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GULF POWER COMPANY 

Before the Florida Public Service Commission 
Rebuttal Testimony and Exhibit of 

R. Scott Tee1 
Docket No. 110138-El 

In Support of Rate Relief 
Date of Filing: November 4, 201 1 

Please state your name, business address, and occupation. 

My name is Scott Teel. My business address is One Energy Place, 

Pensacola, FL 32520, and I am Vice President and Chief Financial Officer 

(CFO) of Gulf Power Company (Gulf or the Company). 

Did you file direct testimony in this docket? 

Yes. 

What is the purpose of your rebuttal testimony? 

The purpose of my testimony is to demonstrate that the return on equity 

recommended by Federal Executive Agencies (FEA) witness Gorman is 

not supportive of Gulf's credit ratings. I also respond to a statement by 

Office of Public Counsel (OPC) witness Dismukes regarding the benefits 

non-regulated affiliates of Gulf Power receive from their association with 

the regulated operating companies. 

Are you sponsoring any rebuttal exhibits? 

Yes. I am sponsoring Exhibit RST-2, consisting of Schedules 1, 2 and 3. 

Exhibit RSTQ was prepared under my supervision and direction, and the 

Docket No. 110136-El 
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information contained in that exhibit is true and correct to the best of my 

knowledge and belief. 

Do you agree with Mr. Gorman’s evaluation of the effect of his 

recommended return on equity of 9.75% on Gulf Power’s bond ratings? 

No. Based on his analysis of financial credit rnetrics utilized by Standard 

& Poor’s, Mr. Gorman concludes that his recommended return on equity 

would be supportive of an investment grade bond rating and Gulf‘s 

“current ’BBB’ bond rating.” [Gorman at 411 Mr. Gorman uses the wrong 

credit ratings as the basis of his analysis, and his analysis is too limited to 

reach any conclusions regarding the effect his recommended return on 

equity would have on Gulf‘s credit ratings. 

What are investment grade bond ratings? 

Ratings in the BBB category and higher for Standard & Poor’s and Fitch, 

and ratings in the Baa category and higher for Moody’s are considered 

investment grade. Schedule 5 of Exhibit RST-1 to my direct testimony 

depicts the ratings scales of each of the three agencies. 

What are Gulf’s current bond ratings? 

Contrary to Mr. Gorman’s statement, Gulf does not have a BBB rating. 

Standard & Poor’s rates Gulf Power’s long-term debt as A, while Fitch and 

Moody’s ratings are A and A3, respectively. Schedule 4 of Exhibit RST-1 

to my direct testimony depicts Gulf Power’s current credit ratings. 

Docket No. 110138-El Page 2 R. Scott Tee1 
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1 Q. What credit ratings does Gulf target? 

2 A. 

3 

4 

5 

6 

7 Q. Does an investment grade rating meet Gulf‘s target? 

8 A. 

9 

Gulf targets A ratings for its long-term debt, specifically A ratings by 

Standard and Poor’s and Fitch, and A2 by Moody’s. Gulf targets 

equivalent ratings for its short-term debt, A-1 by Standard & Poor’s and F1 

by Fitch. Moody’s does not rate Gulf Power’s short-term debt. 

No. The thresholds for an investment grade rating are EBB- for Standard 

& Poor’s and Fitch, and Baa3 for Moody’s. These ratings fall well below 

IO Gulf‘s target ratings. 

11 

12 Q. Is it necessary to maintain Gulf‘s targeted ratings? 

13 A. 

14 

15 

16 

17 costs possible. 

18 

19 Q. 

Yes. As explained in more detail in my direct testimony, maintaining these 

targeted ratings is critical for Gulf and its customers. Strong credit ratings 

ensure access to capital even during troubled financial markets and allow 

Gulf to provide reliable service to its customers at the lowest financing 

Is Mr. Gorman’s evaluation of the potential impact of his recommended 

20 

21 A. No. Mr. Gorman’s evaluation is limited to only one of the three credit 

22 

23 

24 

25 

rate of return on Gulf‘s credit ratings complete? 

rating agencies. More importantly, it does not consider all of the qualitative 

factors which are key drivers of a utility’s credit ratings. Most notably, Mr. 

Gorman does not consider the impact his recommended rate of return 

Docket No. 1 101 38-El Page 3 R. Scott Tee1 
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could have on the rating agencies’ assessment of the regulatory 

environment in Florida. 

Is the regulatory environment an important consideration of the rating 

agencies? 

Yes. All three of the major credit rating agencies place significant 

importance on a utility’s regulatory environment. Moody’s credit opinion 

on Gulf Power dated August 13,2010, issued when Moody’s downgraded 

Gulf’s long-term debt rating from A2 to A3, cites the “recently perceived 

decline in utility’s political and regulatory environment” as a rating driver. 

See Schedule 7 of Exhibit RST-1 to my direct testimony for a copy of this 

credit opinion. 

In its report on Gulf Power dated October 5, 2010, Fitch states the 

“continuation of strong regulatory support is important for Gulf to maintain 

its credit quality and current ratings.” See Schedule 8 of Exhibit RST-1 to 

my direct testimony for a copy of this credit opinion. 

Standard & Poor’s, in its March 11, 2010 report entitled “Assessing US. 

Utility Regulatory Environments,” states: 

[Tlhe assessment of regulatory risk is perhaps the most 

important factor in Standard & Poor’s Ratings Services’ 

analysis of a U.S. regulated, investor-owned utility’s 

business risk. Each of the other four factors we examine- 

markets, operations, competitiveness, and management - 

Docket No. 110136-El Page 4 R. Scott Tee1 
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can affect the quality of the regulation a utility experiences, 

but we believe the fundamental regulatory environment in 

the jurisdictions in which a utility operates often influences 

credit quality the most. 

See Schedule 1 of my rebuttal Exhibit RST-2 for a copy of this report. 

How could Mr. Gorman’s recommended rate of return affect assessments 

of the regulatory environment? 

The rate of return is an important factor in the assessment of the 

regulatory environment. Fitch explicitly cites “below-average allowed 

return on equity” in recent decisions in Florida in its report on Gulf Power, 

dated October 5, 201 0. Standard & Poor’s, in its report “Key Credit 

Factors: Business And Financial Risks In The Investor-Owned Utilities 

Industry”, issued on November 26, 2008, states the “[E]valuation of 

regulation focuses on the ability of regulation to provide utilities with the 

opportunity to generate cash flow and earnings quality and stability 

adequate to: meet investment needs; service debt and maintain a 

satisfactory rating profile; and generate a competitive rate of return to 

investors.” See Schedule 8 of Exhibit RST-1 to my direct testimony for a 

copy of Fitch’s credit opinion. A copy of the Standard & Poor’s report is 

attached as Schedule 2 of my rebuttal Exhibit RST-2. 

As discussed in my direct testimony, both Moody’s and Fitch have 

expressed concerns about the regulatory environment in Florida. While 
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Fitch “expects the regulatory climate in Florida to slowly return to normal 

after this election year and as the state’s economy slowly begins to 

recover,” Moody’s recognized the “Florida Public Service Commission is 

entering a period of substantial uncertainty. . . ’ I  

More recently, in its report dated August 12, 201 1, Moody’s states that 

“the political and regulatory environment for investor-owned utilities in 

Florida has largely stabilized; however, they did not upgrade their score 

of Baa for Regulatory Framework, the qualitative factor providing 25% of 

the weighting for their credit ratings. This score was downgraded 

following recent rate case decisions, citing the state as being “substantially 

less supportive of credit quality than it had been previously.” 

Moody’s notes that “Gulf Power’s base rate case will also be the first one 

to be addressed by a newly constituted FPSC and may give an indication 

of the future direction of utility regulation in Florida.” Moody’s also cites 

an unsuppottive outcome in this case as a factor that could lead to 

another downgrade. See Schedule 3 of my rebuttal Exhibit RST-2 for a 

copy of this report. 

An authorized rate of return below the return required by investors would 

increase the concerns of the ratings agencies about the regulatory 

environment in Florida. 

Docket No. 110138-El Page 6 R. Scott Tee1 
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Are you aware of any other assessments of the regulatory environment in 

Florida? 

Yes. Regulatory Research Associates (RRA) rates the various states on 

their regulatory climate. In its August 201 1 release, RRA noted that 

Florida historically had been one of the most stable and constructive state 

regulatory environments from an investor viewpoint. It cited the recent 

FP&L and Progress rate decisions in early 201 0 as factors that led it to 

lower its regulatory assessment of the Commission by two steps on its 

rating scale, from the middle of the “Above Average” range to the top of 

the “Average” range. 

Will Mr. Gorman’s recommended return on equity be supportive of Gulf‘s 

targeted credit ratings? 

No. Mr. Gorman’s recommended rate of return would be detrimental to 

the rating agencies’ assessment of Gulf Power’s regulatory environment, a 

key factor in determining credit ratings. This could heighten the risk of a 

downgrade that would adversely affect Gulf’s customers by making it more 

difficult or more costly for Gulf to access the capital markets to support the 

investment required to continue to provide them with reliable service. 

Ms. Dismukes’ testimony may be interpreted to state that Southern 

Company’s non-regulated affiliates receive benefits to their credit ratings 

from being associated with the regulated operating companies. Is this 

correct? 
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22 Q. 

