documents & Moody's Investors Service

3          28 July 2020 Avista Corp.: Update to credit analysis
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MOODY'S INVESTORS SERVICE INFRASTRUCTURE AND PROJECT FINANCE

Detailed Credit Considerations
Strong cash flow producer with narrow financial metrics expected over next three years
Avista has a history of strong cash flow production averaging about $360 million from 2014 to 2019. Deferred income taxes historically
constituted a significant portion of Avista's operating cash flow, which averaged 30% over the 2014 to 2017 period. Post tax reform,
Avista's reliance on deferred income reduced annually reaching about zero as of LTM Q120 (see Exhibit 5). The loss of deferred tax
resulted in lower financial metrics ranging in the midteens over the last two years.

Exhibit 5

Reduced reliance on deferred income taxes will continue
Historical CFO and deferred income taxes
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Source: Moody's Investors Service

We expect cash flow generation will continue to be strong although financial metrics will be weakened over the medium-term as a
result of additional debt to support liquidity and capital investment. As highlighted in Exhibit 6, CFO pre-WC to debt in 2020 is likely
to be just under 14% and sustain at about 14% through 2022. Avista intends to file a general rate case in Washington and Idaho in late
2020, which is the driver behind the improved CFO in the later year of the forecast period.

Because of historic test year requirements, Avista has experienced cash flow lags over the past several years. Management intended
to improve the lag by filing rate cases more frequently, but the coronavirus driven economic downturn delayed plans to file until
late 2020. Any outcome thereafter will not be effective until late 2021. Although the company's financial buffer will be limited over
the next several years, we expect performance will be close to forecast because the company has a strong track record of producing
consistent financial results in line with expectations.

Exhibit 6

Stable financial metrics through 2022 with improved flexibility in 2023
Historical and forecast CFO pre-WC to debt
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MOODY'S INVESTORS SERVICE INFRASTRUCTURE AND PROJECT FINANCE

We do not anticipate a material financial impact from the economic slowdown caused by COVID-19. Similar to other states,
Washington, Idaho and Oregon shutdown economic activity affecting sales primarily in March and April. Management reports a
modest overall decline in electric load driven by higher residential usage offsetting load loss in commercial and industrial customer
class; natural gas demand was within normal bounds. Favorably, Avista benefits from decoupling and other cost recovery mechanisms,
which mitigates effects from load loss within residential and commercial customers. The company instituted cost savings to offset
any additional negative impacts from the coronavirus and filed requests to recover costs associated with COVID-19 with all regulatory
jurisdictions.

Credit supportive regulatory jurisdictions with adequate track record for cost recovery
Washington
We view Avista's regulatory jurisdictions to be generally credit supportive. The Washington Utilities and Transportation Commission
(WUTC), which regulates roughly 60% of the company's rate base and revenue, has electric and gas decoupling mechanisms which
allow for timely recovery of fixed costs for the utility and drive stable and predictable gross margin and cash flow in the face of
declining use. Even so, the use of historic test years result in the need for Avista to file general rate cases frequently to recover and earn
on investments.

Avista filed its most recent electric and natural gas general rate cases on 30 April 2019 with WUTC and reached a partial settlement
in November 2019. The commission approved the settlement in March 2020. The partial settlement allows for a one year rate plan
increasing electric revenue by $28.5 million and natural gas revenue by $8 million effective 1 April 2020. The agreement is based on
an ROE of 9.4% and equity layer of 48.5%, which are slightly below industry averages. Additionally, the settlement includes provisions
for cost recovery associated with Colstrip units 3 and 4 decommissioning and remediation (D&R) expenses estimated at about $33
million as of 31 March 2020 and ability to accelerate depreciation to 2025 in recognition of the state's new energy bill requirements.
The original filing was for a two-year rate plan that included a $45.8 million increase in annual electric revenue and a $12.9 million
increase in annual natural gas revenue effective April 2020 and a $18.9 million increase for annual electric revenue and a $6.5 million
increase for annual natural gas revenue effective April 2021. The request was based on a 9.9% ROE and 50% equity layer. Additionally,
the order disallowed Avista recovery of costs associated with a 2018 Colstrip plant outage, ruling Avista failed to prove the costs were
prudently incurred. Total costs were about $3 million.

While we consider the last two Washington rate case outcomes as neutral from a credit perspective, the company has had a somewhat
contentious regulatory relationship in recent years particularly related to credit supportive mechanisms that would allow for faster cost
recovery. In an ongoing review of Avista's 2015 rate case, the rate base attrition adjustments, which we considered credit supportive,
were ruled by the Washington Court of Appeals in August 2018 as against the state’s used and useful law. Subsequently, both the Court
of Appeals and Superior Court terminated and remanded the case back to the WUTC to recalculate Avista's rates without the attrition
adjustment used in the final order. On 06 March 2020, the WUTC issued a final order which concluded the 2015 rate case review. The
order required Avista reimburse customers a total of $8.4 million or $4.9 million to electric customers and $3.5 million to natural gas
customers.

Idaho
Avista reached an all parties settlement on 11 October 2019 for its electric general rate case filed 10 June 2019. The settlement,
which was approved on 1 December 2019 by IPUC, included a revenue reduction of $7.18 million effective 1 December 2019. The
approved revenue decrease was based on a 9.5% ROE and a 50% equity ratio, which were in line with prior approved levels. Avista
requested a revenue increase of about $5.3 million that included costs associated with their wind generation PPAs in base rates
instead of continuation of the Power Cost Adjustment (PCA) mechanism. The settlement approved continuation of the PCA instead of
inclusion in base rates. Avista was authorized electric and gas decoupling mechanisms, known as Fix Cost Adjustment (FCA) in Idaho, in
December 2015 for a three-year period beginning 1 January 2016. The company filed a request for continuation, and the IPUC approved
the request on 17 December 2019.

Oregon
The company filed its latest natural gas rate case on 16 March 2020 seeking a $6.8 million or 6.8% base rate increase. Management
expects proceedings to move along and could reach an overall settlement with effective rates mid January 2021. On 9 October
2019, the OPUC approved an all-party natural gas rate settlement filed in August 2019 taking effect 15 January 2020. The approved
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settlement increases natural gas revenue by $3.6 million and maintains the 9.4% ROE and a 50% equity layer. As part of its March
2016 rate case order in Oregon, Avista is allowed to implement a revenue per customer decoupling mechanism.

Alaska
AELP lowered customer rates by 6.7% or $2.4 million annually effective 1 August 2018 to reflect the lower tax rate associated with
tax reform. The RCA also approved AELP's proposal to refund to customers a one-time credit equal to the 6.7% rate reduction for 1
January through 31 July 2018. The utility completed the refund during the third quarter of 2018. The impact of the TCJA on AELP’s
deferred income taxes will be addressed in its next general rate case to be filed by August 30, 2021. AELP's allowed ROE of 11.95% and
equity layer of 58.18% is above the average of authorized returns for the industry, a credit positive. However, we note that Alaska has a
statutory period of 450 days or approximately 15 months to decide on rate cases, the longest in the nation and has not authorized cash
flow stabilizing mechanisms such as revenue decoupling.

Washington's clean energy bill enhances regulatory framework
In May 2019, Washington State Governor Jay Inslee signed a package of clean energy legislation including the 100% clean energy and
regulatory reform bill (SB 5116). We expect Avista's regulatory environment to strengthen as a result of passage of this legislation. The
bill requires electric utilities to eliminate coal-fired generation by 2025, transition the state's electricity supply to 80% renewables and
100% carbon neutral power by 2030 and be 100% carbon free by 2045. We view the law as credit positive because it includes the
potential for enhanced cost recovery mechanisms that can improve utility financial performance and provides a legal and regulatory
framework to reduce carbon exposure risks.

Compliance with the law will require significant investment and an overhaul of existing state electric infrastructure. However, the law
acknowledges the WUTC's authority to implement performance and incentive based regulation, multiyear rate plans and other “flexible
regulatory mechanisms” to achieve the state's public interest objectives. Importantly, the law also recognizes that the policy must
include safeguards that do not impair the reliability of the electricity system nor impose unreasonable costs on utility customers.

Some of the key components of SB 5116 include: four year clean energy implementation plans to be filed and approved beginning in
2022; successive four year compliance periods to implement WUTC approved clean energy plans for interim goals beginning in 2022;
penalty payments for failure to comply with emissions goals; alternative compliance options (including payments, use of renewable
energy certificates, investment in “energy transformation projects”); and 2% revenue increase caps on compliance costs. It also
promotes energy transformation projects, including support of the electrification of transportation, smart grid investments, distributed
generation and grid resilience, among others. SB 5116 also requires the WUTC to accelerate depreciation schedules for coal generation
resources, including transmission lines, to December 31, 2025, or to allow investor-owned utilities to recover costs in rates for earlier
closure of those facilities.

ESG considerations
From an environmental perspective, Avista has moderate carbon transition risk within the regulated electric and gas utility sector. The
company's electric generation resource mix consists of 34% fossil fuels and 9% coal. The Washington and Idaho commissions agreed
to set aside $11.7 million and $6.4 million, respectively, of TCJA related electric tax benefits to offset costs associated with accelerating
depreciation of Avista's only coal facilities, Colstrip Units 3 and 4. The remaining useful life under the WUTC agreement is 31 December
2025 while the IPUC authorized to 31 December 2027. Colstrip Units 3 & 4 will cease service to Washington customers in 2025 in
line with state requirements. Moody’s framework for assessing carbon transition risk in the utility industry is discussed in “Prudent
regulation key to mitigating risk, capturing opportunities of decarbonization” (2 November 2017).
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Exhibit 7

Avista electric generation mix
As of 31 March 2020

Natural Gas
34%

Coal
9%

Wind
4%Biomass

2%

Hydro
51%

Based on maximum capacity, excludes AEL&P
Source: Avista Corp. Filings

Social considerations include risks associated with safety and reliability of company services and supply, business reputation or
regulatory relations, an aging workforce and ability to hire and retain qualified personnel. With respects to regulatory relations, Avista
has experienced a contentious relationship in the past, we anticipate a more predictable regulatory environment as a result of the 2019
legislative action. Regarding health and safety, we see a rise of social risks associated with the COVID-19 pandemic and its effect on
the health and safety of plant operations. The safety and reliability of service are extremely important and are a key focus for Avista's
utilities.

From a governance perspective, financial and risk management policies including a strong financial profile are important characteristics
for managing environmental and social risks. We view the governance of Avista as strong based on our assessment criteria. Moody's
framework for assessing corporate governance is discussed in “Utilities and power companies – North America Corporate governance
assessments show generally credit-friendly characteristics” (September 19, 2019).

Liquidity Analysis
We expect Avista to maintain adequate liquidity over the next 12-18 months. Avista's external liquidity sources consist of a $400
million senior secured revolving credit facility, which expires in April 2022. At the end of Q120, there was about $182 million available
under the line of credit. Since Avista currently has unsecured investment-grade ratings from two nationally recognized rating agencies,
the company has the option to request the banks to relinquish the existing First Mortgage Bond collateral position. Avista has not
asked for the release, keeping the company as one of the few US regulated utilities to maintain a secured bank credit facility. The
secured nature of the credit facilities constrains Avista's liquidity flexibility, in our opinion, since the typical investment grade issuer
(having an unsecured facility) can use collateral as an option to improve bank credit access during periods of unforeseen liquidity stress.
Avista was in compliance with the facility’s sole covenant of less than 65% capitalization, with a ratio of 53.7% as of 31 March 2020.
We note that the company has no material adverse change language beyond the close of the facility, a credit positive.

AEL&P has a $25 million line of credit which expires in 2024 and requires a consolidated debt to capitalization covenant of 67.5%. As
of 30 March 2020, there were no borrowings or letters of credit outstanding under the facility and AEL&P was in compliance with its
covenant, with a ratio of 52.3%.

Avista entered into $100 million 364-day term loan in April 2020 to support liquidity. Additionally, the company plans to issue
$165 million in long-term debt to refinance the $52 million in senior debt maturing in December 2020 as well as fund capital
spending estimated at $405 million annually through 2024. This is consistent with prior years where the company funds capex with a
combination of long-term debt and equity.
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Exhibit 8

Avista Corp. Debt Maturities
($ in millions)
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Methodology and Scorecard

Exhibit 9

Rating Factors
Avista Corporation

Regulated Electric and Gas Utilities Industry [1][2]   

Factor 1 : Regulatory Framework (25%) Measure Score Measure Score

a) Legislative and Judicial Underpinnings of the Regulatory Framework A A A A

b) Consistency and Predictability of Regulation Baa Baa Baa Baa

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

a) Timeliness of Recovery of Operating and Capital Costs Baa Baa Baa Baa

b) Sufficiency of Rates and Returns Baa Baa Baa Baa

Factor 3 : Diversification (10%)

a) Market Position A A A A

b) Generation and Fuel Diversity A A A A

Factor 4 : Financial Strength (40%)

a) CFO pre-WC + Interest / Interest  (3 Year Avg) 4.6x A 4x - 4.5x Baa

b) CFO pre-WC / Debt  (3 Year Avg) 16.7% Baa 13.6%-14.0% Baa

c) CFO pre-WC – Dividends / Debt  (3 Year Avg) 12.2% Baa 9%-10% Baa

d) Debt / Capitalization  (3 Year Avg) 48.4% Baa 48%-51% Baa

Rating:

Scorecard-Indicated Outcome Before Notching Adjustment Baa1 Baa1

HoldCo Structural Subordination Notching 0 0 0 0

a) Scorecard-Indicated Outcome Baa1 Baa1

b) Actual Rating Assigned Baa2 (P)Baa2

Current 

LTM 3/31/2020

Moody's 12-18 Month Forward 

View

As of Date Published [3]

[1] All ratios are based on 'Adjusted' financial data and incorporate Moody's Global Standard Adjustments for Non-Financial Corporations.
[2] As of 3/31/2020 (LTM)
[3] This represents Moody's forward view; not the view of the issuer; and unless noted in the text, does not incorporate significant acquisitions and divestitures.
Source: Moody’s Financial Metrics™
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Appendix

Exhibit 10

Peer Comparison Table [1]

FYE FYE LTM FYE FYE LTM FYE FYE LTM FYE FYE LTM

(in US millions) Dec-18 Dec-19 Mar-20 Dec-18 Dec-19 Mar-20 Dec-18 Dec-19 Mar-20 Dec-18 Dec-19 Mar-20

Revenue 1,397 1,346 1,353 3,346 3,401 3,422 1,367 1,343 1,384 1,991 2,123 2,082

EBITDA 452 463 458 1,393 1,329 1,331 503 527 507 749 787 754

CFO Pre-W/C / Debt 15.6% 15.0% 14.8% 20.3% 15.1% 18.5% 17.5% 15.3% 17.9% 22.2% 19.7% 21.4%

CFO Pre-W/C – Dividends / Debt 11.3% 10.6% 10.4% 16.5% 11.7% 15.2% 12.2% 9.8% 12.3% 17.8% 15.3% 16.9%

Debt / EBITDA 5.1x 5.1x 5.1x 3.3x 3.6x 3.6x 4.5x 4.5x 4.5x 3.8x 3.8x 3.8x

Debt / Capitalization 50.5% 49.2% 49.4% 49.9% 49.3% 50.3% 43.9% 43.6% 43.5% 49.6% 50.5% 49.6%

EBITDA / Interest Expense 4.4x 4.3x 4.3x 5.7x 5.2x 5.4x 4.5x 4.8x 4.5x 5.5x 5.7x 5.5x

(P)Baa2 Stable Baa1 Stable A3 Stable A3 Stable

Avista Corp. Puget Sound Energy, Inc. Idaho Power Company Portland General Electric Company

[1] All figures & ratios calculated using Moody's estimates & standard adjustments. FYE=Financial Year=End. LTM=Last Twelve Months.
Source: Moody's Financial Metrics

Exhibit 11

Cash Flow and Credit Metrics [1]
($ in millions)

CF Metrics Dec-16 Dec-17 Dec-18 Dec-19 LTM Mar-20

As Adjusted 

     EBITDA                              473                              488                              452                              463                              458 

     FFO  442  389  332  365  355 

-    Div  87  92  98  103  101 

     RCF  355  297  234  262  253 

       FFO  442  389  332  365  355 

+/- ΔWC  (28)  8  4  47  (7)

+/- Other  (56)  15  26  (10)  (10)

     CFO  358  412  362  402  338 

-    Div  87  92  98  103  101 

-    Capex  407  412  424  447  452 

     FCF  (136)  (93)  (160)  (147)  (215)

Debt / EBITDA 4.2x 4.2x 5.1x 5.1x 5.1x

EBITDA / Interest 5.4x 5.0x 4.4x 4.3x 4.3x

FFO / Debt 22.2% 19.0% 14.5% 15.4% 15.2%

RCF / Debt 17.8% 14.5% 10.2% 11.1% 10.8%

Revenue  1,442  1,446  1,397  1,346  1,353 

Cost of Good Sold  547  525  495  438  455 

Interest Expense  88  97  102  107  107 

Net Income  141  126  84  128  75 

Total Assets  5,310  5,518  5,833  6,082  5,965 

Total Liabilities  3,672  3,799  4,074  4,158  4,086 

Total Equity  1,637  1,719  1,759  1,925  1,879 

[1] All figures & ratios calculated using Moody’s estimates & standard adjustments. Periods are Financial Year-End unless indicated. LTM = Last Twelve Months.
Source: Moody’s Financial Metrics™
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Ratings

Exhibit 12

Category Moody's Rating
AVISTA CORP.

Outlook Stable
Issuer Rating Baa2
First Mortgage Bonds A3
Senior Secured A3
Senior Unsecured MTN (P)Baa2

ALASKA ELECTRIC LIGHT AND POWER
COMPANY(AELP)

Outlook Stable
Issuer Rating Baa3

AVISTA CORP. CAPITAL II

Outlook Stable
BACKED Pref. Stock Baa3

Source: Moody's Investors Service
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Regulated Electric and Gas Utilities 
 

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

Summary  

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

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

 

 

 

                                                                                 
1  This update may not be effective in some jurisdictions until certain requirements are met. 

 THIS RATING METHODOLOGY WAS UPDATED ON SEPTEMBER 27, 2017.  WE REMOVED A DUPLICATE FOOTNOTE 
THAT WAS PLACED IN THE MIDDLE OF THE TEXT ON PAGE 7. 
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2   JUNE 23, 2017 
   

RATING METHODOLOGY: REGULATED ELECTRIC AND GAS UTILITIES 
 

INFRASTRUCTURE 
 

The grid contains four key factors that are important in our assessment for ratings in the regulated electric 
and gas utility sector: 

1. Regulatory Framework 

2. Ability to Recover Costs and Earn Returns 

3. Diversification 

4. Financial Strength 

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

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

Highlights of this report include: 

» An overview of the rated universe 

» A summary of the rating methodology 

» A discussion of the key rating factors that drive ratings 

» Comments on the rating methodology assumptions and limitations, including a discussion of rating 
considerations that are not included in the grid 

The Appendices show the full grid (Appendix A), our approach to ratings within a utility family (Appendix B), 
a description of the various types of companies rated under this methodology (Appendix C), key industry 
issues over the intermediate term (Appendix D), regional and other considerations (Appendix E), and 
treatment of power purchase agreements (Appendix F). 

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

This publication does not announce 
a credit rating action.  For any 
credit ratings referenced in this 
publication, please see the ratings 
tab on the issuer/entity page on 
www.moodys.com for the most 
updated credit rating action 
information and rating history. 

