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Rating Methodology:
Global Regulated Electric Utilities

Summary

This rating methodology covers electric utility companies worldwide whose credit profile is significantly affected by
the presence of regulation. In order for a company to be included within this classification, at least 40% of its business
should derive from regulated electric activities. The methodology thus excludes all other electric and power companies

operating in the unregulated market, such as generators or power retailers, and other regulated industries such as
water and gas utilities.

Based upon this definition, Moody’s rates over 100 companies that either are electric utilities or are the parent
holding companies for subsidiaries that operate predominantly in the electric utility business. In addition, Moody’s
rates a large number of utility operating subsidiaries of the ultimate parent companies. Figure 1 offers a breakdown of
the ultimate parent companies by geographic region and rating category as of 1 February 2005:

Moody’s concludes that — despite the considerable number of common characteristics shared by electric utilities

on a worldwide basis - country-by-country regulatory differences and cultural and economic considerations make this
a local industry seen globally rather than a truly global industry.

In general, regulated electric utilities offer lenders some of the lowest business risks seen amongst corporate
entities. However, many of the companies in question may also be active in unregulated businesses, such as speculative

trading with exposure to unhedged commodity prices, which can be highly risky and may lead to serious financial
difficulties despite the presence of a regulator.

In addition, there is little consistency in the approach and application of regulatory frameworks around the world.
Some are highly supportive of the “system” and those that operate within them, often offering implied sovereign
support to ensure reliability of supply. Others are designed to protect the end-consumers from abuse of a monopoly
supplier ~ a priority that may work to the detriment of companies operating in the system if they cannot meet
regulators’ expectations, or if the regulator fails to achieve the appropriate balance in the regulatory framework.
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Under this rating methodology, Moody's:

1. Assesses the extent of a “regulated” company’s exposure to its unregulated businesses. The strongest credit
risk position is enjoyed by a company whose business is wholly regulated. Where non-utility activities are
substantial, the main credit driver will be the assessment of these businesses.

Assesses the credit support that is gained from operating within a particular regulatory framework.
Considers the exact level of risk posed by the unregulated businesses to the overall credit.

Looks at six specific financial ratios which are considered the most useful when assessing an electric utility
and the adjustments made to calculate these.

5. Considers more generic risk factors that are not specific to utility companies, e.g. the adequacy of liquidity
arrangements, appetite for acquisitions.
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Figure 2 depicts the broad methodology for regulated utilities:
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Figure 3 below describes the key characteristics of regulated electric utilities falling within each rating category.
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Stand-Alone Company Credit Risk Factors

QUALITATIVE FACTORS

General rating methodology

Moody’ framework for rating regulated electric udilities is constructed around a number of credit risk factors rather
than on any one particular metric such as a financial ratio.

The first step is to assess the extent of a “regulated” company’ exposure to unregulated businesses. The strongest
position is enjoyed by those companies operating in a wholly regulated business. However, the majority of the
companies we consider in this sector have additional exposure to unregulated businesses, whether those are
unregulated power generation or supply activities or non-electric unregulated businesses.

The second step in the methodology is to assess the credit support that is gained from operating within a
particular regulatory framework. Moody’s considers each regulatory system and assesses whether there is a high or low
expectation of predictability in the system and whether operators can reasonably expect to recover their costs and
investments through regulator-approved revenue increases.

"The third step is to consider the exact level of risk posed by the unregulated business. Note that a relatively small,
but high-risk, unregulated business has the capacity to cause a2 major credit deterioration for the entity as a whole.

This then leads to an overall assessment of the qualitative business risk of the company’s activities.

Each of these steps is now considered in more detail.

Assessment of the extent of regulation around a business

Moody’s classifies companies into four categories to determine how much their business risk is influenced by regulated
activities.

This is a measure of the relative weight of regulated to unregulated business within a rated entity. Weighting is
based on the element of earnings, cashflows and assets that fall within or outside a regulatory framework. In order to
define the “unregulated business” percentage, Moody’s takes the highest percentage out of the three measures
respectively based on earnings, cashflows and assets. This then allows us to derive the regulated business percentage
and to assign the entity to one of the four categories as below:

Category 1: A wholly regulated business

Category 2:  80-99% of the business is regulated
Category 3:  60-80% of the business is regulated
Category 4:  40-60% of the business is regulated

Assessment of the supportiveness of the regulatory framework

We also classify entities into the following four categories based on a comparative assessment of the predictability and

stability of regulated cashflows for a company operating under a particular regulatory framework — or the
Supportiveness of Regulatory Environment (SRE):

SRE 1: Regulatory framework is fully developed, has shown a long track record of being highly
predictable and stable and there is a very high expectation of timely recovery of costs
and investments.

