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This study examines the relationship between interest rates and wility equity risk
premiums, We found that an inverse relationship exists, with the equily risk premium
changing by 37 basis points for each 100 basis-point ehange in the Myear Treasury
boud yield. The inverse relationship is stable: however, changes in the relative risk
of debi and equity securities produce shifis in the level ol risk premiwms, regardless
o the behavior of Treasury bond yields. We ulse found tat the gquity risk premiums
were consistently positive over the study period, which confarms w the basic

B Several slwdics published in recent years support an
inverse relationship belween utility equity risk premiums and
interest rates during the first half of the 1980s, Our smudy
provides a mere currem examination of this relationship, Our
findings support the conelusion that equity risk premiums for
utility stocks continue (0 vary inversely with interest rates.
Further, the inverse relationship between interest rates and
risk prentinms appears: stable over the sample period;
however, niarket behavior at cerin points in the sample
period appears 1o refleet changes in the market's evaluation
of the relative risk of Treasury bonds and utility stocks, For
insrance, significant differences in the level of the risk
pramium were vbserved during cenain periods, irrespective
of the level of interest rates. Considering the dynamic nature
of risk premiums, we discuss how the stwdy may be
applicable For estimating the cost of equity for utilites,
Scetion 1 provides  background  information and @
literitare - review,  Section 11 describes  the  research
melhodotogy and the data. Section I provides the empirical
results, Scetion [V [urishes an example to ilustrate the
model's usctulness. Section V furnishes conclusions.

We womld Like o thank the Editors and st anonymmous referee for their
heipful comments, The Tindings, views, and epinions cxpressed by the
anthors by ot neeessari 1y represent thase of theie respeelive employers.

riskfreurn 1enel of Tinance.

. Background and Literature
Review

The determination of an appropriale cost of equity is a
controversial issuc in wtility rate proceedings, Bond yields
provide a readily observable. definitive measure of the
market’s required return on that investment: however, such
a measure is not readily available for stocks. The indefinite
life and uncertainty of a firm's {uture earnings make i
neeessary 1o employ theoretical models 10 arrive at an
estimate of the cost of equity. All theoretical models have
strengths and weaknesses, and the focus in uility rate
proceedings is- often on what is wrong with a particular
approach rather than what is right, However, the nebulous
natre of the tue cost of equity provides no definitive way
o assess the superiority of one method’s results over
anpther's, Consequently, several cost of cquily models are
typically used to develop i final estimate,

The risk premium methad is an alternative approach
to the prevalent discounted cash flow (DCF) model in
cstimating the cost of cquity, A lundamental tenet of
financial theory is that viskicr invesliments should command
a higher expected wturn than luss risky  investments.
The risk premium may be defined as the difference, or
spread, between expected returns on alternative
investments. Financial texthooks uspally illustrate sisk
premiums based on a theoretical risk-free rate and the
rate for alternative-risk investments along the security
market ling,

Financial Management, ¥ol. 24, No. 3, Autumn 1995, pages §9.95,
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A widespread application of the risk premivm method is
based on an average of the realized spreads between total
veturng on eguity and debr investments over some historical
period. A refinement of this approach is 0 caleubue the
average spread between realized equity total returns and

hont yields, in order to obtain a forward-lovking measure of

the required return on debt, Either type of average risk
premium is then added o the current cost of debt 10
obtain a current eost of equily estimate. The assumption
implicit in such approaches is thal a constani risk premium
is emboedied in the current cost of cquity. A corollary
assumption is that the constant risk premium embodied in
expected returns is egual to the average of risk premiums
measured from realized returns. In actuality, the time period
aover which past relums are measured can resuft in
significantly  different risk premiums. However, miny
practitioners of this method argue that if the murket risk
prentum is constant, then it iy best approximated by
realized returns aver very tong periods of time. These
factars underlie the weaknesses of an ex post risk premium
approach, 31ill, this method has cognitive appeal due w the

almost tangible dimension added by the measurement of

risk premiums from observed rewmns, There i also great
practical appeal 1o this approach because it is casy ©
implement by using readily aceessible data from sources like
[bboison Associates (19933, which provide a regularly
updated and consisiently available compilation of various
risk premiums based on holding periods beginning in 1926,

In recent years, an aliernative risk premium model has
been proposed. I relies on the expected cost of equity, rather
than realized returns, as the appropriate basis for measuring
risk premiums, Several studies empivically support the
hypothesis that visk premiums, as measured hy the expected
cost of equity, are not constant but, instead, vary inversely
wilh inlerest rates {Brigham, Shome, and Vinson, [985:
Harris, 149896: Harris and Marston, 1992; and Shome and
Smith, 1988). Geperafly, studies supporting an ¢x ante risk
premium approach ae based on data from as carly as the
mid-1960s through the wid-1980s. The measurement of the
ex ante risk premium holds conceptual appeal because it ts
consistent with the valvation ol equity investments
based on cxpected retumns. However, a practical concern is
the rebinbility of a risk premium measure thar must be
hased upon an estimate of the cost of equity obtained by some
other methad, such as a DCF model. I problems exist in the
farmulation of the model used to estimate the cost of equity.
those problems are transferved (o the risk premiom extimate,

Anex ante risk premium study by Brigham et al. (1985)
supported the existence of an inverse relationship between
inferesi rates and uiility stock risk premiums from 1980
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through the first hall of 1984, To determine these risk
premiums, they employed a two-sta ze DCF model to obtain
maonthly cost of equity estimates for utility stocks, Risk
premium measures for each montt. were then derived by
deducting an appropriate Treasury sond yield each month.
They found that, prior 0 1980, re relationship between
equity risk premiunts and interest rates had been positive,
Shome and Smith (1988) obttined similar results,
fincing an inverse relationship between interest rates and
electric utility risk premiums that continued through 1983,
Both studies discussed factors that reduced the impact of
regulatory lag on utility stocks from the late 1970s into the
carly 1980s. Bath studies concluded that reduced regulatory
lag contributed to shifting the relative risk relationship
hetween debt and wility stocks from positive to negative,

These studies were by and large an outgrowth of the
market climate of the early 1980s. During that time, the risk
of debt instuments rose in both an absolute sense and
compared to stocks. This environment led many to conclude
thavthe risk premium had narrowed and some to even argue
it was negative.

Shome and Smith (1988) note (hat while stocks and
bonds are both considered to be hedges against anticipated
inflation, common stecks are considered to offer a pantial
hedge againgt unanticipated inflat.on. Therefore, during
periods of greater inflation uncertinnty, Smith and Shome
argue that it would seem reasorable that equity risk
premiums would decline as inicrest rates rise (see Gordon
and Halpemn, 1976). Stated another way, the risk and
required return of the less complete hedge (i.e., debr)
would increase at a relatively greater rate than the more
complete hedge (e, equity), thereby reducing the risk
premium during periods of higher uncertainty. However,
Carleton, Chambers, and Lakonishok  (1983) fumnish
empirical evidence that risk premiums for utility stocks tend
lo rise with inflation and interest rates if regulatory lag
severcly hampers camings and prevents dividends from
keeping pace with inflation.

Harris (1986) also finds an inverse relationship between
interest rates and ex ante sk premivm meassures during the
early o mid-1980s, based on utility and broader stock market
indices. In a more recent study, Haris and Marston (1992)
find an inverse relationship between interest rates and ex ante
risk premiums for stocks in the S&P 500, based on data from
1982 10 1991. Blanchard (1993} studied real, rather than
nominal, risk premiums between 1926 and 1993, Blanchard
hypothesized that the persistence of relatively high risk
premiums {rom the late 1930s through the 1940s could have
heen due to the marker’s reaction ta the high stock marker
volatility in the late 1920s and early 1930s. Blanchard also
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suggested thit changes in sllaton had o more 1emporal
impact ou the relative risk of debtand equity. He concluded
that there was o declining trend inreal risk premiums
for the broad market since the [950s, 1o & current level
af about 2% to 3%. He also concloded that inflation
contributed 10 3 wransitory incrédse above the trend in the
19705 and to o transitory decrease below the trend in the
1980s. However, Blanchard linds that real risk premiums
were negaiive  throughout much of the 1980s, which
leads (o the question as 1o whether the method he used w©
measure  risk  premiums s consistent with the  bhasic
risk/return tenet of financial theory,

Il. Risk Premium Method and Data
Sources

Inour study, risk premiums for the electrie utility industry
are bused on quarterly cost of equity estimates from 1980
through 1993 for a sample group of 30 elecwric wilities.
Companics in the sample group met the following selection
critevian over the review period: ) principally remained an
clectric utitity company. 23 did no file for Chapter 11
protection, and 3) continuousty paid dividends.

Cost of equily estimates were obtained  using  the
constant-growth torm of the RDCF madel;

D,
k, = p e h
where
ke = costof commuan equity
Dy = expected annual dividend per share in the
coming year
P = current stock price
g = expected prowth rate in dividends per share

Brigham et ul. (J985) wsed a two-stage DCT model to
estimate the cost of equity and noted that wility companies
“meet the conditions of the constant-growth DCF model
rather well.” The DCF madel is also appropriate for utiliy
stocks, perhaps more than for other stocks, because o
significam portion of a wiility stock's required retwm is
reflected in the dividend yield component.! Constant-growth
forms of the DCF model were also used by Harris (1980) and
Fhiwris and Marston (1992,

'Ilnnscu, Kunur, aird Shome ¢ 1901 Tound at iraditionally high dividend
payoul ntes fothe elecine uifiny andustry provided a cost effeciive means
Lo monitor and munape ageney eosts relited 16 stockholder-manager and
stcklintder-regulator contlivt.

Data for the DCF moded were obtained [rom The Valie
Line fvexteent Survey, Part 1, the Summary and Index
section of Vafue Line, contains an estimate of’ the expected
dividend yicld (D/P) over the next 12 months. The dividend
yield for cach sumple company was based on the Veltue Line
yield figure published in the last week of each quarter,

Euch company 'squarterly growth rate estinmle was based
on the average of three projected measures: Valie Line's
projected grewth rate in earnings and dividends per shure and
the projecied perecntage of common equity retained. The Tast
ol the three gronviby measures is equivalent to the familiae bir)
method ol estimating a growth vate, Value Line’s growth
rales represented o readily available and consistent set of
projected growth rates over the study period. Projected
growth rares ware used in order to be consistent with the ex
ante measurement of risk premiums for the swdy.

The three-month average yicld on 3i-year Treasury bonds
was used ug the reference rawe, Tewas subiracted from each
compimy s guarlerly cost of equity estimate W derive i risk
premiun., The risk premiums for each company were thea
averaged wdevelop a quarterly risk premium for the clectric
wilily sumple,

lll. Empirical Results

Fiaure | provides a graph of the observed risk premiums
aned interest rutes. 1t shows a general inverse rend hetween
the 1w mieastres over the period studicd. We nole tha the
trend closely resembles the one observed by Brigham o al.
{TURS ) The average interest rate over the study period was
9.77%. and (he average risk premivm was 3210

To estimaie (he relationship between electric utility risk
premius ane interest rates, we {if a simple lincar regression
mudel. Model | specilics the regression equation. The risk
premium is the dependent variable. and the 30-year Treasury
bond yield is the independent variable.

A. Mudel |

RP = o+PTB)+¢ 2
where
RPy = quarterly average risk premium for alf utilities
T8,

quarterdy average 30-vewr ULS. Treasury bond
yield

Initialy. we examined our duti over the same 980 14984
time period used by Brigham et al, (1985 and achicved
similur results. Expansion of the study period throngh 1993
produced markedly different resubis, For example, the
adjusted R2 Tor Model | Tor the 1980-1993 period was only
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Figure 1. Observed Risk Premiums and Treasury Bond Yields Over the Sample Period
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.22, which sharply contrasts with the .73 R? reporied by where
Brigham et al. (1995) for the 1980-1984 period. R
Figure 2 is a graph of all the risk premiam data points in
the study period for the clectric utility industry, with respect
to the interest rates at which they were observed. Figure 2

= quarterly average risk pemitm lor all wrilities

DIy = binary variable equal w | Tor Quarter 2- 1984
through Quarter 4-1993, and O viherwise

illustrates that there was a divergence in risk premiums that 02, = binary variable cqual 1o 1 (or Quarier 1-1487
corresponded to interest rates of the same general level through Quarter 4- 1993, und O otherwise
during the study period, If a single linear relationship held ’

throughout the observation peried, then one would expect D3 = binary variable equal to | for Quarter 2-t491
very similar risk premium obscervations at the same general through Quarter 4-1993, and ¢ otherwise

interest rates. This observation led to the hypothesis that
perhaps the relative risks of delt and equity were changing
over time.
Alternative models were tested 1o empirically capture the TBr = quarterly average 30-vear U.S. Trensury
dynamic relationship between risk premiums and interest bond yield
rates (see Johnston, 1984). We determined that the mouel The binary variables in Model 2 e included W account
specified below was more appropriate than Model 1 for  gor paar changes in the relative risks of debt and cquity.
estimating risk premiums over the study period because it These changes in relative risk would be retlected as shills in
would capture this dynamic relationship. the level or magnitude of the risk premiums, regardless of
the behavior of Treasury bond  yields. We did ne
B. Model 2 attempt to determine specific factors that might account Tov
3 such shilts. Cumulative sum of error fests (see Hall, Johnson,
and Lilien, 1990) and break-point Chow tests (see Pindvke
and Rubinfekd, 1991 were used 1 determine the placement

D4y = binary variable equal to 1 for Quarter 3-1942
through Quarter 4-1993. and (] otherwise

RP, = G + U.](Dl‘) + (xz(l)2|_: + rf.][!).?l}
+ o D4+ PITB Y + 2
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Figure 2. Observed Risk Premioms Platted Aguinst Treasury Bond Yields
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ol the binary variables. These tests indicated that significant

shifts in the market’s evaluation ol he relative risk of

debt and equity most likely occurred in 1984, 1987, 1991,
and 1992,

Table | reports the results of fiting Equation {3). These
results indicate an inverse relationship between ex ante risk
premiums and interest rates over the sample period. A

first-order aworegressive correction was miwde 10 adjust for

the possibility of serial correlation during the sample pertod

(see Johnston, 1984, pp. 321-324). The adjusied R Tor

Maodel 2 is 0.82. All variables are statistically significantly
different from zero at the 0.01 level, except for D3 and
D4, which are signilicant at the 0.05 level. As anticipated,
the coefficient estimine of the Treasury bond variable is
negative, which indicates the existence ol a general inverse
relitionship between interest rates and risk premiums aver
the study period.

It is important to note that Model 2 identities the basic
relationship between risk premiums and interest rtes, which
is defined by the slope coelficiemt 3. as suaisticaily stable
over the sample period. Stability of the Treasury bowd slope
coelficient over the study perod was supported by statistical
tests that permitied the slope coelficien to change.

C. Interpretation of Empirical Results

The inverse relationship indicated in Table T represents
approximaiely 37 basis points Tor each 100 basis-paint
change in Treasury bond yields, This result is consisient
with the Harris and Marston (1992) study. which Found
4 36 basis-point inverse relationship bewween fong-erm
government bond rates and risk premioms for a hroader
sample of companies for the 1982-1991 period, However,
our utility risk premium values are lower than those reponed
by Harris and Marston for the broader market, One might
expect such adifference between the risk premium for utiliny
stocks and the broader market. duc o the relatively lower risk
ol utility stocks.

Harris and Marston found that changes in relinive
risk. us proxied by a yvield spread variable, were importang in
explaining risk premium changes in subperiods between
1982 and 1991, They also noted. however, thal the yicld
spread variable was maore significant in the early 19808 und
fess significant in the latter 19805, This phenomenon may by
embedded within our intercept dummies, which also
exhibited a declining level of magnitude mnd significance,
Interestingly. the break-poinis Tor Hards tnd Marston's
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This table reports the resubs of Tiing Equation 3y, The risk premivm iy the dependeni variable,
I £ by I

Variable Cooflicient
Imtercept KRR
B -1L308
M -1L828
D2 LA
X} .509
024 L7774
Adiusted R 0815

4

-Sipnificant at the 0.01 level.
*#Significant ot the (LOS Tevel,

Standard Error t-statistic

0770 PLadirse
(LU SR TwE
0.250 RIS
0,234 5,308
0277 20811
n31 232084

Durbin Wikston statistic  1.420

“Regressions were corrected For the possible existenee of serial coneliion wsing e Coche-Oreutt aethod.

sub-periods closely approximate the break-points indicated
by our tests.

Trends in the overall level of risk premiums provide one
of the more intriguing comparisans between our resulls and
those of Harvis and Marsion, Both studics support an inverse
refationship throughout similar study periods. However, the
Tate 19805 and early 1990s produced some of the highest risk
premioms in Harris and Marston™s study. while the same
period produced some of the lowest risk preminms observed
in our study, These results may be indicative o hisher
perceived risk for Ltheir broader sample relative 1o our ulility
stock sample during this peried. Electric vlility companics
gsenerally have significantly fower reported values Tor beta
than would be reported for a broad marker sample of
companies. While beta is a somewhat controversial measure
of risk, Harris and Marsion report @ significant positive
refationship between betd and risk premiums.,

Our resulis indicae that ex ante risk premiums Tor
clectric utility stocks remained inversely reluted to interest
rates over the study period when changes regarding the
market's evaluation of relative risk are tken ine account.
We acknowledge the limitation that our regression model is
descriptive of the study period only: however, some measure
of robustness would appear 1o be imparted by the firly wide
range of market climales in our study period.

During the study period, any number of events could have
had an impact on the relaive risks of debt and cyty 2 10 alk
likelihood. this relationship will cominue o be alfeced by

“Over the study period, the relalive risks ol deblanmdviquily vould e been
affected by such factors as changing monetary policy, comvern over the
growing budget defict, the suvangs wnd Joan debacle, the Continental [linis

innumerable fature events. The projecied growth rates for
utility dividencds and camings during the carly 1980s were
viewed by same as wo high 1o be sustainable and therefore
W peasonable proxics for the long-run growth rate the DCF
model reguires, Taterestingly, the projected dividend and
eamings prowth rates for the early - 990y have been viewed
by some as o low, Therefore. results of a deseriptive model
developed from ex ante measures over a period of time can
help o provide a reasunableness check concerning an
esliTEIE al ane point in tme,

IV. Usefulness of the Madel

In developing cost of equity reenmmendations. the statf
ol the Virginia State Corporation Commission (VS8CC)
presently includes ex ante risk preriium methods based on
the information presented i this study as well as others, For

example, the VSCC stalT incorporaed an earticr version of

e madel presented inthis paper to Pemulate acost of equity
recommendaion for The Potomae Edison Company in a
16993 rate case, At that time, the model included data from
1980 1o 1991, which indicated twao shills in the level of risk
mremiums, one in the second guarter of 1994 and the other in
the first quarter of 1987, The estimated slope coefficient it
that Hme was -0.395, or roughly 40 basis points tor cach 100
basis-point change in titerest rates,

Using the 6.3% average yield on 30-year Treasury bonds
Tram Suly 1993 1o September 1993, the model incicated a
risk preminnm of 349, Combined with 1the 6.3% interest

Thuntocrists sndother ok sty problems resultrg Teomde lsdied founs
ts devetoping conntries, the Jevernped buyont Binge of the [9805, and the
T9MT stonch riarker cras (i tetiume a few,
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vare. this risk premium produced a 9.7% cost of equity
ustimate, The VECC siff also adjusied the nverage risk
premium lor the study period based on the model’s slope
coeflicient w obtain a cost of equily estimate lor the current
level of interest rates. Using this upproach. the 3.9%
difference between the averige inlerest e over the study
period (10.2%) and the recemt 3-month average rate (6.3%)
was multiplied by the approximate slope cocfficient of (1.4%.,
The veauhing 1.6% was then added 10 the 3.49% average risk
premium for the study period o ingorporate the inverse
relationship between Treasury yields and utility cquity risk
premiums. This upproach indicated a cument risk premiom
ol 5,06, which indicated o current cost of equity of 11.3%
when combined with the 6.3% interesi rate. A 1 basis-poim
{Totation cost adjustment was added o both estimuates, thus
providing cost of equity estimates of 9.8% and 11.4% (rom
the risk premivm siudy. The Patomae Edison Compuny's
requested rate increase rellected a 12.530% refvm on equity
tand increased rates haed been in effect on an interim basis
subject to refund since September 28, 1993), Ultimately, the
VSCC amhorized a cost of equity range of 1045 10 1.4
in its Finad Order issued on November 18, 1994,
[naddition to providing the basis fora supplemental cost
ol equity estimate, our risk premitim sty may be applicable
in 2 more refaxed regolatory framework. For example.
in ity investigation of altemative regulstory methods for
local telephone companies, the VSCC established a number
of regulatory options for local telephone companies in
Case No. PUREG30G36. The Eamings Incentive Plan oplion
in that case included the provision for un annually
authorized return on equity range it would spun 300
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EL PASO ELECTRIC COMPANY'S RESPONSE TO
CITY OF EL PASO’S SEVENTEENTH REQUEST FOR INFORMATION
QUESTION NOS. CEP 17-1 THROUGH CEP 17-23

CEP 17-15:
Reference the Rebuttal testimony of Jennifer E. Nelson at 58, FN 188,189,190 and 191
Please provide a copy of each of the Standard & Poor's publications referenced.

RESPONSE:

Please see CEP 17-15, Attachment 1 and 2.

Preparer: Jennifer E. Nelson Title: Assistant Vice President — Concentric
Energy Advisers

Sponsor: Jennifer E. Nelson Title: Assistant Vice President — Concentric
Energy Advisers
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Standard & Poor's Ratings Services is updating its criteria for rating corporate industrial companies and utilities. The
criteria organize the analytical process according to a common framework and articulate the steps in developing the
stand-alone credit profile (SACP) and issuer credit rating (ICR) for a corporate entity.

This article is related to our criteria article "Principles Of Credit Ratings,” which we published on Feb. 16, 2011.

SUMMARY OF THE CRITERIA

The criteria describe the methodology we use to determine the SACP and ICR for corporate industrial companies and
utilities. Our assessment reflects these companies' business risk profiles, their financial risk profiles, and other factors
that may modify the SACP outcome (see "General Criteria: Stand-Alone Credit Profiles: One Component Of A Rating,”
published Oct. 1, 2010, for the definition of SACP). The criteria provide clarity on how we determine an issuer’s SACP
and ICR and are more specific in detailing the various factors of the analysis. The criteria also provide clear guidance
on how we use these factors as part of determining an issuer's ICR. Standard & Poor's intends for these criteria to
provide the market with a framewaork that clarifies our approach to fundamental analysis of corporate credit risks.

The business risk profile comprises the risk and return potential for a company in the markets in which it participates,
the competitive climate within those markets (its industry risk), the country risks within those markets, and the
competitive advantages and disadvantages the company has within those markets (its competitive position). The
business risk profile affects the amount of financial risk that a company can bear at a given SACP level and constitutes
the foundation for a company's expected economic success. We combine our assessments of industry risk, country
risk, and competitive position to determine the assessment for a corporation’s business risk profile.

The financial risk profile is the outcome of decisions that management makes in the context of its business risk profile
and its financial risk tolerances. This includes decisions about the manner in which management seeks funding for the
company and how it constructs its balance sheet. It also reflects the relationship of the cash flows the organization can
achieve, given its business risk profile, to the company's financial obligations. The criteria use cash flow/leverage
analysis to determine a corporate issuer's financial risk profile assessment.

We then combine an issuer’s business risk profile assessment and its financial risk profile assessment to determine its
anchor (see table 3). Additional rating factors can modify the anchor. These are: diversification/portfolio effect, capital
structure, financial policy, liquidity. and management and governance. Comparable ratings analysis is the last
analytical factor under the criteria to determine the final SACP on a company.

These criteria are complemented by industry-specific criteria called Key Credit Factors (KCFs). The KCFs describe the
industry risk assessments associated with each sector and may identify sector-specific criteria that supersede certain
sections of these criteria. As an example, the liquidity criteria state that the relevant KCF article may specify different
standards than those stated within the liquidity criteria to evaluate companies that are part of exceptionally stable or

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT NOVEMBER 18, 2013 3
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volatile industries. The KCFs may also define sector-specific criteria for one or more of the factors in the analysis. For
example, the analysis of a regulated utility's competitive paosition is different from the methodology to evaluate the
competitive position of an industrial company. The regulated utility KCF will describe the criteria we use to evaluate
those companies' competitive positions (see “Key Credit Factors For The Regulated Utility Industry,” published Nov.
19, 2013}

SCOPE OF THE CRITERIA

This methodology applies to nonfinancial corporate issuer credit ratings globally. Please see “Criteria Guidelines For
Recovery Ratings On Global Industrial Issuers’ Speculative-Grade Debt,” published Aug. 10, 2009, and “2008
Corporate Criteria: Rating Each Issue,” published April 15, 2008, for further information on our methodology for
determining issue ratings. This methodology does not apply to the following sectors, based on the unique
characteristics of these sectors, which require either a different framework of analysis or substantial modifications to
one or more factors of analysis: project finance entities, project developers, transportation equipment leasing, auto
rentals, commodities trading, investment holding companies and companies that maximize their returns by buying and
selling equity holdings over time, Japanese general trading companies, corporate securitizations, nonprofit and
cooperative organizations, master limited partnerships, general partnerships of master limited partnerships, and other
entities whose cash flows are primarily derived from partially owned equity holdings.

IMPACT ON OUTSTANDING RATINGS

We expect about 5% of corporate industrial companies and utilities ratings within the scope of the criteria to change.
Of that number, we expect approximately 90% to receive a one-notch change, with the majority of the remainder
receiving a two-notch change. We expect the ratio of upgrades to downgrades to be around 3:1.

EFFECTIVE DATE AND TRANSITION

These criteria are effective immediately on the date of publication. We intend to complete our review of all affected

ratings within the next six months.

METHODOLOGY

A. Corporate Ratings Framework

The corporate analytical methodology organizes the analytical process according to a common framework, and it
divides the task into several factors so that Standard & Poor's considers all salient issues. First we analyze the
company's business risk profile, then evaluate its financial risk profile, then combine those to determine an issuer's
anchor. We then analyze six factors that could potentially modify our anchor conclusion.

WWW.STANDARDANDPOORS,.CONM/RATINGSDIRECT NMOVEMBER 18, 2013 4
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2. To determine the assessment for a corporate issuer's business risk profile, the criteria combine our assessments of
industry risk, country risk, and competitive position. Cash flow/leverage analysis determines a company's financial risk
profile assessment. The analysis then combines the corporate issuer's business risk profile assessment and its financial
risk profile assessment to determine its anchor. In general, the analysis weighs the business risk profile more heavily

for investment-grade anchors, while the financial risk profile carries more weight for speculative-grade anchors.

After we determine the anchor, we use additional factors to modify the anchor. These factors are:

diversification/ portfolio effect, capital structure, financial policy, liquidity, and management and governance. The
assessment of each factor can raise or lower the anchor by one or more notches--or have no effect. These conclusions
take the form of assessments and descriptors for each factor that determine the number of notches to apply to the

anchor.

The last analytical factor the criteria call for is comparable ratings analysis, which may raise or lower the anchor by
one notch based on a holistic view of the company's credit characteristics.