Thies WP

Page 20 of 94

http://www.moodys.com/


 

 

  
3   JUNE 23, 2017 
   

RATING METHODOLOGY: REGULATED ELECTRIC AND GAS UTILITIES 
 

INFRASTRUCTURE 
 

About the Rated Universe 

The Regulated Electric and Gas Utilities rating methodology applies to rate-regulated2 electric and gas 
utilities that are not Networks3. Regulated Electric and Gas Utilities are companies whose predominant45 

business is the sale of electricity and/or gas or related services under a rate-regulated framework, in most 
cases to retail customers. Also included under this methodology are rate-regulated utilities that own 
generating assets as any material part of their business, utilities whose charges or bills to customers include 
a meaningful component related to the electric or gas commodity, utilities whose rates are regulated at a 
sub-sovereign level (e.g. by provinces, states or municipalities), and companies providing an independent 
system operator function to an electric grid. Companies rated under this methodology are primarily rate-
regulated monopolies or, in certain circumstances, companies that may not be outright monopolies but 
where government regulation effectively sets prices and limits competition. 

This rating methodology covers regulated electric and gas utilities worldwide. These companies are engaged 
in the production, transmission, coordination, distribution and/or sale of electricity and/or natural gas, and 
they are either investor owned companies, commercially oriented government owned companies or, in the 
case of independent system operators, not-for-profit or similar entities. As detailed in Appendix C, this 
methodology covers a wide variety of companies active in the sector, including vertically integrated utilities, 
transmission and distribution utilities with retail customers and/or sub-sovereign regulation, local gas 
distribution utility companies (LDCs), independent system operators, and regulated generation companies. 
These companies may be operating companies or holding companies. 

An over-arching consideration for regulated utilities is the regulatory environment in which they operate. 
While regulation is also a key consideration for networks, a utility’s regulatory environment is in comparison 
often more dynamic and more subject to political intervention. The direct relationship that a regulated 
utility has with the retail customer, including billing for electric or gas supply that has substantial price 
volatility, can lead to a more politically charged rate-setting environment. Similarly, regulation at the sub-
sovereign level is often more accessible for participation by interveners, including disaffected customers and 
the politicians who want their votes. Our views of regulatory environments evolve over time in accordance 
with our observations of regulatory, political, and judicial events that affect issuers in the sector. 

This methodology pertains to regulated electric and gas utilities and excludes the following types of issuers, 
which are covered by separate rating methodologies: Regulated Networks, Unregulated Utilities and Power 
Companies, Public Power Utilities, Municipal Joint Action Agencies, Electric Cooperatives, Regulated Water 
Companies and Natural Gas Pipelines.5 

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

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

general) are set by regulators. 
3  Regulated Electric and Gas Networks are companies whose predominant business is purely the transmission and/or distribution of electricity and/or natural gas 

without involvement in the procurement or sale of electricity and/or gas; whose charges to customers thus do not include a meaningful commodity cost component; 
which sell mainly (or in many cases exclusively) to non-retail customers; and which are rate-regulated under a national framework. 

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

5  A link to credit rating methodologies covering these and other sectors can be found in the Related Research section of this report. 
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vary significantly from jurisdiction to jurisdiction. Most issuers at the lower end of the ratings spectrum 
operate in challenging regulatory environments. 

About this Rating Methodology 

This report explains the rating methodology for regulated electric and gas utilities in six sections, which are 
summarized as follows: 

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

The grid in this rating methodology focuses on four rating factors. The four factors are comprised of sub-
factors that provide further detail: 

Factor / Sub-Factor Weighting - Regulated Utilities 

Broad Rating Factors 
Broad Rating Factor 

Weighting Rating Sub-Factor 
Sub-Factor 
Weighting 

Regulatory Framework 25% Legislative and Judicial Underpinnings of the Regulatory 
Framework 
Consistency and Predictability of Regulation 

12.5% 
 

12.5% 

Ability to Recover Costs 
and Earn Returns 

25% Timeliness of Recovery of Operating and Capital Costs 
Sufficiency of Rates and Returns 

12.5% 
12.5% 

Diversification 10% Market Position 5%* 

  Generation and Fuel Diversity 5%** 

Financial Strength, Key 
Financial Metrics 

40%   

 CFO pre-WC + Interest/ Interest 7.5% 

  CFO pre-WC / Debt 15.0% 

  CFO pre-WC – Dividends / Debt 10.0% 

  Debt/Capitalization 7.5% 

Total 100%  100% 

Notching Adjustment 
Holding Company Structural Subordination 0 to -3 

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

 
 

2. Measurement or Estimation of Factors in the Grid 

We explain our general approach for scoring each grid factor and show the weights used in the grid. We also 
provide a rationale for why each of these grid components is meaningful as a credit indicator. The 
information used in assessing the sub-factors is generally found in or calculated from information in 
company financial statements, derived from other observations or estimated by our analysts.6 All of the 
quantitative credit metrics incorporate Moody’s standard adjustments to income statement, cash flow 
statement and balance sheet amounts for restructuring, impairment, off-balance sheet accounts, receivable 
securitization programs, under-funded pension obligations, and recurring operating leases.7 

                                                                                 
6  For definitions of our most common ratio terms, please see “Moody’s Basic Definitions for Credit Statistics, User’s Guide,” a link to which may be found in the 

Related Research section of this report. 
7  Our standard adjustments are described in “Financial Statement Adjustments in the Analysis of Non-Financial Corporations”.  A link to this and other sector and 

cross-sector credit rating methodologies can be found in the Related Research section of this report.   
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Our ratings are forward-looking and reflect our expectations for future financial and operating performance. 
However, historical results are helpful in understanding patterns and trends of a company’s performance as 
well as for peer comparisons. We utilize historical data (in most cases, an average of the last three years of 
reported results) in the rating grid. However, the factors in the grid can be assessed using various time 
periods. For example, rating committees may find it analytically useful to examine both historic and 
expected future performance for periods of several years or more, or for individual twelve month periods. 

 

3. Mapping Factors to the Rating Categories 

After estimating or calculating each sub-factor, the outcomes for each of the sub-factors are mapped to a 
broad Moody’s rating category (Aaa, Aa, A, Baa, Ba, B, or Caa). 

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

This section discusses limitations in the use of the grid to map against actual ratings, some of the additional 
factors that are not included in the grid but can be important in determining ratings, and limitations and 
assumptions that pertain to the overall rating methodology. 

5. Determining the Overall Grid-Indicated Rating8 

To determine the overall grid-indicated rating, we convert each of the sub-factor ratings into a numeric 
value based upon the scale below. 

Aaa Aa A Baa Ba B Caa Ca 

1 3 6 9 12 15 18 20 

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

Grid-Indicated Rating 

Grid-Indicated Rating Aggregate Weighted Total Factor Score 

Aaa x < 1.5 

Aa1 1.5 ≤ x < 2.5 

Aa2 2.5 ≤ x < 3.5 

Aa3 3.5 ≤ x < 4.5 

A1 4.5 ≤ x < 5.5 

A2 5.5 ≤ x < 6.5 

A3 6.5 ≤ x < 7.5 

Baa1 7.5 ≤ x < 8.5 

Baa2 8.5 ≤ x < 9.5 

Baa3 9.5 ≤ x < 10.5 

                                                                                 
8  In general, the grid-indicated rating is oriented to the Corporate Family Rating (CFR) for speculative-grade issuers and the senior unsecured rating for investment-

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

Grid-Indicated Rating Aggregate Weighted Total Factor Score 

Ba1 10.5 ≤ x < 11.5 

Ba2 11.5 ≤ x < 12.5 

Ba3 12.5 ≤ x < 13.5 

B1 13.5 ≤ x < 14.5 

B2 14.5 ≤ x < 15.5 

B3 15.5 ≤ x < 16.5 

Caa1 16.5 ≤ x < 17.5 

Caa2 17.5 ≤ x < 18.5 

Caa3 18.5 ≤ x < 19.5 

Ca x ≥ 19.5 

 
For example, an issuer with a composite weighted factor score of 11.7 would have a Ba2 grid-indicated 
rating.  

6. Appendices 

The Appendices present a full grid and provide additional commentary and insights on our view of credit 
risks in this industry. 

Discussion of the Grid Factors 

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

» Regulatory Framework 

» Ability to Recover Costs and Earn Returns 

» Diversification 

» Financial Strength 

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

 

Factor 1: Regulatory Framework (25%) 

Why It Matters 

For rate-regulated utilities, which typically operate as a monopoly, the regulatory environment and how the 
utility adapts to that environment are the most important credit considerations. The regulatory 
environment is comprised of two rating factors - the Regulatory Framework and its corollary factor, the 
Ability to Recover Costs and Earn Returns. Broadly speaking, the Regulatory Framework is the foundation for 
how all the decisions that affect utilities are made (including the setting of rates), as well as the 
predictability and consistency of decision-making provided by that foundation. The Ability to Recover Costs 
and Earn Returns relates more directly to the actual decisions, including their timeliness and the rate-setting 
outcomes. 
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Utility rates9 are set in a political/regulatory process rather than a competitive or free-market process; thus, 
the Regulatory Framework is a key determinant of the success of utility. The Regulatory Framework has 
many components: the governing body and the utility legislation or decrees it enacts, the manner in which 
regulators are appointed or elected, the rules and procedures promulgated by those regulators, the judiciary 
that interprets the laws and rules and that arbitrates disagreements, and the manner in which the utility 
manages the political and regulatory process. In many cases, utilities have experienced credit stress or 
default primarily or at least secondarily because of a break-down or obstacle in the Regulatory Framework – 
for instance, laws that prohibited regulators from including investments in uncompleted power plants or 
plants not deemed “used and useful” in rates, or a disagreement about rate-making that could not be 
resolved until after the utility had defaulted on its debts. 

How We Assess Legislative and Judicial Underpinnings of the Regulatory Framework for the Grid 
For this sub-factor, we consider the scope, clarity, transparency, supportiveness and granularity of 
utility legislation, decrees, and rules as they apply to the issuer. We also consider the strength of 
the regulator’s authority over rate-making and other regulatory issues affecting the utility, the 
effectiveness of the judiciary or other independent body in arbitrating disputes in a disinterested 
manner, and whether the utility’s monopoly has meaningful or growing carve-outs. In addition, we 
look at how well developed the framework is – both how fully fleshed out the rules and regulations 
are and how well tested it is – the extent to which regulatory or judicial decisions have created a 
body of precedent that will help determine future rate-making. Since the focus of our scoring is on 
each issuer, we consider how effective the utility is in navigating the regulatory framework – both 
the utility’s ability to shape the framework and adapt to it. 

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

In general, we view national utility regulation as being less liable to political intervention than regulation by 
state, provincial or municipal entities, so the very highest scoring in this sub-factor is reserved for this 
category. However, we acknowledge that states and provinces in some countries may be larger than small 
nations, such that their regulators may be equally “above-the-fray” in terms of impartial and technically-
oriented rate setting, and very high scoring may be appropriate. 

  

                                                                                 
9  In jurisdictions where utility revenues include material government subsidy payments, we consider utility rates to be inclusive of these payments, and we thus 

evaluate sub-factors 1a, 1b, 2a and 2b in light of both rates and material subsidy payments. For example, we would consider the legal and judicial underpinnings and 
consistency and predictability of subsidies as well as rates. 
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The relevant judicial system can be a major factor in the regulatory framework. This is particularly true in 
litigious societies like the United States, where disagreements between the utility and its state or municipal 
regulator may eventually be adjudicated in federal district courts or even by the US Supreme Court.  In  
addition,  bankruptcy  proceedings  in  the  US  take  place  in  federal  courts, which have at times been 
able to impose rate settlement agreements on state or municipal regulators. As a result, the range of 
decisions available to state regulators may be effectively circumscribed by court precedent at the state or 
federal level, which we generally view as favorable for the credit- supportiveness of the regulatory 
framework. 

Electric and gas utilities are generally presumed to have a strong monopoly that will continue into the 
foreseeable future, and this expectation has allowed these companies to have greater leverage than 
companies in other sectors with similar ratings. Thus, the existence of a monopoly in itself is unlikely to be a 
driver of strong scoring in this sub-factor. On the other hand, a strong challenge to the monopoly could 
cause lower scoring, because the utility can only recover its costs and investments and service its debt if 
customers purchase its services. There have some instances of incursions into utilities’ monopoly, including 
municipalization, self-generation, distributed generation with net metering, or unauthorized use (beyond the 
level for which the utility receives compensation in rates). Incursions that are growing significantly or having 
a meaningful impact on rates for customers that remain with the utility could have a negative impact on 
scoring of this sub-factor and on factor 2 - Ability to Recover Costs and Earn Returns. 

The scoring of this sub-factor may not be the same for every utility in a particular jurisdiction. We have 
observed that some utilities appear to have greater sway over the relevant utility legislation and 
promulgation of rules than other utilities – even those in the same jurisdiction. The content and tone of 
publicly filed documents and regulatory decisions sometimes indicates that the management team at one 
utility has better responsiveness to and credibility with its regulators or legislators than the management at 
another utility. 

While the underpinnings to the regulatory framework tend to change relatively slowly, they do evolve, and 
our factor scoring will seek to reflect that evolution. For instance, a new framework will typically become 
tested over time as regulatory decisions are issued, or perhaps litigated, thereby setting a body of precedent. 
Utilities may seek changes to laws in order to permit them to securitize certain costs or collect interim rates, 
or a jurisdiction in which rates were previously recovered primarily in base rate proceedings may institute 
riders and trackers. These changes would likely impact scoring of sub-factor 2b - Timeliness of Recovery of 
Operating and Capital Costs, but they may also be sufficiently significant to indicate a change in the 
regulatory underpinnings. On the negative side, a judiciary that had formerly been independent may start to 
issue decisions that indicate it is conforming its decisions to the expectations of an executive branch that 
wants to mandate lower rates. 
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Factor 1a: Legislative and Judicial Underpinnings of the Regulatory Framework (12.5%) 

Aaa Aa A Baa 

Utility regulation occurs under a fully developed 
framework that is national in scope based on 

legislation that provides the utility a nearly absolute 
monopoly (see note 1) within its service territory, an 

unquestioned assurance that rates will be set in a 
manner that will permit the utility to make and 

recover all necessary investments, an extremely high 
degree of clarity as to the manner in which utilities 

will be regulated and prescriptive methods and 
procedures for setting rates. Existing utility law is 

comprehensive and supportive such that changes in 
legislation are not expected to be necessary; or any 

changes that have occurred have been strongly 
supportive of utilities credit quality in general and 

sufficiently forward-looking so as to address 
problems before they occurred.  There is an 

independent judiciary that can arbitrate 
disagreements between the regulator and the utility 

should they occur, including access to national 
courts, very strong judicial precedent in the 

interpretation of utility laws, and a strong rule of law. 
We expect these conditions to continue. 

Utility regulation occurs under a fully developed national, 
state or provincial framework based on legislation that 

provides the utility an extremely strong monopoly (see note 

1) within its service territory, a strong assurance, subject to 
limited review, that rates will be set in a manner that will 

permit the utility to make and recover all necessary 
investments, a very high degree of clarity as to the manner 

in which utilities will be regulated and reasonably 
prescriptive methods and procedures for setting rates. If 
there have been changes in utility legislation, they have 

been timely and clearly credit supportive of the issuer in a 
manner that shows the utility has had a strong voice in the 

process. There is an independent judiciary that can arbitrate 
disagreements between the regulator and the utility, should 

they occur including access to national courts, strong 
judicial precedent in the interpretation of utility laws, and a 
strong rule of law. We expect these conditions to continue. 

Utility regulation occurs under a well developed 
national, state or provincial framework based on 
legislation that provides the utility a very strong 

monopoly (see note 1) within its service territory, 
an assurance, subject to reasonable prudency 

requirements, that rates will be set in a manner 
that will permit the utility to make and recover 

all necessary investments, a high degree of clarity 
as to the manner in which utilities will be 

regulated, and overall guidance for methods and 
procedures for setting rates. If there have been 

changes in utility legislation, they have been 
mostly timely and on the whole credit supportive 
for the issuer, and the utility has had a clear voice 
in the legislative process. There is an independent 

judiciary that can arbitrate disagreements 
between the regulator and the utility, should 

they occur, including access to national courts, 
clear judicial precedent in the interpretation of 
utility law, and a strong rule of law. We expect 

these conditions to continue. 

Utility regulation occurs (i) under a national, state, provincial or 
municipal framework based on legislation that provides the 

utility a strong monopoly within its service territory that may 
have some exceptions such as greater self-generation (see note 
1), a general assurance that, subject to prudency requirements 

that are mostly reasonable, rates will be set will be set in a 
manner that will permit the utility to make and recover all 

necessary investments, reasonable clarity as to the manner in 
which utilities will be regulated and overall guidance for 

methods and procedures for setting rates; or (ii) under a new 
framework where independent and transparent regulation exists 
in other sectors. If there have been changes in utility legislation, 

they have been credit supportive or at least balanced for the 
issuer but potentially less timely, and the utility had a voice in 

the legislative process. There is either (i) an independent 
judiciary that can arbitrate disagreements between the 

regulator and the utility, including access to courts at least at 
the state or provincial level, reasonably clear judicial precedent 
in the interpretation of utility laws, and a generally strong rule 

of law; or (ii) regulation has been applied (under a well 
developed framework) in a manner such that redress to an 

independent arbiter has not been required. We expect these 
conditions to continue. 

Ba B Caa  

Utility regulation occurs (i) under a national, state, 
provincial or municipal framework based on 

legislation or government decree that provides the 
utility a monopoly within its service territory that is 

generally strong but may have a greater level of 
exceptions (see note 1), and that, subject to prudency 

requirements which may be stringent, provides a 
general assurance (with somewhat less certainty) 

that rates will be set will be set in a manner that will 
permit the utility to make and recover necessary 

investments; or (ii) under a new framework where 
the jurisdiction has a history of less independent and 
transparent regulation in other sectors. Either: (i) the 
judiciary that can arbitrate disagreements between 

the regulator and the utility may not have clear 
authority or may not be fully independent of the 
regulator or other political pressure, but there is a 

reasonably strong rule of law; or (ii) where there is no 
independent arbiter, the regulation has mostly been 

applied in a manner such redress has not been 
required. We expect these conditions to continue. 

Utility regulation occurs (i) under a national, state, 
provincial or municipal framework based on legislation or 

government decree that provides the utility monopoly 
within its service territory that is reasonably strong but may 

have important exceptions, and that, subject to prudency 
requirements which may be stringent or at times arbitrary, 
provides more limited or less certain assurance that rates 
will be set in a manner that will permit the utility to make 

and recover necessary investments; or (ii) under a new 
framework where we would expect less independent and 

transparent regulation, based either on the regulator's 
history in other sectors or other factors. The judiciary that 
can arbitrate disagreements between the regulator and the 

utility may not have clear authority or may not be fully 
independent of the regulator or other political pressure, but 
there is a reasonably strong rule of law. Alternately, where 

there is no independent arbiter, the regulation has been 
applied in a manner that often requires some redress adding 
more uncertainty to the regulatory framework. There may 

be a periodic risk of creditor-unfriendly government 
intervention in utility markets or rate-setting. 

Utility regulation occurs (i) under a national, 
state, provincial or municipal framework based 

on legislation or government decree that 
provides the utility a monopoly within its service 
territory, but with little assurance that rates will 
be set in a manner that will permit the utility to 
make and recover necessary investments; or (ii) 
under a new framework where we would expect 

unpredictable or adverse regulation, based either 
on the jurisdiction's history of in other sectors or 

other factors. The judiciary that can arbitrate 
disagreements between the regulator and the 

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

no redress to an effective independent arbiter. 
The ability of the utility to enforce its monopoly 
or prevent uncompensated usage of its system 
may be limited. There may be a risk of creditor- 
unfriendly nationalization or other significant 
intervention in utility markets or rate-setting. 

