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Risky Business?
The Case for Independents

Are there financial risks to utilities from power pur-
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to improve a utility’s credit rating, not degrade it.
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L. Background '

n the 1970s, the financial health
Iof the electric utility industry
began an unprecedented decline.
Electric utility profits were
squeezed by increasing costs of
building and operating new gen-
erating plants, coupled with a re-
luctance on the part of utility regu-
lators to raise rates. Many utilities
began constructing projects for
generation that later proved to be
unneeded, as electricity demand
growth slowed from an average
of 7% per year before the 1973-74
oil embargo to about 3% per year
subsequently.! Utilitv commis-
sions decided that many of the
plant investments initiated earlier
(especially nuclear plants) were

imprudent or not “used and use-

ful” and should not be allowed to
be recovered through rates. Asa
result, the financial health of the

~ itability. Asa result, asshownin

ing utilities’ costs down during

industry suffered: return on in-
vestment declined (compared to
allowed returns), and utility bond
ratings (generally accepted as one
measure of financial health)
dropped precipitously. (See Fig-

!

" urel).

n the 1980s, however, utilities

made a financial comeback.
Electricity demand grew steadily
in the ‘80s, allowing utilities to uti-
lize much of the earlier excess ca-
pacitv and to avoid building new
plants. Also during the 1980s,
fuel costs dropped (primarily be-
cause of a decline in oil and gas
prices), and increased sales cou-
pled with stable or even declining .
costs increased most utilities” prof- ;
Figure 1, utility bond ratings stabi-
lized in the 1980s.

One of the contributors to keep-
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the 1980s has been the birth and
growth of the independent power
production industry.? Indepen-
dent power generation accounted
for about 80% of the new genera-
tion capacity initiated in the
1980s, while utilities initiated the
remainder.’ It has been projected
that dependence on purchased
power will likely continue: inde-
pendents are expected to provide
at least 50% of new generation ca-
pacity for the foreseeable future.*
In fact, the role of independents
in providing new generation ca-
pacity has become so substantial
over the past decade that Wall
Street investors’ services are be-

vices have issued preliminary re-
ports outlining how they might
evaluate power purchased from
independents as a rating consider-
ation.’ Both agencies suggest that
under certain conditions the pur-
chased power contracts would be-
treated as a fixed obligation (debt
equivalent), and that they would
recalculate a utility’s outstanding
debt and cash flow coverage ra-
tios as a result.’

hese reports have spawned a

number of responses from the
utility industry. In at least two
cases,” utilities have argued that
signing new independent con-
tracts would cause their credit rat-

Figure 1: Utility Bond Ratings

power contracts — should be ad-
justed downward. Similarly, an
article was published in The Elec-
tricity Journal in November 1990
by two analysts associated with
National Economic Research As-
sociates who attempted to quan-
tify the potential impact of credit
rating downgrading they suggest
will result from excessive power
purchases.® In both cases, the im-
puted additional cost to utilities
from the financial downgrading
was significant: over 1¢/kilowatt-
hour (or about 20% of the price of
purchased power). If this cost
were legitimate, the implication
would be clear: in most cases,

ginning to take into account the ing to be downgraded and their utilities should build their own ca-
potential impact of such projects costs to raise capital for other pro- | pacity rather than buy from inde-
on a utility’s financial health jects to go up. The two utilities pendents. The growth in the inde-
when determining the utility’s then argued that, as a result, their pendent power industry would
credit rating. BothMoody’sand | avoided cost — the price they are come to an abrupt stop.
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How legitimate are these costs?
This article will examine them
from the perspective of a utility’s
two alternatives — constructing
its own plants or purchasing
power from an independent. By
using the credit ratings frame-
work for evaluating risks pro-
vided by Moody’s and S&P in-
vestor services (described

| below),? we find that utilities

which purchase power from inde-
pendents, when compared to the
option of constructing resources,
improve their financial perfor-
mance and raise their credit rat-
ing.