SRE 2: Regulatory framework is fully developed, is predictable and stable and there is a high
expectation of timely recovery of costs and investments.
SRE 3: Regulatory framework is well developed but there is a lower assurance of timely

recovery of costs and investments; there may also be evidence of some inconsistency or
unpredictability in the way that the regulatory framework has been applied.

SRE 4: Regulatory framework is still being developed, is unclear, is undergoing considerable
change or has a history of being unpredictable.

Consideration is given to the substance of a regulatory ringfence including restrictions on dividends, restrictions
on capex and investments, separate financings, separate legal structure, and limits on the ability of the regulated entity
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to support its parent company. There is more credit uplift if these provisions are contained within a license or clear
regulatory rules rather than in financing documents that can be renegotiated.

In general, Moody’s sees regulatory frameworks as being fundamentally designed to achieve a balance between
supply reliability and service, efficiency, prices, and financial returns to the utlities. All jurisdictions consider all of
these factors, but there are regional differences in their application and degree of emphasis, as discussed below:

n &Q&&Qﬂgﬁﬂmﬁg@maﬂh@mwmly In such cases, the company receives considerable
implied support from the government, which may be at the expense of the end-user. Japan is an
example of a system that emphasizes these factors more heavily. Other examples would include systems
where considerable infrastructure build-out is needed and incentives for investment outweigh the need

to control customer prices. Italy and Spain are examples of jurisdictions that emphasize these factors

more strongly.
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. When these concerns are more heavily weighted, companies are at financial
risk if they cannot economically deliver a service at the regulated price. Some degree of financial
deterioration of the utility may be accepted in the interests of protecting consumers from higher prices.
California demonstrated a heavier weighting of these factors when wholesale market prices spiked in
2000-2001.
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Examples of regulatory frameworks in each category:

SRE I: Australia, Canada, Iceland, Finland, Hong Kong, Japan, UK
SRE 2: Austria, France, Germany, Italy, New Zealand, Portugal, Netherlands, Norway,
Singapore, Spain, Sweden, U.S. states: Alabama, Delaware, District of Columbia,
b Y Florida, Georgia, Hawaii, Indiana, Iowa, Kentucky, Maryland, Massachusetts,
v L Michigan, Minnesota, Mississipi, Nebraska, New York, North Carolina, Oklahoma,
9- Oregon, Rhode Island, South Carolina, Tennessee, Utah, Virginia, Washington,
Wisconsin
SRE 3: Chile, Czech Republic, Estonia, Greece, Israel, Korea, Latvia, Malaysia, Taiwan,
Thailand, U.S. states: Arizona, Arkansas, California, Colorado, Connecticut, Idaho,
Illinois, Kansas, Louisiana, Maine, Michigan, Missouri, Montana, Nevada, New
(2 g Hampshire, New Jersey, New Mexico, North Dakota, Ohio, Pennsylvania, South
Dakota, Texas, Vermont, West Virginia, Wyoming
SRE 4: Brazil, Bulgaria, China, Colombia, India, Indonesia, Philippines, Romania, South

Africa

Assessment of the risk of the unregulated businesses

A key component of Moody’s ratings of electric utility companies is an individual assessment of the business risks as
well as the financial risks for each company. The regulated activities of electric utility companies generally are more
stable and carry lower risk than the business activities of most other corporate entities. As a result, utility companies are
rated substantially higher than industrial companies that have a similar financial profile.

However, as noted above, many companies in the electric utility industry have a mix of regulated and unregulated
businesses. These companies typically combine a low-risk electric utility business and what is in most cases a higher-
risk unregulated business. The risk contribution from the unregulated businesses is determined by:

1) The relative proportion of the total company’s business that comprises unregulated activities; and
2) The degree of risk of the particular unregulated activities.

Companies that have substantial unregulated activities that carry high or medium risk require stronger financial
ratios to achieve a particular rating level than companies whose unregulated activities are small in size or are low in
risk. Note that a company with a low-risk business profile will be rated more highly than a company that has the same
financial profile but which has larger or higher-risk unregulated activities. The presence of a high proportion of risky
non-regulated businesses could account for as much as a six rating notch differential over another company that was in
a wholly regulated business.
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