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

• Cost structure, 
• Manufacturing processes, 
• Working capital management. and 
• Technology. 

227 To the extent a company has high operating ef!iciency, 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 
228 Companies that are well positioned from a cost standpoint will typically enjoy higher capacity utilization and be more 

profitable over the course o f 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 o f 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, 

229 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 signi ficant 

operating leverage may witness dramatic declines in operating profit if unit volumes fall, as during cyclical downtlu-ni 
Conversely, in an upturn, once revenues pass the breakeven point, a substantial percentage of incremental revenues 
typically becomes profit, 

b) Manufacturing process 
230 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. 

23 I Labor relations remain an impo,tant focus in our analysis of operating emciency 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 goodssold (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. 
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c) Working capital management 
232 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-sldlled 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 
allowsa company to direct more capital than its peers can to other areas of investment. 

d) Technology 
233 Technology can play an important role in achieving superior operating efficiency through effective yield management 

(by improving input/output ratios), supply chain automation, and cost optimization. 

234 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. 

235 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. 

236. Effective use of technology can also help hold down costs byimproving 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 

-Volatmty of profitability assessment•-

I 2 3 4 5 6 
Trarspoitatior cyclical =<10% >10%14% >1456-22/. >22°/,33% >33°/,76% >76% 

Auto OEM =<25% >25%-33% >3356-35% >35%-40% >40%-46% >46% 

Metals and mining downstream =<16% >16%-31% >31%-42% >42%-53% >53%-82% >82% 

Metalsacdmining upstream =<16% >16°/,23% >23%-28% >28%-34% >345. 59% >59% 
Homebuilders and developers =<19% >19%-33% >33&46% >46%-65% >655~-95% >95% 
Oil and gas reflring and marketing =<14% >14%-21% >21 535% >35%-46% >46$82% >82% 

Forest and paper pioducts =<9% >9%-18% >18%-26% >26%-51% >51~6-114% >114% 

Building mate,ials .<9% >9%-16% >1656-19% >1&24% >24~33% >33% 

Oil and gas integrated. exploration acd -< 12% > [ 21 e- [ 95'c >19%·22% >22°/.28% >28%-38% >38% 
production 

Agribusiness ard co~dity foods =<12% >12·/.19% >195~25% >25%-39% >39%·57/. >57% 
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Table 28 

Real estate investment trusts (REITs) =<5% >5°/,„9% >9%13% > 13%-20% >209/o-32% >3r/6 

Leisure and spolts =<5% >5/Q„9% >9%12% >12~16% >165624% >24% 

Commodity chemicals =< 14 % > 14 %- 19 % > 1976 - 28 % > 28 %- 37 °/ > 37 % 51 % > 51 % 

Auto suppliers =<15% >15%·20% >20~26% >26%·32% >32%-45% >4556 

Aeiospace and defense =<6% >6$'.9% >9%-15% >15%24% >24%-41% >41% 

Technology hardware md semiconductors =<11% >]lttr 15% >1556-22% >227.31% >31 %-58% >58% 

Specialty chemicals =<5% >5%,to% >10%6-14% >1454-23% >23%»36% >36% 

Capital goods =< 12 % > 1256 - 16 % > 16 °/, 21 % > 2156 - 30 % > 309 , 45 % > 45 % 

Enginee , ing and construction =< 9 % > 9 %- 14 % > 147420 % > 2056 - 28 % > 28 %· 39 % > 39 % 

Railroads and package express =<5% >5°/,8% >BV-10% >10%.13% >13%-22% >22% 

Business and consumer services =<4% >4°/-8% >8~11% > 11%- 6% >16%,30% >30% 

Midstream energy =<5% >50/,9% >99x It% >110/,15% > 15~31% >31% 

Technology software end seivices =<4% >4°/,9% >9%-14% >14't, 19% >19%-33% >33% 

Consumer durables =<7% >7%-10% > 10°6-13% >13°/-19% >19535% >35% 

Containers and packaging =<5% >5°/,7% >7'/.12% >1&18% >18%.26% >26% 

Media and entertainment = <6% >e/,to% > 10%-14% >14%-20% >20%-29% >29% 

Oil and gas drilling, equipment and services =<16% >1694-22% >22% 28% >28%-44% >447,62% >62% 