II. Risks Inherent in New
Resources

A. Demand Risk

hat if the utility’s demand

forecasts prove incorrect,
and power is not needed? While
this risk is real, there is really little
difference to a utility between
buying (in this case, purchasing
from an independent) or building
(constructing its own plants) from
a demand risk perspective. In
each case the utility acquires gen-
eration capacity over a long time
period (20-30 years for purchased
power contracts; more for utility
construction). The utility ratepay-
ers and shareholders therefore as-
sume demand risk: if the capacity
turns out not to be needed, the
utility is still obligated to pay
(earnings to bondholders and
shareholders if it builds; capacity
payments, at least, to sellers if it
buys). Utilities have traditionally
discharged this demand risk by
acquiring long-term assets be-

cause of their “obligation to
serve:” they need assurance that
adequate and reliable capacity
will be available when needed.
Utilities can mitigate demand
risk by better planning and acqui-

| sition strategies. Use of least-cost
. planning techniques helps a util-
ity choose the generation option
that minimizes the cost of energy
* services delivered to its ratepay-

ers. The use of competitive bid-
- ding or competitive negotiations
' in acquiring generation through

purchased power contracts helps

. minimize total generation costs.
" Many PUCs will agree to forego

prudence reviews if a utility con-

: ducts a well-conceived least-cost

planning and competitive acquisi-

~ tion process."

B. Construction Risk

Construction risk was (and re-

| mains) one of the primary motiva-
| tors for utilities to sign contracts

. with independents instead of

| building their own plants. In the

past, utilities almost always con-
structed their own plants or hired
an engineering firm to do the con-
struction on a cost-plus basis: in-
dependents were not an option
until the early 1980s. Postpone-
ments, delays and mismanage-
ment often led to significant cost
overruns. Regulatory commis-
sions began to disallow “impru-

" dent” investments, which often

left utility shareholders without a

| return on part of their investment.
| Utilities remain reluctant to risk
shareholders’ investment dollars

. on construction programs that

may not return a profit.

hose holding the debt of utili-

ties implementing major con-
struction projects also have seen
the quality of their investments
degrade along with the
shareholders’. Indeed, in recent
years the surest way for a utility
to have its bonds upgraded has
been to greatly lessen, or even
completely renounce, future plant
construction. In the three years
ending with 1985, San Diego Gas
& Electric saw its bonds twice up-

" graded from Baa to Aa as its presi-

dent stated: “Regulatory uncer-
tainty of major capital projects is
behind us. SDG&E is not going to
build any more large capital sta-
tion generating plants. We are,
however, encouraging others to

i help us meet future demand. ... .
| [Wle're encouraging cogenera-

tion.”!" The situation was similar
with Boston Edison, Consolidated
Edison, and Portland General
Electric, all of which announced
greatlv reduced construction pro-
grams. In fact, Figure 1 shows
that, as a group, those utilities
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who pursued a strategy of pur-
chasing power rather than build-
ing plants not only regained lost
ground in average bond rating
compared to other utilities, but
have now surpassed the average.
purchased power contract
with an independent pro-
vides a less risky alternative to
construction from the utilitv’s
point of view. The risk of utility
cost overruns is eliminated by
signing a long-term contract with
a fixed price formula. In suchan
arrangement, the risk of cost over-
runs is borne by the independent.
The independent, in turn, will
sometimes pass on the construc-
tion risk to the architect/engineer
firm by signing a “turnkey” fixed-
price construction contract. While
shifting construction risk is a
major factor that differentiates in-
dependent power contracts from
'utility construction, there is no
reason why utilities could not
hedge this risk themselves in the
future by signing turnkey con-
tracts.

The fact that construction of an
independent power plant is not
controlled directly by the utility
could add risk. Of most concern
is the risk that independents with
signed contracts — whose capac-
ity is counted on by the purchas-
ing utility to meet future load
growth — will not be able to com-
plete construction. Utilities have
mitigated this risk by taking fac-
tors such as the financeability of
the project, the integrity of the in-
dependent power company, and
the permittability of the site into
account — as well as the price of
power — when choosing indepen-
dent power projects. Also, most
utilities specify construction stan-
dards, milestones and penalties,
and the right to cancel for nonper-
formance in their independent
power contracts. Utilities also
will often require independent
power producers to provide a
cash security account and perfor-
mance guarantees to mitigate
both construction and operating
risks. Finally, many utilities allow

Utilities benefit from shifting risk to the many firms seeking to provide new supplies.

for some independent power proj-
ect attrition (cancellations) in their
resource plans.