Corporate Criteria Framework

MODIFIERS

Diversification/
partfolio effect

Country Risk

Capital s
struciure

BUSINESS

1Y RISK .
PROFILE Financial policy +—

CUTT R Liouidity  ——+— SRSl CREDIT

PROFILE RATING
FINANCIAL
CashFlow/ Leverage @4 RISK
PROFILE

Industry Rsk

Management/
goverhance

—_—-

Group or
Comparable government
ratings analysis influence

The three analytic factors within the business risk profile generally are a blend of qualitative assessments and
quantitative information. Qualitative assessments distinguish risk factors, such as a company's competitive advantages,
that we use to assess its competitive position. Quantitative information includes, for example, historical cyclicality of
revenues and profits that we review when assessing industry risk. It can alsoinclude the volatility and level of
profitability we consider in order to assess a company's competitive position. The assessments for business risk profile
are: 1, excellent; 2, strong; 3, satisfactory; 4, fair; 5, weak; and 6, vulnerable.

WWW.STANDARDANDPOORS,COM/RATINGSDIRECT NOVEMBER 18, 2013 5
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In assessing cash flow/leverage to determine the financial risk profile, the analysis focuses on quantitative measures.
The assessments for financial risk profile are: 1, minimal; 2, modest; 3, intermediate; 4, significant; 5, aggressive; and 6,

highly leveraged.

The ICR results from the combination of the SACP and the support framework, which determines the extent of the
difference between the SACP and the ICR, if any, for group or government influence. Extraordinary influence is then
captured in the [CR. Please see "Group Rating Methodology," published Nov. 19, 2013, and "Rating
Government-Related Entities: Methodology And Assumptions,” published Dec. 9, 2010, for our methodology on group
and government influence.

Ongoing support or negative influence from a government (for government-related entities), or from a group, is
factored into the SACP (see "SACP criteria"). While such ongoing support/negative influence does not affect the
industry or country risk assessment, it can affect any other factor in business or financial risk. For example, such
support or negative influence can affect: nationalindustry analysis, other elements of competitive position, financial
risk profile, the liquidity assessment, and comparable ratings analysis.

The application of these criteria will result in an SACP that could then be constrained by the relevant sovereign rating
and transfer and convertibility (T&C) assessment affecting the entity when determining the ICR. In order for the final
ICR to be higher than the applicable sovereign rating or T&C assessment, the entity will have to meet the conditions
established in "Ratings Above The Sovereign--Corporate And Government Ratings: Methodology And Assumptions,”
published Nov. 19, 2013.

1. Determining the business risk profile assessment

Under the criteria, the combined assessments for country risk, industry risk, and competitive position determine a
company's business risk profile assessment. A company's strengths or weaknesses in the marketplace are vital to its
credit assessment. These strengths and weaknesses determine an issuer's capacity to generate cash flows in order to

service its obligations in a timely fashion.

Industry risk, an integral part of the credit analysis, addresses the relative health and stability of the markets in which a
company operates. The range of industry risk assessments is: 1, very low risk; 2, low risk: 3, intermediate risk; 4,
moderately high risk; 5, high risk; and 6, very high risk. The treatment of industry risk is in section B.

Country risk addresses the economic risk, institutional and governance effectiveness risk. financial system risk, and
payment culture or rule of law risk in the countries in which a company operates. The range of country risk
assessmentsis: 1, very low risk; 2, low risk; 3, intermediate risk; 4, moderately high risk; 5, high risk; and 6, very high
risk. The treatment of country risk is in section C.

The evaluation of an enterprise’s competitive position identifies entities that are best positioned to take advantage of
key industry drivers or to mitigate associated risks more effectively—and achieve a competitive advantage and a
stronger business risk profile than that of entities that lack a strong value proposition or are more vulnerable to
industry risks. The range of competitive position assessments is: 1, excellent; 2, strong; 3, satisfactory; 4, fair; 5, weak;
and 6, vulnerable. The full treatment of competitive position is in section D.
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The combined assessment for country risk and industry risk is known as the issuer's Corporate Industry and Country
Risk Assessment (CICRA). Table [ shows how to determine the combined assessment for country risk and industry

risk.

Table 1

\Determining The €I

~Country risk assessment—

Industry risk I (very low 2 {low 4 (moderately high S (high 6 (very high
assessment risk) risk) 3 (intermediate risk) risk] risk) risk)
1 (very low risk) 1 t 1 2 4 5
2 (low risk) 2 2 2 3 4 5
3 (intermediate 1isk) 3 3 3 3 4 6
4 {moderately high risk) 4 4 q 4 5 6
5 (high risk) 5 5 " 5 5 6
6 (very high risk) 6 6 6 6 6 6

The CICRA is combined with a company's competitive position assessment in order to create the issuer's business risk
profile assessment. Table 2 shows how we combine these assessments.

-CICRA~

Competitive position assessment 1

1 (excellent)

2(strong)

1
1
3 (satisfactory) 2
4 {fair) 3
4
5

5 (weak)
6 (vulnerable)

alon|la|lw|mo|=]|n
alo|lalw|n]|—|w
aflv|la|lw|lw|[n]|e
alen|o|a| s

|l |o|w|wsm|a

*See paragraph 26.

A small number of companies with a CICRA of 5 may be assigned a business risk profile assessment of 2 if all of the

following conditions are met:

¢ The company's competitive position assessment is 1.

o The company's country risk assessment is no riskier than 3.

¢ The company produces significantly better-than-average industry profitability, as measured by the level and
volatility of profits.

e The company's competitive position within its sector transcends its industry risks due to unique competitive
advantages with its customers, strong operating efficiencies not enjoyed by the large majority of the industry, or
scale/scope/diversity advantages that are well beyond the large majority of the industry.

For issuers with multiple business lines, the business risk profile assessment is based on our assessment of each of the

factors—country risk, industry risk, and competitive position—as follows:

o Country risk: We use the weighted average of the country risk assessments for the company across all business lines
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that generate more than 5% of sales or where more than 5% of fixed assets are located.

Industry risk: We use the weighted average of the industry risk assessments for all business lines representing more

than 20% of the company's forecasted earnings, revenues or fixed assets, or other appropriate financial measures if

earnings, revenue, or fixed assets do not accurately reflect the exposure to an industry.

o Competitive position: We assess all business lines identified above for the components competitive advantage,
scope/scale/diversity, and operating efficiency (see section D). They are then blended using a weighted average of
revenues, earnings, or assets to form the preliminary competitive position assessment. The level of profitability and
volatility of profitability are then assessed based on the consolidated financials for the enterprise. The preliminary
competitive position assessment is then blended with the profitability assessment, as per section D5, to assess
competitive position for the enterprise.

2. Determining the financial risk profile assessment

Under the criteria, cash flow/leverage analysis is the foundation for assessing a company's financial risk profile. The
range of assessments for a company's cash flow/leverage is 1, minimal; 2, modest; 3. intermediate, 4, significant; 5,
aggressive; and 6, highly leveraged. The full treatment of cash flow/leverage analysis is the subject of section E.

3. Merger of financial risk profile and business risk profile assessments

An issuer's business risk profile assessment and its financial risk profile assessment are combined to determine its
anchor (see table 3). If we view an issuer's capital structure as unsustainable or if its obligations are currently
vulnerable to nonpayment, and if the obligor is dependent upon favorable business, financial, and economic conditions
to meet its commitments on its obligations, then we will determine the issuer's SACP using "Criteria For Assigning
'CCC+', 'CCC', 'CCC-, And 'CC' Ratings.” published Oct. 1, 2012. If the issuer meets the conditions for assigning
'CCC+', 'CCC', 'CCC-, and *CC’ ratings, we will not apply Table 3.

Table 3
iCombining The Business And Financial RiskiProfiles To: Determime The:Anchor

~Fimancial risk profile—

Business risk profile 1 (minimal) 2 (modest) 3 (inter ) 4 (significant) 5 (aggressive) 6 (highly leveraged)

\!

1 (excellent) aaa/aa+ Ba a+/a a- bbb bbb-/bb+
2 (strong) aa/aa- a+/a a-/bbb+ bbb bb+ bb

3 (satisfactory) ala- bbb+ bbb/bbb- bbb./bb+ bb b+

4 (fair) bbb/bbb.  bbb- bb+ bb bb- b

5 (weak) bb+ bb+ bb bb- b+ b/b-

6 (vulnerable) bb- bb- bb-/b+ b+ b b-

When two anchor outcomes are listed for a given combination of business risk profile assessment and financial risk

profile assessment, an issuer's anchor is determined as follows:

e When a company's financial risk profile is 4 or stronger (meaning, 1-4), its anchor is based on the comparative
strength of its business risk profile, We consider our assessment of the business risk profile for corporate issuers to
be points along a possible range. Consequently, each of these assessments that ultimately generate the business risk
profile for a specific issuer can be atthe upper or lower end of such a range. Issuers with stronger business risk
profiles for the range of anchor outcomes will be assigned the higher anchor. Those with a weaker business risk
profile for the range of anchor outcomes will be assigned the lower anchor.

e When a company's financial risk profile is 5 or 6, its anchor is based on the comparative strength of its financial risk
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profile. Issuers with stronger cash flow/leverage ratios for the range of anchor outcomes will be assigned the higher
anchor. Issuers with weaker cash flow/leverage ratios for the range of anchor outcomes will be assigned the lower
anchor. For example, a company with a business risk profile of (1) excellent and a financial risk profile of (6) highly
leveraged would generally be assigned an anchor of 'bb+' if its ratio of debt to EBITDA was 8x or greater and there
were no offsetting factors to such a high level of leverage.

4. Building on the anchor

The analysis of diversification/portfolio effect, capital structure, financial policy, liquidity, and management and
governance may raise orlower a company's anchor. The assessment of each modifier can raise or lower the anchor by
one or more notches—or have no effect in some cases (see tables 4 and 5). We express these conclusions using specific
assessments and descriptors that determine the number of notchesto apply to the anchor. However, this notching in
aggregate can't lower an issuer's anchor below 'b-* (see “Criteria For Assigning 'CCC+"','CCC/, *CCC-', And 'CC'
Ratings," published Oct. 1, 2012, for the methodology we use to assign ‘CCC" and 'CC* category SACPs and ICRs to

issuers).

The analysis of the modifier diversification/portfolio effect identifies the benefits of diversification across business
lines. The diversification/portfolio effect assessments are 1, significant diversification; 2, moderate diversification; and
3, neutral. The impact of this factor on an issuer’s anchor is based on the company's business risk profile assessment
and is described in Table 4. Multiple earnings streams (which are evaluated within a firm's business risk profile) that
are less-than-perfectly correlated reduce the risk of default of an issuer (see Appendix D). We determine the impact of
this factor based on the business risk profile assessment because the benefits of diversification are significantly reduced
with poor business prospects. The full treatment of diversification/portfolio effect analysis is the subject of section F

Table ¢

 Modifier:Step 1 Impact Of Diversification/Portfolio, Effect O The: Arichor

~-Business risk profile assessment—

Diversification/portfolio effect 1 (excellent) 2 (strang) 3 (satisfactory) 4 (fair) § (weak) 8 (vulnerable)
1 (significant diversification) +2 notches +2notches  +2 notches +1 notch +1 notch 0 notches
2 (moderate diversification) +1 notch +1 notch +1 notch +1 notch 0 notches 0 notches
3 (neutral) @ notches 0 notches 0 notches 0 notches 0 notches 0 notches

Afer we adjust for the diversification/portfolio effect, we determine the impact of the other modifiers: capital
structure, financial policy, liquidity, and management and governance. We apply these four modifiers in the order
listed in Table 5. As we go down the list, a modifier may (or may not) change the anchor to a new range (one of the
ranges in the four right-hand columns in the table). We'll choose the appropriate value from the new range, or column,
to determine the next modifier's effect on the anchor. And so on, until we get to the last modifier on the
list—management and governance. For example, let's assume that the anchor, after adjustment for
diversification/portfolio effect but before adjusting for the other modifiers, is 'a". If the capital structure assessment is
very negative, the indicated anchordrops two notches, to'bbb+". So, to determine the impact of the next
modifier—financial policy—we go to the column 'bbb+ to bbb-* and find the appropriate assessment—in this theoretical
example, positive. Applying that assessment moves the anchor up one notch, to the 'a- and higher’ category. In our
example, liquidity is strong, so the impact is zero notches and the anchor remains unchanged. Management and
governance is satisfactory, and thus the anchor remains 'a-' (see chart following table 5).
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«-Anchor range--

‘a-' and higher ‘bbb+’ to ‘bbb.’ ‘bb¢’ to ‘bb-’ ‘b+’ and lower
Factor/Assessment
Capital structure (see
section G)
1 (Very positive) 2 notches 2 notches 2 notches 2 notches
2 (Positive) 1 notch 1 notch 1 notch 1 notch
3 (Neutral) 0 notches 0 notches O notches 0 notches
4 (Negative) -1 notch -1 notch -1 notch +1 notch
5 (Very negative) -2 or more notches -2 or more notches - or more notches -2 notches

Financial policy (FP; see
section H)

1 {Positive) +1 notchif M&Gis at +1notchif M&Gisat +1notchif liquidityis atleast  +1 notch if liquidity is at least
least satisfactory least satisfactory adequate and M&G is at least  adequate and M&G is at least
satisfactory satisfactory
Z (Neutral) 0 notches 0 notches 0 notches 0 notches
3 (Negative) -1 to -3 notches(1) -1to-3 notches(1) +1to -2 notches(1) +1 notch
4 (F5-4, F5-5, F§-6, F§-6 N/A(2) N/A(2) N/A(2) N/A(2)
[minus])
Liquidity (see section I)
1 {(Exceptional) 0 notches 0 notches 0 notches +1 notch if FP is positive,
neutral, FS-4, or FS-5 (3)
2 (Strong) 0 notches 0 notches 0 notches +1 notch if FP is positive,
neutral, FS-4, or FS-5 (3)
3 (Adequate) 0 notches 0 notches 0 notches 0 notches
4 (Less than adequate [4]) N/A N/A 1 notch(5) 0 notches
5 {Weak) N/A N/A N/A ‘b-' cap on SACP
Management and
governance (M&G; see
section J)
1{Streng) 0 notches 0 notches 0. +1 notches(6) 0, +1 notches(6)
2 (Satisfactory) 0 notches 0 notches 0 notches 0 notches
3 (Fair) -1 notch 0 notches 0 notches 0 notches
4 (Weak) -2 or more notches(7) -2 or more notches(7) -1 or more notches(7) -1 or more notches{7)

{1) Number of notches d

only if we expect liquidity to remain exceptional or strong. (4) See

on jalinci

leverage. (2) See “A

ing Financial Policy,” section H.2. {3) Additional notch applies

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT

d A pti Liquidity Descriptors For Global Corporate
Issuers,” published Nov. 19. 2013. SACP is capped at 'bb+.’ (5) If issuer SACP is 'bb+" due to cap, there is no fusther notching. {6) This adjustment
is one notch if we have not already captured benefits of strong management and governance in the analysis of the issuer’s competitive position.
{7) Number of notches depends upon the degree of negative effect to the enterprise’s risk profile.
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Example: How Remaining Modifiers Can Change The Anchor

- e s,
ﬂ
o i
e a- 3~ a- 8 '
L b 3
bbb+
Anchor® Capital Financial Liquidity Afanagement Final
structure policy and govemance anchor

“Aiee oeustng lor chversicalon/pifi'm etfest Seo paragrogh 31,

Our analysis of a firm's capital structure assesses risks in the firm's capital structure that may not arise in the review of
its cash flow/leverage. Theserisks include the currency risk of debt, debt maturity profile, interest rate risk of debt, and
an investments subfactor. We assess a corporate issuer's capital structure on a scale of 1, very positive; 2, positive; 3,
neutral; 4, negative; and 5, very negative. The full treatment of capital structure is the subject of section G.

Financial policy serves to refine the view of a company's risks beyond the conclusions arising from the standard
assumptions in the cash flow/leverage, capital structure, and liquidity analyses. Those assumptions do not always
reflect or adequately capture the long-term risks of a firm's financial policy. The financial policy assessment is,
therefore, a measure of the degree to which owner/managerial decision-making can affect the predictability of a
company's financial risk profile. We assess financial policy as 1) positive, 2) neutral, 3) negative, or as being owned by
a financial sponsor. We further identify financial sponsor-owned companies as "FS-4", "FS-5", "FS-6", or "FS-6 (minus)."
The full treatment of financial policy analysis is the subject of section H.

Our assessment of liquidity focuses on the monetary flows—the sources and uses of cash--that are the key indicators of
a company's liquidity cushion. The analysis also assesses the potential for a company to breach covenant tests tied to
declines in earnings before interest, taxes, depreciation, and amortization (EBITDA). The methodology incorporates a
qualitative analysis that addresses such factors as the ability to absorb high-impact, low-probability events, the nature
of bank relationships, the level of standing in credit markets, and the degree of prudence ofthe company's financial
risk management. The liquidity assessments are 1, exceptional; 2, strong; 3, adequate; 4, less than adequate; and 5,
weak. An SACP is capped at'bb+* for issuers whose liquidity is less than adequate and 'b-' for issuers whose liquidity is
weak, regardless of the assessment of any modifiers or comparable ratings analysis. (For the complete methodology on
assessing corporate issuers' liquidity, see “Methodology And Assumptions: Liquidity Descriptors For Global Corporate
Issuers.” published Nov. 19, 2013.)

The analysis of management and governance addresses how management's strategic competence, organizational
effectiveness, risk management, and governance practices shape the company's competitiveness in the marketplace,
the strength of its financial risk management, and the robustness of its governance. The range of management and
governance assessments is: 1, strong; 2, satisfactory; 3, fair; and 4, weak. Typically, investment-grade anchor outcomes
reflect strong or satisfactory management and governance, so there is no incremental benefit. Alternatively, a fair or
weak assessment of management and governance can lead to a lower anchor. Also, a strong assessment for
management and governance for a weaker entity is viewed as a favorable factor, underthe criteria, and can have a

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT NOVEMBER 18, 2013 11
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positive impact on the final SACP outcome. For the full treatment of management and governance, see "Methodology:
Management And Governance Credit Factors For Corporate Entities And Insurers,” published Nov. 13, 2012.

5. Comparable ratings analysis

The anchor, after adjusting for the modifiers, could change one notch up or down in order to arrive at an issuer’s SACP
based on our comparable ratings analysis, which is a holistic review of a company's stand-alone credit risk profile, in
which we evaluate an issuer's credit characteristics in aggregate. A positive assessment leads to a one-notch
improvement, a negative assessment leads to a one-notch reduction, and a neutral assessment indicates no change to
the anchor. The application of comparable ratings analysis reflects the need to ‘fine-tune’ ratings outcomes, even after
the use of each of the other modifiers. A positive or negative assessment is therefore likely to be common rather than
exceptional.

B. Industry Risk

The analysis of industry risk addresses the major factors that Standard & Poor's believes affect the risks that entities
face in their respective industries. (See "Methodology: Industry Risk,” published Nov. 19, 2013.)

C. Country Risk

The analysis of country risk addresses the major factors that Standard & Poor’s believes affect the country where
entities operate. Country risks, which include economic, institutional and governance effectiveness, financial system,
and payment culture/rule of law risks, influence overall credit risks for every rated corporate entity. (See "Country Risk
Assessment Methodology And Assumptions,” published Nov. 19, 2013.)

1. Assessing country risk for corporate issuers

The following paragraphs explain how the criteria determine the country risk assessment for a corporate entity Once
it's determined, we combine the country risk assessment with the issuer's industry risk assessment to calculate the
issuer's CICRA (see section A, table 1). The CICRA is one of the factors of the issuer’s business risk profile. If an issuer
has very low to intermediate exposure to country risk, as represented by a country risk assessment of 1, 2, or 3,
country risk is neutral to an issuer’'s CICRA. But if an issuer has moderately high to very high exposure to country risk,
as represented by a country risk assessment of 4, 5, or 6, the issuer's CICRA could be influenced by its country risk
assessment.

Corporate entities operating within a single country will receive a country risk assessment for that jurisdiction. For
entities with exposure to more than one country, the criteria prospectively measure the proportion of exposure to each
country based on forecasted EBITDA, revenues, or fixed assets, or other appropriate financial measures if EBITDA,
revenue, or fixed assets do not accurately reflect the exposure to that jurisdiction.

Arriving ata company’s blended country risk assessment involves multiplying its weighted-average exposures for each
country by each country's risk assessment and then adding those numbers. For the weighted-average calculation, the

criteria consider countries where the company generates more than 5% of its sales or where more than 5% of its fixed
assets are located, and all weightings are rounded to the nearest 5% before averaging. We round the assessment to the

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT NOVEMBER 19, 2013 12
1218904 | 300023050

Page 12 of 78

1622



44

45

46

47

SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195
CEP 17-15, Attachment 1

Criteria | Corporates | General: Corporate Methodology

nearest integer, so a weighted assessment of 2.2 rounds to 2, and a weighted assessment of 2.6 rounds to 3 (see table
6).

Weighting (% of Weighted country
Country business*) Country risk§ risk
Country A 45 H 045
Country B 20 2 0.4
Country C 15 1 0.15
Country D 10 4 04
Country E 10 2 02
Weighted-average country risk assessment {rounded to the - - 2
nearest whole number)
*Using EBITDA, revenues, fixed assets, or other fi ial as appropriate. §On a scale from 1-6, lowest to highest risk.

A weak link approach, which helps us calculate a blended country risk assessment for companies with exposure to
more than one country, works as follows: If fixed assets are based in a higher-risk country but products are exported to
a lower-risk country, the company's expasure would be to the higher-risk country. Similarly, if fixed assets are based in
a lower-risk country but export revenues are generated from a higher-risk country and cannot be easily redirected
elsewhere, we measure exposure to the higher-risk country, If a company's supplier is located in a higher-risk country,
and its supply needs cannot be easily redirected elsewhere, we measure exposure to the higher-risk country,
Conversely, if the supply chain can be re-sourced easily to another country, we would not measure exposure to the
higher risk country.

Country risk can be mitigated for acompany located in a single jurisdiction in the following narrow case. For a
company that exports the majority of its products overseas and has no direct exposure to a country's banking system
that would affect its funding, debt servicing, liquidity, or ability to transfer payments from or to its key counterparties,
we could reduce the country risk assessment by one category (e.g., 5 to 4) to determine the adjusted country risk
assessment. This would only apply for countries where we considered the financial system risk subfactor a constraint
on the overall country risk assessment for that country, For such a company, other country risks are not mitigated:
Economic risk still applies, albeit less of a risk than for a company that sells domestically (potential currency volatility
remains a risk for exporters); institutional and governance effectiveness risk still applies (political risk may place assets
at risk); and payment culture/rule of law risk still applies (legal risks may place assets and cross-border contracts at
risk).

Companies will often disclose aggregated information for blocks of countries, rather than disclosing individual country
information. If the information we need to estimate exposure for all countries is not available, we use regional risk
assessments. Regional risk assessments are calculated as averages of the unadjusted country risk assessments,
weighted by gross domestic product of each country in a defined region. The criteria assess regional risk on a 1-6 scale
(strongest to weakest). Please see Appendix A, Table 26, which lists the constituent countries of the regions.

If an issuer does not disclose its country-level exposure or regional-level exposure, individual country risk exposures or
regional exposures will be estimated.

WWW . STANDARDANDPOORS.COM/RATINGSDIRECT NOVEMBER 19, 2013 13
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2. Adjusting the country risk assessment for diversity

‘We will adjust the country risk assessment for a company that operates in multiple jurisdictions and demonstrates a
high degree of diversity of country risk exposures. As a result of this diversification, the company could have less
exposure to country risk than the rounded weighted average of its exposures might indicate. Accordingly, the country
risk assessment for a corporate entity could be adjusted if an issuer meets the conditions outlined in paragraph 49.

The preliminary country risk assessment is raised by one category to reflect diversity if all of the following four

conditions are met:

If the company's head office, as defined in paragraph 51, is located in a country with a risk assessment stronger than
the preliminary country risk assessment;

If no country, with a country risk assessment equal to or weaker than the company's preliminary country risk
assessment, represents or is expected to represent more than 20% of revenues, EBITDA, fixed assets, or other
appropriate financial measures;

If the company is primarily funded at the holding level, or through a finance subsidiary in a similar or stronger
country risk environment than the holding company, or if any local funding could be very rapidly substituted at the
holding level; and

« If the company's industry risk assessment is '4' or stronger.

The country risk assessment for companies that have 75% or more exposure to one jurisdiction cannot be improved
and will, in most instances, equal the country risk assessment of that jurisdiction. But the country risk assessment for
companies that have 75% or more exposure to one jurisdiction can be weakened if the balance of exposure is to higher
risk jurisdictions.

‘We consider the location of a corporate head office relevant to overall risk exposure because it influences the
perception of a company and its reputation—and can affect the company's access to capital. We determine the location
of the head office on the basis of ‘de facto’ head office operations rather than just considering the jurisdiction of
incorporation or stock market listing for public companies. De facto head office operations refers to the country where
executive management and centralized high-level corporate activities occur, including strategic planning and capital
raising. If such activities occur in different countries, we take the weakest country risk assessment applicable for the
countries in which those activities take place.

D. Competitive Position

Competitive position encompasses company-specific factors that can add to, or partly offset. industry risk and country
risk—the two other major factors of a company's business risk profile.

Competitive position takes into account a company's: 1) competitive advantage, 2) scale, scope, and diversity, 3)
operating efficiency, and 4) profitability. A company's strengths and weaknesses on the first three components shape
its competitiveness in the marketplace and the sustainability or vulnerability of its revenues and profit. Profitability can
either confirm our initial assessment of competitive position or modify it, positively or negatively A
stronger-than-industry-average set of competitive position characteristics will strengthen a company's business risk
profile. Conversely, a weaker-than-industry-average set of competitive position characteristics will weaken a
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company's business risk profile.

These criteria describe how we develop a competitive position assessment. They provide guidance on how we assess
each component based on a number of subfactors. The criteria define the weighting rules applied to derive a
preliminary competitive position assessment. And they outline how this preliminary assessment can be maintained,
raised, or lowered based on a company's profitability. Standard & Poor's competitive position analysis is both
qualitative and quantitative.

1. The components of competitive position
A company's competitive position assessment can be: 1, excellent; 2, strong; 3, satisfactory; 4, fair; 5, weak; or 6,
vulnerable.

The analysis of competitive position includes a review of:

o Competitive advantage;

o Scale, scope, and diversity;
» Operating efficiency; and
o Profitability.

We follow four steps to arrive at the competitive position assessment. First, we separately assess competitive
advantage; scale, scope, and diversity; and operating efficiency (excluding any benefits or risks already captured in the
issuer's CICRA assessment). Second, we apply weighting factors to these three components to derive a
weighted-average assessment that translates into a preliminary competitive position assessment. Third, we assess
profitability. Finally, we combine the preliminary competitive position assessment and the profitability assessment to
determine the final competitive position assessment. Profitability can confirm, or influence positively or negatively, the

competitive position assessment.

We assess the relative strength of each of the first three components by reviewing a variety of subfactors (see table 7).
When quantitative metrics are relevant and available, we use them to evaluate these subfactors. However, our overall
assessment of each component is qualitative. Our evaluation is forward-looking; we use historical data only to the

extent that they provide insight into future trends.