23 A. 

24 

No. Southern Power Company (SPC) is the only non-regulated affiliate of 

Southern Company that is rated by the credit rating agencies. None of the 

rating agencies incorporate Southern Company, or its subsidiaries, into 

their ratings of SPC. SPC is evaluated and rated independently of both 

the parent company and the core regulated electric utility companies. 

Please summarize your rebuttal testimony. 

Mr. Gorman’s conclusion that his recommended rate of return would be 

supportive of an investment grade bond rating and allow Gulf to maintain 

“its current BBB utility bond rating” is wrong for several reasons. First, he 

is mistaken about Gulf‘s current credit ratings and considers an 

investment grade rating a sufficient rating. Second, his opinion relies 

solely on an analysis of financial metrics and considers only one of the 

three credit rating agencies. Third, and most importantly, he does not 

consider the qualitative impact on Gulf‘s credit ratings of a regulatory 

decision which awarded Gulf only his recommended return on equity. 

Additionally, I clarify that the credit rating agencies, in their assessment of 

Southern Power, Gulf‘s non-regulated affiliate, do not consider its 

affiliation with Gulf and its regulated sister companies. 

Does that conclude your testimony? 

Yes. 

25 
/-- 
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AFFIDAVIT 

STATE OF FLORIDA ) 
) 

COUNTY OF ESCAMBIA ) 

Docket No. 110138-El 

Before me the undersigned authority, personally appeared Richard Scott 

Teel, who being first duly sworn, deposes, and says that he is the Vice President 

and Chief Financial Officer of Gulf Power Company, a Florida corporation, that 

the foregoing is true and correct to the best of his knowledge, information, and 

belief. He is personally known to me. 

The signed original affidavit is attached to the 
original testimony on file with the FPSC. 

S I  
Richard Scott Tee1 
Vice President and Chief Financial Officer 

Sworn to and subscribed before me this day of 

201 1. 

Notary Public, State of Florida at Large 

Commission No. 

My Commission Expires 
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Assessing U.S. Utility Regulatory Environments 
(Editor's Note: For our latest commeitts on regulated utility subsidiaries, please see 'Methodology: Differentiating 
The Issuer Credit Ratinss Of A Regulated Utility Subsidiary And Its Parent," published March I I ,  201 0, on 

RariitgsDirect.) 

The  assessment of regulatory risk is perhaps the most important factor in Standard & Poor's Ratings Services' 

analysis of a US. regulated, investor-owned utility's business risk. Each of the other four factors wc 
examine--markets, operations, competitiveness, and management-can affect the quality of the regulation a utility 
experiences, but we believe the fundamental regulatory environment in the jurisdictions in which a utility operates 
often influences credit quality the most. In our credit analysis, we evaluate regulatory risk 011 a company-specific 
basis. A utility management's skill in managing regulatory risk can i n  many cases overcome a difficult regulatory 
environment. Conversely, other companies can experience greater regulatory risk even with supportive regulatory 
regimes i f  managemenr fails to devote the necessary time and resources to the imporrant task of managing regularory 
risk. Operating in a state with a regulatory structure that is conducive to maintaining credit quality will improve the 
chances for a utility to successfully negotiate the regulatory maze. 

This commentary discusses our views on what constitutes a favorable regulatory climate. We then use those factors 
to create assessments of the regulatory environments in states that regulate the electric and gas utilities that we rate. 
(See the table a t  the end of this article.) Our  intention is to provide a common base for our own analysis of 
regulatory risk and to better communicate to investors, issuers, and regulators how various elements of regulation 
can affect credit quality. The exercise is also expected to enhance our ability to cvaluate management by highlighting 
instances where our  opinion of a company's regulatory risk diverges significantly from the fundamental quality of 
the regulatory jurisdictions where it operates. 

The assessments of relevant jurisdictions are based on quantitative and qualitative factors. Importantly, we make 
o u r  assessments from a credit perspective. We plan to update them annually or  when significant events occur that 
have an important impact on the regulatory climate in a particular jurisdiction. The new rcgulatory assessment 
informarion augments the methodology applied to regulated utilities today. 

O u r  introduction of these regulatory assessments coincides with what we view as  the increasing influence of 
rcgulatory matters on the rated utilities' risk profiles and greater credit market awareness of the importance of 
understanding the regulatory proccss. Our  goal in explaining our views on regulatory practices and policies and 
their effect on Srandard & Poor's analysis of the credit quality of utilities is to provide additional transparency to the 
marker. 

,--- 

Background 
Stare utility rcgulation is almost as  old as  credit ratings. Standard & Poor's predecessor, Standard Statistics Bureau, 
was formed in 1906, and the first state utility commissions, as  we know them today, appeared in 1907. Regulation 
has always been a factor in Standard & Poor's analysis of utility ratings, but its importance to our analysis has 
shifted with industry trends over time. 

Before the 1970s. regulators presided for the most part over stable or decreasing rates as  economic growth, rising 
consumption, and economies of scale drove costs down. The advent of inflation, rising and volatile fuel costs, and 

c 
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nuclear power missteps led to higher rates and, in ou r  view, greater regulatory influence on credit quality during the 
1980s. Restructuring in the natural gas and  then the electric industries marked the 1990s and the first years of the 
new millennium, and the importance of regulatory issues in our analysis again started to subside. In our  view, we are  
now in another era of increasing and unstable costs and some semblance of a return to traditional utility regulation. 
Consequently, the quality of regulation is a t  the forefront of our  analysis of utility creditworthiness. 

We have historically focused on regulatory risk on a company-specific basis. Nothing in what follows will change 
that approach. Utility commissions regulate diverse industries and adopt  different approaches to different types of 
businesses. Treatment of urilitics within the same industry can vary significantly in the same iurisdiction. The quality 
of the regulation experienced by a company is often the product of the company's management and business 
strategy as  much as  its regulators. The regulatory climate assessments only serve as  a baseline of o u r  opinion on the 
fundamental attitude of a jurisdiction toward thecredit qualiry of the utilities in that state, and they are the starring 
point for Standard 8c Poor's analysis of the regulatory risk of each rated utility. Our  goal is to achieve greater 
consistency and  continuity in utility ratings. 

Assessing Regulatory Jurisdictions 
We assess jurisdictions on one basic attribute--the fundamental approach t o  controlling utility rates--and then in 
three major categories. T h e  resulring assessments are based primarily on various measures of regulatory risk that are  
discussed briefly below. With respect to qualitative factors, we look for long-term, historical characteristics of the 
jurisdiction, as  well a5 transient regulatory and political dcvelopments. 

The foundation of our  opinion of the regularion in a jurisdiction is the degree to which competitive marker forces 
are allowed to influence rates. In order of credit-friendliness, a state will rely either on full cost-based regulation for 
all components of the utility bill, market-based mechanisms for  generation, and (more rarely) retail markets, or a 
hybrid of the two to control the amount charged and the terms on which that service is offered. I t  may surprise some 
to learn that we consider a hybrid setup, which in most cases exists becausc the transition to some sort of 
competition has stalled, to harbor more risk for bondholders than a system chat is committed t o  letting market 
prices set a major part of the customer's bill. 

The risk inherent in the market-based model is straightforward: the price for electricity can be more volatile when 
based on a market than when it i s  based on embedded costs, and regulators are apt  to resist full and  timely recovery 
when changes in generarion costs are abrupt and substantial (and perhaps misunderstood). The  risks in a hybrid 01 
transitional model are less apparent, but, in o u t  opinion, potentially more significant. First, we consider the 
uncertainty of the timing of reaching the end stateeand what that end state will look like--to be a negative factor 
f rom a credit perspective. Second, in some cases, the hybrid model may result in a "lower-of-cost-or-market" 
approach that allows generation rates to reflect one or the other at different times depending on which one suits 
ratepaycrs best. A utility and its bondholders may then face a prolonged pcriod of potential exposure to marker risk 
(the downside) with little or no  opportunity to participate in the benefits of competition (the upside of greater 
returns). 

After identifying the fundamental regulatory paradigm, our analysis turns to factors that influence the utility's 
business risk climate in the jurisdiction. The factors fall into three broad categories: ratemaking, political 
environment, and financial stability. Broadly speaking, the ratemaking and financial stability factors influence o u r  
assessments more than the paradigm and political factors. 
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Ratcmaking Practices And Procedures 
The main, and often the most contentious, task of a regulator is to set the rates a utility may charge its customers. 
We analyze specific rate decisions as part of the surveillance of each utility. Our regulatory assessments focus on the 
jurisdiction's overall approach to setting rates and the process it uses to conduct and manage base rate filings. 
Practices pertaining to separate tariff clauses for large expense items are examined in the third category of the 
analysis (see below). In this part of the assessment, we concentrate on whether established base rates fairly reflect the 
cost structure of a utility and  allow management an opportunity to earn a compensatory return that provides 
bondholders with a financial cushion that promotes credit quality. 

Notably, the analysis does not revolve around "authorized" returns, but rather on actual earned returns. We note 
the many examples of utilities with healthy authorized returns that, we believe, have n o  meaningful expectation of 
actually earning that return because of rate case lag, expense disallowances, etc. Although, in general, the absolute 
level of financial returns is less important to our  analysis than how that return is earned, we recognize that, all else 
being equal, higher earned returns translate into better credit mettics and  a more comfortable equity cushion for 
bondholders. A regulatory approach that allows utilities the opportunity to consistently earn a reasonable return is a 
positive factor in our  view of credit quality. 