C. Operating Risk

How well do independents op-
erate compared to utility-built
plants? The overall measure of
operating reliability is a plant’s
availability — the percent of the
time a plant is available to pro-
vide power at specified capacity
and operating conditions. Factors
affecting a plant’s availability in-
clude fuel availability, the quality
and financial strength of the
owner/operator, the quality of
plant construction and opera-
tions, and the terms of the pur-
chased power contract (for exam-
ple, dispatchability or

_ performance incentives).

o date, the operating perfor-

mance of the independent *
power industry has been remark-
ably strong. IPP coal plant
availabilities have typically aver-
aged 90% or above, compared to
an average of 80-85% for utility-
built plants.'? Availabilities of
other tvpes of independent power
plants have generally been higher
than the typical utility experi-
ence.”®

Two theories have been put for-

ward to explain why independent
power plants have higher
availabilities. One is they run bet-
ter because the plants are new —
that only time will tell whether
the initial operating successes of
the industry will be sustained.
The second theory is that the
profit motive associated with the
independent power industry, cou-
pled with performance-based con-
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tracts, under which independents
make higher profits if plant avail-
ability is high, has created a signif-
icant incentive for independents
to find innovative ways to in-
crease their plant availabilities.

D. Regulatory Risk

The historical basis for regulat-
ing electric utilities is that the ser-
vice they perform is a “natural
monopoly.” That is, only one or-
ganization, whether it be a gov-
ernment or government-regu-
lated entity like a utility, should
be responsible for delivery of the
service in any geographical area

(service territory), and that the sin-

gle organization should have no

competition from other enter-

prises, competition being ineffi-
-cient and impractical.

: i
For years scholars and research-

ers have been questioning this
premise regarding the generation
of electricity. Certainly an argu-
ment can be made that the deliv-
ery of electricity to homes, busi-
nesses, and factories in a
particular service area should be
the responsibility of a single en-
tity, to avoid needless duplication
of people and capital investment.
However, the generation of elec-
tricity is potentially a competitive
activity. Generated electricity is a
commodity — like food, automo-
biles, other energy products and a
host of other products and ser-
vices needed to sustain life.

Long before founding AES, its
principals have consistently sug-
gested that consumers would be -
better served by separating the
true natural monopoly activities
of electric utilities (transmission

! and distribution) from those that
' are competitive (generation). If

separated in this way, the electric-

| ity system would be similar to the
. relationship between highways

- and automobiles, where the elec-
tric wires are like the highways
and the electricity itself is like the
. autos. The highways are govern-
ment-owned or regulated (with

| some private toll roads), but the

| cars are manufactured by inde-

pendent organizations that com-

i pete for market share in a compet:
b itive market. N :

he United States began to
move in the direction of inde-

' pendent generation with the pas-
: sage of the Public Utilities Regula-
 tory Policies Act (PURPA) in 1978,
* which gave birth to a subsequent

independent power industry. Brit-

ain has just finished a dramatic
~ reformation of its electricity gener-
| ation and delivery system that

completely separates the genera-
tion, transmission, and distribu-
tion parts of the business.

A comparison of the regulatory
risk associated with utility con-
struction versus purchasing
power from independents also fa-
vors the purchased power option.
As prudence reviews and regula-
tory disallowances became more

5 common, utilities began to recog-

| nize a major advantage of acquir-

. ing capacity through independent
. power purchases: the fact that

| regulatory risk of disallowances

. can be substantially decreased by

. such purchases. PUCs are favor-

! ably predisposed toward indepen-
. dent power contracts because

they tend to be competitive and
market-based by their very na-
ture. Since the price and terms
are arrived at through competi-
tive means, there is little need for
prudence-type regulatory over-
sight. Recognizing the competi-
tive nature of the acquisition pro-
cess, most states pass through
expenses for an independent
power contract automatically in a
manner similar to a fuel adjust-
ment clause. Many states also pre-
approve purchased power con-
tracts, essentially certifying that
the rates and terms in the contract

were arrived at competitively by

finding that the contract price is
less than or equal to avoided
costs. -

While there has been one
unique instance where a regula-
tory commission has disallowed
any payments from an indepen-
dent power contract,’® both S&P
and Moody’s cite this possibility
as a potential regulatory risk asso-
ciated with independents.® Such
a disallowance is not only un-
likely — because the competitive
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et

