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Commentary/Key Trends
Rating actions in the regulated U.S. utility (electric, gas, pipeline, and water) and merchant power sectors
over the past few months were fairly balanced. Since the last report card (for the third quarter of 2004),
there were nine upgrades and eight downgrades.

A few noteworthy trends have emerged as important factors for credit quality. These include the rising
importance of regulatory decisions in certain states, the acceleration of merger and acquisition activity, a
low interest rate regimen, and attractive debt capital markets that allow many issuers to refinance at
favorable rates. Despite these trends, challenges associated with weak financial credit measures and
stagnant power markets in many regions pressure the financial performance of certain issuers.

Regulatory treatment has become a more prevalent ratings driver in certain jurisdictions. Filings and
rulings on rate proceedings in states such as Arizona, Oregon, Missouri, and Texas could affect ratings in
the near term. In addition, the opposing views of certain state regulatory bodies and the FERC on issues,
such as restructuring the regional transmission systems and incorporating certain merchant plants of
affiliated companies in the rate base, will likely lead to a protracted struggle among those regulatory
bodies for oversight.

Regulatory decisions were meaningful factors in the downgrades of DTE Energy Co. (BBB/Stable/A-2)
and IDACORP Inc. (BBB+/Stable/A-2). In the case of IDACORP, a disappointing regulatory decision
compounded by weak credit measures led to the downgrade. For Detroit Edison Co., a unit of DTE
Energy, despite the granting of a rate order that provided a substantial increase in rates and contained
many favorable characteristics, the credit measures would not improve enough in the near term to be
commensurate with the ratings.

Another development that has become a more prominent ratings issue is merger and acquisition activity.
Recently, Exelon Corp. (A-/Watch Neg/A-2) announced a merger with Public Service Enterprise Group
Inc. (BBB/Watch Dev/A-3) that would create the industry's largest utility holding company. Exelon's
ratings were placed on CreditWatch with negative implications while PSEG's ratings were placed on
CreditWatch with developing implications. The ratings on NUI Utilities Inc. (A-/Negative/--) and the outlook
on AGL Resources Inc. (A-/Negative/A-2) were also affected by their transaction, which was completed in
December. In addition, Illinois Power Co. (A-/Negative/--) was upgraded, upon the completion of its
acquisition by Ameren Corp. (A-/Negative/A-2). While it is unclear whether these transactions presage a
rise in merger and acquisition activity, there apparently is increasing interest.

The number of rating actions during 2004 declined dramatically from the past few years. The number of
rating actions (upgrades and downgrades) is only about one-third of the previous two years. This is
indicative of a measure of rating stability, which is indeed apparent in rating outlooks, 56% of which are
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stable. This is also a reflection of slowly stabilizing credit measures as many management teams have
made "balance sheet repair" a key business objective. For example, Duke Energy Corp.'s outlook was
revised to positive in recognition of significant debt reduction in 2004 and improved credit measures.

Still, weak credit measures and financial performance leave certain issuers susceptible to rating
downgrades. The existing financial weakness of many utilities results primarily from high debt levels and
cash flow stress associated with unsuccessful forays into more competitive businesses. Consequently,
37% of rating outlooks are negative or on CreditWatch with negative implications. Moreover, despite the
current industry trend of "back-to-basics," it is very possible in the longer term that the competition for
capital and investor interest will embolden companies to embrace growth strategies that could erode
credit quality.

Companies with merchant exposure continue to experience volatile cash flows and regulatory uncertainty.
The operating environment remains challenging. The creditworthiness of many purely merchant power
companies is constrained by burdensome debt levels and insufficient cash flow from operations. Faced
with the prospect of stagnant power markets in many regions, cash flow measures are likely to remain
weak until wholesale electricity margins materially improve. The only bright spot in this otherwise dim
market are merchant coal and nuclear plants that are benefiting from their lower cost of generation in
markets, where elevated gas prices set power prices.

Chart 1
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Key Credit Trends
The U.S. utility industry demonstrated stable credit quality in the fourth quarter of 2006, and should
continue to do so in 2007 despite increasing capital spending needs related to reliability enhancements
and environmental requirements. A general refocus by the industry in recent years on restoring balance
sheet health and selling noncore business operations has enhanced its ability to withstand the pressure
that substantial capital spending will bring.