T h e  rates of return and capital structures used to generate the revenue requirement in rate proceedings may nor be 
the primary focus of the asscssment, but those and other decisions made in thc ratemaking process are still noted. 
We consider those decisions to be potential signals from regulators on their attitude toward credit quality. We 
believc that the capital structure in particular is a handy and direct indication from the regulator as LO whethcr o r  
nor creditworthiness is a n  important consideration in its deliberations when setting rates. Obviously, any 
pronouncements f rom a regulator that explicitly address credit ratings or ratemaking practices that incorporate 
credit-minded adjustmcnts (e.g., the use of double-leveraged capital structures or  off-balance-sheet debt-like 
obligations) are considered in the Standard &Poor's  assessment. 

We analyze the issue of "regulatory lag" in a comprehensive manner and not just as  a matter of the efficiency of the 
regulator i n  completing rate cases. As part of this analysis, we evaluate the timeliness of rate decisions, coupled with 
an evaluation of the test year. In addition, we take into account the timing of interim rates, and other practices that 
affect the appropriateness of rates periodically established by the regulator. We d o  not view the issue of regulatory 
lag as an intermittent concern, consequential only during times of acute inflation or rising capital spending, hut as a 
consistent part  of o u r  credit analysis. Accordingly, in our regulatory assessments W K  focus on whether the regulator 
efficiently prosecutes rate requests and bases its decisions with respect to rate setting on the most currcnt 
information. 

In our  view, the prevalence of rate case settlements is not necessarily an important credit consideration. Although 
the common assumption among market participants seems to he that a settlement must be in the best interest of a 

utility, we believc this assumption disregards the possibility that management will sometimes make decisions based 
on its effect on earnings a t  the expense of cash flow considerations. This does not mean we dismiss the ability of 
stipulations to reach a fair resolution of difficult matters that help regulators issue timely and constructive rate 
decisions. I t  just means that frequent settlements d o  not, in our  view, directly lead to a conclusion that the 
regulatory environment in a state enhances credit quality. 

An important policy-related issue outside of individual rate cases that falls under this part of the assessment is the 

/-- 
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regulatory oversight of large capital projects with long lead times that carry out-sized risks to a utility and its 
bondholders. In our  opinion, practices such as legislative or regulatory recognition of the need for pre-approval of 
such endeavors, periodic reviews that substantively involve the regulator in the progress of the projecr, and rolling 
prudence dererminarions during construcrion can reduce the general level of risk associated with a urility committing 
substantial capital wcll in advance of the rate proceeding that results in the project being placed into rate base. 
Before commitring to such projecrs, a resource-procurement process that uses objecrive guidelines ro evaluate 
competing proposals ro meet load obligations and keeps the regulator informed and involved in the decisions can, in 
our  view, help to reduce the risk of subsequent disallowances. If the jurisdiction has an Inregrated Resource Plan o r  
similar mechanism that includes the participation of many parties and  is used to definitively establish the need tor 
new generation, we consider credit risk to be further diminished. 

One more facror that we examine in rhis part  of the analysis is whether a jurisdiction employs nontraditional 
ratemaking practices. Examples of what  we may view to be potentially credit-enhancing regulatory mechanisms 
include wearher normalization and incentive ratemaking. We believe that the beneficial effect on credit qualiry of a 
tariff clause that smooths out  cash flows that can vary with ourside influences like weather is self evident. The 
benefirs of incentives incorporated into the regulatory regime may be less clear. Well-designed incentives can be a t  
least credit neutral. A moderate amount of incentives can be credit supportive. We generally view incentive 
provisions (whether tied to cost control, reliability, or  operational performance) as being beneficial for credit quality 
i f  they are linked to fair and  objecrive benchmarks. Incentives that lack some or all of those features, such as a plain, 
long-term rare freeze, can be, in our  opinion, detrimental ro credit quality. 

Political Insulation 
The role of politics in utiliry regulation is often misunderstood. In most iurisdicrions, legislatures created regulatory 
commissions and invested them with the power to set and enforce utility rates and  service standards. Regardless of 
how a regulatory commission is statutorily organized, i ts  function is to set and  regulate rates and service standards 
with due regard not only for the inrerests of those who advance the capital needed to providc safe and reliablc utility 
service but for other consriruenrs as  well. In this regard, bondholders should recognize that the setting of utility cares 
invariably reflects political as well as economic factors. Therefore, the potential for political considerations to affect 
utility regulation can be a key determinant when we assess a regulatory jurisdiction. 

A primary factor in rhis parr of our assessmenf is the method of selecting utility commissioners. In some 
jurisdicrions, the governors appoint regulatory commissioners. In others, the same voters who pay utility bills 
directly elect commissioners. The regulatory risk associated with that model can sometimes be managed, but there is 
an inherent level of risk in elected regulatory bodies that w e  reflect in the assessment. Standard &Poor 's  also 
analyzes the track record of the involvement of the execurive branch or the legislature in utility matters, and the 
relarive visibility of utility issues in rhc political arena. 

The  ability of a regulator to deliver sound, fait, and timely rate decisions and set prudent regularory policies thar 
assist uriliry managers in managing business and financial risk can be affected by the overall atmosphere that it 
operates in. The  tone can be set by the governor or  legislature, rhe history and tradition of independence accorded to 
the regulatory body, and the behavior of important constiruent groups that intervene in utility proceedings. 
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Cash Flow Support And Stability 
The final set of factors in our  assessment of regulatory environments is arguably the most important. The  phrase 
"cash is king" can be overused, but it does highlight an  essential part of the credit analysis. A regulatory jurisdiction 
that recognizer the significance of cash flow in its decision making is one that will appeal 1 0  bondholders. 
Generating cash is a function of the actions of utility management, but the regulator can supply (or  withhold) the 
tools that can affect the company's essential ability to actually realize the intended level of cash flow. 

T h e  most prominent factor in this part of the analysis is the application of separate tariff provisions for major 
expenses such as fuel and purchased power. The timely adjustment of rates in response to changing commodity 
prices and other expenses that are largcly out  of the control of utility management is a key component of a 
credit-enhancing regulatory jurisdiction. We analyze the quality of special tariff mechanisms to determine their 
effectiveness in producing the cash flow stability they arc designcd to achieve. The frequcncy of rate adjustments, the 
ability to quickly teact to unusual market volatility, and the control of opportunities to engage in hindsight 
disallowances of costs could affect the analysis almost as much as whether the tariff provisions exist a t  all. The 
record of disallowances plays a part in the regulatory assessment. 

The  commission*s policies and oversight covering hedging activities may also be a factor in this part of the review if  
a utility has sought regulatory approval. For utilities that attempt to manage commodity risks, we look for a 

clearly-stated hedging policy and a track record of activity that conforms to that policy. The responsibility for 
communicating rhe policy and  demonstrating the prudence of the hedging activity rests with the utility, but the 
initial response to a hedging program and the history of the regulator's treatment of the results of the program could 
influence our  assessment. 

Regulators can employ other ratemaking techniques that promote stable cash flows. We consider a commission's 
decisions on rate design in assessing its attitude on credit quality. For example, we take into account the relative size 
of the typical monthly customer charge, a decoupling mechanism that severs the direct relationship between 
revenues and customer usage, o r  other rate design features that bolster credit quality 

Especially during upswings in the capital expenditure cycle, such as we are experiencing now, a jurisdiction's 
willingness to support large capital projects with cash during the construction phasc is an  important aspect of our 
analysis. This is especially true for venturzs with big budgets and long lead times, such as baseload coal-fired or 
nuclear power plants and high-voltage transmission lines that are susceptible to construction delays. Allowance of a 
cash return on consrrucrion work-in-progress or similar raremaking methods historically were considered 
extraordinary measures for use in unusual circumstances, but in today's environment of rising construction costs 
and  possible inflationary pressures, cash flow support could be crucial in maintaining credit quality through the 
spending program. 

Jurisdictional Asscssincnts 
The table below shows Standard & Poor's assessments of regulatory jurisdictions. The  category titles are designed to 
communicate one other important point regarding utility regulation and its effect on ratings. All categories are 
denoted as "credit-supportive". To one dcgree or another, all U.S. utility regulation sustains credit quality when 
compared with rhe rest of corporarc ratings a t  Standard &Poor's. The presence of regulators, no matter where in 
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the spectrum of our assessments, reduces business risk and generally supports all U.S. uti l i ty ratings. 