Retail and restaurants =<4% >491-9% >8%-ll% > 11%-1656 >/656-26% >26°/ 

Health care services =<4% >4'/65% >5VI-9% >& 12% >lr/rig% >19% 

Transportation inf,astructure =<2% >r/re/o >4%-7°/. >7%12% >12% 19% >19% 

Environmental seivices =<5% >5°/,9/o >90/.13% >13%-22% >22M.29% >29% 

Regulated utilities =< 4 % > 4 °/, 7 % > 7 •/. 9 % > 99 , 14 % > 147 * 26 % > 26 % 

Unregulated power and gas =<7% >7°/~16% > 16%-20% >20°429% >29%·47% >47% 

Pharmaceuticals =<5% >5°/,8% >Bo/rll% >11%,17% >17%+32% >32% 

Health care equipment =<3% >3% 5% >5%-e,6 >6&10•6 >10%-25% >25% 
Branded nondurables =<4% >4% r/o >7%-10% >10%-15% >15%-43% >43% 

Telecommunications and cable =<3% >3°/,e/o >6°/.~/o > 9*-13¥. >13~23% >23% 

Over/I =<5% >5169/o >9%15% >15923% >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 exduded while 
a value o f 9% is included: the numbeis are rounded to the nearest whole number Ior presentation purposes. 

Tahle 29 

-Volatility of proitobillty =assmmti-

1 2 3 4 5 6 
Transportation cyclical =<4% >4°/.%/o >8°r 16% >16°~28% >28%'-69% >69% 

Auto OEM =<15% >15°/.19% >19%.·29% >29~31% >31%-45% >45% 

Metals and mining downstream =<10% >10%,18% >18%·26% >26%-36% >36%,56% >56% 

Metals andmining upstream =<8% >BV,10% >10$14% >14%-19% > 19~3 1% >31% 

Homebuilders and developers =<10% >1518% >18%-30% >30%-56% >5694114% >114% 

Oil and gas refining and marketing =<12% >12%·22% >22~28% >28%-42% >42%·71% >71% 
Forest and paper products =<8% >8~13% >13521% >219·41% >41%·117% >117% 

Buil ding materials =<4% >4'/r@% >8%-13% >13%·18% >18%·23% >23•/. 
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Table 29 

~a:t:,•mnmmm™:r,rmnrl,r,:Rm:iori'g:,:,wt,•,A,#e,agt;.t,F.IM~ 
OI and gas integtated exploralion and =<4156 >4'66% >6*/.-8% >8%-13% > /3422% >22% 
production 
Ag,ibusiness and commodity foods =<9% >9%-14% >14/o-18% >18%-27% >27%·100% >100% 

Real estate investment trusts (REID) =<2% >2%-5% >5%·0% >8$ 13% >13%.34% >34% 

Leisure andsports =<3% >3%-5% >55-6% >6%•·9% >9%-18% >18% 

Commodity chemicals =<9% >9°614% > 14& 10% >t 8%-25% >25%-37% >37% 

Auto suppliers =<9% >9%-13% >13%-18% >10%-23% >2396-40% >40% 

Aerospace and defense =<3% >3%-6% >6%-7% >7%·12% > 12%24% >24% 

Technology hardware and semiconductors =<7% >r/.10% >10°6·15% >15%-21% >21%-62% >62% 