nature of the contract procure-
ment process encourages favor-
able regulatory treatment — but
is illegal under PURPA if the con-
tract involves a “qualifying facil-
ity (QF);” PURPA makes no allow-
ance for state regulatory oversight
to disallow a contract once it has
been determined that the contract
price is at or below avoided
costs."” This principle has also
been affirmed in the United States
Court of Appeals for non-QF

power purchases.'®

IIL. Financial Risk: Should
IPP Contracts Be Treated As
Debt? '
In the early days of the 1980s,
one of the first issues the inde-
pendent power industry faced
was how to structure steam and
purchased power contractsso
that the resulting obligation
would be treated as an expense
by the purchasing entity rather
than debt. The ability of a utility

" to purchase power from a dedi-

cated facility over a long-term pe-
riod without incurring a debt on
the utility’s balance sheet was,
and still is, critical to the success
of independent power projects.
Debt is normally incurred by
borrowing money, but it can also
be incurred by entering into con-

i tractual obligations which may be

considered, in substance, debt.
Utilities and independents

. have, for the most part, been care-

'\ ful to structure independent

power contracts to avoid provis-
ions that might represent “uncon-

ditional” purchase commitments -
(also known as “take-or-pay” con-

tracts) on the part of the utility.

Such an unconditional obligation
— whether for power purchased
from an independent, a neighbor-
ing utility or for the long-term
supply of fuel — might well be
considered debt.

To the extent that a utility incurs
unconditional contract-related
debt (whether for independent
power contracts, or for other pur-
chased power, or fuel supply), the
effects of such contracts will usu-

ally be considered in evaluating a
utility’s financial strength and
creditworthiness.

artly because of this, there

have been very few take-or-
pay type independent power
agreements. Most independent
contracts include conditional pro-
visions for payment only upon de-

| livery and continual demonstra-

tion of the ability to deliver power
to the purchasing utility. Pay-

" ments usually consist of capacity
(capital), energy (fuel), and operat-
ing and maintenance (O&M) com-
ponents. The energy and O&M
payments are clearly conditional

_To make capacity payments

the contractually-targeted mini-

provisions: payments are made
only if kilowatt-hours are deliv-
ered. Capacity payments are con-
ditional if the utility is required to
pay only for available capacity.

conditional, independent

power contract provisions often
will include a minimum perfor-
mance standard measured against
actual operating availability (for
dispatchable facilities) or capacity
factor (for baseload plants). If per-
formance of the facility is below

|
!
i
i
!

mum, capacity payments are low-
ered equivalent to — or more
likely, in a greater proportion than
— the shortfall from the target.
Contracts are generally cancella-
ble or provide for permanent ca-
pacity “derating” to reflect less-
than-minimum performance over
predetermined periods. This type
of contract has been described as
“take-and-pay,” meaning the util-
ity pays only if the power and en-
ergy contracted is delivered. ‘
For example, a particular power
contract may be cancellable if per-
formance has been less than a
50% capacity factor over a rolling
24-month period. Capacity pay-
ments may be reduced 2% for
every 1% shortfall in weighted av-
erage capacity factor over the
same 24-month period for capac-
ity factors between 50% and 80%.
Full capacity payments would be
paid only if the weighted average
capacity factor exceeded 80%. A
capacity bonus might also be
earned if the facility exceeds 80%
capacity. These provisions recog-
nize that the utility is counting on
the independent facility to deliver

April 1991
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capacity on an ongoing basis and
thereby penalizes or rewards the
independent for falling short or
exceeding expectations and re-
quirements.

Contractual conditions and
characteristics for capacity pay-
ments such as those described in
this example are clearly not un-
conditional purchase obligations. .
However, whether such capacity
payments represent debt falls into
an accounting “gray area,” and
they are not specifically dealt with
under generally accepted account-
ing principles. However, the
issue has been dealt with ina
broader conceptual framework as
follows:

liability (debt) has three es-

ntial characteristics: (a) it
- embodies a present duty or re-

sponsibility to one or more other
entities that entails settlement by
probable future transfer or use of
assets at a specified or determin-
able date, on occurence of a speci-
fied event, or on demand; (b) the
duty or responsibility obligates a
particular entity, leaving it little or
no discretion to avoid the future
sacrifice; and (c) the transaction or
event obligating the entity has al-
ready happened."”