We evaluate profitability by assessing two subcomponents: level of profitability (measured by historical and projected
nominal levels of return on capital, EBITDA margin, and/or sector-specific metrics) and volatility of profitability
(measured by historically observed and expected fluctuations in EBITDA, return on capital, EBITDA margin, or sector
specific metrics). We assess both subcomponents in the context of the company's industry.
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Companent Explandtian Subfactors

1, Competitive advantage The strategic poutioningand ~ » Strategy

{se2 Appendix B, section 1) attractiveness to customersof o pufferentlation/! product
a campany’s products or positioning/bundiing
services, and the fragitity or §
Sustainability f its business » Brand reputation and marketing
model » Product and/or service quality

= Banders to entey and customers' switching
costs

= Technological stvantage and capabllities
and winerabiiity to/abilily todrve
technological displacement

* Asset base characteristics

The concentration of
diversification o f teisiness
acthaties

2.5cale, scope, and divessRy
[see Appendx B, section 2}

= Diversity of products o services
» Geographic dversity

® Volumes, size of markets and revenuas,
and magiet share

= Maturity of products or services

The quality and Nexibility of a
company’s asset base and Its

3. Operating efliclency (see
Appendix B, section 3)

= Cost structure
& Manufacturing processes

cost management and
» Working capital
struchue management
» Technology
4, Profitability o Level of profitability (h d

ical and
retum on capital, EBITDA marpin, ond/or
sector-relevant measure}
* Volatisty of profitability

© Standand & Poor's 2013.

2. Assessing competitive advantage, scale, scope, and diversity, and operating efficiency

We assess competitive advantage; scale, scope, and diversity; and operating efficiency as: 1, strong; 2,

strong/adequate; 3, adequate:; 4, adequate/weak; or 5. weak Tables 8, 9, and 10 provide guidance for assessing each

component.

In assessing the components’ relative strength, we place significant emphasis on comparative analysis Peer

comparisons provide context for evaluating the subfactors and the resulting component assessment. We review

company-specific characteristics in the context of the company's industry, not just its narrower subsector. (See list of
industries and subsectors in Appendix B, table 27.) For example, when evaluating an airline, we will benchmark the
assessment against peers in the broader transportation-cyclical industry (including the marine and trucking
subsectors), and not just against other airlines. Likewise, we will compare a home furnishing manufacturer with other
companies in the consumer durables industry, including makers of appliances or leisure products. We might
occasionally extend the comparison to other industries if, for instance, a company’s business lines cross several
industries, or if there are a limited number of rated peers in an industry, subsector, or region.
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An assessment of strong means that the company’s strengths on that component outweigh its weaknesses, and that the
combination of relevant subfactors results in lower-than-average business riskin the industry. An assessment of
adequate means that the company's strengths and weaknesses with respect to that component are balanced and that
the relevant subfactors add up to average business risk in the industry. A weak assessment means that the company's
weaknesses on that component override any strengths and that its subfactors, in total, reveal higher-than-average
business risk in the industry.

Where a component is not clearly strong or adequate, we may assess it as strong/adequate. A component that is not
clearly adequate or weak may end up as adequate/weak.

Although we review each subfactor, we don't assess each individually--and we seek to understand how they may
reinforce or weaken each other. A component's assessment combines the relative strengths and importance of its
subfactors. For any company, one or more subfactors can be unusually important—even factors that aren't common in
the industry. Industry KCF articlesidentify subfactors that are consistently more important, or happen not to be

relevant, in a given industry.

Not all subfactors may be equally important, and a single one's strength or weakness may outweigh all the others. For
example, if notwithstanding a track record of successful product launches and its strong brand equity, a company's
strategy doesn't appear adaptable, in our view, to changing competitive dynamics in the industry, we will likely not
assess its competitive advantage as strong. Similarly, if its revenues came disproportionately from a narrow product
line, we might view this as compounding its risk of exposure to a small geographic market and, thus, assess its scale,
scope, and diversity component as weak.

From time to time companies will, as a result of shifting industry dynamics or strategies, expand or shrink their
product or service lineups, alter their cost structures, encounter new competition, or have to adapt to new regulatory
environments. In such instances, we will reevaluate all relevant subfactors (and component assessments).
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Table B

Qualifier What it means Guidance

Strong  The company has a majar competht + The company's business strategy is highly consistent with, snd
advamage due toane or 3 scaptable 10, industry tremcs and concitions and supparts ks
combination of facoors that mppans lesdership in the marketplace,
revenue and profiz growth, + It consi develo ps and markets well-ditferentiated
with lower-than-average volatihity of products or services, al[gm products with market demand, and
profits. enhances the atiractiveness or uniqueness of [ts value

o There are sirong prospects that the proposition thiough bundiing.
company &n sustain this advantage (g superior track record of woduﬁ dcvulopmem. service
over the long term, quality, snd and tits
» ‘This should enatile tha compsny to abiity ta maintain or improve It market share,

withstand economicdowntums and o5 products or services command a clear price premium
competitive and technological threats rolative to its compentors’ thanks 1o fts brand equity,

betterthanis competttors c2n. technological leadership, or gualtty of service: it ls able to

* Any weaknesses in one or more sustain this advantage with [nnovation and effective
subfactors are more than offset by marketing.
strengths n °""': wblamm_that + It benefits from barriers to entry from regulation, market
produce and p characteristics, or Intrinsic benefits {such a5 patents,
revenue growth, ™ ] that effectively reduce

the threat of new competition.
It has demonstrated a counitment and ability to effectively

reimvest in its asset base, as evidenced by a coatinuon
pipefine of new products and/or Imp vnvzmrm In iny

i such as lo

distribution, and supplier relations. These tangible and
intangible assets suppart long term prospecis ol sstainable
and profitable growth,

Adequate o The company has some competitive  « The company's strategy Is well adapted to maiketplace

advantages. but not so large as to conditions, but it I3 not necessardy a leader in setting
create a superior bisiness model or industry tiends,
d““'b'h benefit compared toits « It exhibits nenthes superior nar subpar atulities with respect
peers’, to product or service differentiation and positioning.

o It has some but not all drivers of + 1ts products ¢ dnoprice of
competitiveness, Certain factors relative 10 competing brands as a result of Its brand equity

support t he business’ iong-term
viability and should resuit in avernge
prohtability and average profit

or |ts tachnological positioning.
« It may enjoy some barriess 10 entry that provide some

volatility during recessions or defense 332inst competitors bu! don't overpower them, it
periods of increased competition. faces some nsk of product/service displacement or
However, these drivers are partialyy  substitistion longer term,

offset by the company’s « Its metncs of product o service quality and customer
disadvantages or lack of satisfaction or retention are in line with rts industry’s
sustainability of other factars, average. The company could lase customers to

competitors IF It makes operational missteps.

- Its asset profile does not exhibit particularly supesior or
infencr characteristics compared to other industry
pankipants, These assets generate consistent revenue
and prolit growth aithaugh long term prospects are
subiect to some uncestainty.
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Weak « The company has few, if any, « The company’s strategy is
competitive advantages and a dapted o, marketplace trends and
number of competitive « Tharalis evi of tittle i
disadvantages. daveloping and marketing new products, an inability to
+ Becausethe company lacks many ralse prices, and/or [neftective bundling.

ompetitive advantages, its long- « lts products generally enjoy no pnce premium relative to
term prospects are uncestain, and its competing brands and it often has to sell its prodicts at 3

ducts or services to be less valuable thanthose ot its

profil volatility Is likely tobe higher kwer price than its peers can command.
than average for its industry, .
» The company is less likely than its due ta falling quality and because customers perceive its
P 10 withstand :
campetitive, or techaological amnpetitors.
threats.

.

Alternatively, the company has
weaknesses in one of more
subfactors that could keep its term.
profitability below average and its
profit volatility abave average during

tthas suffered oris at risk of sulfering customer defections

its revenues and market shaces are vulnerable to
aggressive pricing by enisting or new competitors or to
technological displacement risks over the near to medium

|ts metrics of product or sarvice quality and customer
satisfaction or retention are weaker than theindustry

economic downtums or pesiods of average.
increased compaetition, R §

+ itsrelnvestment in its business is lower thanits paers’, its
ability 10 retain operational talent & limited, ies
distribution network Isinefficient, and its revenue could
stagnate ordecline as result.

@ standard & Pour's 2013.
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Qualifler  What it means Guidance

Strong - Thecompany's averall scale, scope,  « The company’s range of praducts or services is ainong the

and diversity supgorts stable mast comprehenswve In its secto. It derives its revenue
d profi dering it and proflts from a broaderset of products or services than
essentially Invuinerable to afibut the industry average.
the most disrupth of . Its products and services enjoy industry leading market
adverse factors, events, or trends. shares relative 1o othes pasticipants in Its industry,
+ Nssignificant advantagesin scale, + 1t does not rely on a particular customes or small group of

scope. anddiversity enableit to customers. if i does, the customer{s) Is/are of highcredit

withstand economic, regional,
competitive, and technological
threats better than its competitors
an,

quality, their demind is highly sustalnable, or the
com@ary and its customer(s) have significant
Interdependence.

It does not depend on any particular supplier of retated
group of suppliers thatit could not easily replace, If it
does, the supplier(s) is/are of high credit quality, orthe
compary 2nd its supplier{s} have significant
interdependznce.

It anjoys broader geographic dmersity than s peers and
doesn’t overly depend on a single regional or focal market.
If it does, the market Is loc2), often for regulatory reasons.
The company’s production or service centers are
diversifled across severa) locatlons,

1t holds a strategic investment that provedes positive
business diversification,

Adequate « The company’s ovesall scale, scope,

The company has a broad range of products or services

and diversity is comparable to its compared with its competitoss and do2<n’t depend ona
peers, partlcular product or service for the majorlty of its

« lts abllity to withstand economec, revenues and profils,
competitive, or technological + Its market share is average compared with that of its

threats is comparable to the ability competltors.
of others within its sector.

. Its o d onaor ation of key isno
higher than the industry average, and the loss of a top
customer would be unlikely to pose a high risk to its
business stability.

« It isn't overiy dependent on any supplier or regional group
of suppllees that it coutdn’t easily replace.

- It doesn't depend excessively ona single local or regionat
market, and its gecgraphic footprint of production and
revenue compares with the! of other industry participants.
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Weak « The company’s lack of scale, scope, « The company’s product or service kneup s somewhat

and diversity compromises the limited compared to those of Its sector peers. The

stability and sustainability of its company derives 1ts proflts from a narrowgroup of

revenues and profits. products or services, and has not achieved significant
+ The company’s vulnerabilty to, or market share compared with Its peers.

reliance on, variaus elements of « Demand for its products or services is kower than for its

scale, stope, and diversity leaves It competitors’, and this trend (sn't improving.

less likelythanits competitors to . it relies heavily an a particular customer or small group of

hstand petitive, or and the characteristics of the custamer base

technalogical threats. da not mitigate this nisk,

it depends on a particidar supplier or group of suppllers,
which it would not be able to easily replace withaut
Incurring high switching costs.

It depends disproportionately on asingle locl or regyanal
economy for selling its goods or services, and the
company's Industry is global.

Key production assets are concentrated by location, and
the comparry has limited ability to quickly replace them
without Incurring Mgh costs relalove to Its profits.

.

© Suandard & Poor's 2013.

Table 10

Operating Efficiency Assessment

Qualifier __What h means d

Strong » The i « The pany has a lower cost strecture than its peers
and profits wa intelligent use of resulting in higher profits or margins even If capaxily
assets and by osts and { d d are well betow ideal levels and
Increasing efficiency. duting down economic and Industry cydes,

+ The company’s coststructure should .+ |t has demonstrated is ability to effiventiy manage fued
enableit to withstand econamic and variable costs In cyclical downtums, and has a history
downturns belter thanits peen, of successfut and often ongoing cost reductions programs.

1ts eapacity utilization is dose to optimal at the peak ol the

industry cycle and outperforms the [ndustry average over
the cycle,

tt has demonstrated that [t can pass along increases in

input cDSts and we expect this will continue

1t has a very high abiity to adjust produxtion and labor

costs in response to changesin demand without

reper cussions for product quality, or has demonstrated
the abllity to operate vesy profitably [n a more costly or
less flexibie labor enviranment.

its suppliers have demonstrated an abifity to meet swings

In demand without causing bottlenecks or quality issues.
and can absorb all but the maost severe supply chaln
disruptions,

1t has superior working capstal management, as evidenced

by a consistently better-than.average “cash conversion
cycle” and other working capital metrics, supporting
higher cash fiow and kower funding costs.

Hslnvestments in tachnotogy are iikely to increase revenue

growth and for Improve its cost structure and operating
efficiency.

.
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The company has demonstrai ed the ability to manage
some fized and mast variable costs except during pericds
of ly weak d d, and h history of
cutting costs in goed and bad times.

{ts cost strutture permits some peofitability even if capadity
utiization or customer demand is well below ideal levels,
The company can at least bregk even dunng most of the
industry/demand cyde.

Its cost struttureis in line with its peers’, For example, its
selling, general, and administrative {SGBA) zwpense a5 a
percent of reventre Is similar 10 its peers’ and is lkely to be
stable,
it has demonstrated an ability to adiust labor costs in most
scenarios without hurting product cutput and quality, or
can operdle profitabllityin 3 more costly or less flexible
{abor enviranment; {1 has some success passing on input
cost inreases, although parhaps only partiaily or with
time lag.
its suppliers have met typical swings in demand withaut
causing widespraad bottlenecks or quahty issues, and the
company has some capacity to withstand limited supply
chain disruptions.
1t has good working capital management, ewdenced by its
cash conversion cycle and working capital metrics that are
on par with its peers’,
its investments in technolagy are kikely to helpit at least
maintain its cost structure and current level of operatbiy
efficiency_

weak + Thecompany's operating efficiency

teaves it with lower

» The company's cost structure penmits berter than-marginal
bility only if capacity utillzation is at the top of the

than its peers’ due to lower asset
utifization and/or a higher, less
flexible cost structure.

cyele or during periods of strong demand. The coampany
needs solid and | dustry cond! tog
tair profitability.

It has limited success or capability of managing fired costs
and even most typically varizble costs are flxed in the next
twoto three years,

It has a limited track retord of successful cost reductions,
such as reducing labor costs inthe face of swings in
demand, orit has imited ablity to pass along Increases in
input costs.

1ts costs are higher than its peers”. For example, the
company’s SGBA expense as a percent of revenue is above
that of ts peers, and ety to remain so.

its suppliers may face battlenecks or quality issuesin the
event of madest swings in demand, or have imited
technological capabulities. There is evidence thal a limited
supgly chain disrupt:on woutd make it difficult for

liegs tomeet their | tothe pany

1ts warking capital Is weak, 3y evid d by
working capital metrics that are significantly worse than
those of its peers, resulting in lower cash flow and higher
funding costs.

1tlacksinvestments in technology, which could huet is
revene growth and/or result in a higher cost structure
and less efficlent operations relative to its peers’,

4 Stantard & Poor's 2012

WWW.STANDARDANDPOORS,.COM/RATINGSDIRECT

NOVEMBER 18, 2013 22
1218904 } 300023050

1632



SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195

CEP 17-15, Attachment 1

Page 23 of 78

Criteria | Corporates | General: Corporate Methodology

3. Determining the preliminary competitive position assessment: Competitive position group profile
and category weightings

67

After assessing competitive advantage; scale, scope, and diversity, and operating efficiency, we determine a company's

preliminary competitive position assessment by ascribing a specific weight to each component. The weightings depend

on the company's Competitive Position Group Profile (CPGP).

68 There are six possible CPGPs: 1) services and product focus, 2) product focus/scale driven, 3) capital or asset focus, 4)

commodity focus/cost driven, 5) commodity focus/scale driven, and 6) national industry and utilities (see table 11 for

definitions and characteristics).

Table 11

Definition and characteristics

Servicesand
productiocus

Brands, product quality or technology, and service reputation are

typically key differentiating factors for competing in the industry.

Capital intensity is typically low to moderate, although supporting
the brand often requires ongoing reinvestment in the asset base.

Examples

Typically, these are companies in consumer-facing light
fe ing or service industri include

branded drug ers, panies, and

packaged food.

Product
focus/scale
driven

Product and geographic diversity, as well as scale and market
position are key differentiating factors. Sophisticated technology
and stiingent quality controls heighten risk of product
concentration. Product preferences or sales relationships are more
important than branding or pricing. Cost structure is relatively
unimportant

The sector most applicable is medical
device/equipment manufacturers, particularly at the
higher end of the technology scale. These companies
largely sell through intermediaries. as opposed to
directly to the consumer

Capital or asset

Sizable capital i are generally required to sustain market

Heavy manufacturing industiies typically fall into this

focus position in the industry. Brand identification is of limited category. Examples include telecom infrastructure
importance. although product and service quality often remain and icond makers
differentiating factors.
Commodity Cost position and efficiency of production assets are more Typically. these are companies that manufacture
focus/cost important than size, scope, and diversification. Brand identification  products from natural resources that are used as raw
driven is of limited importance materials by other industries. Examples include forest
and paper products companies that harvest timber or
produce pulp, packaging paper, or wood products.
Commodity Pure commodity companies have little product differentiation, and ~ Examples range from pure commeodity producers and
focus/scale tend to compete on price and availability. Where present, brand most oil and gas upstream producers, to some
driven ition or product diffe are dary orof less producers with modest product or brand differentiation,
importance such as commadity foods.
National Government policy or control, regulation, and taxation and tariff An ple is a water-utility in an
industries and policies significantly affect the competitive dynamics of the industry  market.
utilities (see paragraphs 72-73).

69 The nature of competition and key success factors are generally prescribed by industry characteristics, but vary by

company. Where service, product quality, or brand equity are important competitive factors, we'll give the competitive

advantage component of our overall assessment a higher weighting. Conversely, if the company produces a

commodity product, differentiation comes less into play, and we will more heavily weight scale, scope, and diversity as

well as operating efficiency (see table 12).
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Table 12
| ‘CompetitiverRosition: Group ‘Profilesi(CPGEs) AndiCategory Weightings
~{%)~
Component Product Commodity National
Services and  focus/scale Capital or  Commodity focus/scale industries and
product focus driven asset focus focus/cost driven driven utilities
1. Competitive 45 35 30 15 10 60
advantage
2 Scale, scope, and 30 S0 30 35 55 20
diversity
3. Operating efficiency 25 15 40 S0 35 20
Total 100 100 100 100 100 100
Weighted-average 1.0-50 1.0-50 10-50 10-50 1.0.50 1.0-5.0
assessment*

*1 (strong). 2 (strong/adequate), 3 {adequate}, 4 {adequate/weak), § (weak).

70 We place each of the defined industries (see Appendix B, table 27} into one of the six CPGPs (see above and Appendix

?

72

73

B, table 27). This is merely a starting point for the analysis, since we recognize that some industries are less
homogenous than others, and that company-specific strategies do affect the basis of competition.

In fact, the criteria allow for flexibility in selecting a company’s group profile (with its category weightings). Reasons for
selecting a profile different than the one suggested in the guidance table could include:

o The industry is heterogeneous, meaning that the nature of competition differs from one subsector to the next, and
possibly even within subsectors. The KCF article for the industry will identify such circumstances.
* A company’s strategy could affect the relative importance of its key factors of competition.

For example, the standard CPGP for the telecom and cable industry is services and product focus. While this may be
an appropriate group profilefor carriers and service providers, an infrastructure provider may be better analyzed under
the capital or asset focus group profile. Other examples: In the capital goods industry, a construction equipment rental
company may be analyzed under the capital or asset focus group profile, owing to the importance of efficiently
managing the capital spending cycle in this segment of the industry, whereas a provider of hardware, software, and
services for industrial automation might be analyzed under the services and product focus group profile, if we believe it
can achieve differentiation in the marketplace based on product performance, technology innovation, and service.

In some industries, the effects of government policy, regulation, government control, and taxation and tariff policies
can significantly alter the competitive dynamics, depending on the country in which a company operates. That can
alter our assessment of a company’s competitive advantage; scale, size, and diversity; or operating efficiency. When
industries in given countries have risks that differ materially fromthose captured in our global industry risk profile and
assessment (see "Methodology: Industry Risk,” published Nov. 19, 2013, section B), we will weight competitive
advantage more heavily to capture the effect, positive or negative, on competitive dynamics. The assessment of
competitive advantage; scale, size, and diversity; and operating efficiency will reflect advantages or disadvantages
based on these national industry risk factors. Table 13 identifies the circumstances under which national industry risk
factors are positive or negative.
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Natioral industry risk factors are positive . poliey Includi ) hip, and taxation is
supporilve and has ygood triack record of mitigating risks to the
stabatity of indusiry margmns.

* Any governvment ownership, tariff, and taxation policy supports
growth prospect s for revenues and profit generation.

There k very little discernibie nsk of negative poficy, regulatory,

ownership, or taxation changes that could threaten business
stability.

National industry nsk factars ate neg o policy and regul has a weaktrack recoed of
statulzing margins and reducing industry risks.

Any government ownership tariff, and taxation pohcy
undermine growth prospects for revenues and profit
generation

There is an intreasing risk of negative policy, ownership, and
taxation changes that could undermine industry stability.

© Standard & Foor's 2013.

When national industry risk factors are positive for a company, typically they support revenue growth, profit growth,
higher EBITDA margins, and/or lower-than-average volatility of profits. Often, these benefits provide barriers to entry
that impede or even bar new market entrants, which should be reflected in the competitive advantage assessment.
These benefits may also include risk mitigants that enable a company to withstand economic downturms and
competitive and technological threats better initslocal markets than its global competitors can. The scale, scope, and
diversity assessment might also benefit from these policies if the company is able to withstand economic, regional,
competitive, and technological threats better than its global competitors can. Likewise, the company's operating
efficiency assessment may improve if, as a result, it is better able than its global competitors to withstand economic

downturns, taking into account its cost structure.

Conversely, when national industry risk factors are negative for a company, typically they detract from revenue growth
and profit growth, shrink EBITDA margins, and/or increase the average volatility of profits. The company may also
have less protection against economic downturns and competitive and technological threats within its local markets
than its global competitors do. We may also adjust the company's scale, scope, and diversity assessment lower if, as a
result of these policies, it is less able to withstand economic, regional, competitive, and technological threats than its
global competitors can. Likewise, we may adjust its operating efficiency assessment lower if, as a result of these
policies, it is less able to withstand economic downturns, taking into account the company’s cost structure.

An example of when we might use a national industry risk factor would be for a telecommunications network owner
that benefits from a monopoly network position, supported by substantial capital barriers to entry, and as a result is
subject to regulated pricing for its services. Accordingly, in contrast to a typical telecommunications company, our
analysis of the company’s competitive position would focus more heavily on the monopoly nature of its operations, as
well as the nature and reliability of the operator's regulatory framework in supporting future revenue and earnings. If
we viewed the regulatory framework as being supportive of the group's future earnings stability, and we considered its
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monopoly position to be sustainable, we would assess these national industry risk factors as positive in our assessment

of the group’s competitive position.

The weighted average assessment translates into the preliminary competitive position assessment on a scale of 1 to 6,
where one is best. Table 14 describes the matrix we use to translate the weighted average assessment of the three

components into the preliminary competitive position assessment.

Table 14
“Trarslatior: Table Eor:Coiivertinig Weighted:Average: Asseéssmeiits Tnto Préliminary Competitive R

| Assessinerits

~Weighted average assessment range y petitive position
1.00-~ 1.50
>1.50~225
;5 ~300
>3.00-375
>3.75-450

>4 50 -5.00

mu.:.wu-—-q‘

4. Assessing profitability
We assess profitability on the same scale of 1 to 6 as the competitive position assessment.

The profitability assessment consists of two subcomponents: level of profitability and the volatility of profitability,
which we assess separately. We use a matrix to combine these into the final profitability assessment.

a) Level of profitability

The level of profitability is assessed in the context of the company's industry. We most commonly measure
profitability using return on capital (ROC) and EBITDA margins, but we may also use sector-specific ratios.
Importantly, as with the other components of competitive position, we review profitability in the context of the
industry in which the company operates, not just in its narrower subsector. (See list of industries and subsectors in
Appendix B, table 27.)

We assess level of profitability on a three-point scale: above average, average, and below average. Industry KCF
articles may establish numeric guidance, for instance by stating that an ROC above 12% is considered above average,
between 8%-12% is average, and below 8% is below average for the industry, or by differentiating between subsectors
in the industry. In the absence of numeric guidance, we compare a company against its peers across the industry.

We calculate profitability ratios generally based on a five-year average, consisting of two years of historical data, our
projections for the current year (incorporating any reported year-to-date results and estimates for the remainder of the
year), and the next two financial years. There may be situations where we consider longer or shorter historical results
or forecasts, depending on such factors as availability of financials, transformational events (such as mergers or
acquisitions [M&A]), cyclical distortion (such aspeak or bottom ofthe cycle metrics that we do not deem fully
representative of the company’s level of profitability), and we take into account improving or deteriorating trendsin

profitability ratios in our assessment.
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b) Volatility of profitability

We base the volatility of profitability on the standard error of the regression (SER) for a company's historical EBITDA,
EBITDA margins, or return on capital. The KCF articles provide guidance on which measures are most appropriate for
a given industry or set of companies. For each of these measures, we divide the standard error by the average of that
measure over the time period in order to ensure better comparability across companies.

The SER is a statistical measure that is an estimate of the deviation around a 'best fit' linear trend line. We regress the
company's EBITDA, EBITDA margins, or return on capital against time. A key advantage of SER over standard
deviation or coefficient of variation is that it doesn't view upwardly trending data as inherently more volatile. At the
same time, we recognize that SER, like any statistical measure, may understate or overstate expected volatility and
thus we will make qualitative adjustments where appropriate (see paragraphs 86-90). Furthermore, we only calculate
SER when companies have at least seven years of historical annual data and have not significantly changed their line
of business during the timeframe, to ensure that the results are meaningful.

As with the level of profitability, we evaluate a company's SER in the context of its industry group. For most industries,
we establish a six-point scale with 1 capturing the least volatile companies, i.e., those with the lowest SERs, and 6
identifying companies whose profits are most volatile. We have established industry-specific SER parameters using the
most recent seven years of data for companies within each sector. We believe that seven years is generally an
adequate number of years to capture a business cycle. (See Appendix B, section 4 for industry-specific SER
parameters.) For companies whose business segments cross multiple industries, we evaluate the SER in the context of
the organization's most dominant industry--if that industry represents at least two-thirds of the organization's EBITDA,
sales, or other relevant metric. If the company is a conglomerate and no dominant industry can be identified, we will
evaluate its profit volatility in the context of SER guidelines for all nonfinancial companies.

In certain circumstances, the SER derived from historical information may understate--or overstate--expected future
volatility, and we may adjust the assessment downward or upward. The scope of possible adjustments depends on

certain conditions being met as described below.

We might adjust the SER-derived volatility assessment to a worse assessment (i.e,, to a higher assessment for greater
volatility) by up to two categories if the expected level of volatility isn't apparent in historical numbers, and the

company either:

» Has a weighted country risk assessment of 4 or worse, which may, notwithstanding past performance, result in a
less stable business environment going forward;

Operates in a subsector of the industry that may be prone to higher technology or regulation changes, or other
potential disruptive risks that have not emerged over the seven year period;

Is of limited size and scope, which will often result in inherently greater vulnerability to external changes; or

Has pursued material M&A or internal growth projects that obscure the company's underlying performance trend
line. As an example, a company may have consummated an acquisition during the trough of the cycle, masking
what would otherwise be a significant decline in performance.