 

Note 1: The strength of the monopoly refers to the legal, regulatory and practical obstacles for customers in the utility’s territory to obtain service from another provider. Examples of a weakening of the monopoly would include the ability of a city 
or large user to leave the utility system to set up their own system, the extent to which self-generation is permitted (e.g. cogeneration) and/or encouraged (e.g., net metering, DSM generation). At the lower end of the ratings spectrum, the 
utility’s monopoly may be challenged by pervasive theft and unauthorized use.  Since utilities are generally presumed to be monopolies, a strong monopoly position in itself is not sufficient for a strong score in this sub-factor, but a weakening 
of the monopoly can lower the score. 
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How We Assess Consistency and Predictability of Regulation for the Grid 

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

In most jurisdictions, the laws and rules seek to make rate-setting a primarily technical process that 
examines costs the utility incurs and the returns on investments the utility needs to earn so it can make 
investments that are required to build and maintain the utility infrastructure - power plants, electric 
transmission and distribution systems, and/or natural gas distribution systems. When the process remains 
technical and transparent such that regulators can support the financial health of the utility while balancing 
their public duty to assure that reliable service is provided at a reasonable cost, and when the utility is able 
to align itself with the policy initiatives of the governing jurisdiction, the utility will receive higher scores in 
this sub-factor. When the process includes substantial political intervention, which could take the form of 
legislators or other government officials publically second- guessing regulators, dismissing regulators who 
have approved unpopular rate increases, or preventing the implementation of rate increases, or when 
regulators ignore the laws/rules to deliver an outcome that appears more politically motivated, the utility 
will receive lower scores in this sub-factor. 

As with the prior sub-factor, we may score different utilities in the same jurisdiction differently, based on 
outcomes that are more or less supportive of credit quality over a period of time. We have observed that 
some utilities are better able to meet the expectations of their customers and regulators, whether through 
better service, greater reliability, more stable rates or simply more effective regulatory outreach and 
communication. These utilities typically receive more consistent and credit supportive outcomes, so they 
will score higher in this sub-factor. Conversely, if a utility has multiple rapid rate increases, chooses to 
submit major rate increase requests during a sensitive election cycle or a severe economic downturn, has 
chronic customer service issues, is viewed as frequently providing incomplete information to regulators, or is 
tone deaf to the priorities of regulators and politicians, it may receive less consistent and supportive 
outcomes and thus score lower in this sub-factor. 

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

Aaa Aa A Baa 

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

consistent and favorable decisions. The regulator 
is highly credit supportive of the issuer and 

utilities in general.   We expect these conditions 
to continue. 

The issuer's interaction with the regulator has a 
led to a considerable track record of 

predominantly predictable and consistent 
decisions. The regulator is mostly credit 

supportive of utilities in general and in almost all 
instances has been highly credit supportive of the 
issuer.  We expect these conditions to continue. 

The issuer's interaction with the regulator has led 
to a track record of largely predictable and 
consistent decisions. The regulator may be 

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

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

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

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

unpredictability from time to time, or decisions 
may at times be politically charged. However, 
instances of less credit supportive decisions are 

based on reasonable application of existing rules 
and statutes and are not overly punitive. We 

expect these conditions to continue. 

Ba B Caa  

We expect that regulatory decisions will 
demonstrate considerable inconsistency or 

unpredictability or that decisions will be 
politically charged, based either on the issuer's 
track record of interaction with regulators or 

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

have a history of less credit supportive regulatory 
decisions with respect to the issuer, but we 
expect that the issuer will be able to obtain 

support when it encounters financial stress, with 
some potentially material delays. The regulator’s 
authority may be eroded at times by legislative or 
political action. The regulator may not follow the 

framework for some material decisions. 

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

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

issuer will ultimately be able to obtain support 
when it encounters financial stress, albeit with 
material or more extended delays. Alternately, 

the regulator is untested, lacks a consistent track 
record, or is undergoing substantial change. The 
regulator’s authority may be eroded on frequent 
occasions by legislative or political action. The 

regulator may more frequently ignore the 
framework in a manner detrimental to the issuer. 

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

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

view that decisions will move in this direction. 
Alternately, decisions may have credit supportive 

aspects, but may often be unenforceable. The 
regulator’s authority may have been seriously 
eroded by legislative or political action. The 

regulator may consistently ignore the framework 
to the detriment of the issuer. 
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Factor 2: Ability to Recover Costs and Earn Returns (25%) 

Why It Matters 

This rating factor examines the ability of a utility to recover its costs and earn a return over a period of time, 
including during differing market and economic conditions. While the Regulatory Framework looks at the 
transparency and predictability of the rules that govern the decision-making process with respect to utilities, 
the Ability to Recover Costs and Earn Returns evaluates the regulatory elements that directly impact the 
ability of the utility to generate cash flow and service its debt over time. The ability to recover prudently 
incurred costs on a timely basis and to attract debt and equity capital are crucial credit considerations. The 
inability to recover costs, for instance if fuel or purchased power costs ballooned during a rate freeze period, 
has been one of the greatest drivers of financial stress in this sector, as well as the cause of some utility 
defaults. In a sector that is typically free cash flow negative (due to large capital expenditures and dividends) 
and that routinely needs to refinance very large maturities of long-term debt, investor concerns about a lack 
of timely cost recovery or the sufficiency of rates can, in an extreme scenario, strain access to capital 
markets and potentially lead to insolvency of the utility (as was the case when “used and useful” 
requirements threatened some utilities that experienced years of delay in completing nuclear power plants 
in the 1980s). While our scoring for the Ability to Recover Costs and Earn Returns may primarily be 
influenced by our assessment of the regulatory relationship, it can also be highly impacted by the 
management and business decisions of the utility. 

How We Assess Ability to Recover Costs and Earn Returns 

The timeliness and sufficiency of rates are scored as separate sub-factors; however, they are interrelated. 
Timeliness can have an impact on our view of what constitutes sufficient returns, because a strong assurance 
of timely cost recovery reduces risk. Conversely, utilities may have a strong assurance that they will earn a 
full return on certain deferred costs until they are able to collect them, or their generally strong returns may 
allow them to weather some rate lag on recovery of construction-related capital expenditures. The 
timeliness of cost recovery is particularly important in a period of rapidly rising costs. During the past five 
years, utilities have benefitted from low interest rates and generally decreasing fuel costs and purchased 
power costs, but these market conditions could easily reverse. For example, fuel is a large component of 
total costs for vertically integrated utilities and for natural gas utilities, and fuel prices are highly volatile, so 
the timeliness of fuel and purchased power cost recovery is especially important. 

While Factors 1 and 2 are closely inter-related, scoring of these factors will not necessarily be the same. We 
have observed jurisdictions where the Regulatory Framework caused considerable credit concerns – perhaps 
it was untested or going through a transition to de-regulation, but where the track record of rate case 
outcomes was quite positive, leading to a higher score in the Ability to Recover Costs and Earn Returns. 
Conversely, there have been instances of strong Legislative and Judicial Underpinnings of the Regulatory 
Framework where the commission has ignored the framework (which would affect Consistency and 
Predictability of Regulation as well as Ability to Recover Costs and Earn Returns) or has used extraordinary 
measures to prevent or defer an increase that might have been justifiable from a cost perspective but would 
have caused rate shock. 

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

The criteria we consider include provisions and cost recovery mechanisms for operating costs, mechanisms 
that allow actual operating and/or capital expenditures to be trued-up periodically into rates without having 
to file a rate case (this may include formula rates, rider and trackers, or the ability to periodically adjust rates 
for construction work in progress) as well as the process and timeframe of general tariff/base rate cases – 
those that are fully reviewed by the regulator, generally in a public format that includes testimony of the 
utility and other stakeholders and interest groups. We also look at the track record of the utility and 
regulator for timeliness. For instance, having a formula rate plan is positive, but if the actual process has 
included reviews that are delayed for long periods, it may dampen the benefit to the utility. In addition, we 
seek to estimate the lag between the time that a utility incurs a major construction expenditures and the 
time that the utility will start to recover and/or earn a  return on that expenditure. 

How We Assess Sufficiency of Rates and Returns for the Grid 

The criteria we consider include statutory protections that assure full cost recovery and a reasonable return 
for the utility on its investments, the regulatory mechanisms used to determine what a reasonable return 
should be, and the track record of the utility in actually recovering costs and earning returns. We examine 
outcomes of rate cases/tariff reviews and compare them to the request submitted by the utility, to prior rate 
cases/tariff reviews for the same utility and to recent rate/tariff decisions for a peer group of comparable 
utilities. In this context, comparable utilities are typically utilities in the same or similar jurisdiction. In cases 
where the utility is unique or nearly unique in its jurisdiction, comparison will be made to other peers with 
an adjustment for local differences, including prevailing rates of interest and returns on capital, as well as the 
timeliness of rate-setting. We look at regulatory disallowances of costs or investments, with a focus on their 
financial severity and also on the reasons given by the regulator, in order to assess the likelihood that such 
disallowances will be repeated in the future. 
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Factor 2a: Timeliness of Recovery of Operating and Capital Costs (12.5%) 

Aaa Aa A Baa 

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

recovery of all operating costs and essentially 
contemporaneous return on all incremental 

capital investments, with statutory provisions in 
place to preclude the possibility of challenges to 
rate increases or cost recovery mechanisms. By 
statute and by practice, general rate cases are 

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

costs. 

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

recovery of all operating costs and essentially 
contemporaneous or near-contemporaneous 

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

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

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

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

Automatic cost recovery mechanisms provide full 
and reasonably timely recovery of fuel, purchased 

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

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

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

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

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

impartial review, of a reasonable duration before 
rates (either permanent or non-refundable interim 

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

Fuel, purchased power and all other highly variable 
expenses are generally recovered through 

mechanisms incorporating delays of less than one 
year, although some rapid increases in costs may 

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

with some through tariff formulas. Alternately, 
there may be formula rates that are untested or 
unclear. Potentially greater tendency for delays 

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

capital projects or rapid increases in operating 
costs. 

Ba B Caa  

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

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

regulators to make timely rate changes to address 
volatility in fuel, or purchased power, or other 
market-sensitive expenses. Recovery of costs 

related to capital investments may be subject to 
delays that are somewhat lengthy, but not so 

pervasive as to be expected to discourage 
important investments. 

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

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

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

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

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

due to political intervention. 
Recovery of costs related to capital investments 

may be uncertain, subject to delays that are 
extensive, or that may be likely to discourage even 

necessary investment. 

 

Note:  Tariff formulas include formula rate plans as well as trackers and riders related to capital investment. 
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Factor 2b: Sufficiency of Rates and Returns (12.5%) 

Aaa Aa A Baa 

Sufficiency of rates to cover costs and attract 
capital is (and will continue to be) unquestioned. 

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

return on all investments, with minimal challenges 
by regulators to companies’ cost assumptions. 

This will translate to returns (measured in relation 
to equity, total assets, rate base or regulatory 

asset value, as applicable) that are strong relative 
to global peers. 

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

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

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

average. 

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

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

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

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

average relative to global peers, but may at times 
be somewhat below average. 

Ba B Caa  

Rates are (and we expect will continue to be) set 
at a level that generally provides recovery of most 
operating costs but return on investments may be 
less predictable, and there may be decidedly more 

instances of regulatory challenges and 
disallowances, but ultimate rate outcomes are 

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

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

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

account all cost components and/or  
remuneration of investments may be unclear or  

at times unfavorable. 

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

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

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

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

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

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

investments may be generally unfavorable. 

We expect rates will be set at a level that often 
fails to provide recovery of material costs, and 

recovery of cash costs may also be at risk. 
Regulators may engage in more arbitrary second- 

guessing of spending decisions or deny rate 
increases related to funding ongoing operations 

based primarily on politics.  Return on investments 
may be set at levels that discourage necessary 
maintenance investment. We expect that rate 

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

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

may be primarily unfavorable. 
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Factor 3: Diversification (10%) 

Why It Matters 

Diversification of overall business operations helps to mitigate the risk that economic cycles, material 
changes in a single regulatory regime or commodity price movements will have a severe impact on cash flow 
and credit quality of a utility. While utilities’ sales volumes have lower exposure to economic recessions than 
many non-financial corporate issuers, some sales components, including industrial sales, are directly 
affected by economic trends that cause lower production and/or plant closures. In addition, economic 
activity plays a role in the rate of customer growth in the service territory and (absent energy efficiency and 
conservation) can often impact usage per customer. The economic strength or weakness of the service 
territory can affect the political and regulatory environment for rate increase requests by the utility. For 
utilities in areas prone to severe storms and other natural disasters, the utility’s geographic diversity or 
concentration can be a key determinant for creditworthiness. 

Diversity among regulatory regimes can mitigate the impact of a single unfavorable decision affecting one 
part of the utility’s footprint. 

For utilities with electric generation, fuel source diversity can mitigate the impact (to the utility and to its 
rate-payers) of changes in commodity prices, hydrology and water flow, and environmental or other 
regulations affecting plant operations and economics. We have observed that utilities’ regulatory 
environments are most likely to become unfavorable during periods of rapid rate increases (which are more 
important than absolute rate levels) and that fuel diversity leads to more stable rates over time. 

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

How We Assess Market Position for the Grid 

Market position is comprised primarily of the economic diversity of the utility’s service territory and the 
diversity of its regulatory regimes. We also consider the diversity of utility operations (e.g., regulated electric, 
gas, water, steam) when there are material operations in more than one area. 

Economic diversity is a typically a function of the population, size and breadth of the territory and the 
businesses that drive its GDP and employment. For the size of the territory, we typically consider the 
number of customers and the volumes of generation and/or throughput. For breadth, we consider the 
number of sizeable metropolitan areas served, the economic diversity and vitality in those metropolitan 
areas, and any concentration in a particular area or industry. In our assessment, we may consider various 
information sources. For example, in the US, information sources on the diversity and vitality of economies 
of individual states and metropolitan areas may include Moody’s Economy.com. We also look at the mix of 
the utility’s sales volumes among customer types, as well as the track record of volume sales and any 
notable payment patterns during economic cycles. For diversity of regulatory regimes, we typically look at 
the number of regulators and the percentages of revenues and utility assets that are under the purview of 
each. While the highest scores in the Market Position sub-factor are reserved for issuers regulated in 
multiple jurisdictions, when there is only one regulator, we make a differentiation of regimes perceived as 
having lower or higher volatility. 

Issuers with multiple supportive regulatory jurisdictions, a balanced sales mix among residential, 
commercial, industrial and governmental customers in a large service territory with a robust and diverse 
economy will generally score higher in this sub-factor. An issuer with a small service territory economy that 
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has a high dependence on one or two sectors, especially highly cyclical industries, will generally score lower 
in this sub-factor, as will issuers with meaningful exposure to economic dislocations caused by natural 
disasters. 

For issuers that are vertically integrated utilities having a meaningful amount of generation, this sub- factor 
has a weighting of 5%. For electric transmission and distribution utilities without meaningful generation and 
for natural gas local distribution companies, this sub-factor has a weighting of 10%. 

How We Assess Generation and Fuel Diversity for the Grid 

Criteria include the fuel type of the issuer’s generation and important power purchase agreements, the 
ability of the issuer economically to shift its generation and power purchases when there are changes in fuel 
prices, the degree to which the utility and its rate-payers are exposed to or insulated from changes in 
commodity prices, and exposure to Challenged Source and Threatened Sources (see the  explanations for 
how we generally characterize these generation sources in the table below). A regulated utility’s capacity mix 
may not in itself be an indication of fuel diversity or the ability to shift fuels, since utilities may keep old and 
inefficient plants (e.g., natural gas boilers) to serve peak load. For this  reason, we do not incorporate set 
percentages reflecting an “ideal” or “sub-par” mix for capacity or  even generation. In addition to looking at 
a utility’s generation mix to evaluate fuel diversity, we consider the efficiency of the utility’s plants, their 
placement on the regional dispatch curve, and the demonstrated ability/inability of the utility to shift its 
generation mix in accordance with changing commodity prices. 

Issuers having a balanced mix of hydro, coal, natural gas, nuclear and renewable energy as well as low 
exposure to challenged and threatened sources of generation will score more highly in this sub-factor. Issuers 
that have concentration in one or two sources of generation, especially if they are threatened or challenged 
sources, will incur lower scores. 

In evaluating an issuer’s degree of exposure to challenged and threatened sources, we will consider not only 
the existence of those plants in the utility’s portfolio, but also the relevant factors that will determine the 
impact on the utility and on its rate-payers. For instance, an issuer that has a fairly high percentage of its 
generation from challenged sources could be evaluated very differently if its peer utilities face the same 
magnitude of those issues than if its peers have no exposure to challenged or threatened sources. In 
evaluating threatened sources, we consider the utility’s progress in its plan to replace those sources, its 
reserve margin, the availability of purchased power capacity in the region, and the overall impact of the 
replacement plan on the issuer’s rates relative to its peer group. Especially if there are no peers in the same 
jurisdiction, we also examine the extent to which the utility’s generation resources plan is aligned with the 
relevant government’s fuel/energy policy. 
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Factor 3: Diversification (10%) 

Weighting 10% 
Sub-Factor 
Weighting Aaa Aa A Baa 

Market Position 5.00% * A very high degree of multinational 
and regional diversity in terms of 
regulatory regimes and/or service 
territory economies. 

Material operations in three or more 
nations or substantial geographic 
regions providing very good diversity 
of regulatory regimes and/or service 
territory economies. 

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

May operate under a single regulatory 
regime viewed as having low 
volatility, or where multiple 
regulatory regimes are not viewed as 
providing much diversity. The service 
territory economy may have some 
concentration and cyclicality, but is 
sufficiently resilient that it can absorb 
reasonably foreseeable increases in 
utility rates. 

Generation and 
Fuel Diversity 

5.00% ** A high degree of diversity in terms of 
generation and/or fuel sources such 
that the utility and rate-payers are 
well insulated from commodity price 
changes, no generation concentration, 
and very low exposures to Challenged 
or Threatened Sources (see definitions 
below).  

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

Good diversification in terms of 
generation and/or fuel sources such 
that the utility and rate-payers have 
only modest exposure to commodity 
price changes; however, may have 
some concentration in a source that is 
neither Challenged nor Threatened.  
Exposure to Threatened Sources is 
low. While there may be some 
exposure to Challenged Sources, it is 
not a cause for concern. 

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

  
Sub-Factor 
Weighting Ba B Caa Definiitons 

Market Position 5.00% * Operates in a market area with 
somewhat greater concentration and 
cyclicality in the service territory 
economy and/or exposure to storms 
and other natural disasters, and thus 
less resilience to absorbing reasonably 
foreseeable increases in utility rates. 
May show somewhat greater volatility 
in the regulatory regime(s).   

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

Operates in a concentrated economic 
service territory with pronounced 
concentration, macroeconomic risk 
factors, and/or exposure to natural 
disasters. 

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

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

Operates with little diversification in 
generation and/or fuel sources such 
that the utility or rate-payers have 
high exposure to commodity price 
changes. Exposure to Challenged and 
Threatened Sources may be high, and 
accessing alternate sources may be 
challenging and cause more financial 
stress, but ultimately feasible. 

Operates with high concentration in 
generation and/or fuel sources such 
that the utility or rate-payers have 
exposure to commodity price shocks. 
Exposure to Challenged and 
Threatened Sources may be very high, 
and accessing alternate sources may 
be highly uncertain. 

Threatened Sources are generation 
plants that are not currently able to 
operate due to major unplanned 
outages or issues with licensing or 
other regulatory compliance, and 
plants that are highly likely to be 
required to de-activate, whether due 
to the effectiveness of currently 
existing or expected rules and 
regulations or due to economic 
challenges.  Some recent examples 
would include coal fired plants in the 
US that are not economic to retro-fit 
to meet mercury and air toxics 
standards, plants that cannot meet 
the effective date of those standards, 
nuclear plants in Japan that have not 
been licensed to re-start after the 
Fukushima Dai-ichi accident, and 
nuclear plants that are required to be 
phased out within 10 years (as is the 
case in some European countries).  