Most credit supportive More credit supportive Credit supportive Lass credit supportive Least credit supportive 
Alabama Arkansas Louisiana Arizona 

California Colorado Maine Delaware 
Florida Connecticut Miss our I Oist. of Columbia 
Georgia Hawaii Montana llllnols 

Indiana Idaho NewYork Maryland 

l w a  Kansas Oklahoqa New Mexico 

South Carolina Kontucky Rhode Island 

Wisconsin Massachusetts Texas 

Michigan Utah 

Minnesola Vermont 

Mississippi Washington 

Nevada West Virginia 

New Hampshire Wyoming 

New Jersey 

North Carolina 

North Dakota 

Ohio 

Oregon 

Pennsylvania 

South Dakota 

Virginia 
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Criteria I Corporates I Utilities: 

Key Credit Factors: Business And Financial 
Risks In The Investor-Owned Utilities Industry 
(€ditor's Note: This criteria article was origirrally published on No". 26, 2008. We are rep~hlisbing this article 
fO//OWllJg our periodic review completed on Oct. 28, 2010. This article supersedes the articles titled, '"lnflue,tce Of 
Regulatory Aud Policy Decisions OJI Utility Credit Quality Deepens, Denrondirig Timely Assessnie~rts From 
Staiidord & Poor's, " published May 15, 2007, and "Keys To Success For US. Electricity Trammission And 
Distribution Compaities, " published March I I ,  2004. Tables I ,  2, and 3 in chis article are no longer czrrrent. They 
have been superseded by the table found in "Criteria Methodology: Business RirklFinancial Risk Matrix 
Exporrded, " published May 27, 2009. For our lotest comnie~its on regulated utili%y subsidiaries, please see 
"Methodology: Differentiating The Jsslrer Credit Ratbigs Of A Regulated Utility Su6sidiary And Its Porent, * 
published March 1 I ,  2010.) 

Standard & Poor's Ratings Services' analytic framework for companies in all sectors, including investor-owned 
utilities, is divided into two major segments: The first part  is the fundamental business risk analysis. This step forms 
the basis and provides the industry and business contexts for the second segment of the analysis, an in-depth 
financial risk analysis of the company. 

An integrated utility is often a part of a larger holding company structure that also owns other businesses, including 
unregulated power generarion. This fact does not  alter how we analyze the regulated utility, but it may affecr the 
ulrimarc rating outcome because of any higher risk credit drag that thc unregulared activities may h a m  on rhe utility. 
Such considerations include the freedom and practice of management with respect to shifting cash resources among 
subsidiaries and  the presence of ring-fencing mechanisms that may protect the utility. 

,--- 

Relationship Between Business And Financial Risks 
Prior to discussing the specific risk factors we analyze within our framework, it is important to understand how we 

view the relationship between business and financial risks. Table 1 displays this relationship and  its implicarions for 
a company's rating. 

/- 
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Table 1 

(A) (BBB) (BB) 18) 

(AMlAA) AAA AA A BBB BB 

(AI AA A A- BBB- BS

(BBB) A 88B_ BBB BB+ B. 

(B8, BBB BBB- BB';' BB- B 
. ....... s+
(8) B!'J ~. ,( I B+' B B

Th<:,;r: rOJ1Jn!] :A.ltcome~ ,;Ire ,;her ..... n f~r gllid;:tncr:: pUrpQ:;I;:t only Olher qUtlhtflrth'ft a~d CjUi1n~rta:tr"r. f(i1inO ~~u;.tom m~1 ·:·/.'~Hlrle 
th~ .... ~ i'fl~"!l.""t'S 
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Charr 1 summarizes the ratings process. 
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Part 1--Business Risk Analysis 
Business risk is analyzed in four categories: country risk, industry risk, competitive position, and profitability. We 
determine a score for the overall business risk based on the scale shown in table 2. 

Table 2 

Description Rating equivalent 
Excellent AAAIAA 

Strong A 

Satislaclory BEE 
Weak BE 
Vulnerable B/cCC 

/- 
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Analysis of business risk factors is supported by factual data,  including statistics, bur ultimately involves a fair 
amount of subjective judgment. Understanding business risk provides a contexr in which to iudge financial risk, 
which covers analysis of cash flow generation, capitalization, and liquidity. In all cases, the analysis uses historical 
experience to make estimates of future performance and risk. 

In the US., regulated utilities and holding companies that arc utility-focused virtually always fall in the upper range 
(Excellent or  Strong) of business risk profiles. The defining characteristics of most utilities-a legally defined service 
rerritory generally free of significant competition, the provision of an Cssenrial or near-essential service, and the 
presence of regulators that  have an abiding interest in supporting a healthy utility financial profile--underpin t h e  

business risk profiles of the elecrric, gas, and water utilities. 

1. C o u n t r y  risk and macroeconomic factors  (economic, political, a n d  social  environments)  
Country risk plays a critical role in determining all ratings on coinpanics in a given national domicile. 
Sovereign-related stress can have a n  overwhelming effect on company creditworthiness, both directly and indirectly. 

Sovereign credit ratings suggest the general risk local enrities face, but thc ratings may not fully capture the risk 
applicable to the private sector. As a result, when rating a corporation, we look beyond the sovereign rating to 
evaluate the specific economic or  country risks that may affect the entity's creditworthiness. Such risks pertain to the 
effect of government policies and other country risk factors on the obligor's business and financial mvironments, 
and an entity's ability to insulatc itself from these risks. 

2. Indus t ry  business  and credit risk characterist ics 
In establishing a view of the degree of credit risk in a given industry for rating purposes, it is useful to consider how 
its risk profile compares to that of other industries. Although the industry risk characteristic categories are broadly 
similar across industries, the effect of these factors on credit risk can vary markedly among industries. Chart  2 

illustrates how the effects of these credit-risk factors vary among some major industries. The key industry factors are 
scored as  follows: High risk (H), mediumlhigh risk (MiH), medium risk (M), l o w h e d i u m  risk (UM), and low risk 
(L). 

P 
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Industry strengths: 
• Material barriers to entry because of government-granted franchises, despite deregulatory trends; 

• Strategically important to national and regional economies; key pillar of the consumer and commercial eco no my; 

• Improving management focus industry-wide on operating efficiency in recent years; and 

• Cross-border growth opportunities in Europe and industrializing emerging markets. 
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Indus t ry  challenges/risks: 
iMaturiry, with a weak growth outlook in developed countries; 
Highly politicized and burdensome regulatory (i.e., rate setting and investment recovery) process; mid 
Risks of "legacy cost drag" as wholesale and  retail markets move toward greater deregulation. 

Major g loba l  r isk issues facing the utilitics industry: 
Increased volatility i n  the regulatory environment and competitive landscape leading to greater uncertainty 
regarding adequacy of pricing and return on capital; 
Longer-term impact of, and  ability to absorb, significant secular upturn in fuel costs, which is the indusrry's 
major operating expense; 

a harsher cost and  regulatory environment; and 
Ability ro recover massive investment costs that will likely be necessary to replace aging industry infrasrructure in 

The debate over global warming will continue far beyond 2008. What the ultimate outcome will be is unclear, 
but growing legislation addressing carbon emissions and other greenhouse gases is probable i n  the ineaj- future. 
Utilities' ability to recover environmentally mandated cosrs in authorized Iates and consumers' willingness to pay 
them could impact the industry's future credit strength. 

Indus t ry  business  model and risk profile in t ransi t ion 
Regulated uriliries are in many developed countries transitioning away from quasi-monopolies toward iiiore open 
competitive environments. 

The level of business and  credit risk associated with the investor-owned regulated utilities has historically proven i n  
most countries to bc lower (risk) than for  many other industries. This has been because of the existence of 
government policy and related regulation thar creared significant barriers to entry limiting competition, and 
regulatory rate setting designed to provide an opportunity to achieve a specific level of profitability. The credit 
quality of most vertically integrated utiliries i n  developed countries has historically been, and reniains, solidly 
investment grade. This, to reiterate, is primarily a function of the existence of protective regulation. 

The risks of, and ra t iona le  for, deregulation 
The  traditional protected and privileged utilities industry business model with its marked monopolistic 
characteristics is in many countries undergoing transition to a more competitive and  open framework. This 
transition process, known as  dercgulation or liberalization, is weakening the business and credit risk profile of the 
industry. While rhe impact of these changes may prove positive in the longer term for more efficient industry 
players, it is important to bear in mind rhat economic history is littered with the vestiges of industries and 
enterprises rhat once flourished under the protection of government-created barriers and other protections. The shift 
i s  being driven by introduction in many countries of policies to encourage the entrance of new competitors and to 
reduce the traditional regulatory protections and privileges enjoyed by incumbents. Historically, the regulated 
investor-owned utilities were usually granted exclusive franchises. Because of the significant risks associated with the 
capital-intense nature of the utility investment, including massive sunufixed costs and long-term break-even 
horizons, governments in many countries created legal and regulatory frameworks rhat granted exclusivity to one 
operator in a given geographic area. To offset the monopolistic pricing power this exclusivity created, a system of 
heavy regulation was typically developed, which included the setting of pricing. The model often set pricing on 3 
"cosr-plus-basis", i.c., the margin over cost allowing for a pcrceived fair return to shareholders of invertor-owned 
utilities. O n e  maior weakness of this system is that  it created little incentive for utilities to efficiently manage costs. 
In recent years as  many governmenrs have adopted more liberal open market economic philosophies and related 

/-- 
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policies focused o n  the creation of greater cornpetition-in a n  effort to foster improved economic growth and 
pricing efficiency throughout the economy-the traditional urility models in many countries have come under 
increasing political scrutiny and pressure. 

A major public policy and political risk, as well as a credit risk, associated with deregulation of protected industries, 
is that  existing incumbents often experience significant challenges in readjusting their management strategies, 
cultures, and expense basis to be able to compete effectively in the new environment. 