The choice of one or two categories depends on the degree of likelihood that the related risks will materialize and our

view of thelikely severity of these risks.
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89 Conversely, we may adjust the SER-derived volatility nentto a better nent (i.e,, to a lower assessment

9

92,

93

reflecting lower volatility) by up to two categories if we observe that the conditions historically leading to greater
volatility have receded and are misrepresentative. This will be the case when:

* The company grew at a moderately faster, albeit more uneven, pace relative to the industry. Since we measure
volatility around a linear trend line, a company growing at a constant percentage of moderate increase (relative to
the industry) or an uneven pace (e.g.. due to "lumpy" capital spending programs) could receive a relatively
unfavorable assessment on an unadjusted basis, which would not be reflective of the company's performance in a
steady state. (Alternatively, those companies that grow at a significantly higher-than-average industry rate often do
so on unsustainable rates of growth or by taking on high-risk strategies. Companies with these high-risk growth
strategies would not receive a better assessment and could be adjusted to a worse assessment;)

e The company's geographic, customer, or product diversification has increased in scope as a result of an acquisition
or rapid expansion (e.g. large, long-term contracts wins), leading to more stability in future earnings in our view; or

e The company's business model is undergoing material change that we expect will benefit earnings stability, such as
a new regulatory framework or major technology shift that is expected to provide a significant competitive hedge
and margin protection over time.

The choice of one or two categories depends on the degree of likelihood that the related risks will materialize and our
view of the likely severity of these risks.

If the company either does not have at least seven years of annual data or has materially changed its business lines or
undertaken abnormally high levels of M&A during this time period, then we do not use its SER to assess the volatility
of profitability. In these cases, we use a proxy to establish the volatility assessment. If there is a peer company that has,
and is expected to continue having, very similar profitability volatility characteristics, we use the SER of that peer
entity as a proxy.

If no such matching peer exists, or one cannot be identified with enough confidence, we perform an assessment of
expected volatility based on the following rules:

An assessment of 3 if we expect the company's profitability, supported by available historical evidence, will exhibit a
volatility pattern in line with, or somewhat less volatile than, the industry average.

An assessment of 2 based on our confidence, supported by available historical evidence, that the company will
exhibit lower volatility in profitability metrics than the industry's average. This could be underpinned by some of the
factors listed in paragraph 89, whereas those listed in paragraph 87 would typically not apply.

An assessment of 4 or 5 based on our expectation that profitability metrics will exhibit somewhat higher (4), or
meaningfully higher (5) volatility than the industry, supported by available historical evidence, or because of the
applicability of possible adjustrent factors listed in paragraph 87.

* Assessments of either 1 or 6 are rarely assigned and can only be achieved based on a combination of data evidence
and very high confidence tests. For an assessment of 1, we require strong evidence of minimal volatility in
profitability metrics compared with the industry, supported by at least five years of historical information, combined
with a very high degree of confidence that this will continue in the future, including no country risk, subsector risk or
size considerations that could otherwise warrant a worse assessment as per paragraph 87. For an assessment of 6
we require strong evidence of very high volatility in profitability metrics compared with the industry, supported by
at least five years of historical information and very high confidence that this will continue in the future.

Next, we combine the level of profitability assessment with the volatility assessment to determine the final profitability
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assessment using the matrix in Table 15.

Table 15

issessment

—Valatility of profitability assessment—~

Level of profitability assessment 1 2 3 4 5 6
Above average 1 1 2 3 4 5
Average 3 2 3 q & 6
Below average 2 3 4 § [ 6

5. Combining the preliminary competitive position assessment with profitability

The fourth and final step in arriving at a competitive position assessment is to combine the preliminary competitive
position assessment with the profitability assessment. We use the combination matrix in Table 16, which shows how
the profitability assessment can confirm, strengthen, or weaken {by up to one category) the overall competitive

position assessment.

Table 16

Cotribining The PréliminaryCompetitive Position Assésstient And Profitability Assessmerit

~Preliminary competitive pasition assessmeat—

Profitability assessmeat

plo|olo]l || -
wlwlw|nw|Nw|o|w
Blolw|lwlw|Nn|w
alala|la|lwu|lw|a
(7.3 RT3 T3 I S RN Y]
s|la|lu|lalu|av|m

1
2
3
4
S
6

We generally expect companies with a strong preliminary competitive position assessment to exhibit strong and less
volatile profitability metrics. Conversely, companies with a relatively weaker preliminary competitive position
assessment will generally have weaker and/or more volatile profitability metrics. Our analysis of profitability helps
substantiate whether management is translating any perceived competitive advantages, diversity benefits, and cost
management measures into higher earnings and more stable return on capital and return on sales ratios than the
averages for the industry. When profitability differs markedly from what the preliminary/anchor competitive position
assessment would otherwise imply, we adjust the competitive position assessment accordingly.

Our method of adjustment is biased toward the preliminary competitive position assessment rather than toward the
profitability assessment {eg., a preliminary competitive assessment of 6 and a profitability assessment of 1 will result
in a final assessment of 5).

E. Cash Flow/Leverage

The pattern of cash flow generation, current and future, in relation to cash obligations is often the best indicator of a
company's financial risk. The criteria assess a variety of credit ratios, predominately cash flow-based, which
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complement each other by focusing on the different levels of a company's cash flow waterfall in relation to its
obligations (i.e., before and after working capital investment, before and after capital expenditures, before and after
dividends), to develop a thorough perspective. Moreover, the criteria identify the ratios that we think are most relevant
to measuring a company's credit risk based on its individual characteristics and its business cycle.

For the analysis of companies with intermediate or stronger cash flow/leverage assessments (a measure of the
relationship between the company’s cash flows and its debt obligations as identified in paragraphs 106 and 124), we
primarily evaluate cash flows that reflect the considerable flexibility and discretion over outlays that such companies
typically possess. For these entities, the starting point in the analysis is cash flows before working capital changes plus
capital investments in relation to the size of a company’s debt obligations in order to assess the relative ability of a
company to repay its debt. These "leverage” or "payback” cash flow ratios are a measure of how much flexibility and
capacity the company has to pay its obligations.

For entities with significant or weaker cash flow/leverage assessments (as identified in paragraphs 105 and 124), the
criteria also call for an evaluation of cash flows in relation to the carrying cost or interest burden of a company's debt.
This will help us assess a company's relative and absolute ability to service its debt. These "coverage"- or "debt
service"-based cash flow ratios are a measure of a company’s ability to pay obligations from cash earnings and the
cushion the company possesses through stress periods. These ratios, particularly interest coverage ratios, become
more important the further a company is down the credit spectrum.

1. Assessing cash flow/leverage

Under the criteria, we assess cash flow/leverage as 1, minimal; 2, modest; 3, intermediate; 4, significant; 5, aggressive;
or 6, highly leveraged. To arrive at these assessments, the criteria combine the assessments of a variety of credit ratios,
predominately cash flow-based, which complement each other by focusing attention on the different levels of a
company's cash flow waterfall in relation to its obligations. For each ratio, there is an indicative cash flow/leverage
assessment that corresponds to a specified range of values in one of three given benchmark tables (see tables 17, 18,
and 19). We derive the final cash flow/leverage assessment for a company by determining the relevant core ratios,
anchoring a preliminary cash flow assessment based on the relevant core ratios, determining the relevant
supplemental ratio(s), adjusting the preliminary cash flow assessment according to the relevant supplemental ratio(s),
and, finally, modifying the adjusted cash flow/leverage assessment for any material volatility.

2. Core and supplemental ratios

a) Core ratios

For each company, we calculate two core credit ratios--funds from operations (FFO) to debt and debt to EBITDA--in
accordance with Standard & Poor's ratios and adjustments criteria (see "Corporate Methodology: Ratios And
Adjustments,” published Nov. 19, 2013). We compare these payback ratios against benchmarks to derive the
preliminary cash flow/leverage assessment for a company. These ratios are also useful in determining the relative
ranking of the financial risk of companies.

b) Supplemental ratios
The criteria also consider one or more supplemental ratios (in addition to the core ratios) to help develop a fuller
understanding of a company's financial risk profile and fine-tune our cash flow/leverage analysis. Supplemental ratios
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could either confirm or adjust the preliminary cash flow/leverage assessment. The confirmation or adjustment of the
preliminary cash flow/leverage assessment will depend on the importance of the supplemental ratios as well as any
difference in indicative cash flow/leverage assessment between the core and supplemental ratios as described in
section E.3.b.

The criteria typically consider five standard supplemental ratios, although the relevant KCF criteria may introduce
additional supplemental ratios or focus attention on one or more of the standard supplemental ratios. The standard
supplemental ratios include three payback ratios—cash flow from operations (CFO) to debt, free operating cash flow
(FOCEF) to debt, and discretionary cash flow (DCF) to debt--and two coverage ratios, FFO plus interest to cash interest
and EBITDA to interest.

The criteria provide guidelines as to the relative importance of certain ratios if a company exhibits characteristics such
as high leverage, working capital intensity, capital intensity, or high growth.

. If the preliminary cash flow/leverage assessment is significant or weaker (see section E.3), then two coverage ratios,

FFO plus interest to cash interest and EBITDA to interest, will be given greater importance as supplemental ratios. For
the purposes of calculating the coverage ratios, "cash interest” includes only cash interest payments (i.e., interest
excludes noncash interest payable on, for example, payment-in-kind [PIK] instruments) and does not include any
Standard & Poor’s adjustedinterest on such items asleases, while "interest” is the income statement figure plus
Standard & Poor's adjustments to interest (see "Corporate Methodology: Ratios And Adjustments,” published Nov. 19,
2013).

If the preliminary cash flow/leverage assessment is intermediate or stronger, the criteria first apply the three standard
supplemental ratios of CFO to debt, FOCF to debt, and DCF to debt. When FOCF to debt and DCF to debt indicate a
cash flow/leverage assessment that is lower than the other payback-ratio-derived cash flow/leverage assessments, it
signals that the company has eitherlarger than average capital spending or other non-operating cash distributions
(including dividends). If these differences persist and are consistent with a negative trend in overall ratio levels, which
we believe is not temporary, then these supplemental leverage ratios will take on more importance in the analysis.

If the supplemental ratios indicate a cash flow/leverage assessment that is different than the preliminary cash
flow/leverage assessment, it could suggest an unusual debt service or fixed charge burden, working capital or capital
expenditure profile, or unusual financial activity or palicies. In such cases, we assess the sustainability or persistence of
these differences. For example, if either working capital or capital expenditures are unusually low, leading to better
indicated assessments, we examine the sustainability of such lower spending in the context of its impact on the
company's longer term competitive position. If there is a deteriorating trend in the company's asset base, we give these
supplemental ratios less weight. If either working capital or capital expenditures are unusually high, leading to weaker
indicated assessments, we examine the persistence and need for such higher spending. If elevated spending levels are
required to maintain a company's competitive position, for example to maintain the company's asset base, we give

more weight to these supplemental ratios.

For capital-intensive companies, EBITDA and FFO may overstate financial strength, whereas FOCF may be a more
accurate reflection of their cash flow in relation to their financial obligations. The criteria generally consider a

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT NOVEMBER 19, 2013 31
1218904 | 300023050

1641



109

110

11

SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195
CEP 17-15, Attachment 1

Criteria | Corporates | General: Corporate Methodology

capital-intensive company as having ongoing capital spending to sales of greater than 10%, or depreciation to sales of
greater than 8%. For these companies, the criteria place more weight on the supplementary ratio of FOCF to debt.
Where we place more analytic weight on FOCF to debt, we also seek to estimate the amount of maintenance or full
cycle capital required (see Appendix C) under normal conditions (we estimate maintenance or full-cycle capital
expenditure required because this is not a reported number). The FOCF figure may be adjusted by adding back
estimated discretionary capital expenditures. The adjusted FOCF to debtbased on maintenance or full cycle capitat
expenditures often helps determine how much importance to place on this ratio. If both the FOCF to debt and the
adjusted (for estimated discretionary capital spending) FOCF to debt derived assessments are different from the
preliminary cash/flow leverage assessment, then these supplemental leverage ratios take on more importance in the

analysis.

For working-capital-intensive companies, EBITDA and FFO may also overstate financial strength, and CFO may be a
more accurate measure of the company's cash flow in relation to its financial risk profile. Under the criteria, if a
company has a working capital-to-sales ratio that exceeds 25% or if there are significant seasonal swings in working
capital, we generally consider it to be working-capital-intensive, For these companies, the criteria place more emphasis
on the supplementary ratio of CFO to debt. Examples of companies that have working-capital-intensive characteristics
can be found in the capital goods, metals and mining downstream, or the retail and restaurants industries. The need for
working capital in those industries reduces financial flexibility and, therefore, these supplemental leverage ratios take

on more importance in the analysis.

For all companies, when FOCF to debt or DCF to debt is negative or indicates materially lower cash flow/leverage
assessments, the criteria call for an examination of management's capital spending and cash distribution strategies. For
high-growth companies, typically the focusis on FFO to debt instead of FOCF to debt because the latter ratio can vary
greatly depending on the growth investment the company is undergoing, The criteria generally consider a high-growth
company one that exhibits real revenue growth in excess of 8% per year. Real revenue growth excludes price or
foreign exchange related growth, under these criteria. In cases where FOCF or DCF is low, there is a greater emphasis
on monitoring the sustainability of margins and returm on capital and the overall financing mix to assess the likely
trend of future debt ratios. In addition, debt service ratio analysis will be important in such situations. For companies
with more moderate growth, the focus is typically on FOCF to debt unless the capital spending is short term or is not
funded with debt.

For companies that have ongoing and well entrenched banking relationships we can reflect these relationships in our
cash flow/leverage analysis through the use of the interest coverage ratios as supplemental ratios. These companies
generally have historical links and a strong ongoing relationship with their main banks, as well as shareholdings by the
main banks, and management influence and interaction between the main banks and the company. Based on their
bank relationships, these companies often have lower interest servicing costs than peers, even if the macro economy
worsens. In such cases, we generally use the interest coverage ratios as supplemental ratios. This type of banking
relationship occurs in Japan, for example, where companies that have the type of bank relationship described in this
paragraph tend to have a high socioeconomic influence within their country by way of their revenue size, total debt
quantum, number of employees, and the relative importance of the industry.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT NOVEMBER 19, 2013 32
1218304 | 300023050

Page 32 of 78

1642



112

113

114

115

118

n7

SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195

CEP 17-15, Attachment 1

Page 33 of 78

Criteria | Corporates | General: Corporate Methodology

c) Time horizon and ratio calculation

A company's credit ratios may vary, often materially, over time due to economic, competitive, technological, or
investment cycles, the life stage of the company, and corporate or strategic actions. Thus, we evaluate credit ratios on
a time series basis with a clear forward-looking bias. The length of the time series is dependent on the relative credit
risk of the company and other qualitative factors and the weighting of the time series varies according to
transformational events. A transformational event is any event that could cause a material change in a company’s
financial profile, whether caused by changes to the company’s capital base, capital structure, earnings, cash flow
profile, or financial policies. Transformational events can include mergers, acquisitions, divestitures, management
changes, structural changes to the industry or competitive environment, and/or product development and capital
programs. This section provides guidance on the timeframe and weightings the criteria apply to calculate the
indicative ratios.

The criteria generally consider the company’s credit ratios for the previous one to two years, current-year forecast, and
the two subsequent forecasted financial years. There may be situations where longer--or even shorter-historical
results or forecasts are appropriate, depending on such factors as availability of financials, transformational events, or
relevance. For example, a utility company with a long-term capital spending program may lend itself to a longer-term
forecast, whereas for a company experiencing a near-term liquidity squeeze even a two-year forecast will have limited
value. Alternatively, for most commodities-based companies we emphasize credit ratios based on our forward-looking
view of market conditions, which may differ materially from the historical period.

Historical patterns in cash flow ratios are informative, particularly in understanding past volatility, capital spending,
growth, accounting policies, financial policies, and business trends. Our analysis starts with a review of these historical
patterns in order to assess future expected credit quality. Historical patterns can also provide an indication of potential
future volatility in ratios, including that which results from seasonality or cyclicality. A history of volatility could result
in a more conservative assessment of future cash flow generation if we believe cash flow will continue to be volatile.

The forecast ratios are based on an expected base-case scenario developed by Standard & Poor's, incorporating

current and near-term economic conditions, industry assumptions, and financial policies. The prospective cyclical and
longer-term volatility associated with the industry in which the issuer operates is addressed in the industry risk criteria
(see section B) and the longer-term directional influence or event risk of financial policies is addressed in our financial

policy criteria (see section H).

The criteria generally place greater emphasis on forecasted years than historical years in the time series of credit ratios
when calculating the indicative credit ratio. For companies where we have five years of ratios as described in section

E 3, generally we calculate the indicative ratio by weighting the previous two years, the current year, and the
forecasted two years as 10%, 15%, 25%, 25%, and 25%, respectively.

This weighting changes, however, to place even greater emphasis on the current and forecast years when:

o The issuer meets the characteristics described in paragraph 113, and either shorter- or longer-term forecasts are
applicable. The weights applied will generally be quite forward weighted, particularly if a company is undergoing a
transformational event and there is moderate or better cash flow certainty.

o Theissuer is forecast to generate negative cash flow available for debt repayment, which we believe could lead to
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deteriorating credit metrics. Forecast negative cash flows could be generated from operating activities as well as
capital expenditures, share buybacks, dividends, or acquisitions, as we forecast these uses of cash based on the
company's track record, market conditions, or financial policy. The weights applied will generally be 30%, 40%, and
30% for the current and two subsequent years, respectively.

» The issueris in an industry that is prospectively volatile or that has a high degree of cash flow uncertainty.
Industries that are prospectively volatile are industries whose competitive risk and growth assessments are either
high risk (5) or very high risk (6) or whose overall industry risk assessments are either high risk (5) or very high risk
(6). The weights applied will generally be 50% for the current year and 50% for the first subsequent forecast year.

When the indicative ratio(s) is borderline (i.e., less than 10% different from the threshold in relative terms) between two
assessment thresholds (as described in section E.3 and tables 17, 18, and 19) and the forecast points to a switch in the
ratio between categories during the rating timeframe, we will weigh the forecast even more heavily in order to

prospectively capture the trend.
For companies undergoing a transformational event, the weighting of the time series could vary significantly.

For companies undergoing a transformational event and with significant or weaker cash flow/leverage assessments,
we place greater weight on near-term risk factors. That's because overemphasis on longer-term (inherently less
predictable) issues could lead to some distortion when assessing the risk level of a speculative-grade company. We
generally analyze a company using the arithmetic mean of the credit ratios expected according to our forecasts for the
current year (or pro forma current year) and the subsequent financial year. A common example of this is when a
private equity firm acquires a company using additional debt leverage, which makes historical financial ratios
meaningless. In this scenario, we weight or focus the majority of our analysis on the next one or two years of projected
credit measures.

3. Determining the cash flow/leverage assessment

a) Identifying the benchmark table

Tables 17, 18, and 19 provide benchmark ranges for various cash flow ratios we associate with different cash
flow/leverage assessments for standard volatility, medial volatility, and low volatility industries. The tables of
benchmark ratios differ for a given ratio and cash flow/leverage assessment along two dimensions: the starting point
for the ratio range and the width of the ratio range.

If an industry exhibits low volatility, the threshold levels for the applicable ratios to achieve a given cash flow /leverage
assessment are less stringent than those in the medial or standard volatility tables, although the range of the ratios is
narrower. Conversely, if an industry exhibits medial or standard levels of volatility, the threshold for the applicable
ratios to achieve a given cash flow /leverage assessment are elevated, albeit with a wider range of values.

The relevant benchmark table for a given company is based on our assessment of the company's associated industry
and country risk volatility, or the CICRA (see section A, table 1). The low volatility table (table 19) will generally apply
when a company's CICRA is 1, unless otherwise indicated in a sector's KCF criteria. The medial volatility table (table
18) will be used under certain circumstances for companies with a CICRA of t or 2. Those circumstances are
described in the respective sectors' KCF criteria. The standard volatility table (table 17) serves as the relevant
benchmark table for companies with a CICRA of 2 or worse, and we will always use it for companies with a CICRA of
1 or 2 and whose competitive position is assessed 5 or 6. Although infrequent, we will use the low volatility table when
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a company's CICRA is 2 for companies that exhibit or are expected to exhibit low levels of volatility. The choice of
volatility tables for companies with a CICRA of 2 is addressed in the respective sector's KCF article.

Table 17
~Core ratios-- ppl 'y coverage rati PR 'y payback rati
FFO/debt Debt/EBITDA FFO/cash EBITDA/interest CFO/debt FOCF/debt DCF/debt
%) = interest(x) (x) (%) %) %)
Minimat 60+ Lessthan 1.5 More than 13 More than 15 More than 50 40+ 25+
Modest 45-60 1.5-2 9-13 10-15 35-50 25-40 15-25
Intermediate 30-45 2-3 69 6-10 25-35 15-25 10-15
Significant 20-30 34 4-6 36 15-25 10-15 5-10
Aggressive 12-20 4-5 2-4 2-3 10-15 5-10 25
Highly Less than 12 Greater than 5 Less than 2 Lessthan2  Less than 10 Lessthan5  Lessthan2
leveraged
Table 18
~Core ratios-- pp y ge rati ppl y payback rati
FFO/debt Debt/EBITDA FFO/cash EBITDA/ interest CFO/debt FOCF/debt DCF/debt
(%) (x) interest (x) (x) (%) {%) (%)
Minimal 50+ less than 1.75 10.5+ 14+ 40+ 30+ 18+
Modest 35-50 1,75-2.5 7.5-10.5 9-14 27.5-40 17.5-30 11-18
Intermediate 23-35 2.5-3.5 5-7.5 59 18.5-27.5 9.5-17.5 65-11
Significant 13:23 3.5-45 3.5 275-5 10.5-18.5 5-9.5 2565
Aggressive 9-13 45.5.5 1.75-3 1.75-2.75 7-105 0-5 (11)-2.5
Highly Lessthan9  Greater than 5.5 Less than 1.75 Lessthan 1.75  Less than 7 Less than 0 Less than
leveraged (1)
Table 19

Cash Flow/Leverage Analysis Ratios--Low Volatility

«-Core ratios-- ! ti y payback ratios--

PP Y B PP

FFO/debt Debt/EBITDA FFO/cash EBITDA/interest CFO/debt FOCF/debt DCF/debt

(%) (x) interest (x) (x) (%) (%) (%)

Minimal 35+ Less than 2 More than 8 More than 13 More than 30 20+ 11+
Modest 23-35 2-3 5-8 7-13 20-30 10-20 7-11
Intermediate 13-23 34 3.5 4.7 12-20 4-10 37
Significant 9-13 4-5 2.3 254 8-12 0-4 0-3
Aggressive 6-9 5-6 15-2 1.5-25 5-8 (10)-0 (20)-0
Highly Lessthan 6 Greater than 6 Less than 1.5 Lessthan 15 Lessthan 5  Less than {10) Less than
leveraged (20)

b) Aggregating the credit ratio assessments

To determine the final cash flow/leverage assessment, we make these calculations:
1} First, calculate a time series of standard core and supplemental credit ratios, select the relevant benchmark table,

and determine the appropriate time weighting of the credit ratios.
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o Calculate the two standard core credit ratios and the five standard supplemental credit ratios over a five-year time
horizon.

e Consult the relevant industry KCF article (if applicable), which may identify additional supplemental ratio(s). The
relevant benchmark table for a given company is based on our assessment of the company's associated industry and
country risk volatility, or the CICRA.

e Calculate the appropriate weighted average cash flow/leverage ratios. If the company is undergoing a
transformational event, then the core and supplemental ratios will typically be calculated based on Standard &

2) B e e T B O PR an Ea A assessment

o Compare the core ratios (FFO to debt and debt to EBITDA) to the ratio ranges in the relevant benchmark table.

e [fthe core ratios result in different cash flow/leverage assessments, we will select the relevant core ratio based on

o) YR Bt A DSt oy e leverage

o Determine the importance of standard or KCF supplemental ratios based on company-specific characteristics,

o B e e oR R sy e o sy

If the cash flow /leverage assessment(s) indicated by the important supplemental ratio(s) differs from the preliminary
cash flow/leverage assessment, we might adjust the preliminary cash flow/leverage assessment by one category in
the direction of the cash flow/leverage assessment indicated by the supplemental ratio(s) to derive the adjusted
cash flow/leverage assessment. We will make this adjustment if, in our view, the supplemental ratio provides the
best indicator of a company's future leverage.

If there is more than one important supplemental ratio and they result in different directional deviations from the
preliminary cash flow/leverage assessment, we will select one as the relevant supplemental ratio based on which, in
our opinion, provides the best indicator of a company's future leverage. We will then make the adjustment outlined
above if the selected supplemental ratio differs from the preliminary cash flow/leverage assessment and the

elected supplemental ratjo provides the best overall indicator of a gompany's futyre leyerage.
5) as!fy. we J)e%erm?net e naq casg?fsow/leverage assessmenti)asedc on Ble xolatl’]lilty asgus ent,

e We classify companies as stable for these cash flow criteria if cash flow/leverage ratios are expected to move up by
one category during periods of stress based on their business risk profile. The final cash flow /leverage assessment
for these companies will not be modified from the adjusted cash flow/leverage assessment.

We classify companies as volatile for these cash flow criteria if cash flow/leverage ratios are expected to move one
or two categories worse during periods of stress based on theirbusiness risk profiles. Typically, this is equivalent to
EBITDA declining about 30% from its current level. The final cash flow/leverage assessment for these companies
will be modified to one category weaker than the adjusted cash flow/leverage assessment; the adjustment will be
eliminated if cash flow/leverageratios, as evaluated, include a moderate to high level of stress already.

We classify companies as highly volatile for these cash flow criteria if cash flow/leverage ratios are expected to
move two or three categories worse during periods of stress, based on their business risk profiles, Typically, this is
equivalent to EBITDA declining about 50% from its current level. The final cash flow/leverage assessment for these
companies will be modified to two categories weaker than the adjusted cash flow/leverage assessment; the
adjustment will be eliminated or reduced to one category if cash flow/leverage ratios, as evaluated, include a
moderate to high level of stress already.

The volatility adjustment is the mechanism by which we factor a "cushion” of medium-term variance to current
financial performance not otherwise captured in either the near-term base-case forecast or the long-term business risk
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assessment, We make this adjustment based on the following:

The expectation of any potential cash flow/leverage ratio movement is both prospective and dependent on the
current business or economic conditions.

Stress scenarios include, but are not limited to, a recessionary economic environment, technology or competitive
shifts, loss or renegotiation of major contracts or customers, and key product or input price movements, as typically
defined in the company's industry risk profile and competitive position assessment.

The volatility adjustment is not static and is company specific. At the bottom of an economic cycle or during
periods of stressed business conditions, already reflected in the general industry risk or specific competitive risk
profile, the prospect of weakening ratios is far less than at the peak of an economic cycle or business conditions.
The expectation of prospective ratio changes may be formed by observed historical performance over an economic,
business, or product cycle by the company or by peers.

o The assessment of which classification to use when evaluating the prospective number of scoring category moves
will be guided by how close the current ratios are to the transition point (i.e. "buffer”in the current scoring category)
and the corresponding amount of EBITDA movement at each scoring transition.

F. Diversification/Portfolio Effect

Under the criteria, diversification/portfolio effect applies to companies that we regard as conglomerates. They are
companies that have multiple core business lines that maybe operated as separate legal entities. For the purpose of
these criteria, a conglomerate would have at least three business lines, each contributing a material source of earnings

and cash flow.

The criteria aim to measure how diversification or the portfolio effect could improve the anchor of a company with
multiple business lines. This approach helps us determine how the credit strength of a corporate entity with a given
mix of business lines could improve based on its diversity. The competitive paosition factor assesses the benefits of
diversity within individual lines of business. This factoralso assesses how poorly performing businesses within a
conglomerate affect the organization's overall business risk profile.