Specialty chemicals =<3% >3°/t~6% >6%-10% >105619% >19%-20% >28% 

Capkal goods =<6% >6%„9% >9%·13% >13%·20% >20%·33% >33% 

Engineering and construction =<6% >65-8% >0%-12% >125617% >17%-26% >26% 

Railroads and package express =<2% >2%-6% >6~k-8% >0%-1014 >10%-17% >17% 

Business andconsumer services =<35 >3%-5% >5%-7% >7%·12% >12£22% >22% 

t,'idst/am ene:zy =< 3 % > 3 %- 6 % > 6 %· 9 % > 956 - 14 % > 1456 - 28 % > 20 % 

Technology soRware and services =<35, >30.6% >69610% >10%-15% >1556-30% >30% 

Consumerdurables =<4% >4%4- 8% >856·11% >11%-15% >15%·26% >26% 

Containers and packaging =<5% >5°/r-7% >r/,9% >9'4 15% >1556-22% >22% 

Media and entertainment =<4% >4°/6·6% >6%-9% >996 14% >14%-24% >24% 

Oil and gas d , illing equipment and services =< 6 % > 6 %·/ 2 % > 12 %-/ 6 % > 16 %- 22 % > 22~32 % > 32 % 

Retail and restaurants =<3% >3%-5% >5%-7% >7%·12% >12%21% >21% 

Health care sell¢ices =<3% >3•/„5% >5%6% >6/. 8% >0%-15% >15% 

Transpoitation infrastructure =<1% >1~3% >3•/.5% >5%-7% >7%-15% >15% 

Environmental services =< 3 % > 3 %- 4 % > 456 - 6 % > 6 °/,- 10 % > 10 %- 24 % > 24 % 

Regulated utilities =<4% >4°/r7°/ >r/,7/ >9%-14% >140/.24% >24% 

Unregulated power and gas =<6!/0 >656-10% >105415% >15%-23% >23%-41% >41% 

Pharmaceuticals =<4% >4%-5% >5'/r7% >7%·10% >105621% >21% 

Health care equipment =<2'/ >2%-4% >4%·5% >5°,-I[Iq/. >105.16% >16% 

Branded nondurables =<3% >3%·6%, >6%·9% >9%·13% > 1396·28% >28% 

Telecommunications and cable =<2% >2%-4% >4%·5% >5%7% >7% 13% >13% 

Over · all =< 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 #ill 
a value org% is included. the numbeis are rounded to the nearest whole number for presentation purposes. 

Table 30 

-Volatility of profitability a,senment•-

1 2 3 4 5 6 
Transpolation cydlical =<14% >14%·28% >28%-39% >399.-53% >53%-/ 56% >156% 

Auto OEM =<42% >42/e 64% >64%·74% >74'e 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% >459693% >93% 

Homebulldersand developers =<12% >12%31% >31°/.50% >50%-70Ii >70%-BB'/o >88% 
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Table 30 

Oil and gas refining and marketing =<14% >14%-30% >30% 48% >48%-67% >67%- 136% >136% 

Forest and paperproducts =<10% > IOVC 22% >22°/G- 40% >40%,89% >89%304% >304% 

Building materials =< 13 % > 13 %- 2056 ># 26 % > 26 %- 36 % > 36 %- 62 % > 62 % 

Oil and gas integrated. exploiation and =<16% >/&22% >22%-31% >31%43% >43%-89% >89% 
producuon 
Agribusiness and commodity foods =<12% >12%-]5% > 15%-29% >29%·55% >55%-111% >litc/U 

Real estate investment trusts (RE]Ts) =<8% >8°/-14% > 14%-20% >20'»26% >26°/rl 16% >116% 

Leisure and sports =<11% >113.17% >17%-26% >26%-34% >34%-64% >64% 

Commodity chemicals =<19% >19%·28% >28%-41% >41%-50% >50V.73% >73% 

Auto suppliers =< 20 % > 207 . 39 % > 39 %- 50 % > 50 %- 67 % > 67 %- 111 % > IIi % 
Aeiospace and defense =<7% >7°/.13% >13%19% >19°/.27% >27°.61% >61% 

Technology hardware and semiconductors =<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% >12V.21% >21%·23% >23%-33% >33%-54% >54% 