* 10% weight for issuers that lack generation  **0% weight for issuers that lack generation 
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Factor 4: Financial Strength (40%) 

Why It Matters 

Electric and gas utilities are regulated, asset-based businesses characterized by large investments in long-
lived property, plant and equipment. Financial strength, including the ability to service debt and provide a 
return to shareholders, is necessary for a utility to attract capital at a reasonable cost in order to invest in its 
generation, transmission and distribution assets, so that the utility can fulfill its service obligations at a 
reasonable cost to rate-payers. 

How We Assess It for the Grid 

In comparison to companies in other non-financial corporate sectors, the financial statements of regulated 
electric and gas utilities have certain unique aspects that impact financial analysis, which is further 
complicated by disparate treatment of certain elements under US Generally Accepted Accounting Principles 
(GAAP) versus International Financial Reporting Standards (IFRS). Regulatory accounting may permit 
utilities to defer certain costs (thereby creating regulatory assets) that a non- utility corporate entity would 
have to expense. For instance, a regulated utility may be able to defer a substantial portion of costs related 
to recovery from a storm based on the general regulatory framework for those expenses, even if the utility 
does not have a specific order to collect the expenses from ratepayers over a set period of time. A regulated 
utility may be able to accrue and defer a return on equity (in addition to capitalizing interest) for 
construction-work-in-progress for an approved project based on the assumption that it will be able to 
collect that deferred equity return once the asset comes into service.  For this reason, we focus more on a 
utility’s cash flow than on its reported net income. 

Conversely, utilities may collect certain costs in rates well ahead of the time they must be paid (for instance, 
pension costs), thereby creating regulatory liabilities. Many of our metrics focus on Cash Flow from 
Operations Before Changes in Working Capital (CFO Pre-WC) because, unlike Funds from Operations (FFO), 
it captures the changes in long-term regulatory assets and liabilities. 

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

Given the long-term nature of utility assets and the often lumpy nature of their capital expenditures, it is 
important to analyze both a utility’s historical financial performance as well as its prospective future 
performance, which may be different from backward-looking measures. Scores under this factor may be 
higher or lower than what might be expected from historical results, depending on our view of expected 
future performance. Multi-year periods are usually more representative of credit quality because utilities can 
experience swings in cash flows from one-time events, including such items as rate refunds, storm cost 
deferrals that create a regulatory asset, or securitization proceeds that reduce a regulatory asset.  
Nonetheless, we also look at trends in metrics for individual periods, which may influence our view of future 
performance and ratings. 

For this scoring grid, we have identified four key ratios that we consider the most consistently useful in the 
analysis of regulated electric and gas utilities. However, no single financial ratio can adequately convey the 
relative credit strength of these highly diverse companies. Our ratings consider the overall financial strength 
of a company, and in individual cases other financial indicators may also play an important role. 
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CFO Pre-Working Capital Plus Interest/Interest or Cash Flow Interest Coverage 

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

CFO Pre-Working Capital / Debt 

This important metric is an indicator for the cash generating ability of a utility compared to its total debt. 
The numerator in the ratio calculation is CFO Pre-WC, and the denominator is total debt. 

CFO Pre-Working Capital Minus Dividends / Debt 

This ratio is an indicator for financial leverage as well as an indicator of the strength of a utility’s cash flow 
after dividend payments are made. Dividend obligations of utilities are often substantial, quasi- permanent 
outflows that can affect the ability of a utility to cover its debt obligations, and this ratio can also provide 
insight into the financial policies of a utility or utility holding company. The higher the level of retained cash 
flow relative to a utility’s debt, the more cash the utility has to support its capital expenditure program. The 
numerator of this ratio is CFO Pre-WC minus dividends, and the denominator is total debt. 

Debt/Capitalization 

This ratio is a traditional measure of balance sheet leverage. The numerator is total debt and the 
denominator is total capitalization. All of our ratios are calculated in accordance with our standard 
adjustments10, but we note that our definition of total capitalization includes deferred taxes in addition to 
total debt, preferred stock, other hybrid securities, and common equity. Since the presence or absence of 
deferred taxes is a function of national tax policy, comparing utilities using this ratio may be more 
meaningful among utilities in the same country or in countries with similar tax policies. High debt levels in 
comparison to capitalization can indicate higher interest obligations, can limit the ability of a utility to raise 
additional financing if needed, and can lead to leverage covenant violations in bank credit facilities or other 
financing agreements11. A high ratio may result from a regulatory framework that does not permit a robust 
cushion of equity in the capital structure, or from a material write-off of an asset, which may not have 
impacted current period cash flows but could affect future period cash flows relative to debt. 

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

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

Other types of utilities may have lower business risk, such that we believe that they are most appropriately 
assessed using the LBR Grid, due to factors that could include a generally greater transfer of risk to 
customers, very strong insulation from exposure to commodity price movements, good protection from 
volumetric risks, fairly limited capex needs and low exposure to storms, major accidents and natural 

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

threshold level. 

Thies WP

Page 39 of 94



 

 

  
22   JUNE 23, 2017 
   

RATING METHODOLOGY: REGULATED ELECTRIC AND GAS UTILITIES 
 

INFRASTRUCTURE 
 

disasters. For instance, we tend to view many US natural gas local distribution companies (LDCs) and certain 
US electric transmission and distribution companies (T&Ds, which lack generation but generally retain some 
procurement responsibilities for customers), as typically having a lower business risk profile than their 
vertically integrated peers. In cases of T&Ds that we do not view as having materially lower risk than their 
vertically integrated peers, we will apply the Standard grid. This could result from a regulatory framework 
that exposes them to energy supply risk, large capital expenditures for required maintenance or upgrades, a 
heightened degree of exposure to catastrophic storm damage, or increased regulatory scrutiny due to poor 
reliability, or other considerations. The Standard Grid will also apply to LDCs that in our view do not have 
materially lower risk; for instance, due to their ownership of high pressure pipes or older systems requiring 
extensive gas main replacements, where gas commodity costs are not fully recovered in a reasonably 
contemporaneous manner, or where the LDC is not well insulated from declining volumes. 

The four key ratios, their weighting in the grid, and the Standard and LBR scoring thresholds are detailed in 
the following table. 

Factor 4: Financial Strength 

Weighting 40% 

Sub-
Factor 
Weighting   Aaa Aa A Baa Ba B Caa 

CFO pre-WC + 
Interest / 
Interest 

7.50%   ≥ 8.0x 6.0x - 8.0x 4.5x - 6.0x 3.0x - 4.5x 2.0x - 3.0x 1.0x - 2.0x < 1.0x 

CFO pre-WC / 
Debt 

15.00% Standard Grid ≥ 40% 30% - 40% 22% - 30% 13% - 22% 5% - 13% 1% - 5% < 1% 

  Low Business 
Risk Grid 

≥ 38% 27% - 38% 19% - 27% 11% - 19% 5% - 11% 1% - 5% < 1% 

CFO pre-WC - 
Dividends / Debt 

10.00% Standard Grid ≥ 35% 25% - 35% 17% - 25% 9% - 17% 0% - 9% (5%) - 0% < (5%) 

  Low Business 
Risk Grid 

≥ 34% 23% - 34% 15% - 23% 7% - 15% 0% - 7% (5%) - 0% < (5%) 

Debt / 
Capitalization 

7.50% Standard Grid < 25% 25% - 35% 35% - 45% 45% - 55% 55% - 65% 65% - 75% ≥ 75% 

  Low Business 
Risk Grid 

< 29% 29% - 40% 40% - 50% 50% - 59% 59% - 67% 67% - 75% ≥ 75% 

 

Notching for Structural Subordination of Holding Companies 

Why It Matters 

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

Most HoldCos present their financial statements on a consolidated basis that blurs legal considerations 
about priority of creditors based on the legal structure of the family, and grid scoring is thus based on 
consolidated ratios. However, HoldCo creditors typically have a secondary claim on the group’s cash flows 
and assets after OpCo creditors. We refer to this as structural subordination, because it is the corporate legal 
structure, rather than specific subordination provisions, that causes creditors at each of the utility and non-
utility subsidiaries to have a more direct claim on the cash flows and assets of their respective OpCo 
obligors. By contrast, the debt of the HoldCo is typically serviced primarily by dividends that are up-
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streamed by the OpCos12. Under normal circumstances, these dividends are made from net income, after 
payment of the OpCo’s interest and preferred dividends. In most non- financial corporate sectors where 
cash often moves freely between the entities in a single issuer family, this distinction may have less of an 
impact. However, in the regulated utility sector, barriers to movement of cash among companies in the 
corporate family can be much more restrictive, depending on the regulatory framework. These barriers can 
lead to significantly different probabilities of default for HoldCos and OpCos. Structural subordination also 
affects loss given default.  Under most default1310 scenarios, an OpCo’s creditors will be satisfied from the 
value residing at that OpCo before any of the OpCo’s assets can be used to satisfy claims of the HoldCo’s 
creditors. The prevalence of debt issuance at the OpCo level is another reason that structural subordination 
is usually a more serious concern in the utility sector than for investment grade issuers in other non-financial 
corporate sectors. 

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

How We Assess It 

Grid-indicated ratings of holding companies may be notched down based on structural subordination. The 
risk factors and mitigants that impact structural subordination are varied and can be present in different 
combinations, such that a formulaic approach is not practical and case-by-case analyst judgment of the 
interaction of all pertinent factors that may increase or decrease its importance to the credit risk of an issuer 
are essential. 

Some of the potentially pertinent factors that could increase the degree and/or impact of structural 
subordination include the following: 

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

» Specific ring-fencing provisions 

» Strict financial covenants at the OpCo level 

» Higher leverage at the OpCo level 

» Higher leverage at the HoldCo level14 

» Significant dividend limitations or potential limitations at an important OpCo 

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

Strained liquidity at the HoldCo level 

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

Some of the potentially mitigating factors that could decrease the degree and/or impact of structural 
subordination include the following: 

                                                                                 
12  The HoldCo and OpCo may also have intercompany agreements, including tax sharing agreements, that can be another source of cash to the HoldCo. 
13  Actual priority in a default scenario will be determined by many factors, including the corporate and bankruptcy laws of the jurisdiction, the asset value of each 

OpCo, specific financing terms, inter-relationships among members of the family, etc. 
14  While higher leverage at the HoldCo does not increase structural subordination per se, it exacerbates the impact of any structural subordination that exists 
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» Substantial diversity in cash flows from a variety of utility OpCos 

» Meaningful dividends to HoldCo from unlevered utility OpCos 

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

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

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

Notching for structural subordination within the grid may range from 0 to negative 3 notches. Instances of 
extreme structural subordination are relatively rare, so the grid convention does not accommodate wider 
differences, although in the instances where we believe it is present, actual ratings do reflect the full impact 
of structural subordination. 

A related issue is the relationship of ratings within a utility family with multiple operating companies, and 
sometimes intermediate holding companies. Some of the key issues are the same, such as the relative 
amounts of debt at the holding company level compared to the operating company level (or at one OpCo 
relative to another), and the degree to which operating companies have credit insulation due to regulation 
or other protective factors. Appendix B has additional insights on ratings within a utility family. 

 

Rating Methodology Assumptions, Limitations, and Other Rating Considerations 

The grid in this rating methodology represents a decision to favor simplicity that enhances transparency and 
to avoid greater complexity that might enable the grid to map more closely to actual ratings. Accordingly, 
the four rating factors and the notching factor in the grid do not constitute an exhaustive treatment of all of 
the considerations that are important for ratings of companies in the regulated electric and gas utility sector. 
In addition, our ratings incorporate expectations for future performance, while the financial information that 
is used in the grid in this document is mainly historical. In some cases, our expectations for future 
performance may be informed by confidential information that we can’t disclose. In other cases, we 
estimate future results based upon past performance, industry trends, competitor actions or other factors. In 
either case, predicting the future is subject to the risk of substantial inaccuracy. 

Assumptions that may cause our forward-looking expectations to be incorrect include unanticipated 
changes in any of the following factors: the macroeconomic environment and general financial market 
conditions, industry competition, disruptive technology, regulatory and legal actions. 

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

In choosing metrics for this rating methodology grid, we did not explicitly include certain important factors 
that are common to all companies in any industry such as the quality and experience of management, 
assessments of corporate governance and the quality of financial reporting and information disclosure. 
Therefore ranking these factors 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. 
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Ratings may include additional factors that are difficult to quantify or that have a meaningful effect in 
differentiating credit quality only in some cases, but not all. Such factors include financial controls, exposure 
to uncertain licensing regimes and possible government interference in some countries. 

Regulatory, litigation, liquidity, technology and reputational risk as well as changes to consumer and 
business spending patterns, competitor strategies and macroeconomic trends also affect ratings. While these 
are important considerations, it is not possible precisely to express these in the rating methodology grid 
without making the grid excessively complex and significantly less transparent. 

Ratings may also reflect circumstances in which the weighting of a particular factor will be substantially 
different from the weighting suggested by the grid. 

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

Other Rating Considerations 

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

 

Liquidity and Access to Capital Markets 

Liquidity analysis is a key element in the financial analysis of electric and gas utilities, and it encompasses a 
company’s ability to generate cash from internal sources as well as the availability of external sources of 
financing to supplement these internal sources.  Liquidity and access to financing are of particular 
importance in this sector.  Utility assets can often have a very long useful life- 30, 40 or even 60 years is not 
uncommon, as well as high price tags. Partly as a result of construction cycles, the utility sector has 
experienced prolonged periods of negative free cash flow – essentially, the sum of its dividends and its 
capital expenditures for maintenance and growth of its infrastructure frequently exceeds cash from 
operations, such that a portion of capital expenditures must routinely be debt financed. Utilities are among 
the largest debt issuers in the corporate universe and typically require consistent access to the capital 
markets to assure adequate sources of funding and to maintain financial flexibility. Substantial portions of 
capex are non-discretionary (for example, maintenance, adding customers to the network, or meeting 
environmental mandates); however, utilities were swift to cut or defer discretionary spending during the 
2007-2009 recession. Dividends represent a quasi-permanent outlay, since utilities typically only rarely will 
cut their dividend.  Liquidity is also important to meet maturing obligations, which often occur in large 
chunks, and to meet collateral calls under any hedging agreements. 

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

Our assessment of liquidity for regulated utilities involves an analysis of total sources and uses of cash over 
the next 12 months or more, as is done for all corporates. Using our financial projections of the utility and 
our analysis of its available sources of liquidity (including an assessment of the quality and reliability of 
alternate liquidity such as committed credit facilities), we evaluate how its projected sources of cash (cash 
from operations, cash on hand and existing committed multi-year credit facilities) compare to its projected 
uses (including all or most capital expenditures, dividends, maturities of short and long-term debt, our 
projection of potential liquidity calls on financial hedges, and important issuer-specific items such as special 
tax payments).  We assume no access to capital markets or additional liquidity sources, no renewal of 
existing credit facilities, and no cut to dividends. We examine a company’s liquidity profile under this 
scenario, its ability to make adjustments to improve its liquidity position, and any dependence on liquidity 
sources with lower quality and reliability. 

 

Management Quality and Financial Policy 

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

We also assess financial policy (including dividend policy and planned capital expenditures) and how 
management balances the potentially competing interests of shareholders, fixed income investors and other 
stakeholders. Dividends and discretionary capital expenditures are the two primary components over which 
management has the greatest control in the short term. For holding companies, we consider the extent to 
which management is willing stretch its payout ratio (through aggressive increases or delays in needed 
decreases) in order to satisfy common shareholders. For a utility that is a subsidiary of a parent company 
with several utility subsidiaries, dividends to the parent may be more volatile depending on the cash 
generation and cash needs of that utility, because parents typically want to assure that each utility 
maintains the regulatory debt/equity ratio on which its rates have been set. The effect we have observed is 
that utility subsidiaries often pay higher dividends when they have lower capital needs and lower dividends 
when they have higher capital expenditures or other cash needs. Any dividend policy that cuts into the 
regulatory debt/equity ratio is a material credit negative. 

Size – Natural Disasters, Customer Concentration and Construction Risks 

The size and scale of a regulated utility has generally not been a major determinant of its credit strength in 
the same way that it has been for most other industrial sectors. While size brings certain economies of scale 
that can somewhat affect the utility’s cost structure and competitiveness, rates are more heavily impacted 
by costs related to fuel and fixed assets. Particularly in the US, we have not observed material differences in 
the success of utilities’ regulatory outreach based on their size. Smaller utilities have sometimes been better 
able to focus their attention on meeting the expectations of a single regulator than their multi-state peers. 

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

Interaction of Utility Ratings with Government Policies and Sovereign Ratings 

Compared to most industrial sectors, regulated utilities are more likely to be impacted by government 
actions. Credit impacts can occur directly through rate regulation, and indirectly through energy, 
environmental and tax policies. Government actions affect fuel prices, the mix of generating plants, the 
certainty and timing of revenues and costs, and the likelihood that regulated utilities will experience 
financial stress. While our evolving view of the impact of such policies and the general economic and 
financial climate is reflected in ratings for each utility, some considerations do not lend themselves to 
incorporation in a simple ratings grid.15 

Diversified Operations at the Utility 

A small number of regulated utilities have diversified operations that are segments within the utility 
company, as opposed to the more common practice of housing such operations in one or more separate 
affiliates. In general, we will seek to evaluate the other businesses that are material in accordance with the 
appropriate methodology and the rating will reflect considerations from such methodologies. There may be 
analytical limitations in evaluating the utility and non-utility businesses when segment financial results are 
not fully broken out and these may be addressed through estimation based on available information. Since 
regulated utilities are a relatively low risk business compared to other corporate sectors, in most cases 
diversified non-utility operations increase the business risk profile of a utility. Reflecting this tendency, we 
note that assigned ratings are typically lower than grid- indicated ratings for such companies. 

Event Risk 

We also recognize the possibility that an unexpected event could cause a sudden and sharp decline in an 
issuer's fundamental creditworthiness. Typical special events include mergers and acquisitions, asset sales, 
spin-offs, capital restructuring programs, litigation and shareholder distributions. 

Corporate Governance 

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

Investment and Acquisition Strategy 

In our credit assessment we take into consideration management’s investment strategy. Investment strategy 
is benchmarked with that of the other companies in the rated universe to further verify its consistency. 
Acquisitions can strengthen a company’s business. Our assessment of a company’s tolerance for acquisitions 
at a given rating level takes into consideration (1) management’s risk appetite, including the likelihood of 
further acquisitions over the medium term; (2) share buy-back activity; (3) the company’s commitment to 
specific leverage targets; and (4) the volatility of the underlying businesses, as well as that of the business 
acquired. Ratings can often hold after acquisitions even if leverage temporarily climbs above normally 
acceptable ranges. However, this depends on (1) the strategic fit; (2) pro-forma capitalization/leverage 

                                                                                 
15  See also the cross-sector methodology ”How Sovereign Credit Quality May Affect Other Ratings.”  A link to this and other sector and cross-sector credit rating 

methodologies can be found in the Related Research section of this report. 
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following an acquisition; and (3) our confidence that credit metrics will be restored in a relatively short 
timeframe. 

Financial Controls 

We rely on the accuracy of audited financial statements to assign and monitor ratings in this sector. Such 
accuracy is only possible when companies have sufficient internal controls, including centralized operations, 
the proper tone at the top and consistency in accounting policies and procedures. 