The  turmoil and bankruptcies in the US. in the nonregulated power marketing and trading arena between 2000 and 
2002 arose subsequent to a major government initiarivc to deregulate the wholesale marker. These failures, as  well 
as other high-profile problems arising f rom deregulation elsewhere in the world, have given governments pause as  to 

the desirability of a headlong rush into deregulation. In the US., for example, there is currently little impetus to 
carry deregulation any further. 

Rcgulat ion and deregulat ion in t h e  US. 
While considerable attention has been focused on companies in states that deregulated in the late 1990s and the 
early part  of this decade, and the related consequences of disaggregation and nonregulated generation, 27 states 
(plus four chat formally reversed, suspended, or  delayed restructuring) have retained the traditional regulated model. 
For utilities operating in those states, the quality of regulation and management loom considerably larger than 
markets, operations, and competitiveness in shaping overall financial performance. Policies and practices among 
state and federal regulatory bodies will be key credit determinants. Likewise, the quality of management, defined by 
its posture towards creditworthiness, strategic decisions, execution and consistency, and its ability to sustain a good 
working rclarionship with regulators, will be key. Importantly, however, it is virtually impossible to completely 
segregate each of these characteristics from the others; to some extent they are all interrelated. 

Fragmenta t ion  of original model  emerges in the US.  
Traditional regulated, vertically integrated utilities (generation, transmission, and distribution); 
Transmission and distribution; 
Diversified; 
Transmission; and  
Merchant generation. 

We view a company that owns regulated generation, transmission, and distribution operations as positioned 
between companies with relatively low-risk transniission and distriburion operations and companies wirli higher-risk 
diversified activities on the business profile spectrum. What typically distinguishes one vertically integrarcd utility's 
business profile score from another is the quality of regulation and management, which are the two leading drivers 
of credit quality. 

Deregula t ion  in  the US.  creates  a n e w  volati le indus t ry  subsector  
The birth of large-scale, nonregulated power generators created the opportunity--and the need--for companies to 
market and broker power. Power marketers, independent power producers, and unregulated subsidiaries of utility 
companies offer power-supply alternatives to other utilities in the wholesale market as  well as to large industrial 
customers. Power marketing operations have been formed by energy companies (many with experience in marketing 
natural gas), utility subsidiaries, and independents. As with the gas industry, electric power marketers expected to 

develop an efficient market by straddling the gulf between electricity generators and their customers, who lhave 

become "free agents" in the newly competitive environmcnt. 
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Deregula t ion  creates tiering of industry, business a n d  credi t  risk profiles in Europe 
The regional differences in marker libcralizarion across Western Europe result in material variations in industry and 
business risk profiles for  the utilities indusrry at  the national level. The U.K. and Nordic markers, in particular, are 
substantially deregulated and open, and consequently present higher risks rhan orher markets rhar are less open, 
including France and the Iberian marker. Ratings therefore gcncrally are lower in these more deregulated markers. 
T h e  less-liberalized markers may face more regulatory risk going forward, particularly if  efforts by the EU to 

advance the internal marker by increasing the extent of market liberalization across the EU continue. 

Legal action against companies that infringe on competition laws should be expected--particularly against those t h a t  

move to prevent new entry and limit customer choice (for example, through the tying of markers and capacity 
hoarding) or  collude with other incumbents to do so. The European Commission (EC) can fine companies that have 
violated antitrust laws up to 10% of their global annual turnover and,  under certain conditions, impose structural 
remedies. Particular emphasis would be placed on increasing the effective unbundling of network and supply 
activities and o n  diminishing marker concentrarion and barriers to enrry. 

The  EC has publicly stated is intention to pursue, as  a priority, abuses of the dominant position of vertically 
integrated companies (called vertical foreclosure). Behavioral remedies, such as energy release programs, 3re 
expected to be imposed by the E C  for which such abuses, or collusion, are proved. The commission could also 
enforce structural measures when behavioral remedies arc deemed insufficient. 

3. C o m p a n y  competi t ive posi t ion and keys to competi t ive success 
I n  analyzing a company's comperirive posirion, we consider the following: 

Regulation; 
,Markers; 
Diversification; 
Operations; 
,Management, including growth strategy; 
Governance; and 
Profitability. 

We are  most concerned about  how these elements contribute individually and in aggregate to the ptedicrability and 
surrainabiliry of financial performance, particularly cash flow generation relative to fixed obligations. 

Regulation. Critical success factors include: 

Consisrency and predicrability of decisions; 
rn Support for recovery of fuel and investment costs; 

History of timely and consistent rate treatment, permitting satisfactory profir margins and timely return on 

- 

investment; and 
Support for a reasonable cash return on investment. 

Regulation is the most critical aspect that underlies regulated integrated utilities' creditworthiness. Regulatory 
decisions can profoundly affect financial performance. O u r  assessment of the regulatory environmenrs i n  which 3 
uriliry operates is guided by certain principles, most prominently consistency and predictability, as well as efficiency 
and timeliness. For a regulatory process to be considered supportive of credit quality, i t  must limit uncertainty in the 
recovery of a utility's investment. They must also eliminate, or ar least greatly reduce, the issue of r a t e i a s e  lag, - 
www.standardandpoors.comlra1ingsdirecr 9 
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especially when a utility engages in a sizable capital expenditure program. 

Our  evaluation encompasses the administrative, iudicial, and legislative processes involved in stare and  national 
government regularion, and  includes the political environment in which commissions render decisions. Regulation is 
assessed in terms of its ability to satisfy the parricular needs of individual utilities. Ratr-setting actions are reviewed 
case by case with regard ro the potential effect on credit quality. 

Evaluation of regulation focuses on the ability of regulation to provide utilities with rhe opportunity to generate 
cash flow and earnings quality and stability adequate to: 

~Mecr investment needs; 
Service debt and maintain a satisfactory rating profile; and 
Generate a competitive rate of return to investors. 

To achieve this, regulation must allow for: - Timely recognition of volarile cost components such as fuel and satisfactory returns on invested capiral and 
equity; 
Ability to enter into long-term arrangements a t  negotiated rates withour having to seek regulatory approval for  
each contract; and 
Ability to recover costs in new invcrrment over a reasonable time frame. 

Because the bulk of a utility's operating expenses relate to fuel and purchased power, of primary importance to 
rating stability is the level of supporr that stare regulators provide to urilities for fuel cosr recovery, particularly as 
gas and coal costs have risen. Urilities that are operating under rate moratoriums, or  without access to fuel and 
purchased-power adjustment clauses, or foce significant regulatory lag, also are subject to reduced operaring 
margins, increased cash flow volatility, and greater demand for working capital. Companies that are granred fuel 
rrue-ups may be required to spread recovery over many years to ease the pain for the consumer. In addition to fuel 
cost recovery filings, regulators will have to address significant rate increase requests related to new generating 
capaciry additions, environmental modifications, and reliability upgrades. Current cash recovery andlor return by 
means of construction work in progress support what would otherwise sometimes be a significani cash flow drain 
and reduces the utility's need ro issue debt during consrrucrion. 

MarkeMmarket  position. Critical success factors include: 

A healthy and growing economy; 
Growth in population and  residential and commercial customer base; 
An attractive business environmcnt; - An above-average residential base; and 
Limited bypass risk. 

The importance of diuenification and sire. Critical success factors include: 

Regional and cross-border market diversification (mitigates economic, demographic, and political risk 

Industrial customer diversification; - Fuel supplier diversification; 

- 

concentration): 

/- 
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e Retail, compared with wholesale; - Regulatory regime diversificarion; and 
Generating facility diversification. 

Operations (operating strategv, capability, a n d  performance efficiency). Critical success facrors include: 

Low cosr strucrure; 
Well-maintaincd assets; - Solid plant performance; 
Adequate generating reserves, and compliance wirh environmtntal standards; and 
Limited environmenral exposures. 

Managenieirt evaluation. Utilities are complex specialized businesses requiring expericnced and successful 
management reams to have a strong mix of the aforementioncd disciplines. Critical elenicnts of management success 
include: 

Commirment to credit quality; 
Operating efficiency and cost control; 
Mainraining a comperirive asset base, i.e., power plant construction project management, and plant upkeep and 
renovarion; 
Regulatory track record, process, and relationship management; 
M&A experience in successfully identifying, executing, and inregrating acquisitions; 
Credibility and srrong corporate governance; 
Conservative financial policies, especially regarding non-regulated activities; and 
Ability and track record in repositioning and transforming business to not just survive, but prosper in a inore 
open market environment. 

Management is assessed for its ability to run and expand the business efficiently, while mitigating inherent business 
and financial risks. The evaluation also focuses on the crcdibiliry of management's strategy 3nd projecrions, its 
operaring and financial track record, and its appetite for assuming business and financial risk. 

The management asscssment is based on tenure, turnover, industry experience, financial track record, corporate 
governance, a grasp of indusrry issues, and knowledge of regulation, the impact of deregulation, of customers, and 
their necds. Management's ability and willingness IO develop workable straregies to address system needs, and to 

execute reasonable and effective long-term plans are assessed. Managcmenr qualiry is also indicated by thoughrful 
balancing of multiple priorities; a record of credibility; and effective communication with the public, regulatory 
bodies, and the financial conimuniry. 