Diversification/portfolio effect could modify the anchor depending on how meaningful we think the diversification is,
and on the degree of correlation we find in each business line's sensitivity to economic cycles. This assessment will
have either a positive or neutral impact on the anchor. We capture any potential factor that weakens a company’s
diversification, including poor management, in our management and governance assessment

We define a conglomerate as a diversified company that is involved in several industry sectors. Usually the smallest of
atleast three distinct business segments/lines would contribute at least 10% of either EBITDA or FOCF and the
largest would contribute no more than 50% of EBITDA or FOCF, with the long-term aim of increasing shareholder
value by generating cash flow. Industrial conglomerates usually hold a controlling stake in their core businesses, have
highly identifiable holdings, are deeply involved in the strategy and management of their operating companies,
generally do not frequently roll over or reshuffle their holdings by buying and selling companies, and therefore have
high long-term exposure to the operating risks of their subsidiaries.

In rating a conglomerate, we first assess management's commitment to maintain the diversified portfolio over a
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longer-term horizon. These criteria apply only if the company falls within our definition of a conglomerate.

1. Assessing diversification/portfolio effect

A conglomerate's diversification/portfolio effect is assessed as 1, significant diversification; 2, moderate diversification;
or 3, neutral. An assessment of moderate diversification or significant diversification potentially raises the issuer's
anchor. To achieve an assessment of significant diversification, an issuer should have uncorrelated diversified
businesses whose breadth is among the most comprehensive of all conglomerates'. This assessment indicates that we
expect the conglomerate's earnings volatility to be much lower through an economic cycle than an undiversified
company's. To achieve an assessment of moderate diversification, an issuer typically has a range of uncorrelated
diversified businesses that provide meaningful benefits of diversification with the expectation of lower earnings

volatility through an economic cycle than an undiversified company's.

.. We expect that a conglomerate will also benefit from diversification if its core assets consistently produce positive
cash flows over our rating horizon. This supports our assertion that the company diversifies to take advantage of
allocating capital among its business lines. To this end, our analysis focuses on a conglomerate's track record of
successfully deploying positive discretionary cash flow into new business lines or expanding capital-hungry business
lines. We assess companies that we do not expect to achieve these benefits as neutral.

2. Components of correlation and how it is incorporated into our analysis

We determine the assessment for this factor based on the number of business lines in separate industries (as described
in table 27) and the degree of correlation between these business lines as described in table 20. There is no rating uplift
for an issuer with a small number of business lines that are highly correlated. By contrast, a larger number of business
lines that are not closely correlated provide the maximum rating uplift.

Table 20

Assessing Diversification/Portfolio Effect

~Number of business lines--

Degree of correlation of business lines 3 4 5 or more
High Neutral Neutral Neutral
Medium Neutral Mod ly diversified Mod ly diversified

Low Moderately diversified Significantly di

1. The degree of correlation of business lines is high if the business lines operate within the same industry, as defined by
the industry designations in Appendix B, table 27. The degree of correlation of business lines is medium if the business
lines operate within different industries, but operate within the same geographic region (for further guidance on
defining geographic regions, see Appendix A, table 26). An issuer has a low degree of correlation across its business
lines if these business lines are both a} in different industries and b} either operate in different regions or operate in

multiple regions.

If we believe thata conglomerate's various industry exposures fail to provide a partial hedge against the consolidated
entity's volatility because they are highly correlated through an economic cycle, then we assess the

diversification/portfolio effect as neutral.
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G. Capital Structure

Standard & Poor's uses its capital structure criteria to assess risks in a company's capital structure that may not show
up in our standard analysis of cash flow/leverage. These risks may exist as a result of maturity date or currency
mismatches between a company's sources of financing and its assets or cash flows. These can be compounded by
outside risks, such as volatile interest rates or currency exchange rates.

1. Assessing capital structure

Capital structure is a modifier category, which adjusts the initial anchor for a company after any modification due to
diversification/portfolio effect. We assess a number of subfactors to determine the capital structure assessment, which
can then raise or lower the initial anchor by one or more notches-—-or have no effect in some cases. We assess capital
structure as 1, very positive; 2, positive; 3, neutral; 4, negative; or 5, very negative. [n the large majority of cases, we
believe that a firm's capital structure will be assessed as neutral. To assess a company's capital structure, we analyze

four subfactors:

e Currency risk associated with debt,

e Debt maturity profile (or schedule),

o [nterest rate risk associated with debt, and
e [nvestments.

Any of these subfactors can influence a firm's capital structure assessment, although some carry greater weight than

others, based on a tiered approach:

e Tier one risk subfactors: Currency risk of debt and debt maturity profile, and
e Tiertwo risk subfactor: Interest rate risk of debt.

The initial capital structure assessment is based on the first three subfactors (see table 21). We may then adjust the

preliminary assessment based on our assessment of the fourth subfactor, investments.

Table 21
r’ucfur_e--i'l\ssessment
Preliminary capital structure Subfe
Neutral No tier one subfactor is negative.
Negative One tier one subfactor is negative, and the tier two subfactor is neutral.
Very negative Both tier one subfactors are negative. or one tier one subfactor is negative and the tier two

subfactor is negative.

Tier one subfactors carry the greatest risks, in our view, and, thus, could have a significant impact on the capital
structure assessment. This is because, in our opinion, these factors have a greater likelihood of affecting credit metrics
and potentially causing liquidity and refinancing risk. The tier two subfactor is important in and of itself, but typically
less so than the tier one subfactors. [n our view, in the majority of cases, the tier two subfactor in isolation has a lower
likelihood of leading to liquidity and default risk than do tier one subfactors.

The fourth subfactor, investments, as defined in paragraph 153, quantifies the impact of a company's investments on
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its overall financial risk profile. Although not directly related to a firm's capital structure decisions, certain investments
could provide a degree of asset protection and potential financial flexibility if they are monetized. Thus, the fourth
subfactor could modify the preliminary capital structure assessment (see table 22). If the subfactor is assessed as
neutral, then the preliminary capital structure assessment will stand. If investments is assessed as positive or very
positive, we adjust the preliminary capital structure assessment upward (as per table 22) to arrive at the final
assessment.

Table 22

[Final;Capitali Structure Assessment;

Preliminary capital structure assessment Neutral Positive Very positive
Neutral Neutral Positive Very positive
Negative Negative Neutral Positive

Very negative Very negati Negati: Negati

2. Capital structure analysis: Assessing the subfactors

a) Subfactor 1: Currency risk of debt

Currency risk arises when a company borrows without hedging in a currency other than the currency in which it
generates revenues. Such an unhedged position makes the company potentially vulnerable to fluctuations in the
exchange rate between the two currencies, in the absence of mitigating factors, We determine the materiality of any
mismatch by identifying situations where adverse exchange-rate movements could weaken cash flow and/or leverage
ratios. We do not include currency mismatches under the following scenarios:

The country where a company generates its cash flows has its currency pegged to the currency in which the
company has borrowed, or vice versa (or the currency of cash flows has a strong track record and government
policy of stability with the currency of borrowings). examples being the Hong Kong dollar which is pegged to the
US. dollar, and the Chinese renminbi which is managed in a narrow band to the U.S. dollar (and China's foreign
currency reserves are mainly in U.S. dollars). Moreover, we expect such a scenario to continue for the foreseeable
future;

A company has the proven ability, through regulation or contract, to pass through changes in debt servicing costs to
its customers; or

A company has a natural hedge, such as where it may sell its product in a foreign currency and has matched its debt
in that same currency.

We also recognize that even if an entity generates insufficient same-currency cash flow to meet foreign
currency-denominated debt obligations, it could have substantial other currency cash flows it can convert to meet
these obligations. Therefore, the relative amount of foreign denominated debt as a proportion of total debt is an
important factor in our analysis. If foreign denominated debt, excluding fully hedged debt principal, is 15% or less of
total debt, we assess the company as neutral on currency risk of debt. If foreign-denominated debt, excluding fully
hedged debt principal, is greater than 15% of total debt, and debt to EBITDA is greater than 3.0x, we evaluate currency
risks through further analysis.

If an entity's foreign-denominated debt in a particular currency represents more than 15% of total debt, and if its debt
to EBITDA ratio is greater than 3.0x, we identify whether a currency-specific interest coverage ratio indicates potential
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currency risk The coverage ratio divides forecasted operating cash flow in each currency by interest payments over
the coming 12 months for that same currency It is often easier to ascertain the geographic breakdown of EBITDA as
opposed to operating cash flow. So in situations where we don't have sufficient cash flow information, we may
calculate an EBITDA to interest expense coverage ratio in the relevant currencies. If neither cash flow nor EBITDA
information is disclosed, we estimate the relevant exposures based on available information.

In such an instance, our assessment of this subfactor is negative if we believe any appropriate interest coverage ratio
will fall below 1.2x over the next 12 months.

b) Subfactor 2: Debt maturity profile

A firm's debt maturity profile shows when its debt needs to be repaid, or refinanced if possible, and helps determine
the firm's refinancing risk. Lengthier and more evenly spread out debt maturity schedules reduce refinancing risk,
compared with front-ended and compressed ones, since the former give an entity more time to manage business- or

financial market-related setbacks.

In evaluating debt maturity profiles, we measure the weighted average maturity (WAM) of bank debt and debt
securities (including hybrid debt) within a capital structure, and make simplifying assumptions that debt maturing
beyond year five matures in year six. WAM = (Maturity1/Total Debt)*tenor1 + (Maturity2/Total Debt)* tenor2 +...
(Thereafter/Total Debt)* tenoré

In evaluating refinancing risk, we consider risks in addition to those captured under the 12-month to 24-month
time-horizons factored in our liquidity criteria (see “Methodology And Assumptions: Liquidity Descriptors For Global
Corporate Issuers,” published Nov. 19, 2013). While we recognize that investment-grade companies may have more
certain future business prospects and greater access to capital than speculative-grade companies, all else being equal,
we view a company with a shorter maturity schedule as having greater refinancing risk compared to a company with a
longer one. In all cases, we assess a company's debt maturity profile in conjunction with its liquidity and potential
funding availability. Thus, a short-dated maturity schedule alone is not a negative if we believe the company can
maintain enough liquidity to pay off debt that comes due in the near term.

Our assessment of this subfactor is negative if the WAM is two years or less, and the amount of these near-term
maturities is material in relation to the issuer's liquidity so that under our base-case forecast, we believe the company's
liquidity assessment will becomne less than adequate or weak over the next two years due to these maturities. In certain
cases, we may assess a debt maturity profile as negative regardless of whether or not the company passes the
aforementioned test. We expect such instances to be rare, and will include scenarios where we believed a
concentration of debt maturities within a five-year time horizon poses meaningful refinancing risk, either due to the
size of the maturities in relation to the company's liquidity sources, the company's leverage profile, its operating trends,

lender relationships, and/or credit market standings.

c) Subfactor 3: Interest rate risk of debt

The interest rate risk of debt subfactor analyzes the company's mix of fixed-rate and floating-rate debt. Generally, a
higher proportion of fixed-rate debt leads to greater predictability and stability of interest expense and therefore cash
flows. The exception would be companies whose operating cash flows are to some degree correlated with interest rate
movements--for example, a regulated utility whose revenues are indexed to inflation—given the typical correlation
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between nominal interest rates and inflation.

The mix of fixed versus floating-rate debt is usually not a significant risk factor for companies with intermediate or
betterfinancial profiles, strong profitability, and high interest coverage. [n addition, the interest rate environment at a
given point in time will play a role in determining the impact of interest rate movements. Our assessment of this
subcategory will be negative if a 25% upward shift (e.g., from 2.0% to 2.5%) or a 100 basis-point upward shift (e.g.. 2%
to 3%) in the base interest rate of the floating rate debt will result in a breach of interest coverage covenants or interest
coverage rating thresholds identified in the cash flow/leverage criteria (see section E.3).

Many loan agreements for speculative-grade companies contain a clause requiring a percentage of floating-rate debt to
be hedged for a period of two to three years to mitigate this risk. However, in many cases the loan matures after the
hedge expires, creating a mismatched hedge. We consider only loans with hedges that match the life of the loan to

be—effectively—fixed-rate debt.

d) Subfactor 4: Investments

For the purposes of the criteria, investments refer to investments in unconsolidated equity affiliates, other assets where
the realizable valueisn't currently reflected in the cash flows generated from those assets (e.g. underutilized real-estate
property), we do not expect any additional investment or support to be provided to the affiliate, and the investment is
notincluded within Standard & Poor's consolidation scope and so is not incorporated in the company's business and
financial risk profile analysis. If equity affiliate companies are consolidated, then the financial benefits and costs of
these investments will be captured in our cash flow and leverage analysis. Similarly, where the company's ownership
stake does not qualify for consolidation under accounting rules, we may choose to consolidate on a pro rata basis if we
believe that the equity affiliates' operating and financing strategy is influenced by the rated entity. If equity investments
are strategic and provide the company with a competitive advantage, or benefit a company’s scale, scope, and
diversity, these factors will be captured in our competitive position criteria and will not be used to assess the subfactor
investments as positive. Within the capital structure criteria, we aim to assess nonstrategic financial investments that
could provide a degree of asset protection and financial flexibility in the event they are monetized. These investments
must be noncore and separable, meaning that a potential divestiture, in our view. has no impact on the company's

existing operations.

In many instances, the cash flows generated by an equity affiliate, or the proportional share of the associate company's
net income, might not accurately reflect the asset's value. This could occur if the equity affiliate is in high growth mode
and is currently generating minimal cash flow or net losses. This could also be true of a physical asset, such as real
estate. From a valuation standpoint, we recognize the subjective nature of this analysis and the potential for
information gaps. As aresult, in the absence of a market valuation or a market valuation of comparable companies in
the case of minority interests in private entities, we will not ascribe value to these assets.

We assess this subfactor as positive or very positive if three key characteristics are met. First, an estimated value can
be ascribed to these investments based on the presence of an existing market value for the firm or comparable firms in
the same industry. Second, there is strong evidence that the investment can be monetized over an intermediate
timeframe—in the case of an equity investment, our opinion of the marketability of the investment would be enhanced
by the presence of an existing market value for the firm or comparable firms, as well as our view of market liquidity.
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Third, monetization of the investment, assuming proceeds would be used to repay debt, would be material enough to
positively move existing cash flow and leverage ratios by at least one category and our view on the company’s
financial policy, specifically related to financial discipline, supports the assessment that the potential proceeds would
be used to pay down debt. This subfactor is assessed as positive if debt repayment from the investment sale has the
potential to improve cash flow and leverage ratios by one category. We assess investments as very positive if proceeds
upon sale of the investment have the potential to improve cash flow and leverage ratios by two or more categories. If
the three characteristics are not met, this subfactor will be assessed as neutraland the preliminary capital structure

assessment will stand.

We will not assess the investments subfactor as positive or very positive when the anchor is 'b+' or lower unless the
three conditions described in paragraph 155 are met, and:

o For issuers with less than adequate or weak liquidity, the company has provided a credible near-term plan to sell the
investment.

o Forissuers with adequate or better liquidity, we believe that the company, if needed, could sell the investment in a
relatively short timeframe.

H. Financial Policy

Financial policy refines the view of a company's risks beyond the conclusions arising from the standard assumptions in
the cash flow/leverage assessment (see section E). Those assumptions do not always reflect or entirely capture the
short-to-medium term event risks or the longer-term risks stemming from a company’s financial policy. To the extent
movements in one of these factors cannot be confidently predicted within our forward-looking evaluation, we capture
that risk within our evaluation of financial policy. The cash flow/leverage assessment will typically factor in operating
and cash flows metrics we observed during the past two years and the trends we expect to see for the coming two
years based on operating assumptions and predictable financial policy elements, such as ordinary dividend payments
or recurring acquisition spending. However, over that period and, generally, over a longer time horizon, the firm's
financial policies can change its financial risk profile based on management's or, if applicable, the company's
controlling shareholder's (see Appendix E, paragraphs 254-257) appetite for incremental risk or, conversely, plans to
reduce leverage. We assess financial policy as 1) positive, 2) neutral, 3) negative, or as being owned by a financial
sponsor. We further identify financial sponsor-owned companies as "FS-4", "FS-5", "FS-6", or "FS-6 (minus)" (see
section H.2).

1. Assessing financial policy

First, we determine if a company is owned by a financial sponsor. Given the intrinsic characteristics and aggressive
nature of financial sponsor’s strategies (i.e. short- to intermediate-term holding periods and the use of debt or debt-like
instruments to maximize shareholder returns), we assign a financial risk profile assessment to a firm controlled by a
financial sponsor that reflects the likely impact on leverage due to these strategies and we do not separately analyze
management's financial discipline or financial policy framework.

If a company is not controlled by a financial sponsor, we evaluate management's financial discipline and financial
policy framework. Management's financial discipline measures its tolerance for incremental financial risk or,
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conversely, its willingness to maintain the same degree of financial risk or to lower it compared with recent cash

flow/leverage metrics and our projected ratios for the next two years. The company's financial policy framework

assesses the comprehensiveness, transparency, and sustainability of the entity's financial policies. We do not assess

these factors for financial sponsor controlled firms,

The financial discipline assessments can have a positive or negative influence on an enterprise's overall financial policy

assessment, or can have no net effect. Conversely, the financial policy framework assessment cannot positively

influence the overall financial policy assessment. It can constrain the overall financial policy assessment to no greater

than neutral.

The separate assessments of a company’s financial policy framework and financial discipline determine the financial

policy adjustment.

We assess management's financial discipline as 1, positive; 2, neutral; or 3, negative. We determine the assessment by

evaluating the predictability of an entity's expansion plans and shareholder return strategies. We take into account,

generally, management's tolerance for material and unexpected negative changes in credit ratios or, instead, its plans

to rapidly decrease leverage and keep credit ratios within stated boundaries.

A company's financial policy framework assessment is: 1, supportive or 2, non-supportive. We make the determination

by assessing the comprehensiveness of a company's financial policy framework and whether financial targets are

clearly communicated to a large number of stakeholders, and are well defined, achievable, and sustainable.

Table 23

Assessment What it means Guidance

Positive Indicates that we expect ’s fil | policy d to have a It ﬁnancml dlsuplme is positive, and the
positive impact on credit ratios over the time horizon, beyond what can be fi | policy fi Tk is supp
reasonably built in our forecasts on the basis of normalized operating and
cash flow assumptions. An example would be when a credible management
tearn commits to dispose of assets or raise equity over the short to medium
term in order to reduce ge. A p withal fi | risk profile
will not be assigned a positive assessment.

Neutral Indicates that, in our opinion, future credit ratios won't differ over Iffi ial discip is positive. and the
the time horizon beyond what we have projected, based on our assessment financial pcllcy framework is
of management’s financial policy. recemuack record, and cperaung pp . Or when fi ial discipli
f for the A neutral fi | policy ively is neutral, regardless of the financial pOlle
rellects a low probability of “event risk.” in our view. framework assessment.

Negative Indicates our view of a lower degree of predictability in credit ratios, beyond  If financial discipline is negative. regardless

what can be reasonably built in our forecasts, as a result of management's
financial dlsuplme (cr lack of u) It points to high event risk that

fi | policy decisions may depress credit metrics over the
time horizon, compared with what we have already built in our forecasts
based on normalized operating and cash flow assumptions.

of the financial policy framework
assessment

Financial Sponsor*

We define a financial sponsor as an entity that follows an aggresswe ﬁnancml

We define financial sponsor-owned

as ies that are owned

strategy in using debt and debt-like instruments to
returns. Typically, these sponsors dispose of assets within a short to
intermediate time frame. Acccrdmgly thefnancml risk pmﬁle we assign to
ies that are by fi reflects our
presumption of some deterioration in credit quality in the medivm term.
Fmancml sponsors include private equity firms, but not lnfrastruclure and
funds, which maintain longer i

40'/a or more by a financial sponsor ora
group of three or less financial sponsors and
where we consider that the sponsor(s)
exercise control of the company solely or
together.

*Assessed as FS-4, F5-5, FS-6, or F5-6 (minus).
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2. Financial sponsor-controlled companies

We define a financial sponsor as an entity that follows an aggressive financial strategy in using debt and debt-like
instruments to maximize shareholder returns. Typically, these sponsors dispose of assets within a
short-to-intermediate time frame. Financial sponsors include private equity firms, but not infrastructure and
asset-management funds, which maintain longer investment horizons.

We define financial sponsor-owned companies as companies that are owned 40% or more by a financial sponsor or a
group of three or less financial sponsors and where we consider that the sponsor(s} exercise control of the company

solely or together.

We differentiate between financial sponsors and other types of controlling shareholders and companies that do not
have controlling shareholders based on our belief that short-term ownership--siich as exists in private equity
sponsor-owned companies--generally entails financial policies aimed at achieving rapid returns for shareholders

typically through aggressive debt leverage.

Financial sponsors often dictate policies regarding risk-taking, financial management, and corporate governance for
the companies that they control. There is a common pattern of these investors extracting cash in ways that increase
the companies' financial risk by utilizing debt or debt like instruments. Accordingly, the financial risk profile we assign
to companies that are controlled by financial sponsors ordinarily reflect our presumption of some deterioration in
credit quality or steadily high leverage in the medium term.

We assess the influence of financial sponsor ownership as "FS-4", "FS-5", "FS-6", and "FS-6 (minus)" depending on how

aggressive we assume the sponsor will be and assign a financial risk profile accordingly (see table 24).

Generally, financial sponsor-owned issuers will receive an assessment of "FS-6" or "FS-6 (minus)", leading to a financial
risk profile assessment of '6', under the criteria, A "FS-6" assessment indicates that, in our opinion, forecasted credit
ratios in the medium term are likely be to be consistent with a '6' financial risk profile, based on our assessment of the
financial sponsor's financial policy and track record. A "FS-6 (minus)" will likely be applied to companies that we
forecast to have near-term credit ratios consistent with a '6' financial risk profile, but we believe the financial sponsor
to be very aggressive and that leverage could increase materially even further from our forecasted levels.

In a small minority of cases, a financial sponsor-owned entity could receive an assessment of "FS-5". This assessment
will apply only when we project that the company's leverage will be consistent with a *5' (aggressive) financial risk
profile (see tables 17, 18, and 19), we perceive that the risk of releveraging is low based on the company's financial
policy and our view of the owner's financial risk appetite, and liquidity is at least adequate.

In even rarer cases, we could assess the financial policy of a financial sponsor-owned entity as "FS-4". This assessment
will apply only when all of the following conditions are met: other shareholders own a material (generally, at least 20%)
stake, we expect the sponsor to relinquish control over the intermediate term, we project that leverage is currently
consistent with a '4' (significant) financial risk profile (see tables 17, 18, and 19), the company has said it will maintain
leverage at or below this level, and liquidity is at least adequate.
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Guidance

Fs-4 Finantial sisk profile set at '4”

Issuer must meet all of the following conditions:
Other shareholders mwust owna material {no less than 20%) stake;

‘We antidpate that the spansar will relinquish control over the
rmedium term;

For issuars subject to Table 17 (standard velatdity), debt to EBITOA &
less than 4x, and we esiimate that it will remain less than4x. For
wsuers that are subject to Table 18 (medial volatility), debt to
EBITDA 15 below 4.5x and we forecast it to remain below that leve),
Or for issuers subject to Table 19 (low volatifty}, debt to ERITDA s
less than 5x and our estimation is it will remain below that level;

o Thet hasindicated a fi lal policy ) alevelof
leverage consistent with a signiflcant or better financial sisk profile
{that is, debt to EBITDA of less than 4x when applyingstandard
volatllity tables, 4.5x when applying medial volatifity tables, or less
than 5x when applying low volatility tables) and

o We assess liquidity tobe at least ad: vath ad
headroom.

£5-5 Financial risk profde set at '5"

tssuer must meet all of the foliowing conditions:

o For issuers subject to the standard volatility table, debt to EB-TDA is
less than 5x, and we estimate that it wall remainfess than 5x. For
issuers that are subject 1o the medial volatility table, debt to
EBITDA Is below 5.5x and we forecast | tto femain below that leved.
Or for lssuers subject to the low volatility table, debt to EBITDAIs
less than 6x and our estimation s it witi remain below that fevel;

o We believe the risk of refeveraping beyond Sx {standard volatility
lssuer), 5.5x (medial volatility issuer), or 6x |low volatility Issuer) is
low; and

° We assess liquidity to be at feast adequate, with adequate
covenant headroom.

56 Flnangial risk profile set at ‘6"

Standard & Poor’s debt to EBITDA is greater than 5x (when applying
the standard volatility tabiz), gseater than 55x {when applying the
medial volatility tatde), or greater than 6x (when applying the low
volatllity tablel, Hawever, we believe leverage ts unlikely to Increase
meaningfully beyond these levels.

556 {miruxs) Financialrisk profile set at*6°,
andrating reduced by one
notch {unless this resultsin a
finit rating below ‘8]

in determining the anchor rating the financial risk profile i1s 2 ‘6", taz
we believe the track record of the financial spanser indicates that
leverage could increase materially from already high levels.

© Standard & Poor's 2013

3. Companies not controlled by a financial sponsor

For companies not controlled by a financial sponsor we evaluate management's financial discipline and financial policy

framework to determine the influence on an entity's financial risk profile beyond what is implied by recent credit ratios

and our cash flow and leverage forecasts, This influence can be positive, neutral, or negative.

We do not distinguish between management and a controlling shareholder that is not a financial sponsor when

assessing these subfactors, as the controlling shareholder usually has the final say on financial policy.

WWW.STANDARDANDFOORS.COM/RATINGSDIRECT NOVEMBER 19, 2013 46

1218904 | 300023050

Page 46 of 78

1656



174.

175

176

177

178

179

SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195

CEP 17-15, Attachment 1

Page 47 of 78

Criteria | Corporates | General: Corporate Methodology

a) Financial discipline

The financial discipline assessment is based on management's leverage tolerance and the likelihood of event risk. The
criteria evaluate management's potential appetite to incur unforeseen, higher financial risk over a prolonged period
and the associated impact on credit measures. We also assess management's capacity and commitment to rapidly
decrease debt leverage to levels consistent with its credit ratio targets.

This assessment therefore seeks to determine whether unforeseen actions by management to increase, maintain, or
reduce financial risk are likely to occur during the next two to three years, with either a negative or positive effect, or
none at all, on our baseline forecasts for the period.

This assessment is based on the leverage tolerance of a company’s management, as reflected in its plans or history of
acquisitions, shareholder remuneration, and organic growth strategies (see Appendix E, paragraphs 258 to 263).

We assess financial discipline as positive, neutral, or negative, based on its potential impact on our forward-looking
assessment of a firm's cash flow/leverage, as detailed in table 25. For example, a neutral assessment for leverage
tolerance reflects our expectation that management's financial policy will unlikely lead to significant deviation from
current and forecasted credit ratios. A negative assessment acknowledges a significant degree of event risk of
increased leverage relative to our base-case forecast, resulting from the company's acquisition policy, its shareholder
remuneration policy, or its organic growth strategy. A positive assessment indicates that the company is likely to take
actions to reduce leverage, but we cannot confidently incorporate these actions into our baseline forward-looking

assessment of cash flow/leverage.

A positive assessment indicates that management is committed and has the capacity to reduce debt leverage through
the rapid implementation of credit enhancing measures, such as asset disposals, rights issues, or reductions in
shareholder returns. In addition, management's track record over the past five years shows that it has taken actions to
rapidly reduce unforeseen increases in debt leverage and that there have not been any prolonged periods when credit
ratios were weaker than our expectations for the rating. Management, even if new, also has a track record of successful
execution. Conversely, a negative assessment indicates management's financial policy allows for significant increase in
leverage compared with both current levels and our forward-looking forecast under normal operating/financial
conditions or does not have observable time limits or stated boundaries. Management has a track record of allowing
for significant and prolonged peaks in leverage and there is no commitment or track record of management using
mitigating measures to rapidly retum to credit ratios consistent with our expectations.