Weaknesses in the overall financial reporting processes, financial statement restatements or delays in 
regulatory filings can be indications of a potential breakdown in internal controls. 
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Appendix A: Regulated Electric and Gas Utilities Methodology Factor Grid 

Factor 1a: Legislative and Judicial Underpinnings of the Regulatory Framework (12.5%) 

Aaa Aa A Baa 

Utility regulation occurs under a fully developed 
framework that is national in scope based on legislation 

that provides the utility a nearly absolute monopoly (see 
note 1_ within its service territory, an  unquestioned 

assurance that rates will be set in a manner that will permit 
the utility to make and recover all necessary investments, 

an extremely high degree of clarity as to the manner in 
which utilities will be regulated and prescriptive methods 

and procedures for setting rates. Existing utility law is 
comprehensive and supportive such that changes in 
legislation are not expected to be necessary; or any 

changes that have occurred have been strongly supportive 
of utilities credit quality in general and sufficiently forward- 

looking so as to address problems before they occurred. 
There is an independent judiciary that can arbitrate 

disagreements between the regulator and the utility should 
they occur, including access to national courts, very strong 
judicial precedent in the interpretation of utility laws, and a 
strong rule of law. We expect these conditions to continue. 

Utility regulation occurs under a fully developed national, 
state or provincial framework based on legislation that 

provides the utility an extremely strong monopoly (see note 
1) within its service territory, a strong assurance, subject to 
limited review, that rates will be set in a manner that will 

permit the utility to make and recover all necessary 
investments, a very high degree of clarity as to the manner 

in which utilities will be regulated and reasonably 
prescriptive methods and procedures for setting rates. If 
there have been changes in utility legislation, they have 

been timely and clearly credit supportive of the issuer in a 
manner that shows the utility has had a strong voice in the 

process. There is an independent judiciary that can arbitrate 
disagreements between the regulator and the utility, should 

they occur including access to national courts, strong 
judicial precedent in the interpretation of utility laws, and a 
strong rule of law. We expect these conditions to continue. 

Utility regulation occurs under a well developed 
national, state or provincial framework based on 
legislation that provides the utility a very strong 

monopoly (see note 1) within its service territory, an 
assurance, subject to reasonable prudency 

requirements, that rates will be set in a manner that 
will permit the utility to make and recover all 

necessary investments, a high degree of clarity as to 
the manner in which utilities will be regulated, and 
overall guidance for methods and procedures for 
setting rates. If there have been changes in utility 

legislation, they have been mostly timely and on the 
whole credit supportive for the issuer, and the utility 
has had a clear voice in the legislative process. There 

is an independent judiciary that can arbitrate 
disagreements between the regulator and the utility, 

should they occur, including access to national 
courts, clear judicial precedent in the interpretation 
of utility law, and a strong rule of law.  We expect 

these conditions to continue. 

Utility regulation occurs (i) under a national, state, provincial or municipal 
framework based on legislation that provides the utility a strong monopoly 
within its service territory that may have some exceptions such as greater 
self-generation (see note 1), a general assurance that, subject to prudency 
requirements that are mostly reasonable, rates will be set will be set in a 

manner that will permit the utility to make and recover all necessary 
investments, reasonable clarity as to the manner in which utilities will be 
regulated and overall guidance for methods and procedures for setting 
rates; or (ii) under a new framework where independent and transparent 
regulation exists in other sectors.  If there have been changes in utility 

legislation, they have been credit supportive or at least balanced for the 
issuer but potentially less timely, and the utility had a voice in the 

legislative process. There is either (i) an independent judiciary that can 
arbitrate disagreements between the regulator and the utility, including 
access to courts at least at the state or provincial level, reasonably clear 

judicial precedent in the interpretation of utility laws, and a generally 
strong rule of law; or 

(ii) regulation has been applied (under a well developed framework) in a 
manner such that redress to an independent arbiter has not been required.  

We expect these conditions to continue. 

Ba B Caa  

Utility regulation occurs (i) under a national, state, 
provincial or municipal framework based on legislation or 
government decree that provides the utility a monopoly 

within its service territory that is generally strong but may 
have a greater level of exceptions (see note 1), and that, 

subject to prudency requirements which may be stringent, 
provides a general assurance (with somewhat less 

certainty) that rates will be set  will be set in a manner that 
will permit the utility to make and recover necessary 

investments; or (ii) under a new framework where the 
jurisdiction has a history of less independent and 

transparent regulation in other sectors. Either: (i) the 
judiciary that can arbitrate disagreements between the 

regulator and the utility may not have clear authority or 
may not be fully independent of the regulator or other 

political pressure, but there is a reasonably strong rule of 
law; or (ii)  where there is no independent arbiter, the 
regulation has mostly been applied in a manner such 

redress has not been required. We expect these conditions 
to continue. 

Utility regulation occurs (i) under a national, state, 
provincial or municipal framework based on legislation or 

government decree that provides the utility monopoly 
within its service territory that is reasonably strong but may 

have important exceptions, and that, subject to prudency 
requirements which may be stringent or at times arbitrary, 
provides more limited or less certain assurance that rates 
will be set in a manner that will permit the utility to make 

and recover necessary investments; or (ii) under a new 
framework where we would expect less independent and 

transparent regulation, based either on the regulator's 
history in other sectors or other factors. The judiciary that 

can arbitrate disagreements between the regulator and the 
utility may not have clear authority or may not be fully 

independent of the regulator or other political pressure, but 
there is a reasonably strong rule of law. Alternately, where 

there is no independent arbiter, the regulation has been 
applied in a manner that often requires some redress adding 

more uncertainty to the regulatory framework. 

There may be a periodic risk of creditor-unfriendly 
government intervention in utility markets or rate-setting. 

Utility regulation occurs (i) under a national, state, 
provincial or municipal framework based on 

legislation or government decree that provides the 
utility a monopoly within its service territory, but 

with little assurance that rates will be set in a manner 
that will permit the utility to make and recover 

necessary investments; or (ii) under a new framework 
where we would expect unpredictable or adverse 

regulation, based either on the jurisdiction's history 
of in other sectors or other factors. The judiciary that 
can arbitrate disagreements between the regulator 

and the utility may not have clear authority or is 
viewed as not being fully independent of the 

regulator or other political pressure.  Alternately, 
there may be no redress to an effective independent 

arbiter. The ability of the utility to enforce its 
monopoly or prevent uncompensated usage of its 

system may be limited. There may be a risk of 
creditor- unfriendly nationalization or other 

significant intervention in utility markets or rate-
setting. 

 

Note 1: The strength of the monopoly refers to the legal, regulatory and practical obstacles for customers in the utility’s territory to obtain service from another provider. Examples of a weakening of the monopoly would include the ability of a 
city or large user to leave the utility system to set up their own system, the extent to which self-generation is permitted (e.g. cogeneration) and/or encouraged (e.g., net metering, DSM generation). At the lower end of the ratings spectrum, 
the utility’s monopoly may be challenged by pervasive theft and unauthorized use.  Since utilities are generally presumed to be monopolies, a strong monopoly position in itself is not sufficient for a strong score in this sub-factor, but a 
weakening of the monopoly can lower the score. 

* 10% weight for issuers that lack generation  **0% weight for issuers that lack generation  
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Factor 1b: Consistency and Predictability of Regulation (12.5%) 

Aaa Aa A Baa 

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

predictable, consistent and favorable 
decisions. The regulator is highly credit 
supportive of the issuer and utilities in 
general. We expect these conditions to 

continue. 

The issuer's interaction with the regulator has a 
led to a considerable track record of 

predominantly predictable and consistent 
decisions. The regulator is mostly credit 

supportive of utilities in general and in almost all 
instances has been highly credit supportive of 

the issuer.  We expect these conditions to 
continue. 

The issuer's interaction with the 
regulator has led to a track record of 

largely predictable and consistent 
decisions. The regulator may be 

somewhat less credit supportive of 
utilities in general, but has been quite 
credit supportive of the issuer in most 

circumstances. We expect these 
diti  t  ti  

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

consistent and predictable, but there may some evidence 
of inconsistency or unpredictability from time to time, or 
decisions may at times be politically charged. However, 
instances of less credit supportive decisions are based on 
reasonable application of existing rules and statutes and 
are not overly punitive. We expect these conditions to 

ti  
Ba B Caa  

We expect that regulatory decisions will 
demonstrate considerable inconsistency or 

unpredictability or that decisions will be 
politically charged, based either on the 
issuer's track record of interaction with 

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

direction. The regulator may have a history 
of less credit supportive regulatory decisions 
with respect to the issuer, but we expect that 

the issuer will be able to obtain support 
when it encounters financial stress, with 

some potentially material delays. The 
regulator’s authority may be eroded at times 

by legislative or political action. The 
regulator may not follow the framework for 

 i l d i i  

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

arbitrary, based either on the issuer's track 
record of interaction with regulators or other 

governing bodies, or our view that decisions will 
move in this direction. However, we expect that 

the issuer will ultimately be able to obtain 
support when it encounters financial stress, 

albeit with material or more extended delays. 
Alternately, the regulator is untested, lacks a 

consistent track record, or is undergoing 
substantial change. The regulator’s authority 

may be eroded on frequent occasions by 
legislative or political action. The regulator may 

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

We expect that regulatory decisions will 
be highly unpredictable and frequently 

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

decisions will move in this direction. 
Alternately, decisions may have credit 
supportive aspects, but may often be 

unenforceable. The regulator’s authority 
may have been seriously eroded by 
legislative or political action. The 

regulator may consistently ignore the 
framework to the detriment of the issuer. 
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Factor 2a: Timeliness of Recovery of Operating and Capital Costs (12.5%) 

Aaa Aa A Baa 

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

recovery of all operating costs and 
essentially contemporaneous return on all 

incremental capital investments, with 
statutory provisions in place to preclude the 
possibility of challenges to rate increases or 
cost recovery mechanisms. By statute and 
by practice, general rate cases are efficient, 
focused on an impartial review, quick, and 
permit inclusion of fully forward -looking 

costs. 

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

recovery of all operating costs and essentially 
contemporaneous or near-contemporaneous 

return on most incremental capital 
investments, with minimal challenges by 

regulators to companies’  cost assumptions. By 
statute and by practice, general rate cases are 
efficient, focused on an impartial review, of a 

very reasonable duration before non-
appealable interim rates can be collected, and 
primarily permit inclusion of forward- looking 

costs. 

Automatic cost recovery mechanisms provide 
full and reasonably timely recovery of fuel, 

purchased power and all other highly variable 
operating expenses.  Material capital 

investments may be  made under tariff 
formulas or other rate-making permitting 

reasonably contemporaneous returns, or may 
be submitted under other types of filings that 

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

delay rate increases or cost recovery are 
generally related to large, unexpected increases 
in sizeable construction projects. By statute or 
by practice, general rate cases are reasonably 

efficient, primarily focused on an impartial 
review, of a reasonable duration before rates 
(either permanent or non- refundable interim 

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

Fuel, purchased power and all other highly variable 
expenses are generally recovered through mechanisms 

incorporating delays of less than one year, although 
some rapid increases in costs may be delayed longer 

where such deferrals do not place financial stress on the 
utility. Incremental capital investments may be 

recovered primarily through general rate cases with 
moderate lag, with some through tariff formulas. 
Alternately, there may be formula rates that are 

untested or unclear. 
Potentially greater tendency for delays due to 

regulatory intervention, although this will generally be 
limited to rates related to large capital projects or rapid 

increases in operating costs. 

Ba B Caa  

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

eventually be recovered with delays that 
will not place material financial stress on 

the utility, but there may be some evidence 
of an unwillingness by regulators to make 
timely rate changes to address volatility in 
fuel, or purchased power, or other market-

sensitive expenses. Recovery of costs 
related to capital investments may be 
subject to delays that are somewhat 
lengthy, but not so pervasive as to be 

expected to discourage important 
investments. 

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

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

Recovery of costs related to capital 
investments may be subject to delays that are 

material to the issuer, or may be likely to 
discourage some important investment. 

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

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

Recovery of costs related to capital investments 
may be uncertain, subject to delays that are 

extensive, or that may be likely to discourage 
even necessary investment. 

 

Note:  Tariff formulas include formula rate plans as well as trackers and riders related to capital investment. 
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Factor 2b: Sufficiency of Rates and Returns (12.5%) 

Aaa Aa A Baa 

Sufficiency of rates to cover costs and 
attract capital is (and will continue to be) 

unquestioned. 

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

a fair return on all investments, with minimal 
challenges by regulators to companies’ cost 
assumptions. This will translate to returns 

(measured in relation to equity, total assets, 
rate base or regulatory asset value, as 

applicable) that are strong relative to global 
peers. 

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

provides full cost recovery and a fair 
return on investments, with limited 

instances of regulatory challenges and 
disallowances. 

In general, this will translate to returns 
(measured in relation to equity, total 
assets, rate base or regulatory asset 

value, as applicable) that are generally 
above average relative to global peers, 

but may at times be average. 

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

return on investments, but there may be somewhat more 
instances of regulatory challenges and disallowances, although 
ultimate rate outcomes are sufficient to attract capital without 
difficulty. In general, this will translate to returns (measured in 

relation to equity, total assets, rate base or regulatory asset 
value, as applicable) that are average relative to global peers, but 

may at times be somewhat below average. 

Ba B Caa  

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

recovery of most operating costs but return 
on investments may be less predictable, and 

there may be decidedly more instances of 
regulatory challenges and disallowances, 
but ultimate rate outcomes are generally 

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

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

are generally below average relative to 
global peers, or where allowed returns are 

average but difficult to earn. 
Alternately, the tariff formula may not take 

into account all cost components and/or 
remuneration of investments may be 

unclear or at times unfavorable. 

We expect rates will be set at a level that at 
times fails to provide recovery of costs other 

than cash costs, and regulators may engage in 
somewhat arbitrary second-guessing of 

spending decisions or deny rate increases 
related to funding ongoing operations based 

much more on politics than on prudency 
reviews.  Return on investments may be set at 
levels that discourage investment. We expect 

that rate outcomes may be difficult or 
uncertain, negatively affecting continued 

access to capital. 
Alternately, the tariff formula may fail to take 

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

investments may be generally unfavorable. 

We expect rates will be set at a level 
that often fails to provide recovery of 
material costs, and recovery of cash 
costs may also be at risk. Regulators 

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

rate increases related to funding 
ongoing operations based primarily on 
politics. Return on investments may be 
set at levels that discourage necessary 
maintenance investment. We expect 

that rate outcomes may often be 
punitive or highly uncertain, with a 

markedly negative impact on access to 
capital. Alternately, the tariff formula 

may fail to take into account significant 
cash cost components, and/or 

remuneration of investments may be 
primarily unfavorable. 
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Factor 3: Diversification (10%) 

Weighting 10% 
Sub-Factor 
Weighting Aaa Aa A Baa 

Market Position 5% * A very high degree of multinational 
and regional diversity in terms of 
regulatory regimes and/or service 

territory economies. 

Material operations in three or 
more nations or substantial 

geographic regions providing very 
good diversity of regulatory 

regimes and/or service territory 
economies. 

Material operations in two to three nations, states, 
provinces or regions that provide good diversity of 

regulatory regimes and service territory economies. 
Alternately, operates within a single regulatory 

regime with low volatility, and the service territory 
economy is robust, has a very high degree of 
diversity and has demonstrated resilience in 

economic cycles. 

May operate under a single regulatory regime viewed as having low 
volatility, or where multiple regulatory regimes are not viewed as 
providing much diversity. The service territory economy may have 

some concentration and cyclicality, but is sufficiently resilient that it 
can absorb reasonably foreseeable increases in utility rates. 

Generation and 
Fuel Diversity 

5% ** A high degree of diversity in terms of 
generation and/or fuel sources such 
that the utility and rate-payers are 

well insulated from commodity price 
changes, no generation 

concentration, and very low 
exposures to Challenged or 

Threatened Sources (see definitions 
below). 

Very good diversification in terms 
of generation and/or fuel sources 

such that the utility and rate-
payers are affected only minimally 
by commodity price changes, little 
generation concentration, and low 

exposures to Challenged or 
Threatened Sources. 

Good diversification in terms of generation and/or 
fuel sources such that the utility and rate-payers 
have only modest exposure to commodity price 

changes; however, may have some concentration in 
a source that is neither Challenged nor Threatened. 
Exposure to Threatened Sources is low. While there 
may be some exposure to Challenged Sources, it is 

not a cause for concern. 

Adequate diversification in terms of generation and/or fuel sources 
such that the utility and rate-payers have moderate exposure to 

commodity price changes; however, may have some concentration 
in a source that is Challenged. Exposure to Threatened Sources is 
moderate, while exposure to Challenged Sources is manageable. 

 
Sub-Factor 
Weighting Ba B Caa Definitions 

Market Position 5% * Operates in a market area with 
somewhat greater concentration and 

cyclicality in the service territory 
economy and/or exposure to storms 
and other natural disasters, and thus 

less resilience to absorbing 
reasonably foreseeable increases in 
utility rates. May show somewhat 
greater volatility in the regulatory 

regime(s). 

Operates in a limited market area 
with material concentration and 
more severe cyclicality in service 

territory economy such that cycles 
are of materially longer duration or 
reasonably foreseeable increases in 

utility rates could present a 
material challenge to the economy. 

Service territory may have 
geographic concentration that 

limits its resilience to storms and 
other natural disasters, or may be 
an emerging market. May show 

decided volatility in the regulatory 
regime(s). 

Operates in a concentrated economic service 
territory with pronounced concentration, 

macroeconomic risk factors, and/or  exposure to 
natural disasters. 

Challenged Sources are generation plants that face higher but not 
insurmountable economic hurdles resulting from penalties or taxes 

on their operation, or from environmental upgrades that are 
required or likely to be required. Some examples are carbon-
emitting plants that incur carbon taxes, plants that must buy 

emissions credits to operate, and plants that must install 
environmental equipment to continue to operate, in each where the 
taxes/credits/upgrades are sufficient to have a material impact on 
those plants' competitiveness relative to other generation types or 
on the utility's rates, but where the impact is not so severe as to be 

likely require plant closure. 

Generation and 
Fuel Diversity 

5% ** Modest diversification in generation 
and/or fuel sources such that the 

utility or rate- payers have greater 
exposure to commodity price 

changes. Exposure to Challenged and 
Threatened Sources may be more 
pronounced, but the utility will be 
able to access alternative sources 

without undue financial stress. 

Operates with little diversification 
in generation and/or fuel sources 

such that the utility or rate-payers 
have high exposure to commodity 

price changes. Exposure to 
Challenged and Threatened 

Sources may be high, and accessing 
alternate sources may be 

challenging and cause more 
financial stress, but ultimately 

feasible. 

Operates with high concentration in generation 
and/or fuel sources such that the utility or rate-

payers have exposure to commodity price shocks. 
Exposure to Challenged and Threatened Sources 
may be very high, and accessing alternate sources 

may be highly uncertain. 

Threatened Sources are generation plants that are not currently 
able to operate due to major unplanned outages or issues with 

licensing or other regulatory compliance, and plants that are highly 
likely to be required to de- activate, whether due to the 

effectiveness of currently existing or expected rules and regulations 
or due to economic challenges. Some recent examples would 

include coal fired plants in the US that are not economic to retro-fit 
to meet mercury and air toxics standards, plants that cannot meet 
the effective date of those standards, nuclear plants in Japan that 
have not been licensed to re-start after the Fukushima Dai-ichi 
accident, and nuclear plants that are required to be phased out 

within 10 years (as is the case in some European countries). 