We also focus on management's ability to achieve cost-effective operations and commitment to maintaining credit 
quality. This can be assessed by evaluating accounting and financial practices, capitalization and common dividend 
objectives, and the company's philosophy regarding growth and risk-taking. 

4. Profitability/peer compar ison  
Regulated. Traditionally, the lower levels of risk in utilities because of the highly regulated environment has resulted 
in lower profitability and return o n  capital than in many other industrial sectors. In the regulated marketplace the 
level and margin of profirability has often primarily been a function of regulatory leeway, wirh t h e  contribution of 
operaring efficiency and revenue growth taking more of a back seat. 

www.standardandpoors.com/ratingsdirect 11 
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Deregukatedlliberalized environments. In  deregulated markets, cost efficiency and flexibility, and internal growth, 
are the major profirability drivers. The development of a robust risk management culture and infrasrructure are a lso  

keys to creating stability of earnings, because the company no longer has recourse to the regulator to cover costs or 
losses-a recourse that usually protects from downside earnings surprises in the regulated secror. 

Whether generated by the regulated o r  deregulated side of the business, profitability is critical for utilities because of 
the need to fund investment-gencrating capacity, maintain access to external debt and equity capital, and make 
acquisitions. Profit potential and stability is a critical determinant of credit protection. A company that generates 
higher operating margins and returns on capital also has a greater ability to fund growth internally, a t t ~ a c t  capital 
externally, and withstand business adversity. Earnings power ultimately attests to the value of the company's assers, 
as  well. In fact, a company's profit performance offers a litmus test of its fundamental health and competitive 
position. Accordingly, the conclusions about  profitability should confirm the assessment of business risk, including 
the degree of advantage provided by the regulatory environment. 

Part 2-Financial Risk Analysis 
I-laving evaluated a company's compctirive position, operating cnvironment, 3lld earnings quality, our  analysis 
proceeds to several financial categories. Financial risk is portrayed largely through quantitative means, particularly 
by using financial ratios. 

We analyze five risk categories: accounting characteristics; financial governancdpolicies and risk rolerance; cash 
flow adequacy; capital structure and  leverage; and liquiditylshort-term factors. We then determine a score for  overal l  

financial risk using the following scale: 

Table3 

/- 

Description Ratingequivalent 
Minimal AAAIAA 

Modest A 
Intermediate EBB 
Aggressive BO 
Highly leveraged B 

The niaior goal of financial risk analysis is t o  determine the quality of cash resources from operations and other 
major sources available to service the debt and  other financial liabilities, including any ncw debt. An integral part of 
this analysis is to form an understanding of the debt structure, including rhe mix of senior versus subordinated, fixed 
versus floating debt, as  well as its maturity structure. I t  is also important to analyze and form an opinion of 
management's financial policy, accounting clections, and risk appetite. Using cash flow analysis as a building block, 
it is further necessary to establish the company's liquidity profile and flexibiliry. While closely interrelated, rhe 
analysis of a company's liquidity differs from that of its cash flow as it also incorporates the evaluarion of orher 
sources and uses of funds, such as committed undrawn bank facilities, as well as conringent liabilities (e.g., 
guarantees, triggers, regulatory issues, and legal settlements). 

1. Accounting characterist ics 
Financial statements and related footnotes are  the primary source of information about a company's financial 
condition and performance. The analysis begins with a review of accounting characteristics to determine whether 

,/- 
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ratios and statistics derived from the statements adequately measure a company's performance and position relative 
to those of both its direct peer group and  the universe of industrial companies. This assessment is imporrant in 
providing a common frame of reference and i n  helping the analyst determine the quality of disclosure and the 
reliability of the reported numbers. We focus on the following areas: 

Analytical adjustments and areas of potential concern; 
Significant transactions and notable events that have accounting implications. 
Significant accounting and  financial reporting policics and the underlying assumptions. 
History of nonoperating results and  extraordinary charges or adjustments and  underlying accounting treatment, 
disclosure, and explanation. 

2. Financial governancelpol ic ies  and risk tolerance 
The robustness of management's financial and accounting strategies and related implementation processes is a key 
element in credit risk evaluation. We attach great importance to management's philosophies and policies involving 
financial risk. 

Financial policies are  also imporrant because companies with more conservative balance sheets and the credir 
capacity to pursue the necessary investments or  acquisitions gain an advantage. Overly aggressive capital structures 
can leave very little capacity to absorb unexpected negative developments and will certainly leave little capacity to 
make future strategic investments. Companies with the credit capacity to support  strategic investments will he better 
positioned to both evolve with industry change and  to withstand inevitable downturns. 

Understanding management's strategy for raising its share price, including its financial performance objrctives, e.g., 
return on equity, can provide invaluable insight about the financial and business risk appetite. 

3. C a s h  flow adequacy  
Cash-flow analysis is one  of the most critical elements of all credit rating decisions. Although there usually is a 
strong relationship between cash flow and profitability, many transactions and accounting entries affect one and nor 
the orher. Analysis of cash-flow patterns can reveal a lcvel of debt-servicing capability that is either stronger or 
weaker than might he apparent from earnings. Focusing on the source and qualitylvolarility of cash flow is also 

important (e.g., regulated/deregulated; genetation/transmissionltradingi. 

A review of cash flow historically, as well as  needs on a forward-looking basis, should take into account levels of 
capital expenditures for new generation plants. In periods where elevated new construction occurs in anticipation of 
a rise in power demand, cash outflows will be high. 

I t  is particularly important to evaluaie capital-intensive businesses, such as  utility companies, on the hasis of how 
much cash they generate and absorb. Debt service is a n  especially important use of cash flow. 

Cash-flow ratios. Ratios show the relationship of cash flow to debt and debt service, and also to the company's 
needs. Because there are calls on cash flow other than repaying debt, it is important to know the extent to which 
those requirements will allow cash to be used for debt service or, alternatively, lead to greater need for borrowing. 
The most important cash flow ratios we look a t  for the investor-owned utilities are: 

Funds from operations (FF0)iToral debt; 
FFOllncome; 
Funds from operationsiroral debt (adjusted for  off-balance-sheer liabilities); 

/-- 

www.standardandpoors.cornlra1ingsdirect 13 



Florida Public Service Commission 
Dvcket No. 110138-El 
GULF POWER COMPANY 
Wltness: R. Smtt Tee1 

C~iterio I Corpomtes I Utilities: K e y  Credit Factors: Business Atid Finorrcial Risks I , ,  The b,vcstor-@&&&k%$) 
e "'G 

r .  Page 14 

/-- 

e EBITDA/lnterest; and - Net cash flow/Capital spending requirements. 

4. Capi ta l  s t ruc ture  and leverage 

type of financing required by these companies to finance these needs to be similar in many ways to the financing 
needs of other long-term asset-intensive businesses. O u r  analysts review projecrions of future CAPEX, debt, and 
FFO lewls to make a determination of the likely level of leverage and debt over the medium tern?, and thc  
companies' ability to sustain them. The  valuation of the debr amortization scheduled is tied into projections of 
profitabiliry breakevcn, and  the underlying assets becoming cash-flow-positive, are key components of rhc combined 
cash flow and leverage analysis. 

Capitalization ratios. When analyzing a utility's balance sheet, a key element is analysis of capitalization ratios. The 
main factors influencing the level of debr are the level of capital expenditures, particularly construction 
expenditures, and the cost of debt. Companies with strong balance sheets will have more flexibility to further reduce 
their debr, a n d o r  increase their dividends. The following are useful indicators of leverage: 

Total debt'/total dcbr + equity; and 
Total debt' + off-balance-sheet liabiliries/total debt + off-balance-sheet liabilities + equity. 

'Power purchase agreement-adjusted total debt. Fully adjusted, historically demonstrated, and expected to 

consistently continue. 

Debt leverage, and interest and amortization coverage ratios are the key drivers of the financial risk score 

5. Liquidi ty/working capitaVshort-term factors: 
O u r  liquidity analysis starts with operating cash flow and cash on hand, and then looks forward a t  other actual and 
contingent sources and uses of funds in the short  term that could either provide o r  drain cash under given 
circumrtances. 