As evidence of management's leverage tolerance, we evaluate its track record and plans regarding acquisitions,
shareholder remuneration, and organic growth strategies (see Appendix E, paragraphs 258 to 263). Acquisitions could
increase the risk that leverage will be higher than our base-case forecast if we view management's strategy as
opportunistic or if its financial policy (if it exists) provides significant headroom for debt-financed acquisitions.
Shareholder remuneration could also increase the risk of leverage being higher than our base-case forecast if
management's shareholder reward policies are not particularly well defined or have no clear limits, management has a
tolerance for shareholder returns exceeding operating cash flow, or has a track record of sustained cash returns despite
weakening operating performance or credit ratios. Organic growth strategies can also result in leverage higher than our
base-case forecast if these plans have no clear focus or investment philosophy, capital spending is fairly unpredictable,
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or there is a track record of overspending or unexpected or rapid shifts in plans for new markets or products.

We also take into account management's track record and level of commitment to its stated financial policies, to the
extent a company has a stated policy. Historical evidence and any deviations from stated policies are key elements in
analyzing a company's leverage tolerance. Where material and unexpected deviation in leverage may occur (for
example, on the back of operating weakness or acquisitions), we also assess management's plan to restore credit ratios
to levels consistent with previous expectations through rapid and proactive non-organic measures. Management's
track record to execute its deleveraging plan, its level of commitment, and the scope and timeframe of debt mitigating
measures will be key differentiators in assessing a company's financial policy discipline.

Table 25

‘Assessing Einancial,Dikcipline

Descriptor What it means Guidance

Positive Management is likely to take M is d and has capacity to reduce debt leverage and increase financial
actions that result in leverage that headroom through the rapid impl jon of credit enhanci in line withits
is lower than our base-case stated financial policy. 1{any Thls relatespnmanlyto managements careful and moderate
forecast, but can't be conlidently  policy with regard to and ion as well as to its organic growth
included in our base-case strategy The assessments are luppolted by historical evidence over the past five years of not
assumptions, Event tisk is low howing any prolong ing in the pany's credit ratios, or relative to our base-case

credit memcs assumptions. Management, even if new, has a track record of successful
execution.

Neutral Leverage is not exp dto M 's financial discipline with regard to acqui: harehold ation, as
deviate materially hom our well as its organic growth strategy does not result in significantly different leverage as defined
base-case forecast. Event risk is in its stated financial policy framework.
moderate,

Negative Leverage could become A 's fil | policy k does not explicitly rule out a significant increase in
materially higher than our 1 d to our b pti possibly reflecting a greater event risk with
base-case forecast. Eventrisk is regard toits M&A and shareholder remuneranon policy as well as to itsorganic growth
high. strategy. These points are upp d by hi id over the past five years of allowing

for significant and p d peaks in | ge, which i igated by credit

supporting measures by management.

b) Financial policy framework

The company's financial policy framework assesses the comprehensiveness, transparency, and sustainability of the
entity's financial policies (see Appendix E, paragraphs 264-268). This will help determine whether there is a
satisfactory degree of visibility into the issuer's future financial risk profile. Companies that have developed and
sustained a comprehensive set of financial policies are more likely to build long-term, sustainable credit quality than
those that do not.

We will assess a company's financial policy framewaork as supportive or non-supportive based on evidence that
supports the characteristics listed below. In order for an entity to receive a supportive assessment for financial policy
framewaork, there must be sufficient evidence of management's financial policies to back that assessment.

A company assessed as supportive will generally exhibit the following characteristics:

* Management has a comprehensive set of financial policies covering key areas of financial risk, including debt
leverage and liability management. Financial targets are well defined and quantifiable.

« Management's financial policies are clearly articulated in public forums (such as public listing disclosures and
investor presentations) or are disclosed to a limited number of key stakeholders such as main creditors or to the
credit rating agencies. The company's adherence to these policies is satisfactory.
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¢ Management's articulated financial policies are considered achievable and sustainable. This assessment takes into
consideration historical adherence to articulated policies, existing financial risk profile, capacity to sustain capital
structure through nonorganic means, demands of key stakeholders, and the stability of financial policy parameters
over time.

A company receives a non-supportive assessment if it does not meet all the conditions for a supportive assessment.
We expect a non-supportive assessment to be uncommon.

I. Liquidity

Our assessment of liquidity focuses on monetary flows~the sources and uses of cash—that are the key indicators of a
company's liquidity cushion. The analysis assesses the potential for a company to breach covenant tests related to
declines in EBITDA, as well asits ability to absorb high-impact, low-probability events, the nature of the company's
bank relationships, its standing in credit markets, and how prudent (or not) we believe its financial risk management to
be (see "Methodology And Assumptions: Liquidity Descriptors For Global Corporate [ssuers," published Nov. 19,
2013).

J. Management And Governance

The analysis of management and governance addresses how management's strategic competence, organizational
effectiveness, risk management, and governance practices shape the issuer's competitiveness in the marketplace, the
strength of its financial risk management, and the robustness of its governance. Stronger management of important
strategic and financial risks may enhance creditworthiness (see "Methodology: Management And Governance Credit
Factors For Corporate Entities And Insurers," published Nov. 13, 2012).

K. Comparable Ratings Analysis

The comparable ratings analysis is our last step in determining a SACP on a company This analysis can lead us to
raise or lower our anchor, after adjusting for the modifiers, on a company by one notch based on our overall
assessment of its credit characteristics for all subfactors considered in arriving at the SACP This involves taking a
holistic review of a company's stand-alone credit risk profile, in which we evaluate an issuer's credit characteristics in
aggregate. A positive assessment leads to a one-notch upgrade, a negative assessment leads to a one-notch
downgrade, and a neutral assessment indicates no change to the anchor.

The application of comparable ratings analysis reflectsthe need to "fine-tune” ratings outcomes, even after the use of
each of the other modifiers. A positive or negative assessment is therefore likely to be common rather than

exceptional.

We consider our assessments of each of the underlying subfactors to be points within a possible range. Consequently,
each of these assessments that ultimately generate the SACP can be at the upper or lower end, or at the mid-point, of

such a range:
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¢ A company receives a positive assessment if we believe, in aggregate, its relative ranking across the subfactors
typically to be at the higher end of the range;

¢ A company receives a negative assessment if we believe, in aggregate, its relative ranking across the subfactors
typically to be at the lower end of the range;

¢ A company receives a neutral assessment if we believe, in aggregate, its relative ranking across the subfactors
typically to be in line with the middle of the range.

The most direct application of the comparable ratings analysis is in the following circumstances:

+ Business risk assessment. [f we expect a company to sustain a position at the higher or lower end of the ranges for
the business risk category assessment, the company could receive a positive or negative assessment, respectively.

« Financial risk assessment and financial metrics. If a company's actual and forecasted metrics are just above (or just
below) the financial risk profile range, as indicated in its cash flow/leverage assessment, we could assign a positive
or negative assessment.

We also consider additional factors not already covered, or existing factors not fully captured, in arriving at the SACP.
Such factors will generally reflect less frequently observed credit characteristics, may be unique, or may reflect
unpredictability or uncertain risk attributes, both positive and negative.

Some examples that we typically expect could lead to a positive or negative assessment using comparable ratings

analysis include:

Short operating track record. For newly formed companies or companies that have experienced transformational
events, such as a significant acquisition, a lack of an established track record of operating and financial performance
could lead to a negative assessment until such a track record is established.

Entities in transition. A company in the midst of changes that we anticipate will strengthen or weaken its
creditworthiness and that are not already fully captured elsewhere in the criteria could receive a positive or negative
assessment. Such a transition could occur following major divestitures or acquisitions, or during a significant
overhaul of its strategy, business, or financial structure.

Industry or macroeconomic trends. When industry or macroeconomic trends indicate a strengthening or weakening
of the company's financial condition that is not already fully captured elsewhere in the criteria, the company could
receive a positive or negative assessment, respectively.

Unusual funding structures. A company with exceptional financial resources that the criteria do not capture in the
traditional ratio or liquidity analysis, or in capital structure analysis, could receive a positive assessment.

Contingent risk exposures, How well (or not) a company identifies, manages, and reserves for contingent risk
exposures that can arise if guarantees are called, derivative contract break clauses are activated, or substantial
lawsuits are lost could lead to a negative assessment.

SUPERSEDED CRITERIA FOR ISSUERS WITHIN THE SCOPE OF THESE
CRITERIA

« Companies Owned By Financial Sponsors: Rating Methodology, March 21, 2013

¢ Methodology: Business Risk/Financial Risk Matrix Expanded, Sept. 18, 2012

e How Stock Prices Can Affect An Issuer's Credit Rating, Sept. 26, 2008

e 2008 Corporate Criteria: Analytical Methodology, April 15, 2008

e Credit FAQ: Knowing The Investors In A Company's Debt And Equity, April 4, 2006
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RELATED CRITERIA

Methodology: Industry Risk, Nov. 19, 2013

Corporate Criteria: Ratios And Adjustments, Nov. 19, 2013

o Country Risk Assessment Methodology And Assumptions, Nov. 19, 2013

¢ Ratings Above The Sovereign—Corporate And Government Ratings: Methodology And Assumptions, Nov. 19, 2013
¢ Methodology And Assumptions: Liquidity Descriptors For Global Corporate Issuers, Nov. 19, 2013

o Methodology: Management And Governance Credit Factors For Corporate Entities And Insurers, Nov. 13, 2012
o Criteria For Assigning ‘CCC+', ‘CCC', 'CCC-', And 'CC' Ratings, Oct. 1, 2012

e Principles Of Credit Ratings, published Feb, 16, 2011

o Stand-Alone Credit Profiles: One Component Of A Rating, Oct. 1, 2010

¢ Criteria Guidelines For Recovery Ratings On Global Industrial Issuers’ Speculative-Grade Debt, Aug. 10, 2009

e 2008 Corporate Criteria; Rating Each Issue, April 15, 2008

APPENDIXES

A. Country Risk

Table 26

CountryAnd RegianaliRisk

Region

Western Europe

Southern Europe

Western + Southern Emope

East Europe

Central Europe

Eastern Europe and Central Asia
Middle East

Africa

North America

Central America

Latin America

The Caribbean

Asia-Pacific

Central Asia

East Asia
Australia NZ

Country Region GDP weighting (%}
South Aftica Aftica 302
Egypt Aftica 280
Nigeria Africa 235
Morocco Africa 89
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Table 26

Africa $4

Tunisia

Senegal Africa 14
Mozambique Aftica 14
Zambia Africa 12
Indonesia Asia-Pacitic 27.1
Taiwan Asia-Pacific 20.1
Thailand Asia-Pacific 144
Malaysia Asia-Pacific 11.0
Philippines Asia-Pacific 9.5
Vietnam Asia-Pacific 71
Bangladesh Asia-Pacific 68
Sri Lanka Asia-Pacific 28
Laos Asia-Pacific 04
Papua New Guinea Asia-Pacific 04
Mongolia Asia-Pacific 03
Australia Australia N2 882
New Zealand Australia NZ 11.8
Guatemala Central America 405
Costa Rica Central America 302
Panama Central America 293
India Central Asia 86.5
Pakistan Central Asia 93
Kazakhstan Central Asia 4.2
Poland Central Europe 46.3
Czech Republic Central Europe 16.6
Hungary Central Europe 113
Slovakia Central Europe 77
Bulgaria Central Europe 60
Croatia Central Europe 46
Lithuania Central Europe 38
Latvia Central Europe 2.1
Estonia Central Europe 16
China East Asia 645
Japan East Asia 236
Korea East Asia 84
Hong Kong East Asia 1.9
Singapore East Asia 1.7
Greece East Europe 77.5
Slovenia East Europe 16.0
Cyprus East Europe 65
Russia Eastern Europe and Central Asia 804
Ukraine Eastern Europe and Central Asia 108
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Table 26

iCountr ‘-Ancii,Reg"(

Eastern Europe and Central Asia

Belarus 48
Azerbaijan Eastern Europe and Central Asia 32
Georgia Eastern Europe and Central Asia 0.9
Brazil Latin America 353
Mexico Latin America 263
Argentina Latin America 111
Colombia Latin America 7.8
Venezuela Latin America 6.0
Peru Latin America 49
Chile Latin America 48
Ecuador Latin America 20
Uruguay Latin America 0.8
El Salvador Latin America 0.7
Paraguay Latin America 0.6
Belize Latin America 0.0
Turkey Middle East 428
Saudi Arabia Middle East 282
[srael Middle East 94
Qatar Middle East 7.2
Kuwait Middle East 63
Oman Middle East 34
Jordan Middle East 15
Bahrain Middle East 12
United States North America 91.5
Canada North America 85
ltaly Southern Europe $2.6
Spain Southern Europe 404
Portugal Southern Europe 7.0
Dominican Republic The Caribbean 754
Jamaica The Caribbean 192
Barbados The Caribbean S4
Germany Western Europe 287
United Kingdom Western Europe 213
France Western Europe 20.7
Netherlands Western Europe 65
Belgium Western Europe 39
Sweden Western Europe 36
Switzerland Western Europe 3.3
Austia Western Europe 33
Norway Western Europe 26
Denmark Western Europe 1.9
ﬁnland Western Europe 1.8
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Table 26

§ébun’tr; AndRégional Risk i(¢antp N
Ireland Western Europe 18
Luxembourg Western Europe 04
Iceland Western Europe 0.1
Malta Western Europe 01

B. Competitive Position

Table 27

ListiOFIndustries; Subsectors;&nd: Standard:€ompetitive: Positiom:GroupiBrofiles

Competitive position group
Industry Subsector profile
Transportation cyclical Airlines Capital or asset focus
Marine Capital or asset focus
Trucking Capital or asset focus
Auto OEM Automobile and truck manufacturers Capital or asset focus
Metals and mining downstream Aluminum Commodity focus/cost driven
Steel Commodity focus/cost driven

Metals and mining upstream

Coal and consumable fuels

Commodity focus/cost driven

Diversified metals and mining

Commodity focus/cost driven

Gold

Commodity focus/cost driven

Precious metals and minerals

Commodity focus/ cost driven

Homebuilders and developers

Homebuilding

Capital or asset focus

Oil and gas refining and marketing

Oil and gas refining and marketing

Commodity focus/scale driven

Forest and paper products

Forest products

Commodity focus/cost driven

Paper products

Commodity focus/cost driven

Building Materials

Construction materials

Capital or asset focus

Oil and gas integrated, exploration and production

Integrated oil and gas

Commodity focus/scale driven

Oil and gas exploration and production

Commodity focus/scale driven

Agribusiness and commodity foods

Agricultural products

Commodity focus/scale driven

Real estate investment trusts (REITs) Diversified REITs Real-estate specific*
Health care REITS Real-estate specific*
Industrial REITs Real-estate specific*®
B Office REITs Real-estate specific*
Residential REITs Real-estate specific*
Retail REITs Real-estate specific*

Specialized REITs Not appplicable**

Self-storage REITs

Real-estate specific*

Netlease REITs

Real-estate specific*

Real estate operating companies

Real-estate specific*

Leisure and sports

Casinos and gaming

Services and product focus

Hotels, resorts. and cruise lines

Services and product focus
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Leisure facilities

ofiles: '(cont:,

Services and product focus

Commodity chemicals

Commodity chemicals

Commodity focus/cost driven

Diversified chemnicals

Commodity focus/cost driven

Fertilizers and agricultural chemicals

Commodity focus/cost driven

Auto suppfiers

Auto parts and equipment

Capital or asset focus

Tires and rubber

Capital or asset focus

Vehicle-related suppliers

Capital or asset focus

Aerospace and defense

Aerospace and defense

Services and product focus

Technology hard and semicond! C ication: Capital or asset focus
Computer hardware Capital or asset focus
Computer storage and peripherals Capital or asset focus
Consumer electronics Capital or asset focus
El ic equip and i Capital or asset focus
Electronic components Capital or asset focus
Electronic manufacturing services Capital or asset focus
Technology distributors Capital or asset focus
Office electronics Capital or asset focus
Semiconductor equipment Capital or asset focus
Semiconductors Capital or asset focus
Specialty Chemicals Industrial gases Capital or asset }bius

Specialty chemicals

Capital or asset focus

Capital Goods

Electrical components and equipment

Capital or asset focus

Heavy equipment and machinery

Capital or asset focus

Industrial y and

Capital or asset focus

Construction equipment rentat

Capital or asset focus

Industrial distributors

Services and product focus

Engineering and construction

Construction and engineering

Services and product focus

Railroads and package express

Railroads

Capital or asset focus

Package express

Services and product focus

Logistics Services and product focus
Business and consumer services Consumer services Services and product focus
Distributors Services and product focus

Facilities services

Services and product focus

General support services

Services and product focus

Professional services

Services and product focus

Midstream energy

Oil and gas storage and transportation

Commodity focus/scale driven

Technology software and services

internet software and services

Services and product focus

IT consulting and other services

Services and product focus

Data processing and outsourced services

Services and product focus

Application software Services and product focus
Systems software Services and product focus
Consumer software Services and product focus
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Consumer durables

Home fumnishings

tion. Group:Profiles i(cont.)

Services and product focus

Household appliances

Services and product focus

Housewares and specialties

Services and product focus

Leisure products

Services and product focus

Photographic products

Services and product focus

Small appliances

Services and product focus

Containers and packaging

Metal and glass containers

Capital or asset focus

Paper packaging

Capital or asset focus

Media and entertainment

Ad agencies and marketing services companies

Services and product focus

Ad-supported internet content platforms

Services and product focus

Broadcast TV networks

Services and product focus

Cable TV networks

Services and product focus

Consumer and trade magazines

Services and product focus

Data/professional publishing

Services and product focus

Directories

Services and product focus

E-Commerce (services)

Services and product focus

Educational publishing

Services and product focus

Capital or asset focus

Film and TV programming production

media and entertai

Services and product focus

Motion picture exhibitors

Services and product focus

Music publishing

Services and product focus

Music recording

Services and product focus

Newspapers Services and product focus
Outdoor advertising Services and product focus
Printing Commaodity focus/scale driven

Radio broadcasters

Services and product focus

Trade shows

Services and product focus

TV stations

Services and product focus

Oil and gas drilling, equipment and services

Onshore contract drilling

Commodity focus/scale driven

Offshore contract drilling

Capital or Asset Focus

Oil and gas equipment and services (oilfield
services)

Commodity focus/scale driven

Retail and restaurants

Catalog retail

Services and product focus

Internet retail

Services and product focus

Department stores

Services and product focus

General merchandise stores

Services and product focus

Apparel retail

Services and product focus

Computer and electronics retail

Services and product focus

Home improvement retail

Services and product focus

Specialty stores

Services and product focus

Automotive retail

Services and product focus

Home furnishing retail

Services and product focus
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Health care services
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Commodity focus/scale drien

Transportation infrastructure

Airport services

National industries and utilities

Highways

National industries and utilities

Railtracks

National industries and utilities

Marine ports and services

National industries and utilities

Environmental services

Environmental and facilities services

Services and product focus

Regulated utilities

Electric utilities

National industsies and utilities

Gas utilities

National industries and utilities

Multi-utikties

National industries and utilities

Water utilities

National industries and utilities

Unregulated power and gas

Independent power producersand energy traders

Capital or asset focus

Merchant power

Capital or asset focus

Pharmaceuticals

Branded pharmaceuticals

Services and product focus

Generic pharmaceuticals

Commodity focus/scale driven

Health care equipment High-tech health care equipment Product focus/scale driven
Low-tech health care equipment Commodity focus/scale driven
Branded nondurables Brewers Services and product focus

Distllers and vintners

Services and product focus

Soft drinks

Services and product focus

Packaged foods and meats

Services and product focus

Tobacco

Sesvices and product focus

Household products

Services and product focus

Apparel, footwear, accessories, and luxury goods

Services and product focus

Personal products

Services and product focus

Telecommunications and cable

Cable and satellite

Services and product focus

Alternative carriers

Services and product focus

Integrated telecommunication services

Services and product focus

Wireless towers

Capital or asset focus

Data center operators

Capital or asset focus

Fiber-optic carriers

Capital or asset focus

Wireless telecommunication services

Services and product focus

*See "Key Credit Factors For The Real Estate Industry,” published Nov. 19, 2013, **For specialized REITs, there is no standard CPGP. as the
CPGP will vary based on the underlying industry exposure (e.g. a forest and paper praducts REIT)

1. Analyzing subfactors for competitive advantage
Competitive advantage is the first component of our competitive position analysis. Companies that possess a

sustainable competitive advantage are able to capitalize on key industry factors or mitigate associated risks more

effectively. When a company operates in more than one business, we analyze each segment separately to form an

overall view of its competitive advantage. In assessing competitive advantage, we evaluate the following subfactors:

o Strategy;

¢ Differentiation/uniqueness, product positioning/bundling;
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o Brand reputation and marketing;

¢ Product/service quality;

o Barriers to entry, switching costs;

e Technological advantage and capabilities, technological displacement; and
o Asset profile.

a) Strategy

A company's business strategy will enhance or undermine its market entrenchment and business stability. Compelling
business strategies can create a durable competitive advantage and thus a relatively stronger competitive position. We
form an opinion as to the source and sustainability (if any) of the company's competitive advantage relative to its
peers'. The company may have a differentiation advantage (i.e., brand, technology, regulatory) or a cost advantage
(i.e., lower cost producer/servicer at the same quality level), or a combination.

Our assessment of a company's strategy is informed by a company’s historical performance and how realistic we view
its forward-looking business objectives to be. These may include targets for market shares, the percentage of revenues
derived from new products, price versus the competition's, sales or profit growth, and required investment levels. We
evaluate these objectives in the context of industry dynamics and the attractiveness ofthe markets in which the

company participates.

b) Differentiation/uniqueness, product positioning/bundling

The attributes of product or service differentiation vary by sector, and may include product or services features,
performance, durability, reliability, delivery, and comprehensiveness, among other measures. The intensity of
competition may be lower where buyers perceive the product or service to be highly differentiated or to have few
substitutes. Conversely, products and services that lack differentiation, or offer little value-added in the eyes of
customers, are generally commodity-type products that primarily compete on price. Competition intensity will often
be highest where limited or moderate investment (R&D, capital expenditures, or advertising) or low employee skill
levels (for service businesses) are required to compete. Independent market surveys, media commentaries, market
share trends, and evidence of leading or lagging when it comes to raising or lowering prices can indicate varying
degrees of product differentiation.

Product positioning influences how companies are able to extend or protect market shares by offering popular
products or services. A company's abilities to replace aging products with new ones, or to launch product extensions,
are important elements of product positioning. In addition, the ability to sell multiple products or services to the same
customer, known as bundling or cross-selling, (for instance, offering an aftermarket servicing contract together with the
sale of a new appliance) can create a competitive advantage by increasing customers’ switching costs and fostering

loyalty.

c) Brand reputation and marketing

Brand equity measures the price premium a company receives based on its brand relative to the generic equivalent.
High brand equity typically translates into customer loyalty, built partially via marketing campaigns. One measure of
advertising effectiveness can be revenue growth compared with the increase in advertising expenses.

We also analyze re-investment and advertising strategies to anticipate potential strengthening or weakening of a
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company's brand. A company's track record of boosting market share and delivering attractive margins could indicate
its ability to build and maintain brand reputation.

d) Product/service level quality

The strength and consistency of a value proposition is an important factor contributing to a sustainable competitive
advantage. Value proposition encompasses the key features of a product or a service that convince customers that
their purchase has the right balance between price and quality. Customers generally perceive a product or a service to
be good if their expectations are consistently met. Quality, both actual and perceived, can help a company attract and
retain customers. Conversely, poor product and service quality may lead to product recalls, higher-than-normal
product warnings, or service interruptions, which may reduce demand. Measures of customer satisfaction and
retention, such as attrition rates and contract renewal rates, can help trace trends in product/service quality.

Maintaining the value proposition requires consistency and adaptability around product design, marketing, and
quality-related operating controls. This is pertinent where product differentiation matters, as is the case in most
noncommodity industries, and especially so where environmental or human health (concerns for the chemical, food,
and pharmaceutical industries) adds a liability dimension to the quality and value proposition. Similarly, regulated
utilities (which often do not set their own prices) typically focus on delivering uninterrupted service, often to meet the
standards set by their regulator.

e) Barriers to entry, switching costs

Barriers to entry can reduce or eliminate the threat of new market entrants. Where they are effective, these barriers
can lead to more predictable revenues and profits, by limiting pricing pressures and customer losses, lowering
marketing costs, and improving operating efficiency. While barriers to entry may enable premium pricing, a dominant
player may rationally choose pricing restraint to further discourage new entrants.

Barriers to entry can be one or more of: a natural or regulatory monopoly; supportive regulation; high transportation
costs; an embedded customer base that would incur high switching costs; a proprietary product or service; capital or

technological intensiveness.

A natural monopoly may result from unusually high requirements for capital and operating expenditures that make it
uneconomic for a market to support more than a single, dominant provider. The ultimate barrier to entry is found
among regulated utilities, which provide an essential service in their ‘de juris' monopolies and receive a guaranteed
rate of return on their investments. A supportive regulatory regime can include rules and regulations with high hurdles
that discourage competitors, or mandate so many obligations for a new entrant as to make market entry financially
unviable.

In certain industrial sectors, proprietary access to a limited supply of key raw materials or skilled labor, or zoning laws
that effectively preclude a new entrant, can provide a strong barrier to entry. Factors such as relationships, long-term
contracts or maintenance agreements, or exclusive distribution agreements can result in a high degree of customer
stickiness. A proprietary product or service that's protected by a copyright or patent can pose a significant hurdle to
new competitors.

WWW.STANDARDANDPOORS.CON /RATINGSDIRECT NOVEMBER 19, 2013 58
1218904 | 300023050

1669



206

207

208

209

210

o

212

21

(o

SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195
CEP 17-15, Attachment 1

Criteria | Corporates | General: Corporate Methodology

f) Technological advantage and capabilities, technological displacement

A company may benefit from a proprietary technology that enables it to offer either a superior product or a
commodity-type product at a materially lower cost. Proven research and development (R&D) capabilities can deliver a
differentiated, superior product or service, as in the pharmaceutical or high tech sectors. However, optimal R&D
strategies or the importance or effectiveness of patent protection differ by industry, stage of product development, and

product lifecycle.

Technological displacement can be a threat in many industries; new technologies or extensions of current ones can
effectively displace a significant portion of a company's products or services.

g) Asset profile

A company’s asset profile is a reflection of its reinvestment, which creates tangible or intangible assets, or both.
Companies in similar sectors and industries usually have similar reinvestment options and, thus, their asset profiles
tend to be comparable. The reinvestment in "heavy" industries, such as oil and gas, metals and mining, and
automotive, tends to produce more tangible assets, whereas the reinvestment in certain “light" industries, such as
services, media and entertainment, and retail, tends to produce more intangible assets.

We evaluate how a company's asset profile supports or undermines its competitive advantage by reviewing its
manufacturing or service creation capabilities and investment requirements, its distribution capabilities, and its track
record and commitment to reinvesting in its asset base. This may include a review of the company's ability to attract
and retain a talented workforce; its degree of vertical integration and how that may help or hinder its ability to secure
supply sources, control the value-added part of its production chain, or adjust to technological developments; or its

ability develop a broad and strong distribution network.