*   10% weight for issuers that lack generation  **0% weight for issuers that lack generation 
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Factor 4: Financial Strength 

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

CFO pre-WC + Interest /  
Interest 

7.5%  ≥ 8x 6x - 8x 4.5x - 6x 3x - 4.5x 2x - 3x 1x - 2x < 1x 

  Standard Grid ≥ 40% 30% - 40% 22% - 30% 13% - 22% 5% - 13% 1% - 5% < 1% 

CFO pre-WC / Debt 15%         

  Low Business Risk Grid ≥ 38% 27% - 38% 19% - 27% 11% - 19% 5% - 11% 1% - 5% < 1% 

  Standard Grid ≥ 35% 25% - 35% 17% - 25% 9% - 17% 0% - 9% (5%) - 0% < (5%) 

CFO pre-WC - Dividends /  Debt 10%         

  Low Business Risk Grid ≥ 34% 23% - 34% 15% - 23% 7% - 15% 0% - 7% (5%) - 0% < (5%) 

  Standard Grid < 25% 25% - 35% 35% - 45% 45% - 55% 55% - 65% 65% - 75% ≥ 75% 

Debt / Capitalization 7.5%         

  Low Business Risk Grid < 29% 29% - 40% 40% - 50% 50% - 59% 59% - 67% 67% - 75% ≥ 75% 
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Appendix B: Approach to Ratings within a Utility Family 

Typical Composition of a Utility Family 

A typical utility company structure consists of a holding company (“HoldCo”) that owns one or more 
operating subsidiaries (each an “OpCo”). OpCos may be regulated utilities or non-utility companies. 
Financing of these entities varies by region, in part due to the regulatory framework. A HoldCo typically has 
no operations – its assets are mostly limited to its equity interests in subsidiaries, and potentially other 
investments in subsidiaries or minority interests in other companies. However, in certain cases there may be 
material operations at the HoldCo level. Financing can occur primarily at the OpCo level, primarily at the 
HoldCo level, or at both HoldCo and OpCos in varying proportions. When a HoldCo has multiple utility 
OpCos, they will often be located in different regulatory jurisdictions.  A HoldCo may have both levered and 
unlevered OpCos. 

General Approach to a Utility Family 

In our analysis, we generally consider the stand-alone credit profile of an OpCo and the credit profile of its 
ultimate parent HoldCo (and any intermediate HoldCos), as well as the profile of the family as a whole, 
while acknowledging that these elements can have cross-family credit implications in varying degrees, 
principally based on the regulatory framework of the OpCos and the financing model (which has often 
developed in response to the regulatory framework). 

In addition to considering individual OpCos under this (or another applicable) methodology, we typically1614 

approach a HoldCo rating by assessing the qualitative and quantitative factors in this methodology for the 
consolidated entity and each of its utility subsidiaries. Ratings of individual entities in the issuer family may 
be pulled up or down based on the interrelationships among the companies in the family and their relative 
credit strength. 

In considering how closely aligned or how differentiated ratings should be among members of a utility 
family, we assess a variety of factors, including: 

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

» Differentiation of the regulatory frameworks of the various OpCos 

» Specific ring-fencing provisions at particular OpCos 

» Financing arrangements – for instance, each OpCo may have its own financing arrangements, or the 
sole liquidity facility may be at the parent; there may be a liquidity pool among certain but not all 
members of the family; certain members of the family may better be able to withstand a temporary 
hiatus of external liquidity or access to capital markets 

» Financial covenants and the extent to which an Event of Default by one OpCo limits availability of 
liquidity to another member of the family 

» The extent to which higher leverage at one entity increases default risk for other members of the family 

» An entity’s exposure to or insulation from an affiliate with high business risk 

» Structural features or other limitations in financing agreements that restrict movements of funds, 
investments, provision of guarantees or collateral, etc. 

                                                                                 
16  See paragraph at the end of this section for approaches to Hybrid HoldCos. 
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» The relative size and financial significance of any particular OpCo to the HoldCo and the family  

See also those factors noted in Notching for Structural Subordination of Holding Companies. 

Our approach to a Hybrid HoldCo (see definition in Appendix C) depends in part on the importance of its 
non-utility operations and the availability of information on individual businesses. If the businesses are 
material and their individual results are fully broken out in financial disclosures, we may be able to assess 
each material business individually by reference to the relevant Moody’s methodologies to arrive at a 
composite assessment for the combined businesses. If non-utility operations are material but are not broken 
out in financial disclosures, we may look at the consolidated entity under more than one methodology. 
When non-utility operations are less material but could still impact the overall credit profile, the difference 
in business risks and our estimation of their impact on financial performance will be qualitatively 
incorporated in the rating. 

Higher Barriers to Cash Movement with Financing Predominantly at the OpCos 

Where higher barriers to cash movement exist on an OpCo or OpCos due the regulatory framework or debt 
structural features, ratings among family members are likely to be more differentiated. For instance, for 
utility families with OpCos in the US, where regulatory barriers to free cash movement are relatively high, 
greater importance is generally placed on the stand-alone credit profile of the OpCo. 

Our observation of major defaults and bankruptcies in the US sector generally corroborates a view that 
regulation creates a degree of separateness of default probability. For instance, Portland General Electric 
(Baa1 RUR-up) did not default on its securities, even though its then-parent Enron Corp. entered bankruptcy 
proceedings. When Entergy New Orleans (Ba2 stable) entered into bankruptcy, the ratings of its affiliates 
and parent Entergy Corporation (Baa3 stable) were unaffected. PG&E Corporation (Baa1 stable) did not 
enter bankruptcy proceedings despite bankruptcies of two major subsidiaries - Pacific Gas & Electric 
Company (A3 stable) in 2001 and National Energy Group in 2003. 

The degree of separateness may be greater or smaller and is assessed on a case by case basis, because 
situational considerations are important.  One area we consider is financing arrangements. For instance, 
there will tend to be greater differentiation if each member of a family has its own bank credit facilities and 
difficulties experienced by one entity would not trigger events of default for  other  entities. While the 
existence of a money pool might appear to reduce separateness between the participants, there may be 
regulatory barriers within money pools that preserve separateness. For instance, non-utility entities may 
have access to the pool only as a borrower, only as a lender, and even the utility entities may have 
regulatory limits on their borrowings from the pool or their credit exposures to other pool members. If the 
only source of external liquidity for a money pool is borrowings by the HoldCo under its bank credit facilities, 
there would be less separateness, especially if the utilities were expected to depend on that liquidity source. 
However, the ability of an OpCo to finance itself by accessing capital markets must also be considered. 
Inter-company tax agreements can also have an impact on our view of how separate the risks of default are. 

For a HoldCo, the greater the regulatory, economic, and geographic diversity of its OpCos, the greater its 
potential separation from the default probability of any individual subsidiary. Conversely, if a HoldCo’s 
actions have made it clear that the HoldCo will provide support for an OpCo encountering some financial 
stress (for instance, due to delays and/or cost over-runs on a major construction project), we would be likely 
to perceive less separateness. 

Even where high barriers to cash movement exist, onerous leverage at a parent company may not only give 
rise to greater notching for structural subordination at the parent, it may also pressure an OpCo’s rating, 
especially when there is a clear dependence on an OpCo’s cash flow to service parent debt. 
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While most of the regulatory barriers to cash movement are very real, they are not absolute. Furthermore, 
while it is not usually in the interest of an insolvent parent or its creditors to bring an operating utility into a 
bankruptcy proceeding, such an occurrence is not impossible. 

The greatest separateness occurs where strong regulatory insulation is supplemented by effective ring- 
fencing provisions that fully separate the management and operations of the OpCo from the rest of the 
family and limit the parent’s ability to cause the OpCo to commence bankruptcy proceedings as well  as 
limiting dividends and cash transfers. Typically, most entities in US utility families (including HoldCos and 
OpCos) are rated within 3 notches of each other. However, it is possible for the HoldCo and OpCos in a 
family to have much wider notching due to the combination of regulatory imperatives and strong ring-
fencing that includes a significant minority shareholder who must agree to important corporate decisions, 
including a voluntary bankruptcy filing. 

Lower Barriers to Cash Movement with Financing Predominantly at the OpCos 

Our approach to rating issuers within a family where there are lower regulatory barriers to movement of 
cash from OpCos to HoldCos (e.g., many parts of Asia and Europe) places greater emphasis on the credit 
profile of the consolidated group. Individual OpCos are considered based on their individual characteristics 
and their importance to the family, and their assigned ratings are typically banded closely around the 
consolidated credit profile of the group due to the expectation that cash will transit relatively freely among 
family entities. 

Some utilities may have OpCos in jurisdictions where cash movement among certain family members is 
more restricted by the regulatory framework, while cash movement from and/or among OpCos in other 
jurisdictions is less restricted. In these situations, OpCos with more restrictions may vary more widely from 
the consolidated credit profile while those with fewer restrictions may be more tightly banded around the 
other entities in the corporate family group. 
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Appendix C: Brief Descriptions of the Types of Companies Rated Under This 
Methodology 

The following describes the principal categories of companies rated under this  methodology: 

Vertically Integrated Utility: Vertically integrated utilities are regulated electric or combination utilities (see 
below) that own generation, distribution and (in most cases) electric transmission assets. Vertically 
integrated utilities are generally engaged in all aspects of the electricity business. They build power plants, 
procure fuel, generate power, build and maintain the electric grid that delivers power from a group of power 
plants to end-users (including high and low voltage lines, transformers and substations), and generally meet 
all of the electric needs of the customers in a specific geographic area (also called a service territory). The 
rates or tariffs for all of these monopolistic activities are set by the relevant regulatory authority. 

Transmission & Distribution Utility: Transmission & Distribution utilities (T&Ds) typically operate in 
deregulated markets where generation is provided under a competitive framework. T&Ds own and operate 
the electric grid that transmits and/or distributes electricity within a specific state or region. 

T&Ds provide electrical transportation and distribution services to carry electricity from power plants and 
transmission lines to retail, commercial, and industrial customers. T&Ds are typically responsible for billing 
customers for electric delivery and/or supply, and most have an obligation to provide a standard supply or 
provider-of-last-resort (POLR) service to customers that have not switched to a competitive supplier. These 
factors distinguish T&Ds from Networks, whose customers are retail electric suppliers and/or other 
electricity companies. In a smaller number of cases, T&Ds rated under this methodology may not have an 
obligation to provide POLR services, but are regulated in sub- sovereign jurisdictions.  The rates or tariffs for 
these monopolistic T&D activities are set by the relevant regulatory authority. 

Local Gas Distribution Company: Distribution is the final step in delivering natural gas to customers. While 
some large industrial, commercial, and electric generation customers receive natural gas directly from high 
capacity pipelines that carry gas from gas producing basins to areas where gas is consumed, most other 
users receive natural gas from their local gas utility, also called a local distribution company (LDC). LDCs are 
regulated utilities involved in the delivery of natural gas to consumers within a specific geographic area. 
Specifically, LDCs typically transport natural gas from delivery points located on large-diameter pipelines 
(that usually operate at fairly high pressure) to households and businesses through thousands of miles of 
small-diameter distribution pipe (that usually operate at fairly low pressure).  LDCs are typically responsible 
for billing customers for gas delivery and/or supply, and most also have the responsibility to procure gas for 
at least some of their customers, although in some markets gas supply to all customers is on a competitive 
basis. These factors distinguish LDCs from gas networks, whose customers are retail gas suppliers and/or 
other natural gas companies. The rates or tariffs for these monopolistic activities are set by the relevant 
regulatory authority. 

Integrated Gas Utility:  Integrated gas regulated utilities are regulated utilities that deliver gas to all end 
users in a particular service territory by sourcing the commodity; operating transport infrastructure that 
often combines high pressure pipelines with low pressure distribution systems and, in some cases, gas 
storage, re-gasification or other related facilities; and performing other supply-related activities, such as 
customer billing and metering. The rates or tariffs for the totality of these activities are set by the relevant 
regulatory authority.  Many integrated gas utilities are national in scope. 

Combination Utility: Combination utilities are those that combine an LDC or Integrated Gas Utility with 
either a vertically integrated utility or a T&D utility. The rates or tariffs for these monopolistic activities are 
set by the relevant regulatory authority. 
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Regulated Generation Utility: Regulated generation utilities (Regulated Gencos) are utilities that almost 
exclusively have generation assets, but their activities are generally regulated like those of vertically 
integrated utilities. In the US, this means that the purchasers of their output (typically other investor-
owned, municipal or cooperative utilities) pay a regulated rate based on the total allowed costs of the 
Regulated Genco, including a return on equity based on a capital structure designated by the regulator 
(primarily FERC). Companies that have been included in this group include certain generation companies 
(including in Korea and China) that are not rate regulated in the usual sense of recovering costs plus a 
regulated rate of return on either equity or asset value. Instead, we have looked at a combination of 
governmental action with respect to setting feed-in tariffs and directives on how much generation will be 
built (or not built) in combination with a generally high degree of government ownership, and we have 
concluded that these companies are currently best rated under this methodology. Future evolution in our 
view of the operating and/or regulatory environment of these companies could lead us to conclude that 
they may be more appropriately rated under a related methodology (for example, Unregulated Utilities and 
Power Companies). 

Independent System Operator: An Independent System Operator (ISO) is an organization formed in certain 
regional electricity markets to act as the sole chief coordinator of an electric grid. In the areas where an ISO 
is established, it coordinates, controls and monitors the operation of the electrical power system to assure 
that electric supply and demand are balanced at all times, and, to the extent possible, that electric demand 
is met with the lowest-cost sources.  ISOs seek to assure adequate transmission and generation resources, 
usually by identifying new transmission needs and planning for a generation reserve margin above expected 
peak demand.  In regions where generation is competitive, they also seek to establish rules that foster a fair 
and open marketplace, and they may conduct price-setting auctions for energy and/or capacity. The 
generation resources that an ISO coordinates may belong to vertically integrated utilities or to independent 
power producers.  ISOs may not be rate-regulated in the traditional sense, but fall under governmental 
oversight. All participants in the regional grid are required to pay a fee or tariff (often volumetric) to the ISO 
that is designed to recover its costs, including costs of investment in systems and equipment needed to 
fulfill their function. ISOs may be for profit or not-for-profit entities. 

In the US, most ISOs were formed at the direction or recommendation of the Federal Energy Regulatory 
Commission (FERC), but the ISO that operates solely in Texas falls under state jurisdiction. Some US ISOs 
also perform certain additional functions such that they are designated as Regional Transmission 
Organizations (or RTOs). 

Transmission-Only Utility: Transmission-only utilities are solely focused on owning and operating 
transmission assets. The transmission lines these utilities own are typically high-voltage and allow energy 
producers to transport electric power over long distances from where it is generated (or received) to the 
transmission or distribution system of a T&D or vertically integrated utility. Unlike most of the other utilities 
rated under this methodology, transmission-only utilities primarily provide services to other utilities and 
ISOs. Transmission-only utilities in most parts of the world other than the US have been rated under the 
Regulated Networks methodology. 

Utility Holding Company (Utility HoldCo): As detailed in Appendix B, regulated electric and gas utilities are 
often part of corporate families under a parent holding company. The operating subsidiaries of Utility 
Holdcos are overwhelmingly regulated electric and gas utilities. 

Hybrid Holding Company (Hybrid HoldCo): Some utility families contain a mix of regulated electric and gas 
utilities and other types of companies, but the regulated electric and gas utilities represent the majority of 
the consolidated cash flows, assets and debt. The parent company is thus a Hybrid HoldCo.  
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Appendix D: Key Industry Issues Over the Intermediate Term 

Political and Regulatory Issues 

As highly regulated monopolistic entities, regulated utilities continually face political and regulatory risk, and 
managing these risks through effective outreach to key customers as well as key political and regulatory 
decision-makers is, or at least should be, a core competency of companies in this sector. However, larger waves 
of change in the political, regulatory or economic environment have the potential to cause substantial changes 
in the level of risk experienced by utilities and their investors in somewhat unpredictable ways. 

One of the more universal risks faced by utilities currently is the compression of allowed returns. A long period 
of globally low interest rates, held down by monetary stimulus policies, has generally benefitted utilities, since 
reductions in allowed returns have been slower than reductions in incurred capital costs. Essentially all 
regulated utilities face a ratcheting down of allowed and/or earned returns. More difficult to predict is how 
regulators will respond when monetary stimulus reverses, and how well utilities will fare when fixed income 
investors require higher interest rates and equity investors require higher total returns and growth prospects. 

The following global snapshot highlights that regulatory frameworks evolve over time.  On an overall basis in 
the US over the past several years, we have noted some incremental positive regulatory trends, including 
greater use of formula rates, trackers and riders, and (primarily for natural gas utilities) de-coupling of returns 
from volumetric sales.  In Canada, the framework has historically been viewed as predictable and         
stable, which has helped offset somewhat lower levels of equity in the capital structure, but the compression of 
returns has been relatively steep in recent years. In Japan, the regulatory authorities are working through the 
challenges presented by the decision to shut down virtually all of the country’s nuclear generation capacity, 
leading to uncertainty regarding the extent to which increased costs will be reflected in rate increases 
sufficient to permit returns on capital to return to prior levels. China’s regulatory framework has continued to 
evolve, with fairly low transparency and some time-to-time shifts in favored versus less-favored generation 
sources balanced by an overall state policy of assuring sustainability of the sector, adequate supply of electricity 
and affordability to the general public. Singapore and Hong Kong have fairly well developed and supportive 
regulatory frameworks despite a trend towards lower returns, whereas Malaysia, Korea and Thailand have been 
moving towards a more transparent regulatory framework. The Philippines is in the process of deregulating its 
power market, while Indian power utilities continue to grapple with structural challenges. In Latin America, 
there is a wide dispersion among frameworks, ranging from the more stable, long established and predictable 
framework in Chile to the decidedly unpredictable framework in  Argentina. Generally, as Latin American 
economies have evolved to more stable economic policies, regulatory frameworks for utilities have also shown 
greater stability and predictability. 

All of the other issues discussed in this section have a regulatory/political component, either as the driver of 
change or in reaction to changes in economic environments and market factors. 

Economic and Financial Market Conditions 

As regulated monopolies, electric and gas utilities have generally been quite resistant to unsettled economic 
and financial market conditions for several reasons. Unlike many companies that face direct market-based 
competition, their rates do not decrease when demand decreases. The elasticity of demand for electricity 
and gas is much lower than for most products in the consumer economy. 

When financial markets are volatile, utilities often have greater capital market access than industrial 
companies in competitive sectors, as was the case in the 2007-2009 recession. However, regulated electric 
and gas utilities are by no means immune to a protracted or severe recession. 
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Severe economic malaise can negatively affect utility credit profiles in several ways. Falling demand for 
electricity or natural gas may negatively impact margins and debt service protection measures, especially 
when rates are designed such that a substantial portion of fixed costs is in theory recovered through 
volumetric charges. The decrease in demand in the 2007-2009 recession was notable in comparison to prior 
recessions, especially in the residential sector.  Poor economic conditions can make it more difficult for 
regulators to approve needed rate increases or provide timely cost recovery for utilities, resulting in higher 
cost deferrals and longer regulatory lag. Finally, recessions can coincide with a lack of confidence in the 
utility sector that impacts access to capital markets for a period of time. For instance, in the Great 
Depression and (to a lesser extent) in the 2001 recession, access for some issuers was curtailed due to the 
sector’s generally higher leverage than other corporate sectors, combined with a concerns over a lack of 
transparency in financial reporting. 

Fuel Price Volatility and the Global Impact of Shale Gas 

The ability of most utilities to pass through their fuel costs to end users may insulate a utility from exposure 
to price volatility of these fuels, but it does not insulate consumers. Consumers and regulators complained 
vociferously about utility rates during the run-up in hydro-carbon prices in 2005-2008 (oil, natural gas and, 
to a lesser extent, coal). The steep decline in US natural gas prices since 2009, caused in large part by the 
development of shale gas and shale oil resources, has been a material benefit to US utilities, because many 
have been able to pass through substantial base rate increases during a period when all-in rates were 
declining.  Shale hydro-carbons have also had a positive impact, albeit one that is less immediate and direct, 
on non-US utilities. In much of the eastern hemisphere, natural gas prices under long-term contracts have 
generally been tied to oil prices, but utilities and other industrial users have started to have some success in 
negotiating to de-link natural gas from oil. In addition, increasing US production of oil has had a noticeable 
impact on world oil prices, generally benefitting oil and gas users. 