A critical element during this coming growth phase, however, will be fair and equitable treatment by state
regulators as utilities seek to recover the capital expenditures they will incur to address declining reserve
margins, aging and increasingly fragile infrastructure, and environmental mandates. Standard & Poor's
Ratings Services expects that most utilities will seek pre-approval from regulators of any substantial
spending program, or at least a broad understanding of the principles that regulators will apply in granting
recovery. Of comparable significance to supporting credit quality is regulatory approval for timely recovery
of fuel costs, especially in an environment of elevated commodity prices.

With 57% of the industry carrying a stable outlook, we expect rating changes to remain low in 2007. What
could cause this assessment to change would be event risk, specifically, an acceleration of merger and
acquisition activity despite the collapse in 2006 of two high profile combinations between Exelon Corp.
(BBB+/Watch Neg/A-2) and Public Service Enterprise Group Inc. (BBB/Negative/A-3) and between
Constellation Energy Group Inc. (BBB+/Negative/A-2) and FPL Group Inc. (A/Stable/--). M&A could
ultimately have a significant but uncertain impact on rating movements, which will depend on how the
transactions are financed and the credit quality of the respective parties prior to the merger. Long-term
private equity and financial buyers could be major influences in this respect, though it is too early to
determine whether a trend has been established by the deals between Macquarie Infrastructure Partners
and Duquesne Light Holdings Inc. (BBB/Watch Neg/--), Babcock & Brown Infrastructure Ltd. and
NorthWestern Corp. (BB+/Watch Neg/--), and Berkshire Hathaway Inc. (AAA/Stable/A-1+) and PacifiCorp
(A-Stable/A-1) that were announced or closed in 2006.

Despite earlier fireworks, 2006 ends with a fizzle
Since we published our last utility report card on Oct. 25, 2006, Standard & Poor's has made no rating
upgrades or downgrades among electric, gas, and water utilities. The entire year had 21 upgrades and 20
downgrades.

Following the third quarter's very notable events, specifically, the dissolution of the merger agreement
between Exelon and Public Service Enterprise Group and political developments regarding the end of the
rate freeze in Illinois, and the many rating actions that followed, the fourth quarter was in all respects very
quiet.

In late November, the Illinois state legislature's special session to consider extending for three years the
current long-lived electric rate freeze for all the state's utilities failed to garner the necessary votes.
Passage of such an extension would have resulted in a serious cash shortfall for the utilities because the
costs they would incur to procure power would exceed the rates they would be allowed to charge
customers for that power. Because no lawmaker has thus far proposed any alternative mechanisms to

Standard & Poor's. All rights reserved. No reprint or dissemination without S&Ps permission. See Terms of Use/Disclaimer on the last page.

www.standardandpoors.com/ratingsdirect Page 1 of 28
557003 | 300259732

cwg
Text Box
Exh. No.___(MPG-4)
Page 10 of 12



August 9, 2007

Industry Surveys
Electric Utilities

THIS ISSUE REPLACES THE ONE DATED FEBRUARY 15 ,  2007 .
THE NEXT UPDATE OF THIS SURVEY IS  SCHEDULED FOR FEBRUARY 2008 .

CCoonnttaaccttss::

Inquiries &
Client Support
800.523.4534
clientsupport@
standardandpoors.com

Sales
800.221.5277
roger_walsh@
standardandpoors.com

Media
Michael Privitera
212.438.6679
michael_privitera@
standardandpoors.com

Replacement copies
800.852.1641

Justin C. McCann
Electric Utilities 
Analyst

CURRENT ENVIRONMENT..................................................................1
Private equity buyout stirs suspicion and speculation

Industry promotes its own proposals for greenhouse gas reductions
Supreme Court rules EPA has authority to regulate GHG emissions
Industry consolidation set back by termination of major mergers 
FERC issues incentives for transmission infrastructure investment 
Earnings in 2006 aided by nonregulated operations 
S&P Rating Services View:

Credit ratings under pressure

INDUSTRY PROFILE...............................................................................8
An industry in transition 

INDUSTRY TRENDS .................................................................................8
Electricity legislation enacted
FERC rulings pulled the plug on monopolies
Rate structures that motivate 
Utility growth rates mature
Mergers and acquisitions: aligning with other energy firms
Power marketers and brokers 
Final task force report on blackout 

HOW THE INDUSTRY OPERATES ..............................................................15
Getting power to the user
Generating power 
The regulator’s role 

KEY INDUSTRY RATIOS AND STATISTICS....................................................23
HOW TO ANALYZE AN ELECTRIC UTILITY COMPANY.................................24

Qualitative factors 
Evaluating the income statement 
Balance sheet, cash flow, and valuation measures 
S&P Rating Services View:

Evaluating the creditworthiness of an electric utility 

GLOSSARY .............................................................................................31

INDUSTRY REFERENCES.....................................................................34

COMPARATIVE COMPANY ANALYSIS ..............................................36

elu_0807.qxp  7/30/2007  11:43 AM  Page i

cwg
Text Box
Exh. No.___(MPG-4)
Page 11 of 12



A
U

G
U

S
T 

9,
 2

00
7 

/ 
EL

EC
TR

IC
 U

TI
LI

TI
ES

 I
N

D
U

S
TR

Y 
S

U
R

V
EY

6

Credit ratings under pressure

Credit ratings in this industry face continued
pressure from the need of many US utilities to invest
in upgrading their generation, transmission, and dis-
tribution systems, and from rising costs for fuel and
other inputs.  Also, some utilities have been acquired
by private equity firms using large amounts of debt,
and in some states, regulators are making rate in-
creases and cost recovery difficult.

Ratings activity in the US investor-owned electric
utility industry was mixed during a relatively quiet
second quarter.  Between April 1 and July 17, 2007,
Standard & Poor’s Ratings Services raised the corpo-
rate credit ratings of 10 companies, six of which
were related to Allegheny Energy, and lowered eight
corporate credit ratings, seven of which were related
to Ameren Corp.  The past three months also wit-
nessed four outlook revisions, all of which were pos-
itive.  The principal drivers of the upside rating
activity were improving financial conditions, which
were largely due to significant debt reduction,
stronger free cash flow, cost reductions, regulatory
support, and reduced business risk. 

Capital Spending
Utilities are aggressively investing in generation

facilities to address rising demand and replace retir-
ing assets, in transmission plants to replace and
build out an aging grid, and in distribution systems
that need to be expanded and made more efficient. 

The aging and undercapitalized transmission grid
in the United States requires significant reinvestment
to replace wires, substations, and other equipment,
such as computer systems. Companies are making
these investments, but much more capital spending is
needed to strengthen reliability, connect new genera-
tion, reduce costs incurred because of congestion, im-
prove access to lower-cost power, and replace aging
plants.  The rising costs from all these expenditures
may strain regulatory and political environments, mak-
ing it that much more important to secure precon-
struction approval for lengthy, big-ticket projects.  

Capital is also being deployed to satisfy environ-
mental and renewable energy mandates in part to re-
duce greenhouse gas emissions. We would expect
more environmental remediation on existing infra-
structure and an emphasis on building new plants
that are environmently friendly. Renewal of tax cred-
its for renewable energy such as wind generation
may also happen and could also be expanded.   

How quickly a utility begins to recover these
building costs is a key determinant of credit quality.
Interim recovery through mechanisms such as earn-
ing a cash return on construction work in progress
(CWIP) helps reduce deterioration in credit measures
and maintain credit quality during high capital spend-
ing periods. 

Rising Costs
Companies that are building new plants and up-

grading facilities face rising raw materials costs.
Significant management skill is necessary to secure
engineering, procurement, and construction con-
tracts that provide guaranteed prices, shielding utili-
ties from cost overruns. Another challenge is the
shortage of skilled labor, which threatens construc-
tion schedules and in-service dates.  Other operating
expenses are also rising, including those for routine
maintenance and for employee benefits such as
health care and pensions.  

Declining natural gas prices have moved the fuel
cost recovery debate off the front page, but prices
have proven to be very volatile and are likely to react
sharply to a weather event that affects production.
Over the medium term, coal prices are expected to
rise, as is the cost of processing uranium used for nu-
clear fuel, which also pressures companies’ cost re-
covery. In our view, states that have fuel-adjustment
mechanisms to smooth cash flows and encourage
utilities to mitigate risk through hedging and supply
procurement are positioned best to handle cyclical
fuel prices.

Mergers and Acquisitions
Mergers and acquisitions have a significant, but

uncertain, effect on rating movements.  These move-
ments depend on how the transactions are funded
and how creditworthy the respective parties were
before combination.  The strategy behind the combi-
nation also plays a role.   

The reception of nontraditional buyers, such as
private equity firms, by regulators has therefore been
mixed.  Decisions by regulators depend on what they
believe about the new owner’s strategy.  Success is
more likely when the regulator considers the new
owner a long-term investor. 

Believing some utilities have underutilized debt
capacity, some nontraditional buyers have shown a
willingness to load up the intermediate holding com-
pany with debt, choosing to tolerate weaker credit
metrics in return for potentially higher equity returns.

S&P Ratings Services View:
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