2. Analyzing subfactors for scale, scope, and diversity
In assessing the relative strength of this component, we evaluate four subfactors:

« Diversity of product or service range;

o Geographic diversity;

° Volumes, size of markets and revenues, and market shares; and
o Maturity of products or services.

In a given industry, entities with a broader mix of business activities are typically lower risk, and entities with a
narrower mix are higher risk. High concentration of business volumes by product, customer, or geography, or a
concentration in the production footprint or supplier base, can lead to less stable and predictable revenues and profits.
Comparatively broader diversity helps a company withstand economic, competitive, or technological threats better
than its peers.

There is no minimum size criterion, although size often provides a measure of diversification. Size and scope of
operations is important relative to those of industry peers, though not in absolute terms. While relatively smaller
companies can enjoy a high degree of diversification, they will likely be, almost by definition, more concentrated in
terms of product, number of customers, or geography than theirlarger peersin the same industry.

Successful and continuing diversification supports a stronger competitive position. Conversely, poor diversification
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weakens overall competitive position. For example, a company will weaken its overall business position if it enters
new product lines and countries where it has limited expertise and lacks critical mass to be a real competitor to the
incumbent market leaders. The weakness is greater when the new products or markets are riskier than the traditional

core business.

Where applicable, we also include under scale, scope, and diversity an assessment of the potential benefits derived
from unconsolidated (or partially consolidated) investments in strategic assets. The relative significance of such an
investment and whether it is in an industry that exhibits high or, conversely, low correlation with the issuer's
businesses would be considered in determining its potential benefits to scale, scope, and diversity. This excludes
nonstrategic, financial investments, the analysis of which does not fall under the competitive position criteria but,
instead, under the capital structure criteria.

a) Diversity of product or service range

The concentration of business volumes or revenues in a particular or comparatively small set of products or services
can lead to less stable revenues and profits. Even if this concentration is in an attractive product or service, it may be a
weakness. Likewise, the concentration of business volumes with a particular customer or a small group of customers,
or the reliance on one or a few suppliers, can expose the company to a potentially greater risk of losing and having to
replace related revenues and profits. On the other hand, successful diversification across products, customers, and/or
suppliers can lead to more stable and predictable revenues and profits, which supports a stronger assessment of scale,

scope, and diversity.

The relative contribution of different products or services to a company's revenues or profits helps us gauge its
diversity. We also evaluate the correlation of demand between product or services lines. High correlation in demand
between seemingly different product or service lines will accentuate volume declines during a weak part of the

business cycle.

In most sectors, the share ofrevenue a company receives from its largest five to 10 customers or counterparties
reveals how diversified its customer base is. However, other considerations such as the stability and credit quality of
that customer base, and the company's ability to retain significant customers, can be mitigating or accentuating factors
in our overall evaluation. Likewise, supplier dependency can often be measured based on a supplier's share of a
company's operating or capital costs. However, other factors, such as the degree of interdependence between the
company and its supplier(s), the substitutability of key supply sources, and the company's presumed ability to secure
alternative supply without incurring substantial switching costs, are important considerations. Low switching costs (i.e.
limited impact on input price, quality, or delivery times as a result of having to adapt to a new supply chain partner)
can mitigate a high level of concentration.

b) Geographic diversity
We assess geographic diversity both from the standpoint of the breadth of the company’s served or addressable
markets, and from the standpoint of how geographically concentrated its facilities are.

The concentration of business volumes and revenues within a particular region can lead to greater exposure to
economic factors affecting demand for a company's goods or services in that region. Even if the company's volumes
and revenues are concentrated in an attractive region, it may still be vulnerable to a significant drop in demand for its
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goods and services. Conversely, a company that serves multiple regions may benefit from different demand conditions
in each, possibly resulting in greater revenue stability and more consistent profitability than a more focused peer's.
That said, we consider geographic diversification in the context of the industry and the size of the local or regional
economy. For instance, companies operating in local industries (such as food retailers) may benefit from a

well-entrenched local position.

Generally, though, geographically concentrated production or service operations can expose a company to the risk of
disruption, and damage revenues and profitability. Even when country risks don't appear significant, a company's
vulnerability to exogenous factors (for example, natural disasters, labor or political unrest) increases with geographic
concentration.

c) Volumes, size of markets and revenues, market share

. Absolute sales or unit volumes and market share do not, by themselves, support a strong assessment of scale, scope,

and diversity. Yet superior market share is a positive, since it may indicate a broad range of operations, products, or

services.

We view volume stability (relative to peers') as a positive especially when: a company has demonstrated it during an
economic downturn; if it has been achieved withoutrelying on greater price concessions than competitors have made;
and when it is likely to be sustained in the future. However, volume stability combined with shrinking market share
could be evidence of a company's diminishing prospects for future profitability. We assess the predictability of business
volumes and the likely degree of future volume stability by analyzing the company’s performance relative to peers' on
several industry factors: cyclicality; ability to adapt to technological and regulatory threats; the profile of the customer
base (stickiness); and the potential life cycle of the company's products or services,

Depending on the industry sector, we measure a company's relative size and market share based on unit sales; the
absolute amount of revenues; and the percentage of revenues captured from total industry revenues. We also adjust
for industry and company specific qualitative considerations. For example, if an industry is particularly fragmented and
has a number of similarly sized participants, none may have a particular advantage or disadvantage with respect to
market share.

d) Maturity of products or services

The degree of maturity and the relative position on the lifecycle curve of the company’s product or service portfolio
affect the stability and sustainability of its revenues and margins. It is important tc identify the stage of development of
a company's products or services in order to measure the life cycle risks that may be associated with key products or

services.

Mature products or services (e.g. consumer products or broadcast programming) are not necessarily a negative, in our
view, if they still contribute reliable profits. If demand is declining for a company's product or service, we examine its
track record on introducing new products with staying power. Similarly, a company’s track record with product

launches is particularly relevant.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT NOVEMBER 18, 2013 62
1218904 | 300023050

1672



226

227

228

229

230

23t

SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195
CEP 17-15, Attachment 1

Criteria | Corporates | General: Corporate Methodology

3. Analyzing subfactors for operating efficiency
In assessing the relative strength of this component, we consider four subfactors:

o Cost structure,

e Manufacturing processes,

e Working capital management, and
e Technology.

To the extent a company has high operating efficiency, it should be able to generate better profit margins than peers
that compete in the same markets, whatever the prevailing market conditions. The ability to minimize manufacturing
and other operational costs and thus maximize margins and cash flow--for example, through manufacturing
excellence, cost control, and diligent working capital management--will provide the funds for research and

development, marketing, and customer service.

a) Cost structure

Companies that are well positioned from a cost standpoint will typically enjoy higher capacity utilization and be more
profitable over the course of the business cycle. Cost structure and cost control are keys to generating strong profits
and cash flow, particularly for companies that produce commodities, operate in mature industries, or face pricing
pressures. It is important to consider whether a company or any of its competitors has a sustainable cost advantage,
which can be based on access to cheaper energy, favorable manufacturing locations, or lower and more flexible labor

costs, for example.

Where information is available, we examine a company's fixed versus variable cost mix as an indication of operating
leverage, a measure of how revenue growth translates into growth in operating income. A company with significant
operating leverage may witness dramatic declines in operating profit if unit volumes fall, as during cyclical downturns.
Conversely, in an upturn, once revenues pass the breakeven point, a substantial percentage of incremental revenues
typically becomes profit.

b) Manufacturing process

Capital intensity characterizes many heavy manufacturing sectors that require minimum volumes to produce
acceptable profits, cash flow, and return on assets. We view capacity utilization through the business cycle (combined
with the cost base) as a good indication of manufacturers' ability to maintain profits in varying economic scenarios.
Our capacity utilization assessment is based on a company's production capacity across its manufacturing footprint. In
addition, we consider the direction of a company's capacity utilization in light of our unit sales expectations, as

opposed to analyzing it plant-by-plant.

Labor relations remain an important focus in our analysis of operating efficiency for manufacturers. Often, a company's
labor cost structure is driven by its history of contractual negotiations and the countries in which it operates. We
examine the rigidity or flexibility of a company's labor costs and the extent to which it relies on labor rather than
automation. We analyze labor cost structure by assessing the extent of union representation, wage and benefit costs as
a share of cost of goods sold (when available), and by assessing the balance of capital equipment vs. labor input in the
manufacturing process. We also incorporate trends in a company's efforts to transfer labor costs from high-cost to

low-cost regions.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT NOVEMBER 15,2013 63
1218904 | 300023050

Page 63 of 78

1673



232

233

234

235

236.

SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195
CEP 17-15, Attachment 1

Criteria | Corporates | General: Corporate Methodology

¢) Working capital management

Working capital management--of current or short-term assets and liabilities--is a key factor in our evaluation of
operating efficiency. In general, companies with solid working capital management skills exhibit shorter cash
conversion cycles (defined as days' investment in inventory and receivables less days' investment in accounts payable)
than their lower-skilled peers. Short cash-conversion cycles could, for instance, demonstrate that a company has a
stronger position in the supply chain (for example, requiring suppliers or dealers to hold more of its inventory). This
allows a company to direct more capital than its peers can to other areas of investment.

d) Technology
Technology can play an important role in achieving superior operating efficiency through effective yield management
(by improving input/output ratios), supply chain autornation, and cost optimization.

Achieving high yield management is particularly important in industries with limited inventory and high fixed costs,
such as transportation, lodging, media, and retail. The most efficient airlines can achieve higher revenue per available
seat mile than their peers, while the most efficient lodging companies can achieve a higher revenue per available room
than their peers. Both industries rely heavily on technology to effectively allocate inventory (seats and rooms) to
maximize sales and profitability.

Effective supply chain automation systems enable companies to reduce investments in inventory and better forecast
future orders based on current trends. By enabling electronic data interchange between supplier and retailer, such
systems help speed orders and reorders for goods by quickly pinpointing which merchandise is selling well and needs
restocking. They also identify slow moving inventory that needs to be marked down, making space available for fresh

merchandise.

Effective use of technology can also help hold down costs by improving productivity via automation and workflow
management. This can reduce selling, general, and administrative costs, which usually represent a substantial portion
of expenditures for industries with high fixed costs, thus boosting earnings.

4. Industry-specific SER parameters
Table 28

SER.Calibration.By:

—Volatility of profitability assezsment*—

i 2 3 4 5 6
Transportation cyclical =<10% >10%-14% >14%22% >22%-33% >33%76% >76%
Auto OEM =<25% >25%33% >33%-35% >35%-40% >40%-46% >46%
Metals and mining downstream =<16% >16%-31% >31%42% >42%-53% >53%-82% >B82%
Metals and mining upstream =<16% >16%-23% >23%-28% >28%-34% >34%-59% >59%
Homebuilders and developers =<19% >19%-33% >33%-46% >46%-65% >65%-95% >95%
Oil and gas refining and marketing =<14% >14%21% >21%35% >35%-46% >46%-B2% >82%
Forest and paper pioducts =<9% >9%18% >18%-26% >26%51% >51%114% >114%
Building materials =<9% >9%-16% >16%-19% >19%24% >24%-33% >33%
Oil and gas integrated, exploration and =<12% >12%-19% >19%-22% >22%28% >28%-38% >38%
production
Agribusiness and commodity foods =<12% >12%19% >19%-25% >25%-39% >39%57% >57%
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SER Calibration By Industry Based On EBITDA (cont.)

Real estate investment trusts (REITs) =<5% >5%-9% >9%-13% >13%20% >20%-32% >32%
Leisure and sports =<5% >5%9% >9%-12% >12%-16% >16%-24% >24%
Commodity chemicals =<14% >14%19% >19%:-28% >28%-37% >37%51% >51%
Auto suppliers =<15% >15%-20% >20%26% >26%32% >32%-45% >45%
Aerospace and defense =<6% >6%-9% >9%-15% >15%-24% >24%-41% >41%
Technology hard: and d =<11% >11%15% >15%-22% >22%31% >31%58% >58%
Specialty chemicals =<5% >5%10% >10%-14% >14%23% >23%-36% >36%
Capital goods =<12% >12%16% >16%21% >21%30% >30%45% >45%
Engineering and construction =<9% >9%-14% >14%20% >20%28% >28%-39% >3%
Railroads and package express =<5% >5%-8% >8%-10% >10%13% >13%-22% >22%
Business and consumer services =<4% >4%-8% >8%11% >11%-16% >16%30% >30%
Midstream energy =<5% >5%-%% >9%11% >11%-15% >15%31% >31%
Technology software and services =<4% >4%- %% >9%14% >14%-19% >19%-33% >33%
Consumer durables =<7% >7%10% >10%-13% >13%19% >19%-35% >35%
Containers and packaging =<5% >5%-7% >7%-12% >12%-18% >18%-26% >26%
Media and entertainment =<6% >6%-10% >10%14% >14%-20% >20%-25% >29%
Qil and gas drilling, equipment and services =<16% >16%22% >22%28% >28%44% >44%62% >62%
Retail and restaurams =<4% >4%-8% >8%11% >11%-16% >16%-26% >26%
Health care services =<4% >4%-5% >5%-9% >9%-12% >12%-19% >19%
Transportation infrastructure =<2% >2%-8% >4%-7T% >1%-12% >12%19% >19%
Environmental services =<5% >5%-9% >9%-13% >13%-22% >22%29% >28%
Regulated utilities =<4% >4%-7% >7%9% >9%-14% >14%26% >26%
Unregulated power and gas =<7% >7%-16% >16%-20% >20%-29% >29%-47% >47%
Pharmaceuticals =<5% >5%-8% >8%11% >1% 1% >17%32% >32%
Health care equipment =<3% >3%-5% >5%-6% >6%-10% >10%-25% >25%
Branded nondurables =<4% >4%7% >7%10% >10%15% >15%43% >43%
Telecommunications and cable =<3% >3%-6% >6% 9% >9%-13% >13%-23% >23%
Overall =<5% >5% Fh >9%-15% >15%-23% >23%43% >43%
*The data ranges include the values up to and including the upper bound. As an example. for a range of 5%-9%, a value of 5% is excluded while
avalue of 9% is included; the are to the nearest whole number for presentation purposes.
Table 29

SER Calibration By Industry Based On EBITDA Margin

—Volatility of profitability assessment*—

1 2 3 4 H 8
Transportation cyclical =<4% >4%8% >8%-16% >16%-28% >28%-69% >69%
Auto OEM =<15% >15% 19% >19%2%% >29%31% >31%-45% >45%
Metals and mining downstream =<10% >10%18% >18%-26% >26%36% >36%-56% >56%
Metals and mining upstream =<8% >8%10% >10%14% >14%19% >19%31% >31%
Homebuilders and developers =<10% >10%-18% >18%-30% >30%-56% >56%114% >114%
Qil and gas refining and marketing =<12% >12%22% >22%-28% >28%-42% >42%71% >71%
Forest and paper products =<8% >8%13% >13%21% >21%41% >41%-117% >117%
Buil ding materials =<4% >4%-8% >8%13% >13%-18% >18%-23% >23%
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Table 29

‘SER Calibration B 3] )
Oij and gas integrated, exploration and =<4% >4%-6% >6%-8% >8%13% >13%22% >22%

preduction

Agribusiness and commodity foods =<9% >9%-14% >14%-18% >18%27% >27%100% >100%
Real estate investment trusts {REITs) =<2% >2%-5% >5%-8% >8%13% >13%.34% >34%
Leisure and sports =<3% >3%-5% >$%-6% >6%-9% >9%-18% >18%
Commodity chemicals =<9% >9%-14% >14%18% >18%-25% >25%-37% >37%
Auto suppliers =<%% >9%13% >13%-18% >18%-23% >23%40% >40%
Aerospace and defense ==<3% >3%-6% >6% 7% >T%12% >12%24% >24%
‘Technology and icond: =<7% >7%-10% >10%-15% >15%-21% >21%62% >62%
Specialty chemicals =<3% >3%6% >6%+10% >10%-19% >19%-28% >20%
Capital goods =<6% >6%-9% >3%13% >13%20% >20%:33% >33%
Engineering and construction =<6% >6%8% >8%-12% >12%17% >17%26% >26%
Railroads and package express =<2% >2%-6% >6%-8% >8%-10% >10%-17% >17%
Business and cansumer services =<3% >3%5% >5%7% >7%-12% >12%22% >22%
Midstream energy =<3% >3%-6% >6%9% >8%14% >14%-28% >28%
Technology software and services =<3% >3%-6% >6%-10% >10%-15% >15%-30% >30%
Consumer durables =<4% >4%-8% >8%11% >11%-15% >15%-26% >26%
Containers and packaging =<5% >5%7% >7%-9% >9%-15% >15%-22% >22%
Media and entertainment =<4% >4%6% >6% %% >0%14% >14%-24% >24%
Oil and gas diilling equipment and services =<6% >6%12% >12%-16% >16%-22% >22%-32% >32%.
Retail and restaurants =<3% >3%5% >5%-T% >T%12% >12%21% >21%
Health care services =<3% >3%-5% >5%-6% >6%-8% >8%-15% >15%
Transportation infrastructure =<1% >1%-3% >3%-5% >5% 1% >7%-15% >15%
Environmental services =<3% >3%4% >4%6% >6%10% >10%-24% >24%
Repulated utilities =<4% >4%7% >1%9% >9%-14% >14%24% >24%
Unregulated power and gas =<6% >6%-10% >10%-15% >15%-23% >23%-41% >41%
Pharmaceuticals =<4% >4%-5% >5%7% >7%-10% >10%21% >21%
Health care equipment =<2% >2%4% >4%5% >5%-10% >10%16% >16%
Branded nondurables =<3% >3%-6% >6% 9% >9%13% >13%-28% >28%
Telecommunications and cable =<2% >2%4% >4%-5% >5%-T% >T%13% >13%
Overall =<3% >3%-6% >6%-10% >10%-16% >16%-32% >32%
*The data ranges include the values up to and including the upper bound. As an example, for a range of 5%-9%, a value of 5% is excluded, while

a value of 9% is included, the beis are ded to the nearest whole number for presentation purposes.

Table 30

~Volatility of profitability -

1 2 3 4 5 6
Transportation cyclical =<14% >14%-28% >28%-39% >39%-53% >53%-156% >156%
Auto OEM =<92% >22%-64% >64%-74% >74%-86% >86%-180% >180%
Metals and mining downstream =<25% >25%32% >32%43% >43%53% >53%92% >92%
Metals and mining upstream =<22% >22%-30% >30%-38% >38%-45% >45%-83% >93%
Homebuilders and developers =<12% >12%-31% >31% 50% >50%-70% >70%-88% >88%
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Oil and gas refining and marketing =<14% >14%30% 30%-48% >48%-67% >67%136% >136%
Forest and paper products =<10% >10%22% >22%-40% >40%-89% >89%-304% >304%
Building materials =<13% >13%20% >20%-26% >26%-36% >36%62% >62%
Qil and gas integrated. explotation and =<16% >16%22% >22%-31% >31%-43% >43%89%% >89%
production

Agribusiness and commodity foods =<12% >12%15% >15%29% >29%-55% >55%111% >111%
Real estate investment trusts {REITs) =<B% >8%14% >14%20% >20%-26% >26%116% >116%
Leisure and sports =<I11% >11%17% >17%-26% >26%34% >34%64% >64%
Commodity chemicals =<19% >19%-28% >28%-41% >41%-50% >50%73% >73%
Auto suppliers =<20% >20%39% >39%-50% >50%67% >67%111% >111%
Aerospace and defense =<T% >7%13% >13%19% >19%27% >27%61% >61%
Technology hard and } =<8% >8%-21% >21%34% >34%49% >49%-113% >113%
Specialty chemicals =<5% >5%-18% >18%28% >28%-43% >43%64% >64%
Capital goods =<15% >15%24% >24%31% >31%-45% >45%121% >121%
Engineering and construction =<12% >12%21% >21%23% >23%33% >33%-54% >54%
Railroads and package express =<3% >3%11% >11%17% >17% 20% >20%27% >27%
Business and consumer services =<9% >%%-11% >17%-23% >23%-40% >40%87% >87%
Midstream energy =<5% >5%11% >11%17% >17%22% >22%34% >34%
Technology software and services =<B% >8%21% >21%35% >35%65% >65%-105% >105%
Consumer durables =<8% >8%-13% >13%20% >20%-35% >35%60% >60%
Containers and packaging =2<6% >6%-14% >14%23% >23%35% >35%-52% >52%
Media and entertainment =<9% >%%17% >17%26% >26%~-40% >40%-86% >86%
Qil and gas drilling, equipment and services =<25% >25%33% >33%-45% >45%-65% >65%-90% >90%
Retail and restaurants =<6% >6%14% >14%18% >18%26% >26%-69% >69%
Health care services =<6% >6%-10% >10%15% >15%25% >25%44% >44%
Transportation infrastructure =<5% >5%- 9% >9%-12% >12%16% >16%27% >27%
Environmental Services =<7% >7%12% >12%24% >24%35% >35%72% >72%
Regulated utilities =<6% >6%9% >9%-13% >13%20% >20%-36% >36%
Unregulated power and gas =<14% >14%-19% >19%29% >29%55% >55%117% >117%
Pharmaceuticals =<6% >6%-8% >8%15% >15%20% >20%-33% >33%
Health care equipment =<4% >4%-8% >8%-19% >19%-31% >31%-81% >81%
Branded nendurables =<6% >6%10% >10%17% >17%-2%% >29%63% >63%
Telecommunications and cable =<7% >7%13% >13%19% >19%-26% >26%60% >60%
Overall =<% >7%-15% >15%-23% >23%38% >38%-81% >81%

*The data ranges include the values up to and incl

a value of 9% is included: the bers are

C. Cash Flow/Leverage Analysis

1. The merits and drawbacks of each cash flow measure

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT

luding the upper bound. As an example. for a range of 5%-9%. a value of 5% is excluded. while
d to the nearest whole number for presentation purposes.

NOVEMBER 19, 2013 87

1218904 | 300023050

1677



237

238

239

240

242,

SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195

CEP 17-15, Attachment 1

Page 68 of 78

Criteria | Corporates | General: Corporate Methodology

a) EBITDA

EBITDA is a widely used, and therefore a highly comparable, indicator of cash flow, although it has significant
limitations. Because EBITDA derives from the income statement entries, it can be distorted by the same accounting
issues that limit the use of earnings as a basis of cash flow. [n addition, interest can be a substantial cash outflow for
speculative-grade companies and therefore EBITDA can materially overstate cash flow in some cases. Nevertheless, it
serves as a useful and common starting point for cash flow analysis and is useful in ranking the financial strength of

different companies.

b) Funds from operations (FFO)

FFO is a hybrid cash flow measure that estimates a company's inherent ability to generate recurring cash flow from its
operations independent of working capitat fluctuations. FFO estimates the cash flow available to the company before
working capital, capital spending, and discretionary items such as dividends, acquisitions, etc.

Because cash flow from operations tends to be more volatile than FFO, FFO is often used to smooth
period-over-period variation in working capital. We consider it a better proxy of recurring cash flow generation
because management can more easily manipulate working capital depending on its liquidity or accounting needs.
However, we do not generally rely on FFO as a guiding cash flow measure in situations where assessing working
capital changes is important to judge a company's cash flow generating ability and general creditworthiness. For
example, for working-capital-intensive industries such as retailing, operating cash flow may be a better indicator than
FFO of the firm's actual cash generation.

FFO is a good measure of cash flow for well-established companies whose long-term viability is relatively certain (i.e.,
for highly rated companies). For such companies, there can be greater analytical reliance on FFO and its relation to the
total debt burden. FFO remains very helpful in the relative ranking of companies. In addition, more established,
healthier companies usually have a wider array of financing possibilities to cover potential short-term liquidity needs
and to refinance upcoming maturities. For marginal credit situations, the focus shifts more to free operating cash
flow--after deducting the various fixed uses such as working capital investment and capital expenditures—as this
measure is more directly related to current debt service capability.

c) Cash flow from operations (CFO)

The measurement and analysis of CFO forms an important part of our ratings assessment, in particular for companies
that operate in working-capital-intensive industries or industries in which working capital flows can be volatile. CFO is
distinct from FFO as it is a pure measure of cash flow calculated after accounting for the impact on earnings of
changes in operating assets and liabilities. CFO is cash flow that is available to finance items such as capital
expenditures, repay borrowing, and pay for dividends and share buybacks.

[n many industries, companies shift their focus to cash flow generation in a downturn. As a result, even though they
typically generate less cash from ordinary business activities because of low capacity utilization and relatively low
fixed-cost absorption, they may generate cash by reducing inventories and receivables. Therefore, although FFO is
likely to be lower in a downturn, the impact on CFO may not be as great. In times of strong growth the opposite will
be true, and consistently lower CFO compared to FFO without a corresponding increase in revenue and profitability

can indicate an untenable situation.
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Working capital is a key element of a company’s cash flow generation. While there tends to be a need to build up
working capital and therefore to consume cash in a growth or expansion phase, changes in working capital can also act
as a buffer in case of a downturn. Many companies will sell off inventories and invest a lower amount in raw materials
because of weaker business activities, both of which reduce the amount of capital and cash that is tied up in working
capital. Therefore, working capital fluctuations can occur both in periods of revenue growth and contraction and
analyzing a company’s near-term working capital needs is crucial for estimating future cash flow developments.

Often, businesses that are capital intensive are not working-capital-intensive: most of the capital commitment is
upfront in equipment and machinery, while asset-light businesses may have to invest proportionally more in
inventories and receivables. That also affects margins, because capital-intensive businesses tend to have proportionally
lower operating expenses (and therefore higher EBITDA margins), while worling-capital-intensive businesses usually
report lower EBITDA margins. The resulting cash flow volatility can be significant: because all investment is made
upfront in a capital-intensive business, there is usually more room to absorb subsequent EBITDA volatility because
margins are higher. For example, a capital-intensive company may remain reasonably profitable even if its EBITDA
margin declines from 30% to 20%. By contrast, a working-capital-intensive business with alower EBITDA margin (due
to higher operating expenses) of 8% can posta negative EBITDA margin if EBITDA volatility is large.

d) Free operating cash flow (FOCF)

By deducting capital expenditures from CFO, we arrive at FOCFE, which can be used as a proxy for a company's cash
generated from core operations. We may exclude discretionary capital expenditures for capacity growth from the
FOCEF calculation, but in practice it is often difficult to discriminate between spending for expansion and replacement.
And, while companies have some flexibility to manage their capital budgets to weather down cycles, such flexibility is
generally temporary and unsustainable in light of intrinsic requirements of the business. For example, companies can
be compelled to increase their investment programs because of strong demand growth or technological changes.
Regulated entities (for example, telecommunications companies) might also face significant investment requirements
related to their concession contracts (the understanding between a company and the host government that specifies

the rules under which the company can operate locally).

Positive FOCF is a sign of strength and helpful in distinguishing between two companies with the same FFO. In
addition, FOCF is helpful in differentiating between the cash flows generated by more and less capital-intensive

companies and industries.

In highly capital-intensive industries (where maintenance capital expenditure requirements tend to be high) or in other
situations in which companies have little flexibility to postpone capital expenditures, measures such as FFO to debt
and debt to EBITDA may provide less valuable insight into relative creditworthiness because they fail to capture
potentially meaningful capital expenditures. In such cases, a ratio such as FOCF to debt provides greater analytical

insight.