A key source of liquidity i s  bank lines. Key factors reviewed are total amount of facilities; whether they are 
contractually committed; facility expiration date(s); current and expected usage and esriniared availability; bank 
group quality; evidence of supportflack of support of bank group; and covenant and trigger analysis. Financial 
covenanr analysis is crirical for spcculative-grade credits. We request copies of all bank loan agreements and bond 
terms and conditions for  rated entities, and review supplenlental information provided by issuers for listing of 
financial covenants and stipulated compliance levels. We review covenant compliance as indicated in compliance 
certificates, as  well as expected future compliance and covenant headroom levels. Entities that have already tripped 
or  are expected to trip financial covenants need to be subject to special scrutiny and are reviewed for their ability 10 

obtain waivers or  modifications need to be subject to special scrutiny and are reviewed for their ability to Obtain 
waivers or modifications to covenants. Tripping covenants can have a double negative effect on a compzny's 
liquidity. I t  may preclude it from borrowing further under its credit line, and may also lead tv J contractual 
acceleration of repayment and increased interest rates. 

es, the long-tcrm nature of capital commitments and extended breakeven periods on investment, make the 
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Credit Opinion: Gulf Power Company 

Global Credit Research - 12 Aug 2011 

Florida, United States 

Categoty M O W S  Rating 
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Lssuer Rating A3 
Senior Unsecured A3 
Suhrdinate Shelf (P)Baal 
Pref. Stack Baa2 
Parent: Southem Conpany(1he) 
OUtlOOk Stable 
Sr Unsec Bank Credit Facility Baal 
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Jr Sutardinala Shelf (P)Baa2 
Commercial Paper P-2 
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Mchael G. HeggariylNew york 
William L. Hessikw Yo* 

Phone 
212.553.7172 
212.553.3837 

[lIGulf Power C-y 

(CFO Pre-WIC + Interest) i Interest Expense 
(CFO Pre-WiC) I Debt 
(CFO Pre-WiC - Dividends) i Debt 
DeM i b o k  Capitalization 

LTM6/3M011 2010 2009 2008 
6 . 2  6.3~ 6 . 2  4 . 8 ~  
24% 23% 21% 18% 
16% 16% 14% 10% 
48% 49% 49% 48% 

111 All ratios calculated in accordance with VIe Global Regulated Elect% utilities Rating Methodology using Nocdy's standard adjustments. 

Note: For definitions of Moody's most Common ratb ferns please see the accompanying User's Guide. 

Rating Drivers 

- Stabilized Florida pditical and regulatory environment 

- Regulatory risk with first base rate case filed since M01 

- Substantialiy higher capital expenditures for environmental compliance 

-Cash flow coverage metiics have been weak for its A3 credit rating 

Corporate Profile 

Gulf Power Compny. headquallered in Pensacola. Florida, is a vediialiy integrated utility subsidiary of The Southern Company that provides 
eiectrlcli to retail customers in northwest Florida and to whdesaie customers in the Southeast. Gulf Power serves 430.000 customers in a 
7,500 square mile region. I owns 2,663 megawatts of nameplate capacity, 78% of which are coal-firad, and operates within the Southern 
Company power pwl. 

SUMMPRY RATING RmlONPLE 

Gulf Powets A3 senior unsecured debt rating reflects the stabilized political and regulatory environment in Florida, regulatory risk with its first 
base rate case filing since 2001. higher capital expendawes for envirwmsntal compliance and transmission and distribution system 
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investment and cash flow coverage metrics that are weak for its rating but are expected to improve. The rating ais0 considers Gulf Power's 
position as part of the Southern Company corporate family, the u t i l i s  relatively Small size and concentrated swvice territory exposed to storm 
related event risk, and its exposure lo  more stringent envimnmental regulations. 

DETALED RATING CONSIDEMIONS 

- Stabilization of the utilily's political and regulatory envimnment with four new Fiorida commissioners in place 

The politicd and regulatwy environment for mVestc.-ned utilitw in Fiorkb has lx@y stabilized since base rate proceedings for two dher 
utilfks in lhe state became highly politicized In late 2W9 and early 2010. Since these rata proceedings. there has been an almost complete 
change in the campmitbn dthe Florida Public Sewice Commission. with the turnover d four of the five commissioner seats. There was ais0 a 
new governor elected in the state. Mhough Gulf Power was not directly affected by these developments (as k had no base rate woceedings 
pending at the time), we revised wr opinion of the regulatory framework for all invBstor owned electric Utilities in Florida. viewing the state as 
suhstantially less supportie Of credit quality than it had been previously. As a result, M y ' s  lowered Gulf Power's score on Factor 1 in our 
rating methodology grid, Regulatory Framework, to the 'Baa' or average category fmm the *A" 01 abwe average category For more details on 
this and other factors in our methodology, SBB h d y ' s  Rating Methodology for Reguiated Electric and Gas Utilkies. published in August 2009. 

Despile these adverse developments, MMdy's notes mat Gulf Power currently operatas under base re.& that were established in 2002 and 
are based on a 12% return an equity (althoylh a new base rate case has recently been filed. as discussed below). The utility also benefits fran 
a FPSC approved fuel cost recovery mechanism that includes a true-up of actual costs. a projection of future costs, and interest on the 
overlunder recovery balance. The mechanism also allows for interim rate adjustments if the end of period ovw- or under-recovery balance 
exceeds 10% of the projected annual fuel revenues for that period. Because of lhase strong and timely cost recovery provisions in place in 
Florida. MMdy's cwtinues to view lhe company's ability10 recover its costs and earn returns (Factor 2 in our Rating Methodology) as above 
average, i.e. "A' categay 

With utilities in Florida wlnerable to hurricane activity, regulatory treatment to address slorm costs has also been an impomfan1 factor supparung 
the credii quality d the company during storm affected pars. In the event the company incurs sisnificant storm costs, it may file a Streamlined 
appmml for an interim surcharge of up to 80% of the cost of lhe storm-recovery when recovery costs exceed $10 million. Gulf Power would 
then be able to petitim for full and permanent recovery d all costs. Securitization Iegisiation far the recovery of storm-related costs is ais0 in 
place in Flwida. althwgh Gulf Power has not pursued secunuzatirn of past storm costs. 

- Regulatory risk with $93.5 millim base rate increase pending, the first major Flwida elecfric utility base rate case since four new Florida 
commissioners were put in place 

On July 8,2011, Gulf Power filed fw a $93.5 million base rate increase based on an 11.7% return rn equity, with a decision expected from the 
FPSC in appmdmately eight months. In addition. the company filed for Interim rate relief of $38.5 million. requesting lhat the FPSC act on this 
request wimin 60 days. This base rate increase request is the first lo( me cmpsny in nearly 10 years and results fmm several factors including 
the addition d new power lines, infrastructure uwrades and hardening, the impact of several major hurricanes over the last few years. and 
higher material costs. In a letter to the new FPSC chairman, me company indicated lhat base rate revenues have not kept pace with increases 
in investment and operating and maintenance expenses. Gulf Power's base rate case will also be the first one lo  be addressed by a newly 
corsliiuted FPSC and may give an indication of the Mure direction of utility regulation in Florida. 

- Substanlid capital expenditures for environmental cmpliance. transmission and distributwn 

GuB Power generates approdmately 80% of its power fmm coal, making it particuiarly vulnerable lo potential additional costs from EPA 
mandated envimmenld comphame reguiatbns. The company is epected l o  spsnd appmdmately $1.2 bMon from 2011 - 2013 an capital 
expenditures. including appmdmately $600 millwn for envimnmental compliance. t estimates that potential new envimnmental regulations 
could incrementally add approximately $180 miiiion to these figures. Nbdt of the other capital spending is for transmission and distribution. since 
the company has no need for new generation o w  lhe near term. The FPSC has approved recovery of prudently incurred environmental 
compliance costs lhmugh an ewimnmental cost recovery clause mat is adjusted annually SubeCt to certain limits. The cmpany expects to 
finance these capital expenditures fmm a combination of operating cash h, long and short-term debt issuances, and equity contributions 
fmm me parent company. 

-Cash f!ow coverage metric$ that have been weak for its A3 rating but are expected to impmve 

Gulf Pow& Cash flow coverage metrics have been weak for an Arating in recent years, using parameters wtlined in W y ' s  Regulated 
Electric and Gas Utilities Ratings Methodology. Cash flow f r m  operations pre-working capital (CFO pre-WIC) lo debt of 17.9% in 2008.21% in 
2009. and 23.2% in 2010, on a M y ' s  adjusted basis. compared to a minimum guiddine d22% for an Arating under lhe rating methodolqy. 
The company has experienced higher qoaraling costs and incurred additiwal debt to finance rising capital expenditure requirements. The 
improvement in coverage in 2010 was partlydue to the impact of bonus depreciation, a lempwary acceleration of future cash flows that will 
likely help impove coverage ratios in 2011 and 2012 as well. Any permanent Sustained impmmment in cash flow coverage metrics will be 
iargely dependent on the wtcoms of its pending rate case 

Uquidity 

Gut Power maintains $250 million d unused bank credit facilities supporung a $150 million commercial paper p q r a m  (issued through 
Southern Company Capital Funding Corporation, a Soulhem Company subsidiary Organized to issue and 5811 Commercia paper for its utility 
subsidiaries). In additlan, a potdon d its bank facilities are dedicated to providing liquidity support for outstanding Variable late pollution contrd 
revenue bcnds. As of June 30. 2011, the company had $61 million of commercial paper outstanding and $69 million d vanable rate pollution 
confro1 bnds  backed by the facilities. leaving the company wim $120 miiiion of available credil faciiity capacity. As of June 30, 2011, of the $250 
miiiion of credii facilities. $90 million expire in 2011 and $55 million in 2012. Subsequent to June 30. $60 miiiion of the $90 million due in 2011 
was renewed until 2014. There is no material adverre change clause in any of Gulf Pawe& credit agreements and some of the facilities 
include a 65% deM to capital covenant. As d June 30.2011, the Cmpany was in compliance with mis covenant 

Gulf Power maintains some contracts for physical electricily purchases and sales, fud purchases fuel transportation and storage, emissions 
allowances, and energy price risk management lhat could require collateral in lhe event of a ratings downgrade. In lhe event of a downgrade to 
Baa3. Gulf Power has potential cdlaterai requirements d $125 million as of June 30, 2011. If Gulf Powds credit rating is downgraded to belaw 
investment grade, lhe u t i l i s  potential cdiateral requirement rises lo 5546 million. On June 30.2011, Gulf Power had $17.3 millon of cash on 

' 
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Regulated Elemlc a d  Gas Vtilitles lndurby [1][2] 

Facta 1: Regulatmy F r a m w r k  (25%) 

r- 

current 
12/3112010 

Mearure Iscore 
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Factor 3 Diversification (10%) 
a)Ability To Recover Costs h d  Earn Returns 
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Baa 

A 
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hand, up from $16.4 million at December 31,MlO. The company has no long-term debt due aver the next 12 months. 