For the capacity payment por-
tion of an independent power con-
tract to be considered as debt, it
must meet all three of the above
criteria. The independent power
contract example above can be
used to illustrate the application
of this conceptual framework.

With respect to criterion (a), it
can most likely be argued that
some future transfer (payment) is
probable. The utility would not

generally enter into a significant
supply contract unless it felt that

. the independent supplier would

. most likely deliver. However, the
. last two criteria are not likely to

' be satisfied. |

With respect to condition (b),

the utility does have discre-
~ tion: it pays only if the indepen-

dent delivers. Below the 80%
threshold it is not contractually

_ bound to continue to make full ca-

pacity payments. Below the 50%
threshold it is not required to

. make any capacity pavments and

it has the discretion to terminate
the contract or derate the facility.
It also has the discretion — but
not the obligation — to support
the facility with higher-than-re-
quired payments at low perfor-
‘mance rates if the utility (and its

- Commission) conclude that the
contract supply, even at reduced
levels, is nonetheless critical. In

. short, though there are contrac-

! tual bounds to the utility’s discre-

" tion, it is hard to conclude that it

is left with “little or no discretion
to avoid the future sacrifice.”?
Finally, criterion (c) requires -
that the “transaction or event obli-
gating the entity has already hap-

- pened.”?! This condition is meant
© to distinguish between present
. and future obligations. A debtis

not incurred until there has been
an event which transfers an eco-
nomic benefit. In the case of our

i hypothetical capacity payment -
. structure, the debt would not be

incurred until the future capacity
is delivered under the contracted
terms. The event of signing the

i supply contract (except the take-

| or-pav variety) does not create a

present obligation or debt.

Both Standard and Poor’s and
Moody’s differentiate between
these two types of contracts.

They indicate that they will treat
take-and-pay contracts as an ex-
pense and take-or-pay contracts
as debt.?

he distinction between take- -

and-pay and take-or-pay in-
dependent power contracts has in
some analyses been either misin-
terpreted or ignored. For exam-
ple, Perl and Luftig state that

i “with regard to take-and-pay con-

tracts, S&P imputes a certain per-
centage of the present value of
pavments as debt.”? A witness
for Potomac Edison has stated
that “{financial institutions] con-
sider the portion of the contract
which represents a fixed.obliga-
tion to be similar to a utility’s -

. debt.”* Yet Standard and Poor’s
clearly states that “S&P has

viewed this performance condi-
tion (take-and-pay) as the essen-
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tial element in determining
whether the off-balance sheet lia-
bility is firm enough to be consid-
ered a debt equivalent.””

Since most independent power
contracts (and perhaps all those of
recent vintage) are take-and-pay,
most would likely be considered
off-balance sheet by the rating
agencies.

IV. Financial Risk: Will
Independents Hurt Utilities’
Cash Flow? '

A. Reduced Rate Base |
" A second potential financial
isk to utiities from pur-
chases from independents relates
to cash flow. An argument is
made that even though take-and-
pay contracts do not imply a debt-
like obligation, they might ad-
versely affect a utility’s cash flow
by increasing its “fixed charge
burden.” S&P suggests that it
would recalculate a utility’s cash
flow coverage ratio (a ratio that
measures the utility’s cash flow

cushion available to meet its fixed

obligations) to include the capac-
ity payments of a utility’s inde-
pendent power contracts as a
well as interest payments.® Re-
gardless of how this ratio is calcu-
lated, the relevant question is

. whether acquisition of generation
. through independents rather than

. construction will hurt the strength

. or amount of a utility’s cash flow.
Some say that shareholder -
value could be hurt by purchas-

ing power through “liquidation of |

the rate base.” If a utility fol-
lowed a strategy of satisfying an

its generation needs through pur--
chased power contracts, it is true
that its rate base (and ultimately

1 its total earnings and cash flow)

would be lower, if all else re-
mained equal. Yet it does not nec-
essarily follow that earnings or
cash flow per share would be
lower. Even if a utility’s rate base
should decline, its cash flow
would likely increase as a result
of avoiding investment in new
plant. The utility could retire
debt, while earnings would in-
crease as a result of lower invest-
ment and depreciation; as a result,
the utility could buy back stock to
maintain its target debt-equity

ratio with its increased cash flow.