Not all utilities will benefit equally. Utilities that have locked in natural gas under high-priced long- term 
contracts that they cannot re-negotiate are negatively impacted if they cannot pass through their full 
contracted cost of gas, or if the high costs cause customer dissatisfaction and regulatory backlash. Utilities 
with large coal fleets or utilities constructing nuclear power plants may also face negative impacts on their 
regulatory environment, since their customers will benefit less from lower natural gas prices. 

Distributed Generation Versus the Central Station Paradigm 

The regulation and the financing of electric utilities are based on the premise that the current model under 
which electricity is generated and distributed to customers will continue essentially unchanged for many 
decades to come. This model, called the central station paradigm (because electricity is generated in large, 
centrally located plants and distributed to a large number of customers, who may in fact be hundreds of 
miles away), has been in place since the early part of the 20th century. The model has worked because the 
economies of scale inherent to very large power plants has more than offset the cost and inefficiency 
(through power losses) inherent to maintaining a grid for transmitting and distributing electricity to end 
users. 

Despite rate structures that only allow recovery of invested capital over many decades (up to 60 years), 
utilities can attract capital because investors assume that rates will continue to be collected for at least that 
long a period. Regulators and politicians assume that taxes and regulatory charges levied on electricity usage 
will be paid by a broad swath of residences and businesses and will not materially discourage usage of 
electricity in a way that would decrease the amount of taxes collected. A corollary assumption is that the 
number of customers taking electricity from the system during that period will continue to be high enough 
such that rates will be reasonable and generally more attractive than other alternatives. In the event that 
consumers were to switch en masse to alternate sources of generating or receiving power (for instance 

Thies WP

Page 59 of 94



 

 

  

INFRASTRUCTURE 

42   JUNE 23, 2017 
   

RATING METHODOLOGY: REGULATED ELECTRIC AND GAS UTILITIES 
 

distributed generation), rates for remaining customers would either not cover the utility’s costs, or rates 
would need to be increased so much that more customers may be incentivized to leave the system. This 
scenario has been experienced in the regulated US copper wire telephone business, where rates have 
increased quite dramatically for users who have not switched to digital or wireless telephone service. While 
this scenario continues to be unlikely for the electricity sector, distributed generation, especially from solar 
panels, has made inroads in certain regions. 

Distributed generation is any retail-scale generation, differentiated from self-generation, which generally 
describes a large industrial plant that builds its own reasonably large conventional power plant to meet its 
own needs.  While some residential property owners that install distributed generation may choose to sever 
their connection to the local utility, most choose to remain connected, generating power into the grid when 
it is both feasible and economic to do so, and taking power from the grid at other times. Distributed 
generation is currently concentrated in roof-top photovoltaic solar panels, which have benefitted from 
varying levels of tax incentives in different jurisdictions. 

Regulatory treatment has also varied, but some rate structures that seek to incentivize distributed renewable 
energy are decidedly credit negative for utilities, in particular net metering. 

Under net metering, a customer receives a credit from the utility for all of its generation at the full (or nearly 
full) retail rate and pays only for power taken, also at the retail rate, resulting in a materially reduced 
monthly bill relative to a customer with no distributed generation. The distributed generation customer has 
no obligation to generate any particular amount of power, so the utility must stand ready to generate and 
deliver that customer’s full power needs at all times. Since most utility costs, including the fixed costs of 
financing and maintaining generation and delivery systems, are currently collected through volumetric rates, 
a customer owning distributed generation effectively transfers a portion of the utility’s costs of serving that 
customer to other customers with higher net usage, notably to customers that do not own distributed 
generation.  The higher costs may incentivize more customers to install solar panels, thereby shifting the 
utility’s fixed costs to an even smaller group of rate-payers. California is an example of a state employing net 
solar metering in its rate structure, whereas in New Jersey, which has the second largest residential solar 
program in the US, utilities buy power at a price closer to their blended cost of generation, which is much 
lower than the retail rate. 

To date, solar generation and net metering have not had a material credit impact on any utilities, but ratings 
could be negatively impacted if the programs were to grow and if rate structures were not amended so that 
each customer’s monthly bill more closely approximated the cost of serving that customer. 

In our current view, the possibility that there will be a widespread movement of electric utility customers to 
sever themselves from the grid is remote. However, we acknowledge that new technologies, such as the 
development of commercially viable fuel cells and/or distributed electric storage, could disrupt materially 
the central station paradigm and the credit quality of the utility sector. 

Nuclear Issues 

Utilities with nuclear generation face unique safety, regulatory, and operational issues. The nuclear disaster 
at Fukushima Daiichi had a severely negative credit impact on its owner, Tokyo Electric Power Company, 
Incorporated, as well as all the nuclear utilities in the country. Japan previously generated about 30% of its 
power from 50 reactors, but all are currently either idled or shut down, and utilities in the country face 
materially higher costs of replacement power, a credit negative.  
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Fukushima Daiichi also had global consequences. Germany’s response was to require that all nuclear power 
plants in the country be shut by 2022. Switzerland opted for a phase-out by 2031. (Most European nuclear 
plants are owned by companies rated under other the Unregulated Utilities and Power Companies 
methodology.) Even in countries where the regulatory response was more moderate, increased regulatory 
scrutiny has raised operating costs, a credit negative, especially in the US, where low natural gas prices have 
rendered certain primarily smaller nuclear plants uneconomic. Nonetheless, we view robust and independent 
nuclear safety regulation as a credit-positive for the industry. 

Other general issues for nuclear operators include higher costs and lower reliability related to the increasing 
age of the fleet.  In 2013, Duke Energy Florida, Inc. decided to shut permanently Crystal River Unit 3 after it 
determined that a de-lamination (or separation) in the concrete of the outer wall of the containment 
building was uneconomic to repair. San Onofre Nuclear Generating Station was closed permanently in 2013 
after its owners, including Southern California Edison Company (A3, RUR-up) and San Diego Gas & Electric 
Company (A2, RUR-up), decided not to pursue a re-start in light of operating defects in two steam 
generators that had been replaced in 2010 and 2011. 

Korea Hydro and Nuclear Power Company Limited and its parent, Korea Electric Power Corporation, faced a 
scandal related to alleged corruption and acceptance of falsified safety documents provided by its parts 
suppliers for nuclear plants. Korean prosecutors’ widening probe into KHNP’s use of substandard parts at 
many of its 23 nuclear power plants caused three plants to be shut down temporarily. 
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Appendix E: Regional and Other Considerations 

Notching Considerations for US First Mortgage Bonds 

In most regions, our approach to notching between different debt classes of the same regulated utility issuer 
follows the guidance in the publication ”Updated Summary Guidance for Notching Bonds, Preferred Stocks 
and Hybrid Securities of Corporate Issuers,” including a one notch differential between senior secured and 
senior unsecured debt.17 However, in most cases we have two notches between the first mortgage bonds 
and senior unsecured debt of regulated electric and gas utilities in the US. 

Wider notching differentials between debt classes may also be appropriate in speculative grade. Additional 
insights for speculative grade issuers are provided in the publication ”Loss Given Default for Speculative-
Grade Companies.”18 

First mortgage bond holders in the US generally benefit from a first lien on most of the fixed assets used to 
provide utility service, including such assets as generating stations, transmission lines, distribution lines, 
switching stations and substations, and gas distribution facilities, as well as a lien on franchise agreements. In 
our view, the critical nature of these assets to the issuers and to the communities they serve has been a 
major factor that has led to very high recovery rates for this class of debt in situations of default, thereby 
justifying a two notch uplift. The combination of the breadth of assets pledged and the bankruptcy-tested 
recovery experience has been unique to the US. 

In some cases, there is only a one notch differential between US first mortgage bonds and the senior 
unsecured rating. For instance, this is likely when the pledged property is not considered critical 
infrastructure for the region, or if the mortgage is materially weakened by carve-outs, lien releases or similar 
creditor-unfriendly terms. 

Securitization 

The use of securitization, a financing technique utilizing a discrete revenue stream (typically related to 
recovery of specifically defined expenses) that is dedicated to servicing specific securitization debt, has 
primarily been used in the US, where it has been quite pervasive in the past two decades. The first 
generation of securitization bonds were primarily related to recovery of the negative difference between the 
market value of utilities’ generation assets and their book value when certain states switched to competitive 
electric supply markets and utilities sold their generation (so-called stranded costs). This technique was 
then used for significant storm costs (especially hurricanes) and was eventually broadened to include 
environmental related expenditures, deferred fuel costs, or even deferred miscellaneous expenses. States 
that have implemented securitization frameworks include Arkansas, California, Connecticut, Illinois, 
Louisiana, Maryland, Massachusetts, Mississippi, New Hampshire, New Jersey, Ohio, Pennsylvania, Texas and 
West Virginia.  In its simplest form, a securitization isolates and dedicates a stream of cash flow into a 
separate special purpose entity (SPE). The SPE uses that stream of revenue and cash flow to provide annual 
debt service for the securitized debt instrument.  Securitization is typically underpinned by specific 
legislation to segregate the securitization       revenues from the utility’s revenues to assure their continued 
collection, and the details of  the   enabling legislation may vary from state to state.  The utility benefits 
from the securitization  because   it receives an immediate source of cash (although it gives up the 
opportunity to earn a return on the corresponding  asset), and  ratepayers benefit  because the cost  of the 

                                                                                 
17  A link to this and other sector and cross-sector credit rating methodologies can be found in the Related Research section of this report. 
18  A link to this and other sector and cross-sector credit rating methodologies can be found in the Related Research section of this report, 
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securitized  debt  is  lower than the utility’s cost of debt and much lower than its all-in cost of capital, 
which reduces the revenue requirement associated with the cost recovery. 

In the presentation of US securitization debt in published financial ratios, we make our own assessment of 
the appropriate credit representation but in most cases follows the accounting in audited statements under 
US Generally Accepted Accounting Principles (GAAP), which in turn considers the terms of enabling 
legislation. As a result, accounting treatment may vary. In most states utilities have been required to 
consolidate securitization debt under GAAP, even though it is technically non- recourse. 

In general, we view securitization debt of utilities as being on-credit debt, in part because the rates 
associated with it reduce the utility’s headroom to increase rates for other purposes while keeping all-in 
rates affordable to customers. Thus, where accounting treatment is off balance sheet, we seek to adjust the 
company’s ratios by including the securitization debt and related revenues for our analysis. Where the 
securitized debt is on balance sheet, our credit analysis also considers the significance of ratios that exclude 
securitization debt and related revenues. Since securitization debt amortizes mortgage-style, including it 
makes ratios look worse in early years (when most of the revenue collected goes to pay interest) and better 
in later years (when most of the revenue collected goes to pay principal). 

Strong levels of government ownership in Asia Pacific (ex-Japan) provide rating uplift 

Strong levels of government ownership have dominated the credit profiles of utilities in Asia Pacific 
(excluding Japan), generally leading to ratings that are a number of notches above the Baseline Credit 
Assessment. Regulated electric and gas utilities with significant government ownership are rated using this 
methodology in conjunction with the Joint Default Analysis approach in our methodology for Government-
Related Issuers.19 

Support system for large corporate entities in Japan can provide ratings uplift, with limits 

Our ratings for large corporate entities in Japan reflect the unique nature of the country’s support system, 
and they are higher than they would otherwise be if such support were disregarded. This is reflected in the 
tendency for ratings of Japanese utilities to be higher than their grid implied ratings. However, even for large 
prominent companies, our ratings consider that support will not be endless and is less likely to be provided 
when a company has questionable viability rather than being in need of temporary liquidity assistance. 

  

                                                                                 
19  A link to this and other sector and cross-sector credit rating methodologies can be found in the Related Research section of this report. 
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Appendix F: Treatment of Power Purchase Agreements (“PPAs”) 

Although many utilities own and operate power stations, some have entered into PPAs to source electricity 
from third parties to satisfy retail demand. The motivation for these PPAs may be one or more of the 
following: to outsource operating risks to parties more skilled in power station operation, to provide 
certainty of supply, to reduce balance sheet debt, to fix the cost of power, or to comply with regulatory 
mandates regarding power sourcing, including renewable portfolio standards. While we regard PPAs that 
reduce operating or financial risk as a credit positive, some aspects of PPAs may negatively affect the credit 
of utilities. The most conservative treatment would be to treat a PPA as a debt obligation of the utility as, by 
paying the capacity charge, the utility is effectively providing the funds to service the debt associated with 
the power station. At the other end of the continuum, the financial obligations of the utility could also be 
regarded as an ongoing operating cost, with no long-term capital component recognized. 

Under most PPAs, a utility is obliged to pay a capacity charge to the power station owner (which may be 
another utility or an Independent Power Producer – IPP); this charge typically covers a portion of the IPP’s 
fixed costs in relation to the power available to the utility. These fixed payments usually help to cover the 
IPP’s debt service and are made irrespective of whether the utility calls on the IPP to generate and deliver 
power. When the utility requires generation, a further energy charge, to cover the variable costs of the IPP, 
will also typically be paid by the utility. Some other similar arrangements are characterized as tolling 
agreements, or long-term supply contracts, but most have similar features to PPAs and are thus we analyze 
them as PPAs. 

PPAs are recognized qualitatively to be a future use of cash whether or not they are 
treated as debt-like obligations in financial ratios 

The starting point of our analysis is the issuer’s audited financial statements – we consider whether the 
utility’s accountants determine that the PPA should be treated as a debt equivalent, a capitalized lease, an 
operating lease, or in some other manner. PPAs have a wide variety of operational and financial terms, and it 
is our understanding that accountants are required to have a very granular view into the particular 
contractual arrangements in order to account for these PPAs in compliance with applicable accounting rules 
and standards. However, accounting treatment for PPAs may not be entirely consistent across US GAAP, 
IFRS or other accounting frameworks. In addition, we may consider that factors not incorporated into the 
accounting treatment may be relevant (which may include the scale of PPA payments, their regulatory 
treatment including cost recovery mechanisms, or other factors that create financial or operational risk for 
the utility that is greater, in our estimation, than the benefits received).  When the accounting treatment of 
a PPA is a debt or lease equivalent (such that it is reported on the balance sheet, or disclosed as an operating 
lease and thus included in our adjusted debt calculation), we generally do not make adjustments to remove 
the PPA from the balance sheet. 

However, in relevant circumstances we consider making adjustments that impute a debt equivalent to PPAs 
that are off-balance sheet for accounting purposes. 

Regardless of whether we consider that a PPA warrants or does not warrant treatment as a debt obligation, 
we assess the totality of the impact of the PPA on the issuer’s probability of default. Costs of a PPA that 
cannot be recovered in retail rates creates material risk, especially if they also cannot be recovered through 
market sales of power. 

Thies WP

Page 64 of 94



 

 

  

INFRASTRUCTURE 

47   JUNE 23, 2017 
   

RATING METHODOLOGY: REGULATED ELECTRIC AND GAS UTILITIES 
 

Additional considerations for PPAs 

PPAs have a wide variety of financial and regulatory characteristics, and each particular circumstance may be 
treated differently by Moody’s. Factors which determine where on the continuum we treat a particular PPA 
include the following: 

» Risk management: An overarching principle is that PPAs have normally been used by utilities as a risk 
management tool and we recognize that this is the fundamental reason for their existence. Thus, we 
will not automatically penalize utilities for entering into contracts for the purpose of reducing risk 
associated with power price and availability. Rather, we will look at the aggregate commercial position, 
evaluating the risk to a utility’s purchase and supply obligations. In addition, PPAs are similar to other 
long-term supply contracts used by other industries and their treatment should not therefore be 
fundamentally different from that of other contracts of a similar nature. 

» Pass-through capability: Some utilities have the ability to pass through the cost of purchasing power 
under 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 we regard these PPA obligations as operating costs with no 
long-term debt-like attributes. PPAs with no pass-through ability have a greater risk profile for utilities. 
In some markets, the ability to pass through costs of a PPA is enshrined in the regulatory framework, 
and in others can be dictated by market dynamics. As a market becomes more competitive or if 
regulatory support for cost recovery deteriorates, the ability to pass through costs may decrease and, as 
circumstances change, our treatment of PPA obligations will alter accordingly. 

» Price considerations: The price of power paid by a utility under a PPA can be substantially above or 
below the market price of electricity. A below-market price will motivate the utility to purchase power 
from the IPP in excess of its retail requirements, and to sell excess electricity in 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 at an above-
market price may suffer a financial burden if they do not get full recovery in retail rates. We will focus 
particularly on PPAs that have mark-to-market losses, which typically indicates that they have a 
material impact on the utility’s cash flow. 

» Excess Reserve Capacity: In some jurisdictions there is substantial reserve capacity and thus a significant 
probability that the electricity 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. We may determine that all of a utility’s PPAs represent excess capacity, or that a portion 
of PPAs are needed for the utility’s supply obligations plus a normal reserve margin, while the remaining 
portion represents excess capacity. In the latter case, we may impute debt to specific PPAs that are 
excess or take a proportional approach to all of the utility’s PPAs. 

» Risk-sharing: Utilities that own power plants bear the associated operational, fuel procurement and 
other risks. These must be balanced against the financial and liquidity risk of contracting for the 
purchase of power under a PPA. We will examine on a case-by case basis the relative credit risk 
associated with PPAs in comparison to plant ownership. 

» Purchase requirements:  Some PPAs are structured with either options or requirements to purchase the 
asset at the end of the PPA term. If the utility has an economically meaningful requirement to purchase, 
we would most likely consider it to be a debt obligation. In most such cases, the obligation would 
already receive on-balance sheet treatment under relevant accounting standards. 

» Default provisions: In most cases, the remedies for default under a PPA do not include acceleration of 
amounts due, and in many cases PPAs would not be considered as debt in a bankruptcy scenario and 
could potentially be cancelled. Thus, PPAs may not materially increase Loss Given Default for the utility. 
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In addition, PPAs are not typically considered debt for cross- default provisions under a utility’s debt 
and liquidity arrangements. However, the existence of non-standard default provisions that are debt-
like would have a large impact on our treatment of a PPA.  In addition, payments due under PPAs are 
senior unsecured obligations, and any inability of the utility to make them materially increases default 
risk. 

Each of these factors will be considered by our analysts and a decision will be made as to the importance of 
the PPA to the risk analysis of the utility. 

Methods for estimating a liability amount for PPAs 

According to the weighting and importance of the PPA to each utility and the level of disclosure, we may 
approximate a debt obligation equivalent for PPAs using one or more of the methods discussed below. In 
each case we look holistically at the PPA’s credit impact on the utility, including the ability to pass through 
costs and curtail payments, the materiality of the PPA obligation to the overall business risk and cash flows 
of the utility, operational constraints that the PPA imposes, the maturity of the PPA obligation, the impact 
of purchased power on market-based power sales (if any) that the utility will engage in, and our view of 
future market conditions and volatility. 

» Operating Cost: If a utility enters into a PPA for the purpose of providing an assured supply and there is 
reasonable assurance that regulators will allow the costs to be recovered in regulated rates, we may 
view the PPA as being most akin to an operating cost. Provided that the accounting treatment for the 
PPA is, in this circumstance, off-balance sheet, we will most likely make no adjustment to bring the 
obligation onto the utility’s balance sheet. 

» Annual Obligation x 6: In some situations, the PPA obligation may be estimated by multiplying the 
annual payments by a factor of six (in most cases). 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 otherwise be quantified otherwise due to limited information. 

» Net Present Value: Where the analyst has sufficient information, we may add the NPV of the stream of 
PPA payments to the debt obligations of the utility. The discount rate used will be our estimate of the 
cost of capital of the utility. 

» Debt Look-Through: In some circumstances, where the debt incurred by the IPP is directly related to the 
off-taking utility, there may be reason to allocate the entire debt (or a proportional part related to share 
of power dedicated to the utility) of the IPP to that of the utility. 

» Mark-to-Market: In situations in which we believe that the PPA prices exceed the market price and thus 
will create an ongoing liability for the utility, we may use a net mark-to-market method, in which the 
NPV of the utility’s future out-of-the-money net payments 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. If the utility purchases only a 
portion of the power from the IPP, then that proportion of debt might be consolidated with the utility. 