A company serving a low-growth or declining market may exhibit relatively strong FOCF because of diminishing fixed
and working capital needs. Growth companies, in contrast, exhibit thin or even negative FOCF because of the
investment needed to support growth. For the low-growth company, credit analysis weighs the positive, strong current
cash flow against the danger that this high level of cash flow might not be sustainable. For the high-growth company,
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the opposite is true: weighing the negatives of a current cash deficit against prospects of enhanced cash flow once
current investments begin yielding cash benefits. In the latter case, if we view the growth investment as temporary and
not likely to lead to increased leverage over the long-term, we'll place greater analytical importance on FFO to debt
rather than on FOCF to debt. In any event, we also consider the impact of a company’s growth environment in our

business risk analysis, specifically in a company's industry risk analysis (see section B).

e) Discretionary cash flow (DCF)

For corporate issuers primarily rated in the investment-grade universe, DCF to debt can be an important barometer of
future cash flow adequacy as it more fully reflects a company's financial policy, including decisions regarding dividend
payouts. In addition, share buybacks and potential M&A, both of which can represent very significant uses of cash, are

important components in cash flow analysis.

The level of dividends depends on a company's financial strategy. Companies with aggressive dividend payout targets
might be reluctant to reduce dividends even under some liquidity pressure. In addition, investment-grade companies
are less likely to reduce dividend payments following some reversals--although dividends ultimately are discretionary.
DCEF is the truest reflection of excess cash flow, but it is also the most affected by management decisions and,

therefore, does not necessarily reflect the potential cash flow available.

D. Diversification/Portfolio Effect

1. Academic research

Academic research recently concluded that, during the global financial crisis of 2007-2009, conglomerates had the
advantage over single sector-focused firms because they had better access to the credit markets as a result of their
debt co-insurance and used the internal capital markets more efficiently (i.e., their core businesses had stronger cash
flows). Debt co-insurance is the view that the joining-together of two or more firms whose earnings streams are
less-than-perfectly correlated reduces the risk of default of the merged firms (i.e., the co-insurance effect) and thereby
increases the "debt capacity” or "borrowing ability” of the combined enterprise. These financing alternatives became
more valuable during the crisis. {Source: "Does Diversification Create Value In The Presence Of External Financing
Constraints? Evidence From The 2007-2009 Financial Crisis,” Venkat Kuppuswamy and Belen Villalonga, Harvard
Business School, Aug. 19, 2011.)

In addition, fully diversified, focused companies saw more narrow credit default swap spreads from 2004-2010 vs. less
diversified firms. This highlighted that lenders were differentiating for risk and providing these companies with easier
and cheaper access to capital. (Source: "The Power of Diversified Companies During Crises,” The Boston Consulting

Group and Leipzig Graduate School of Management, January 2012.)

Many rated conglomerates are either country- or region-specific; only a small percentage are truly global. The
difference is important when assessing the country and macroeconomic risk factors. Historical measures for each
region, based on volatility and correlation, reflect regional trends that are likely to change over time.
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E. Financial Policy

1. Controlling shareholders

Controlling shareholder(s)—if they exist-—-exert significant influence over a company's financial risk profile, given their
ability to use their direct or indirect control of the company's financial policies for their own benefit. Although the
criteria do not associate the presence of controlling shareholder(s} to any predefined negative or positive impact, we
assess the potential medium- to long-term implications for a company's credit standing of these strategies. Long-term
ownership--such as exists in many family-run businesses—is often accompanied by financial discipline and reluctance
to incur aggressive leverage. Conversely, short-term ownership--such as exists in private equity sponsor-owned
companies--generally entails financial policies aimed at achieving rapid returns for shareholders typically through

aggressive debt leverage.
The criteria define controlling shareholder(s) as:

s A private shareholder (an individual or a family} with majority ownership or control of the board of directors;

o A group of shareholders holding joint control over the company's board of directors through a shareholder
agreement. The shareholder agreement may be comprehensive in scope or limited only to certain financial aspects;
and

s A private equity firm or a group of private equity firms holding at least 40% in a company or with majority control of
its board of directors.

A company is not considered to have a controlling shareholder if it is publicly listed with more than 50% of voting
interest listed or when there is no evidence of a particular shareholder or group of shareholders exerting 'de facto'

control over a company.

Companies that have as their controlling shareholder governments or government-related entities, infrastructure and
asset-management funds, and diversified holding companies and conglomerates are assessed in separate criteria.

2. Financial discipline
a) Leverage influence from acquisitions

Companies may employ mare or less acquisitive growth strategies based on industry dynamics, regulatory changes,
market opportunities, and other factors. We consider management teams with disciplined, transparent acquisition
strategies that are consistent with their financial policy framework as providing a high degree of visibility into the
projected evolution of cash flow and credit measures. Qur assessment takes into account management's track record
in terms of acquisition strategy and the related impact on the company's financial risk profile. Historical evidence of
limited management tolerance for significant debt-funded acquisitions provides meaningful support for the view that
projected credit ratios would not significantly weaken as a result of the company's acquisition policy. Conversely,
management teams that pursue opportunistic acquisition strategies, without well-defined parameters, increase the
risks that the company's financial risk profile may deteriorate well beyond our forecasts.

Acquisition funding policies and management's track record in this respect also provide meaningful insight in terms of
credit ratio stability. In the criteria, we take into account management's willingness and capacity to mobilize all funding
resources to restore credit quality, such as issuing equity or disposing of assets, to mitigate the impact of sizable
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acquisitions on credit ratios. The financial policy framework and related historical evidence are key considerations in
our assessment.

b) Leverage influence from shareholder remuneration policies

A company's approach to rewarding shareholders demonstrates how it balances the interests of its various
stakeholders over time. Companies that are consistent and transparent in their shareholder remuneration policies, and
exhibit a willingness to adjust shareholder returns to mitigate adverse operating conditions, provide greater support to
their long-term credit quality than other companies. Conversely, companies that prioritize cash returns to shareholders
in periods of deterioratingeconomic, operating, or share price performance can significantly undermine long-term
credit quality and exacerbate the credit impact of adverse business conditions. In assessing a company's shareholder
remuneration policies, the criteria focus on the predictability of shareholder remuneration plans, including how a
company builds shareholder expectations, its track record in executing shareholder return policies over time, and how

shareholder returns compare with industry peers'.

Shareholder remuneration policies that lack transparency or deviate meaningfully from those of industry peers
introduce a higher degree of event risk and volatility and will be assessed as less predictable under the criteria.
Dividend and capital return policies that function primarily as a means to distribute surplus capital to shareholders
based on transparent and stable payout ratios—after satisfying all capital requirements and leverage objectives of the
company, and that support stable to improving leverage ratios—are considered the most supportive of long term credit
quality.

c) Leverage influence from plans regarding investment decisions or organic growth strategies

The process by which a company identifies, funds, and executes organic growth, such as expansion into new products
and/or new markets, can have a significant impact on its long-term credit quality. Companies that have a disciplined,
coherent, and manageable organic growth strategy, and have a track record of successful execution are better
positioned to continue to attract third-party capital and maintain long-term credit quality. By contrast, companies that
allocate significant amounts of capital to numerous, unrelated, large and/or complex projects and often incur material
overspending against the original budget can significantly increase their credit risk.

The criteria assess whether management's organic growth strategies are transparent, comprehensive, and measurable.
We seek to evaluate the company’s mid- to long-term growth objectives--including strategic rationales and associated
execution risks-—-as well as the criteria it uses to allocate capital. Effective capital allocation is likely to include
guidelines for capital deployment, including minimum return hurdles, competitor activity analysis, and demand
forecasting. The company's track record will provide key data for this assessment, including how well it executes large
and/or complex projects against initial budgets, cost overruns, and timelines.

3. Financial policy framework

a) Comprehensiveness of financial policy framework

Financial policies that are clearly defined, unambiguous, and provide a tight framework around management behavior
are the most reliable in determining an issuer's future financial risk profile. We assess as consistent with a supportive
assessment, policies that are clear, measurable, and well understood by all key stakeholders. Accordingly, the financial
policy framework must include well-defined parameters regarding how the issuer will manage its cash flow protection
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strategies and debt leverage profile. This includes at least one key or a combination of financial ratio constraints (such
as maximum debt to EBITDA threshold) and the latter must be relevant with respect to the issuer’s industry and/or

capital structure characteristics.

By contrast, the absence of established financial policies, policies that are vague or not quantifiable, or historical
evidence of significant and unexpected variation in management's long-term financial targets could contribute to an
overall assessment of a non-supportive financial policy.

b) Transparency of financial policies

We assess as supportive financial policy aobjectives that are transparent and well understood by all key stakeholders
and we view them aslikely to influence an issuer’s financial risk profile over time. Alternatively, financial policies, if
they exist, that are not communicated to key stakeholders and/or where there is limited historical evidence to support
the company's commitment to these policies, are non-supportive, in our view. We consider the variety of ways in
which a company communicates its financial policy objectives, including public disclosures, investor presentation

materials, and public commentary.

In some cases, however, a company may articulate its financial policy objectives to a limited number of key
stakeholders, such as its main creditors or to credit rating agencies. In these situations, a company may still receive a
supportive classification if we assess that there is a sufficient track record (mare than three years) to demonstrate a
commitment to its financial policy objectives.

c) Achievability and sustainability of financial policies

To assess the achievability and sustainability of a company's financial policies, we consider a variety of factors,
including the entity's current and historical financial risk profile; the demands of its key stakeholders (including
dividend and capital return expectations of equity holders); and the stability of the company’s financial policies that we
have aobserved over time. If there is evidence that the company is willing to alter its financial policy framework because
of adverse business conditions or growth apportunities (including M&A), this could support an overall assessment of

non-supportive.

4. Financial policy adjustments--examples
Example 1: A moderately leveraged company has just been sold to a new financial sponsor. The financial sponsor has
not leveraged the company yet and there is no stated financial palicy at the outset. We expect debt leverage to

increase upon refinancing, but we are not able to factor it precisely in our forecasts yet. X K
Likely outcome: FS-6 financial policy assessment, implying that we expect the new owner to implement an aggressive

financial policy in the absence of any other evidence.

Example 2: A company has two owners—a family owns 75%, a strategic owner holds the remaining 25%. Although the
company has provided Standard & Poor's with some guidance on long-term financial objectives, the overall financial
policy framework is not sufficiently structured nor disclosed to a sufficient number of stakeholders to qualify for a
supportive assessment. Recent history, however, does not provide any evidence of unexpected, aggressive financial

transactions and we believe event risk is moderate, o
Likely outcome: Neutral financial policy impact, including an assessment of neutral for financial discipline. Although

the company's financial framework does not support long-term visibility, historical evidence and stability of
management suggest that event risk is not significant. The unsupportive financial framework assessment, however,
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prevents the company from qualifying for an overall positive financial policy assessment, should the conditions for

positive financial discipline be met.

Example 3: A company {not owned by financial sponsors) has stated leverage targets equivalent to a significant
financial risk profile assessment. The company continues to make debt-financed acquisitions yet remains within its
leverage targets, albeit at the weaker end of these. Qur forecasts are essentially built on expectations that excess cash
flow will be fully used to fund M&A or, possibly pay share repurchases, but that management will overall remain within

its leverage targets, . L L . .
Likely outcome: Neutral financial policy impact. Although management is fairly aggressive, the company consistently

stays within its financial policy targets. We think our forecasts provide a realistic view of the evolution of the
company's credit metrics over the next two years. No event risk adjustment is needed.

Example 4: A company (not owned by a financial sponsor) has just made a sizable acquisition {consistent with its
long-term business strategy) that has brought its credit ratios out of line. Management expressed its commitment to
rapidly improve credit ratios back to its long-term ratio targets—representing an acceptable range for the
SACP-through asset disposals or a rights issue. We see their disposal plan (or rights issue) as realistic but precise value
and timing are uncertain. At the same time, management has a supportive financial policy framework, a positive track

record of five years, and assets are viewed as fairly easily tradable.
Likely outcomie: Positive financial policy impact. Although forecast credit ratios will remain temporarily depressed, as

we cannot fully factor in asset disposals (or rights issue) due to uncertainty on timing/value, or without leaking
confidential information, the company’s credit risk should benefit from management's positive track record and a
satisfactory financial policy framework The anchor will be better by one notch if management and governance is at

least satisfactory and liquidity is at least adequate.

Example 5: A company (not owned by a financial sponsor) has very solid financial ratios, providing it with meaningful
fexibility for M&A when compared with management's long-term stated financial policy. Also, its stock price
performance is somewhat below that of its closest industry peers. Although we have no recent evidence of any
aggressive financial policy steps, we fundamentally believe that, over the long-term term, the company will end up

usinF its financial flexibility for the right M&A opportunity, or alternatively return cash to shareholders.
Likely outcome: Negative financial policy impact. Long-term event risk derived from M&A cannot be built into

forecasts nor shareholder returns (share buybacks or one-off dividends) be built into forecasts to attempt aligning
projected ratios with stated long-term financial palicy levels. This is because our forecasts are based on realistic and
reasonably predictable assumptions for the medium term. The anchor will be adjusted down, by one notch or more,
because of the negative financial policy assessment.

E Corporate Criteria Glossary

Anchor: The combination of an issuer’s business risk profile assessment and its financial risk profile assessment
determine the anchor. Additional rating factors can then modify the anchor to determine the final rating or SACP.

Asset profile: A descriptive way to look at the types and quality of assets that comprise a company (examples can
include tangible versus intangible assets, those assets that require large and continuing maintenance, upkeep, or
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reinvestment, etc.).

Business risk profile: This measure comprises the risk and return potential for a company in the market in which it
participates, the country risks within those markets, thecompetitive climate, and the competitive advantages and
disadvantages the company has. The criteria combine the assessments for Corporate Industry and Country Risk
Assessment (CICRA), and competitive position to determine a company's business risk profile assessment.

Capital-intensive company: A company exhibiting large ongoing capital spending to sales, or a large amount of
depreciation to sales. Examples of capital-intensive sectors include oil production and refining, telecommunications,
and transportation sectors such as railways and airlines.

Cash available for debt repayment: Forecast cash available for debt repayment is defined as the net change in cash for
the period before debt borrowings and debt repayments. This includes forecast discretionary cash flow adjusted for our
expectations of: share buybacks, net of any share issuance, and M&A. Discretionary cash flow is defined as cash flow

from operating activities less capital expenditures and total dividends.

Competitive position: Our assessment of a company's: 1) competitive advantage; 2) operating efficiency; 3) scale,

scope, and diversity; and 4) profitability.

o Competitive advantage—~The strategic positioning and attractiveness to customers of the company's products or
services, and the fragility or sustainability of its business model.

o Operating efficiency—~The quality and flexibility of the company’s asset base and its cost management and structure.

e Scale, scope, and diversity~The concentration or diversification of business activities.

o Profitability--Our assessment of both the company's level of profitability and volatility of profitability.

Competitive Position Group Profile (CPGP): Used to determine the weights to be assigned to the four components of
competitive position. While industries are assigned to one of the six profiles, individual companies and industry
subsectors can be classified into another CPGP because of unique characteristics. Similarly, national industry risk
factors can affect the weighing. The six CPGPs are:

e Services and product focus,

o Product focus/scale driven,

o Capital or asset focus,

o Commodity focus/cost driven,

o Commodity focus/scale driven, and
o National industry and utilities.

Conglomerate: Companies that have at Jeast three distinct business segments, each contributing between 10%-50% of
EBITDA or FOCE Such companies may benefit from the diversification/portfolio effect.

Controlling shareholders: Equity owners who are able to affect decisions of varying effect on operations, leverage, and

shareholder reward without necessarily being a majority of shareholders.

Corporate Industry and Country Risk Assessment (CICRA): The result of the combination of an issuer's country risk
assessment and industry risk assessment.
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Debt co-insurance: The view that the joining-together of two or more firms whose eamnings streams are
less-than-perfectly correlated reduces the risk of default of the merged firms (i.e,, the co-insurance effect) and thereby
increases the "debt capacity" or “borrowing ability" of the combined enterprise. These financing alternatives became
more valuable during the global financial crisis of 2007-2009.

Financial headroom: Measure of deviation tolerated in financial metrics without moving outside or above a
pre-designated band or limit typically found in loan covenants (as in a debt to EBITDA multiple that places a
constraint on leverage). Significant headroom would allow for larger deviations.

Financial risk profile; The outcome of decisions that management makes in the context of its business risk profile and
its financial risk tolerances. This includes decisions about the manner in which management seeks funding for the
company and how it constructs its balance sheet. It also reflects the relationship of the cash flows the organization can
achieve, given its business risk profile, to its financial obligations. The criteria use cash flow/leverage analysis to
determine a corporate issuer's financial risk profile assessment.

Financial sponsor: An entity that follows an aggressive financial strategy in using debt and debt-like instruments to
maximize shareholder returns. Typically, these sponsors dispose of assets within a short to intermediate time frame.
Financial sponsors include private equity firms, but not infrastructure and asset-management funds, which maintain
longer investment horizons.

Profitability ratio: Commonly measured using return on capital and EBITDA margins but can be measured using
sector-specific ratios. Generally calculated based on a five-year average, consisting of two years of historical data, and
our projections for the current year and the next two financial years.

Shareholder remuneration policies: Management's stated shareholder reward plans (such as a buyback or dividend

amount, or targeted payout ratios).

Stand-alone credit profile (SACP): Standard & Poor's opinion of an issue's or issuer's creditworthiness, in the absence
of extraordinary intervention or support from its parent, affiliate, or related government or from a third-party entity
such as an insurer.

Transfer and convertibility assessment: Standard & Poor's view of the likelihood of a sovereign restricting
nonsovereign access to foreign exchange needed to satisfy the nonsovereign's debt service obligations.

Unconsolidated equity affiliates: Companies in which an issuer has an investment, but which are not consolidated in an
issuer's financial statements. Therefore, the earnings and cash flows of the investees are not included in our primary
metrics unless dividends are received from the investees.

Upstream/midstream/ downstream: Referring to exploration and production, transport and storage, and refining and
distributing, respectively, of natural resources and commodities (such as metals, oil, gas, etc.).

Volatility of profitability/SER: We base the volatility of profitability on the standard error of the regression (SER) for a
company's historical EBITDA. The SER is a statistical measure that is an estimate of the deviation around a 'best fit'
trend line. We combine it with the profitability ratio to determine the final profitability assessment. We only calculate
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SER when companies have at least seven years of historical annual data, to ensure that the results are meaningful.

Working-capital-intensive companies: Generally a company with large levels of working capital in relation to its sales
in order to meet seasonal swings in working capital. Examples of working-capital-intensive sectors include retail, auto

manufacturing, and capital goods.

These criteria represent the specific application of fundamental principles that define credit risk and ratings opinions.
Their use is determined by issuer- or issue-specific attributes as well as Standard & Poor's Ratings Services' assessment
of the credit and, if applicable, structural risks for a given issuer or issue rating. Methodology and assumptions may
change from time to time as a result of market and economic conditions, issuer- or issue-specific factors, or new
empirical evidence that would affect our credit judgment.
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COMMENTS — 10 Dec, 2020 | 20:32 —

APAC, United States of America, Latin America, Canada, EMEA, APAC

Issuer Ranking: North
American Electric, Gas,
And Water Regulated
Utilities--Strongest To
Weakest

a8 <

Primary Credit Analysts: Gabe Grosberg, Carl D'Amour-Belizario
Secondary Contacts: Kyle M Loughlin, Matthew L O'Neill, Gerrit W Jepsen, Obioma Ugboaja
Sector Oil & Gas, Infrastructure & Utilities, Utilities & Power

Tags Americas

View Analyst Contact Information

The following list ranks all North American regulated utility companies
that S&P Global Ratings rates from strongest to weakest based on rating
and outlook. Companies with the same rating and outlook are then listed
in alphabetic order. We've provided the stand-alone credit profile,
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business risk profile, and financial risk profile of each company for

informational purposes only. Additionally, we have provided the primary

analyst for each company.

North American Electric, Gas, And Water Regulated Utilities--Strongest To Wes

Alberta Electric
System
Operator
(AESO)

Madison Gas &
Electric Co.

Midcontinent
Independent
System

Operator Inc.

American
States Water
Co.

American
Transmission
Co.

Current
rating

A+

A+

Current
outlook or
CreditWatch

Stable

Stable

Stable

Stable

Stable

Stand-
alone
credit
profile

aa-

aa-

a+

a+

Business

risk
profile

Excellent

Excellent

Excellent

Excellent

Excellent

Financial Prin
risk profile anal

Carl
Modest D'An
Beliz
. Willis
Intermediate
Hern
Modest Willis
Hern
) Obio
Intermediate
Ugbc
) Fei S
Intermediate
CFA
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California
Independent
System

Operator Corp.

California
Water Service
Co.

Golden State
Water Co.

Northwest

Natural Gas Co.

AlectraInc.

AltaLink
Investments
L.P.

AltaLink L.P.

American
Water Works
Co.Inc.

Aqua
Pennsylvania
Inc.

A+

A+

A+

A+

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

at+

at+

a+t+

bbb+

a+

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent
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. Willii
Intermediate
Hern
) Fei S
Intermediate
CFA
. Obio
Intermediate
Ugbc
) Matt
Intermediate
L. O'l
M
Significant '
Deva
M
Significant )
Deva
M
Significant o)
Deva
Sloa
Intermediate Milln
CFA
. Matt
Intermediate
L. O'l
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Atmos Energy
Corp.

Baltimore Gas
& Electric Co.

Berkshire
Hathaway

Energy Co.

Central Maine
Power Co.

Connecticut
Light & Power
Co.

Energir Inc.

Energy + Inc.

Entegrus
Powerlines Inc.

Essential
Utilities Inc.

Evergy Metro
Inc.

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

bbb

a+

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent
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Intermediate

Intermediate

Significant

Significant

Intermediate

Intermediate

Intermediate

Intermediate

Significant

Significant

Willi
Hern

Gabe
ros

Gerri
Jeps
CFA

Fei S
CFA

Sloa
Milln
CFA

Carl
D'An
Beliz

Carl
D'An
Beliz

Carl
D'An
Beliz

Matt
L. O'l

Willi
Hern
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Florida Power Foi S
& Light Co. A Stable a+ Excellent Intermediate C;

Fei
Gulf Power Co. Stable a Excellent  Significant @ ©°

CFA
London Hydro Carl
Inc. A Stable a Excellent Modest D'An

Beliz
MidAmerican Gerri
Energy Co. A Stable a- Excellent Significant  Jeps

CFA
Nevada Power Gerri
Co. A Stable bbb Strong Significant  Jeps

CFA
New Jersey-

) Sloa
American A Stable a+ Excellent Intermediate Milln
Water Co. CFA
NSTAR Electric Sloa
Co. A Stable a+ Excellent Intermediate Milln

CFA

Oncor Electric Wil
Delivery Co. LLC A Stable a Excellent Intermediate H(Ier:
ONE Gas Inc. A Stable a Excellent Significant us
Ugbc

. on Gerri
Pa0|f|Corp A Stable a- Excellent Significant  Jeps
CFA
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Pennsylvania-
American
Water Co.

PNG Cos. LLC

Public Service
Co. of New
Hampshire

San Jose Water
Co.

Sierra Pacific
Power Co.

SUEZ Water
Resources LLC

Toronto Hydro
Corp.

Windsor
Canada
Utilities Ltd.

Wisconsin Gas
LLC

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

a+

bbb

Excellent

Excellent

Excellent

Excellent

Strong

Excellent

Excellent

Excellent

Excellent
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Sloa
Intermediate Milln
CFA

Beve

Significant
Gant

Sloa
Intermediate Milln
CFA

. Beve
Intermediate
Gant

Gerri
Significant  Jeps
CFA

Sloa
Intermediate Milln
CFA

May!
Deva

Intermediate

Carl
Intermediate D'An
Beliz

May!t
Deva

Intermediate
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Wisconsin
i B
Power & Light A Stable a Excellent Significant eve
Co Gant
Alabama Power Obi
Co A Negative a Excellent Intermediate 10
x Ugbc
Middlesex —
illis
A Negative a Excellent Intermediate
Water Co. g Hern
Nicor Gas Co. A Negative a Excellent Intermediate Obio
Ugbc
Southern
California Gas A Negative a Excellent Significant Beve
Co Gant
Gerri
AEP Texas Inc. A- Stable a- Excellent Significant  Jeps
CFA
AEP
T .. Gerri
EansmISsion A- Stable a+ Excellent Intermediate Jeps
Co.LLC CFA
Alliant Energy Matt
a
A- Stable a- Excellent Significant
Corp. X 1gniTi L O
American
; Gerri
Electric Power A- Stable a- Excellent Significant  Jeps
Co.Inc. CFA
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Appalachian
Power Co.

Aquarion Co.

Arizona Public
Service Co.

Atlantic City
Electric Co.

Berkshire Gas
Co.

Central Hudson

Gas & Electric
Corp.

Connecticut
Natural Gas
Corp.

Connecticut
Water Service

Inc.

Consumers
Energy Co.

CU Inc.

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

bbb

a_

Excellent

Excellent

Excellent

Excellent

Strong

Excellent

Excellent

Excellent

Excellent

Excellent
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Gerri
Significant  Jeps
CFA
Sloa
Aggressive  Milln
CFA
Fei
Significant & °
CFA
Significant Gabe
Gros
. Fei S
Intermediate
CFA
Significant  Andr
Fei
Significant & °
CFA
) Beve
Intermediate
Gant
Significant  Andr
Significant  Andr
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Delmarva
Power & Light A- Stable a- Excellent Significant Gabe
Co Gros
DTE Electric Co. A- Stable a- Excellent Significant Fei S

CFA
DTE Gas Co. A- Stable a+ Excellent Intermediate Fels

CFA
Duke Energy ,

i A- Stable a Excellent Intermediate Uhio
Carolinas LLC Ugbc
Duke Energy Obi

io
A- Stable a- Excellent Significant
Corp. . Ugbc
Duke Energy -
io
i A- Stable a- Excellent Significant
Florida LLC x ignifi Ugb
Duke Energy :

: A- Stable a- Excellent  Significant C0\°
Indiana Inc. g Ugbc
Duke Energy Obi
Kentucky Inc. A Stable bbb  Strong  Significant Ug:c
Duke Energy -

io

: A- Stable a- Excellent Significant
Ohio Inc. X 'gniti Ugbe
Duke Energy .

c e Obio
Progress LLC A- Stable a- Excellent Significant Ugbe
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Enbridge Gas
Inc.

Entergy
Arkansas LLC

Entergy
Louisiana LLC

Entergy
Mississippi LLC

EPCOR Utilities
Inc.

Evergy Inc.

Evergy Kansas
Central Inc.

Evergy Kansas
South Inc.

Evergy Missouri
West Inc.

Eversource
Energy

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

a—

bbb+

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Strong

Excellent
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Significant  Andr
Significant MVt

Deva

M
Significant .

Deva
Significant MVt

Deva
Significant  Andr

Willi:
Significant i

Hern
Significant K

Hern

. Willi:
Intermediate

Hern
Significant VI

Hern
Significant  OP'°

Ugbc
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Eversource Gas

Co. of

Massachusetts

Green
Mountain
Power Corp.

Hydro One Inc.

Hydro One Ltd.

Indiana
Michigan
Power Co.

Integrys
Holding Inc.

Interstate
Power & Light
Co.

Kentucky
Power Co.

Kentucky
Utilities Co.

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

Stable

bbb

bbb+

bbb+

bbb

Strong

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Strong

Excellent
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Sloa
Significant  Milln
CFA

Carl
Significant  D'Anr
Beliz

May!t

Significant
Deva

May!t

Significant
Deva

Gerri
Significant  Jeps
CFA

May!t

Significant
Deva

Beve

Significant
Gant

Gerri
Significant  Jeps
CFA

Gerri
Significant  Jeps
CFA
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