Earnings per share would then in-:
crease with fewer shares outstand-
ing. |
A specific example set forth in
Table 1 best illustrates the point.
The increased value per share
arising from the decision to pur-

chase power should at least offset |

any decline in rate base, resulting
in share values that are at least

equal to the value generated by
the build option.

B. Increased Operating
Leverage

Others say that independent

| power contracts might hurt

utilities” cash flow by increasing
operating leverage: “The ratio of
fixed cash costs to variable cash
costs could increase as the utility’s
operations are more dependent
upon contractual obligations as
opposed to owned capacity.””
‘hile this might be a risk in

¥V an unregulated business,
“operating leverage” should not
be a problem in a fegulated utility.
Earnings are regulated, no matter
how small they become in rela-
tion to operating expenses. Inde-
pendent power expenses are no
different than a utility’s other ex-
penses from a cash flow stand-
point. -

Utilities sometimes do suffer
from poor cash flow: sometimes
from mismanagement — but
more often from misregulation.
For example, a utility’s cash flow

Table 1: Earnings Comparison of Build vs. Buy

BUILD BUY
~ Free Cash Flow $50 $50
New Piant Cost $50 -
New Rate Base $1050 $1000
Allowed Return $147 $140
Repurchase Shares $50 (4.46 shares)
" Qutstanding Shares 100 95.54 '
Earnings per Share ' $1.47 $1.47

-~ Assumed: Rate Base = $1,000
Allowed Return = 14% ($140)
Earnings per Share = $1.40°

Capital Structure = All Equity
Number of Shares = 100
Market Price @ 8x Earmnings = $11.20

!
1
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could be inadequate in the short
term due to a bad sales forecast if
there is no “balancing account” to
recover allowed earnings in case
actual sales or expenses deviate
from the short-term forecast. This
is, however, a regulatory problem,
not a problem caused by indepen-
dent power contracts.

here is also the potential risk

that regulators will disallow a

i payment under an independent
't contract. This risk is essentially
i eliminated for QFs by obtaining
! regulatory pre-approval of the
. contract; currently, most states

will pre-approve QF contracts.

' fore must either build or buy.
~ When utility risk is evaluated in

light of this fact, it becomes clear
that utilities are better off finan-
cially if they buy from indepen-
dents. Table 2 makes this fact

manifestly clear:

Pre-approval consists of a finding

that the contract’s price is at or
below the utility’s avoided cost
over its full term, which is re- -
quired by PURPA. Once pre-ap- -
proved, the commission has no
basis to disapprove future pay-
ments.? :

V. Conclusions

s the contribution of the in-

dependent power produc-
tion industry to total generation
becomes significant, rating agen-
cies are beginning to consider the
effect of independent power pur-
chases when determining a
utility’s credit ratings. Their
framework for evaluating risk is
useful. However, a fair credit

— purchased power contracts

i lower a utility’s construction risk
! (which can be and often is trans-
i ferred to the constructing firm),

— purchased power contracts
also lower regulatory-risk, since
regulators are willing to pass
through the cost of purchased

‘power contracts negotiated com-

petitively, while the risk of disal-

lowance for the build option re-
mains significant.
perating risk may also be
lower with independents,
but it is probably still too early to
tell.

Other risks — for example the
risk of forecasted demand being
wrong — are no different,
whether a utility buys or builds.

In view of these facts, overall fi-
nancing risks are lower and bond
ratings will be higher with the
buy option. This conclusion is

supported not only by theory and -

analysis, but by the hard evidence
of the data: to date, utilities that
are following a “buy” strategy are
outperforming the industry aver-
age. ®
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TABLE 2: Risk Comparison for Build vs. Buy Option

evaluation should compare all as-

pects of the risks associated with A BUY BUILD
utility consmlcnfm as ggamst ; Demand Risk even even (
those of purchasing power from | . _ , !
. ; Construction Risk lower higher i
independents. j Operating Risk ol o high 5
When a utility needs new gener-. perating IS' even to lower eyen o higher

ation capacity, it does not have the Regulatory Risk lower higher

FINANCIAL RISK lower higher

option of doing nothing — it is
obliged to serve its load and there-
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