If we have determined to impute debt to a PPA for which the accounting treatment is not on-balance sheet, 
we will in some circumstances use more than one method to estimate the debt equivalent obligations 
imposed by the PPA, and compare results. If circumstances (including regulatory treatment or market 
conditions) change over time, the approach that is used may also vary. 
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Moody’s Related Research 

The credit ratings assigned in this sector are primarily determined by this credit rating methodology. Certain 
broad methodological considerations (described in one or more credit rating methodologies) may also be 
relevant to the determination of credit ratings of issuers and instruments in this sector. Potentially related 
sector and cross-sector credit rating methodologies can be found here. 

For data summarizing the historical robustness and predictive power of credit ratings assigned using this 
credit rating methodology, see link. 

Please refer to Moody’s Rating Symbols & Definitions, which is available here, for further information. 
Definitions of Moody’s most common ratio terms can be found in “Moody’s Basic Definitions for Credit 
Statistics, User’s Guide”, accessible via this link. 
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Avista Corp.

Business Risk: STRONG

Vulnerable Excellent

Financial Risk: SIGNIFICANT

Highly leveraged Minimal

bbb bbb bbb

Anchor Modifiers Group/Gov't

Issuer Credit Rating

BBB/Stable/A-2

Credit Highlights

Overview

Key strengths Key risks

Mostly lower risk regulated utiity, with nonregulated operations

comprising less than 5% of the company's consolidated EBITDA;

Minimal cushion at the current rating level, and we expect regulatory

lag to persist until 2023;

Modest regulatory, operating, and geographic diversity eventhough

Washington and Idaho account for most of Avista's regulated footprint;

and

Heavy dependence on hydroelectric generation introduces some fuel

replacement risk; and

Regulatory mechanisms provide cash flow stability through decoupling

and interim adjustments for purchased power and gas costs.

Negative discretionary cash flow over the next few years indicates a

reliance on external funding for capital expenditures and dividends.

The COVID-19 pandemic will likely lead to additional regulatory lag for Avista Corp. Avista recently delayed its

planned Washington and Idaho rate case filings until the fourth quarter of 2020. In addition, per the terms of a March

2020 order from its Washington State regulators, Avista will refund $40 million in energy recovery mechanism (ERM)

balancing account over a two-year amortization period. This effectively offsets approved electric and gas rate

increases of $28.5 million, and $8 million, both of which became effective in April 2020. Overall, while we expect the

company will work with its regulators to mitigate the effects of higher expenses related to the pandemic, it will likely

result in additional regulatory lag primarily due to delays in its planned rate case filings, and the uncertain timing for

recovering any incremental expenses tied to the outbreak. Partially offsetting, is the availability of decoupling in

Washington, Idaho, and Oregon, which provides some downside protection from reduced sales volumes.

There is potential improvement to Avista's business risk, despite a history of regulatory lag. Although Avista is

currently experiencing a period of regulatory lag, we expect the 2019 passage of a law in Washington State to be

favorable for its credit quality. The law allows for the authority for the Washington Utilities and Transportation

Commission (WUTC) to approve multiyear rate plans and allow recovery for some utility investments deemed useful

up to 48 months after the rate approval. In addition, other factors such as use of its purchased power and gas

cost-adjustment mechanisms, and decoupling, support our assessment of the company's current business risk profile.

We expect forecast credit metrics to remain in the lower end of the significant financial risk category. We expect that

Avista's funds from operations (FFO) to debt will average in the 14%-16% range over the forecast period, assessed

under our medial volatility financial benchmark table. As such, there is minimal cushion in Avista's financial measures

compared to our current ratings downside trigger.
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Outlook: Stable

The stable outlook reflects our expectation that the potential improvement to Avista Corp.'s regulatory risk

management strengthens its business risk profile, mitigating its modestly weaker financial measures. We also

expect Avista to maintain FFO to debt of 14%-16% throughout our forecast period.

Downside scenario

We could lower our ratings on Avista during the next two years if adverse regulatory decisions weaken FFO to

debt consistently below 14%, without sufficient countermeasures. We could also lower the ratings if Avista shifts its

strategic focus to other business activities that weaken its credit quality.

Upside scenario

We could raise our rating on Avista if it materially improves its financial measures such that FFO to debt is

consistently above 20%.

Our Base-Case Scenario

Assumptions Key Metrics

• Continued use of existing regulatory mechanisms;

• Periodic and timely rate case filings;

• No material weakening in the company's capital

structure;

• Capital spending averaging about $415 million

annually;

• Dividends in line with historical payout ratio;

• Equity issuance of $70 million in 2020;

• Refinancing of all debt maturities; and

• Negative discretionary cash flow over the forecast

period.

2019a 2020e 2021f

FFO/debt (%) 12.3 14 14.6

Debt/EBITDA (x) 5.7 5.5 5.3

FFO/cash interest coverage (x) 3.9 4.4 4.5

a--Actual. e--Estimated. f--Forecast. FFO--Funds from

operations.

Company Description

Spokane, Wash.-based Avista is a vertically integrated regulated electric and natural gas utility company. It operates

through two segments, Avista Utilities and Alaska Electric Light & Power Co. (AEL&P). Avista Utilities provides
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electric distribution and transmission, natural gas distribution services in parts of eastern Washington and northern

Idaho, and natural gas distribution services in parts of northeastern and southwestern Oregon. Avista Utilities also

generates electricity in Washington, Idaho, Oregon, and Montana. AEL&P offers electric services to approximately

17,000 customers in the city and borough of Juneau, Alaska. Overall, Avista has about 393,000 electricity customers

and approximately 361,000 natural gas customers.

Business Risk: Strong

Avista's business risk profile reflects its low-risk regulated electric and gas utility operations, which contribute more

than 95% to the consolidated EBITDA. Our assessment also reflects the company's geographic diversity, with

regulated operations across five states, even though Washington and Idaho account for over 90% of its rate base. The

company has material exposure to hydroelectric power (roughly 50% of its fuel supply mix), followed by gas-fired

generation, both of which help to keep electricity prices competitive compared with the national average. Dependence

on hydropower, however, introduces fuel-replacement risk in low water years.

The company regulatory compact includes an ERM in Washington. The ERM is a regulatory accounting mechanism

used to track certain differences between Avista's net power supply costs, compared to the amount that is included in

base retail rates, and hence, is trued up periodically. Similarly, the company has a power cost adjustment (PCA)

mechanism in Idaho, which allows for deferral of 90% of its energy cost differences for future recovery. And for its

regulated gas operations, a purchased gas adjustment (PGA) mechanism, available in all its jurisdictions, helps to

mitigate gas price risk. Furthermore, Avista benefits from decoupling mechanisms in the majority of its jurisdictions,

which provide some downside protection from reduced sales volumes.

Avista regulatory risk management also include it activities in other jurisdictions. In October 2019, Avista received a

commission order on its electric rate case in Idaho and gas rate case in Oregon. The Idaho Public Utility Commission

(IPUC) approved a $7.2 million rate decrease and Oregon Public Utility Commission (OPUC) approved a $3.6 million

increase to rates. Overall, we view these outcomes as indicative of the company's regulatory risk management, which

is mostly in line with its peers. Other factors we consider in our assessment includes the company's size and track

record of safety and service reliability.

Peer comparison
Table 1

Avista Corp. -- Peer Comparison

Industry Sector: Combo

Avista Corp. Puget Energy Inc. IDACORP Inc.

Northwest Natural Gas

Co.

Ratings as of May 27, 2020 BBB/Stable/A-2 BBB-/Negative/-- BBB/Stable/A-2 A+/Stable/A-1

--Fiscal year ended Dec.

31, 2019--

--Fiscal year ended Dec. 31,

2019--

--Fiscal year ended Dec.

31, 2019--

--Fiscal year ended Dec.

31, 2019--

(Mil. $)

Revenue 1,345.6 3,401.1 1,346.4 739.9

EBITDA 447.0 1,332.6 535.4 244.5
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Table 1

Avista Corp. -- Peer Comparison (cont.)

Industry Sector: Combo

Avista Corp. Puget Energy Inc. IDACORP Inc.

Northwest Natural Gas

Co.

Funds from operations

(FFO)

314.3 964.2 403.9 202.0

Interest expense 109.1 376.8 117.2 41.4

Cash interest paid 107.0 357.8 117.4 40.0

Cash flow from operations 408.7 549.7 366.0 190.7

Capital expenditure 448.8 967.9 280.6 240.2

Free operating cash flow

(FOCF)

(40.1) (418.2) 85.4 (49.5)

Discretionary cash flow

(DCF)

(142.9) (482.5) (48.5) (102.9)

Cash and short-term

investments

9.9 45.3 217.3 5.9

Debt 2,560.9 7,123.8 2,327.4 1,066.3

Equity 1,939.3 4,000.3 2,470.6 822.2

Adjusted ratios

EBITDA margin (%) 33.2 39.2 39.8 33.0

Return on capital (%) 5.5 5.3 8.0 8.3

EBITDA interest coverage

(x)

4.1 3.5 4.6 5.9

FFO cash interest coverage

(x)

3.9 3.7 4.4 6.0

Debt/EBITDA (x) 5.7 5.3 4.3 4.4

FFO/debt (%) 12.3 13.5 17.4 18.9

Cash flow from

operations/debt (%)

16.0 7.7 15.7 17.9

FOCF/debt (%) (1.6) (5.9) 3.7 (4.6)

DCF/debt (%) (5.6) (6.8) (2.1) (9.6)

Sources: S&P Global Ratings, company reports.

Financial Risk: Significant

We assess Avista's financial risk profile as significant using our medial volatility financial ratio benchmarks given the

company's mostly low-risk cash flow sources, and our view of its overall management of regulatory risk. Our base case

indicates that capital spending, along with dividend payments, will lead to negative discretionary cash flow over the

next few years, necessitating a reliance on external funding for capital expenditures and dividends. Specifically for

2020, we assume about $415 million in capital spending, $110 million in dividends, $70 million in equity issuance, and

periodic net electric and gas rate increases.

We expect modestly improving financial measures due to recent rate cases outcomes and our assumptions of

favorable tax positions in our forecast, partially offset by continued regulatory lag, including delays in its 2020 rate
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case filings. However, we expect regulatory lag to gradually dissipate as the company continues to effectively manage

its regulatory activities across all of its service territories, including in Washington State, which accounts for over 60%

of Avista's regulated rate base. Our base case indicates that Avista's financial measures will remain at the lower end of

the range for a financial risk assessment of significant.

Financial summary
Table 2

Avista Corp. -- Financial Summary

Industry Sector: Combo

--Fiscal year ended Dec. 31--

2019 2018 2017 2016 2015

(Mil. $)

Revenue 1,345.6 1,396.9 1,445.9 1,442.5 1,484.8

EBITDA 447.0 474.5 500.4 500.7 439.8

Funds from operations (FFO) 314.3 350.2 435.9 417.6 359.0

Interest expense 109.1 109.9 104.2 99.5 89.4

Cash interest paid 107.0 109.5 106.0 96.5 90.7

Cash flow from operations 408.7 369.7 418.4 368.2 385.2

Capital expenditure 448.8 431.0 419.6 415.6 402.1

Free operating cash flow (FOCF) (40.1) (61.3) (1.1) (47.4) (16.8)

Discretionary cash flow (DCF) (142.9) (159.3) (93.6) (134.6) (102.4)

Cash and short-term investments 9.9 14.7 16.2 8.5 10.5

Gross available cash 9.9 14.7 16.2 8.5 10.5

Debt 2,560.9 2,463.1 2,177.1 2,110.6 1,945.3

Equity 1,939.3 1,774.0 1,730.5 1,648.5 1,554.1

Adjusted ratios

EBITDA margin (%) 33.2 34.0 34.6 34.7 29.6

Return on capital (%) 5.5 6.7 8.2 9.0 8.4

EBITDA interest coverage (x) 4.1 4.3 4.8 5.0 4.9

FFO cash interest coverage (x) 3.9 4.2 5.1 5.3 5.0

Debt/EBITDA (x) 5.7 5.2 4.4 4.2 4.4

FFO/debt (%) 12.3 14.2 20.0 19.8 18.5

Cash flow from operations/debt (%) 16.0 15.0 19.2 17.4 19.8

FOCF/debt (%) (1.6) (2.5) (0.1) (2.2) (0.9)

DCF/debt (%) (5.6) (6.5) (4.3) (6.4) (5.3)

Sources: S&P Global Ratings, company reports.

Liquidity: Adequate

As of May 2020, we assess Avista's liquidity as adequate. We expect Avista can cover its needs for the next 12 months

even if EBITDA declines by 10%. We expect the company's liquidity sources will exceed uses by more than 1.1x over

the next 12 months. Under our stress scenario, we do not expect Avista would require access to the capital markets
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during that period to meet liquidity needs. Our assessment also reflects the company's generally prudent risk

management, sound relationships with banks, and generally satisfactory standing in the credit markets.

Principal Liquidity Sources Principal Liquidity Uses

• Cash balance of $18.9 million;

• Cash FFO of about $370 million;

• Undrawn credit facilities totaling about $210 million;

and

• Cash proceeds of $100 million from a term loan

issued in April 2020.

• Current debt maturities of $152 million;

• Maintenance capital spending of about $300 million;

and

• Dividend payments of about $110 million.

Debt maturities

• 2020: $52 million

• 2022: $250 million

• 2023: $13.5 million

• 2024: $15 million

Environmental, Social, And Governance

Avista's credit quality is positively influenced by environmental factors compared to peers given its large hydro

portfolio. With a total generation fleet capacity of over 2,000 MW, close to 50% of its generation portfolio is from

hydro generation. In addition, in 2019, the company announced a goal to serve its customers with 100 percent

clean electricity by 2045 and to have a carbon- neutral supply of electricity by the end of 2027. We view social

factors as mostly in line with industry peers. This in large part reflects the company's track record of providing safe

and reliable electric and gas services for its customers, even though rate affordability is something that we continue

to monitor broadly across the sector. Governance factors are also neutral. Avista has independent board of

directors, who in our opinion are capably engaged in risk oversight on behalf of its stakeholders.

Reconciliation
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Table 3

Avista Corp.--Reconciliation Of Reported Amounts With S&P Global Ratings' Adjusted Amounts

--Fiscal year ended Dec. 31, 2019--

Avista Corp. reported amounts (mil. $)

Debt EBITDA

Operating

income

Interest

expense

S&P Global

Ratings' adjusted

EBITDA

Cash flow

from

operations

Capital

expenditure

2,133.12 416.38 210.39 100.18 446.99 398.21 442.51

S&P Global Ratings' adjustments

Cash taxes paid -- -- -- -- (25.79) -- --

Cash interest paid -- -- -- -- (99.06) -- --

Reported lease liabilities 124.24 -- -- -- -- -- --

Operating leases -- 4.43 0.26 0.26 (0.26) 4.16 --

Postretirement benefit

obligations/deferred

compensation

169.66 -- -- 0.15 -- -- --

Accessible cash and liquid

investments

(9.90) -- -- -- -- -- --

Capitalized interest -- -- -- 4.17 (4.17) (4.17) (4.17)

Share-based compensation

expense

-- 11.35 -- -- -- -- --

Power purchase agreements 90.50 13.96 3.46 3.46 (3.46) 10.50 10.50

Asset-retirement obligations 16.07 0.88 0.88 0.88 -- -- --

Nonoperating income

(expense)

-- -- 23.83 -- -- -- --

Debt: Other 37.24 -- -- -- -- -- --

Total adjustments 427.82 30.61 28.42 8.92 (132.74) 10.49 6.33

S&P Global Ratings' adjusted amounts

Debt EBITDA EBIT

Interest

expense

Funds from

operations

Cash flow

from

operations

Capital

expenditure

2,560.93 446.99 238.81 109.10 314.25 408.70 448.84

Sources: S&P Global Ratings, company reports.

Capital structure

Avista's capital structure consists of about $1.9 billion of long-term debt, most of which is secured.

Analytical conclusions

We rate the preferred stock issued by Avista Capital II two notches below the issuer credit rating to reflect the

deferability of the dividends, and because it is deeply subordinated to other instruments in the capital structure,

consistent with our criteria. The short-term rating on Avista Corp. is 'A-2' based on its issuer credit rating.

Issue Ratings - Recovery Analysis

Avista's first-mortgage bonds benefit from a first-priority lien on substantially all of the utility's owned or subsequently
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acquired real property. Collateral coverage of more than 1.5x supports a recovery rating of '1+' and an 'A-' issue level

rating, two notches above the issuer credit rating.

Ratings Score Snapshot

Issuer Credit Rating

BBB/Stable/A-2

Business risk: Strong

• Country risk: Very low

• Industry risk: Very low

• Competitive position: Satisfactory

Financial risk: Significant

• Cash flow/leverage: Significant

Anchor: bbb

Modifiers

• Diversification/portfolio effect: Neutral (no impact)

• Capital structure: Neutral (no impact)

• Financial policy: Neutral (no impact)

• Liquidity: Adequate (no impact)

• Management and governance: Satisfactory (no impact)

• Comparable rating analysis: Neutral (no impact)

Stand-alone credit profile : bbb

Related Criteria

• Criteria | Corporates | General: Corporate Methodology: Ratios And Adjustments, April 1, 2019

• General Criteria: Methodology For Linking Long-Term And Short-Term Ratings, April 7, 2017

• Criteria | Corporates | General: Methodology And Assumptions: Liquidity Descriptors For Global Corporate

Issuers, Dec. 16, 2014

• General Criteria: Methodology: Industry Risk, Nov. 19, 2013

• Criteria | Corporates | General: Corporate Methodology, Nov. 19, 2013

• Criteria | Corporates | Utilities: Key Credit Factors For The Regulated Utilities Industry, Nov. 19, 2013

• General Criteria: Group Rating Methodology, Nov. 19, 2013

• General Criteria: Country Risk Assessment Methodology And Assumptions, Nov. 19, 2013
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• Criteria | Corporates | Utilities: Collateral Coverage And Issue Notching Rules For '1+' And '1' Recovery Ratings

On Senior Bonds Secured By Utility Real Property, Feb. 14, 2013

• General Criteria: Methodology: Management And Governance Credit Factors For Corporate Entities And Insurers,

Nov. 13, 2012

• General Criteria: Use Of CreditWatch And Outlooks, Sept. 14, 2009

• Criteria | Insurance | General: Hybrid Capital Handbook: September 2008 Edition, Sept. 15, 2008

Business And Financial Risk Matrix

Business Risk Profile

Financial Risk Profile

Minimal Modest Intermediate Significant Aggressive Highly leveraged

Excellent aaa/aa+ aa a+/a a- bbb bbb-/bb+

Strong aa/aa- a+/a a-/bbb+ bbb bb+ bb

Satisfactory a/a- bbb+ bbb/bbb- bbb-/bb+ bb b+

Fair bbb/bbb- bbb- bb+ bb bb- b

Weak bb+ bb+ bb bb- b+ b/b-

Vulnerable bb- bb- bb-/b+ b+ b b-

Ratings Detail (As Of May 29, 2020)*

Avista Corp.

Issuer Credit Rating BBB/Stable/A-2

Senior Secured A-

Issuer Credit Ratings History

10-Dec-2018 BBB/Stable/A-2

15-Jun-2018 BBB/Watch Pos/A-2

19-Jul-2017 BBB/Positive/A-2

*Unless otherwise noted, all ratings in this report are global scale ratings. S&P Global Ratings’ credit ratings on the global scale are comparable

across countries. S&P Global Ratings’ credit ratings on a national scale are relative to obligors or obligations within that specific country. Issue and

debt ratings could include debt guaranteed by another entity, and rated debt that an entity guarantees.
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