M n g  Outlmk 

The staMe rating outlook reflects Nbody's Mew that the Florida regulatory enbironment fw inveslor owned utilities has stabilized and could 
improve as the newly constituted FPSC establishes a track record. Gulf Pows's cash flow coverage metncs will stranghen following its 
current rate case outcome, and that ecommic COnditDnS in the Flwida panhandle will gradually improve. 

mat Could Change the Rating - Up 

An upgrade could be considered ifthere is a demonstrated improvement in the Florida pditical and regulatory environment for utilities. a credit 
supportive rate case outcome, if capital expenditures mcderate from currenUy high levels, M if cash flaw coverage metrics show sustained 
improvement, including CFO we-WIC interest Coverage of at least 5 .0~  and CFO we-WIC to debt of at least 25%. 

M a l  Could Change the Rating -Down 

Ratings could be downgraded if there is additional deterioration in the plitical and regulatory envir~lment in Florida, including an unsupprtive 
rate case OUtCOme. if there are addilonal, unanticipated capital expenditure requirements leading to higher debt leverage, or if cash flow 
coverage metTics decline such that CFO preworking capital interest cweraae falls below 4 .5~  or CFO ore-womng capital debt falls below 22% 
for a sustained p i o d .  

a) Liquidity (10%) 
b) CFO preWC + InteresV Interest (3 Year Avg) (7.5%) 
c)CFOpre-WCIDebt(3YeaarAvg)(7.5%) 
d) CFO pre-WC - Dividends I Debt (3 Year Avg) (7.5%) 
e) DebWCapitaLation (3 %arAvg) (7.5%) 
MIMI: 

Baa 
5.8X A 

21.0% Baa 
13.3% Baa 
48.3% Baa 

a) Liquidity (10%) 
b) CFO preWC + InteresV Interest (3 Year Avg) (7.5%) 
c)CFOpre-WCIDebt(3YeaarAvg)(7.5%) 
d) CFO pre-WC - Dividends I Debt (3 Year Avg) (7.5%) 
e) DebWCapitaLation (3 %arAvg) (7.5%) 
MIMI: 

Factor 4 Financial Strength, Uquidityhd Key FiMnclal MetTi~6 
0,  Genera~on an0 FA Olverety (5%) 

Baa 
5.8X A 

21.0% Baa 
13.3% Baa 
48.3% Baa 

a) hdi&led Rating from D id  
b) Pctual Rating &signed 

Baal 
A3 

M m w s  12-18 
mnth Forward 

V i e M k d  
Pugust 2011 

Measure Swre 

[I1 AI ratios are calculated using W y ' s  Standardbdjustments. [21 As of 12/3112010(L); Source: Woody's Financial mtntncs 

MOODY'S 
INVESTORS SERVICE 

0 2011 Woody's Inve~tors Service. 1%. andior Its licensors and affiliates (collectively, "MOODYS'). AI fights resewed. 

CREDIT W I N G S M E  MOODYS INVESTORS SERWCE, INC.'S ("MIS") CURRENT OFlNIONS OF THE 
REMIVE FUTURE CREMT RISKOF ENTITIES. CREDIT COMMITMENTS. OR DEBT OR DEBT-UKE 
SECURITIES. MIS DEFINES CREDIT RISK rn THE RISK THAT AN FNTW uw unr urn ire 

~~~ ~ ~ 

COFnRecrUaL FINPNCIPL OBUGNIONSM THEY COME DUEPNND N Y  ESTIMNED FINPNCIPL LOSS 
IN THE EVENT OF DEFWLT. CREDIT W I N G S  DO NOT eDDRESSlWY OTHER RISK INCLUDING BUT 
NOT LIMITED T O  UQUlDlTY RISK W E T  W U E  RISK OR PRICE VDWIUPI. CREDlT W I N G S  M E  
NOT STNEMENTS OF CURRENT OR HISTORICPL FXT. CREDIT W I N G S  DO NOT CONSTlTUTE 
INVESTMENT OR FINPNCIPLeDWC€PND CREDIT W I N G S M E  NOT RECOMMENDNIONS TO 
PURCHPSE, SELL OR HOLD PMTICUWR SECURITIES. CREDIT W I N G S  DO NOT COMMENT ON THE 
SUITPBILITY OF N INMSTMENT FOR N Y  PMTICULPR INMSTOR. MIS ISSUES ITS CREDIT W I N G S  
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YUTH THE EXF'ECTATION PND UNDERSTPNDING THAT EPCH INVESTOR WLL M M E  ITS O W  STUDY 
/WD EVPLUATION OF EPtH SECUWTY T H N  IS UNDER CONSIDERNION FOR PURCHASE. HOLDING. OR 
W E .  

ALL WFORMPITON CONTAINED HEREIN IS PROTECTED BY LAW. INCLUDNG BUT NOT LIMITED TO. 
COPYR GHl  #.@AD hOhE OF SLCh NFORMPITOh MPIV BE COPED OR OThERWSE R6RODrCED. 
REPACKAGED FLRTnER TRMSMmED. TRANSFERRED D SSEMIWTED REDiSTR BJTED OR RESO-D 
OR STORED FOR SLBSE0,ENT JSE F O R M  SvCn PLRPOSE Ih Wh0.E OR Ih PART IN ANV F n R M n R  

COPS der p.fcnas ng. hddmg 0, se ng hO WARRANTY EXPRESS OR MP. ED. /\s TO ThE ACCURACY, ' 
T M L  hESS, COMXETEhESS, M R C d N T + E A T O R  FfThESS FORANY P W T C - A  PURPOSE O F W  
SJCnRAT~ffiOROThEROPlhlONOR lNFORMATOh6GMhORM4DE BYMOODYSIhAWFORMOR 
M h E R  WhATSOEVER. 

/-- 

MIS, a wholly-owned credt rating agency subsidiary of M3cdy's Corporation ("KO"). hereby discloses that most 
tssuen d debt securities (including corporate and municipal bonds, debentures, notes and commercial paper) and 
preferred s l m k  rated by Mti have. prim to assignment of any rating, agreed to pay to MS for appraisal and rating 
sewices rendered by it fees ranging from $1.500 to approximately $2.500.000. ! K O  and MIS also maintain policies 
and procedures to address the independence d MSs ratings and rating pmcesses. lnformatim regarding certain 
affiliations that may exist between directms of ! K O  and rated enliiies, and behveen enties Who hoid ratings from MIS 
and have also publicly reported to the SEC an ownership interest in K O  of more than 5%. is posted annually at 
www.mccdvs.cQm under the heading ''Shareholder Relatons - Corporate Governance - DireCtor and Shareholder 
Mliation Policy." 

6'47) p.0 cal M nI0aSlra a of Ih s OOCJmenl 5 by MOODYS ai+ ale Mcd/s nmslors Sew ce Ply L m la PBh 61 
003 393 657 uncn nods Amalmn F nanc a, S e w e s  - cense no 336969 Tn s 0Oc.menl IS nlsnoeo to oe prokooo 
only lo  'nnoesa 0 c ants rrlvl n tne mean ng of Sectlon 761G of Ue Corporatans &I 2001 B) coni n~ ng IO BCCE.~ 
Ih 5 aOcrmenl from n VI n ALslra a 10, repesent to MJODYS lMl yo- a'e u are access ng me mamen1 as a 
represenauve of. a ..+notesa e chenr ana mat nemer yo- nor !ne en1 n, yo- represent .+(I o r e i  {a nd ~RI ,  
a ssemmale Inis oocmenl or mu1 mnlmts Io 'rela c em' w u1 n In0 mean YJ 01 SKI on 761G of tne Corporal oris 
pcl200I 

hbMmstan0 ng the f w q o  "9, crm t ralngs assgneo on and aller Oclooer I, X I 0  by b o y s  .apan < K hLK< 
are M.<X's curen! op n ons of 'he relawe hidre creo I nsI( d en1 10s. crm I comm.lmenis w oeoi u o m - I  i e  
Secrrtes n s ~ h a c a s e  MS nlnefaregangstalements snallbeaeemWloberepacMu(n hL<< M K < ' s  a 
Hna~y-OYrneOCreoIral.ngagencys~bsaag of MmfsGroup.apanGK w c r  s *nol Iyouneaoyboy's 
Overseas MIO ngs Inc a nnoly-wneo %OS 0 . a ~  of K O  

This credit rating is an opinion as to the creditwathiness or a debt oMigatlon of the issuer, mt on the equity secutities 
of the iksuer or any form d securily that is amilable to retail investon. I would be dangernus for retail investors to 
make any investment decision based on this credit rating. Kin dwbt you Should contact your flnancial or Other 
professional adviser. 