Railroads and package express =<3% >3%·11% >11°.- 7/ >17%-20% >20%-27% >27% 

Business and consumer seivlces =< 9 % 6 > 9 %· 17 % > 17V , 23 % > 23 %- 40 % > 40 %· 87 % > 87 % 

Midstream energy =<5% >5*It% >11'Fl 7% >17%22% >225434% >3456 

Technology software and services =<8% >8%21% >2]%-35% >359,65% >656105% >105% 

Consumer durables =<8% >8%,-13% > 13%-20% >20%„35% >35'/6-60% >60% 

Containers and packaging =<6% >6%-14% >14%-23% >23"r 35% >35%-52% >52% 

Media andentertainment =<9% >9°/-17% > 17%-26% >26%-40% >40%-86% >86% 

Oil and gas d,iUing, equipment and se,¥ices =<25% >25%·33% >33%·45% >459.65% >65%-90% >90% 

Retail and restaurants =< 6 % > 6 %- 14 % > 14 %- 18 % > 18 %- 26 % > 26 /.. 69 % > 69 % 
Health care services =<6% >6°/rio% >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% >'3%-20% >20%·36% >36% 

Unregulated power and gas =< 14 % > 14 %· 19 % > 1 & 29 % > 295~55 % > 559 , Ilrk > 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 nondurables =<6% >0610% > 10%-17% >17%-29% >2956 63% >63% 

Telecommunications and cable =<7% >7%-13% > 13%-19% > 19°/.26% >26%-60% >60% 

Overall =<7% >7°/415% >15%·23% >23%-38% >38%681% >81% 

*lhe data ranges include the values up to and including the Upp2' bound. As an example. for a range of 5%-9%. a value o[5% is excluded. ~ile 
a value of 9% is included: the numbers are iounded to the nearest whole number for presentation purposes. 

C. Cash Flow/Leverage Analysis 
1. The merits and drawbacks of each cash flow measure 
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a) EBITDA 
237 EBITDA is a widely used, and therefore a highly comparable, indicatorofcash flow, althoughithas 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. In 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) 
238 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 capital fluctuations. FFO estimates the cash flow available to the company before 
working capital. capital spending, and discretionmy items such as dividends, acquisitions, etc. 

239 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, forworldng-capital-intensive industries such as retailing. operating cash flow ma~ bea better indicator than 
FFO ofthe firm's actual cash generation. 

240 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 vely helpful in the relative ranking ofcompanies 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 hee 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) 
24 I 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 orindustries 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. 

2·12 In many industries, companies shift their focus to cash flow generation in a downturn. Asa result, even though they 
typically generate less cash from ordinary business activities because o f 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 lowerin a downturn, the impact on CFO may not be as great In times ofstrong 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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243 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. 

244 Often, businesses that are capital intensive are not working-capital-intensive: most of the capital commitment as 

upfront in equipment and machinery, while asset4ight 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 worldng-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 a lower EBITDA margin (due 
to higher operating expenses) of 8% can post a negative EBITDA margin if EB1TDA volatility is large. 

d) Free operating cash flow (FOCF) 
245 By deducting capital expenditures from CFO, we arrive at FOCE which can be used as a proxy for a compam~s cash 

generated from core operations. Vk may exclude discretionary capital expenditures for capacity growth from the 
FOCF calculation. but in practice it is often difficult to discriminate between spending fbr 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 (fbr 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). 

246 Positive FOCF is a sign ofstrength 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. 

247 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. 

248. 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 overthe long-term, we'11 place greater analytical importance on FFO to debt 

ratherthan on FOCF to debt. In any event. we also consider the impact ofa company'sgrowth environment in our 
business risk analysis, specifically in a company's industry risk analysis (seesection B). 

e) Discretionary cash flow (DCF) 
249 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, inducing decisions regarding dividend 
payouts. In addition, share buybacks and potential M&A, both of which can represent very significantuses of cash, are 
important components in cash flow analysia 

250 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. ln addition. investment-grade companies 
are less likely to reduce dividend payments following some reversals-although dividends ultimately are discretionary~ 
DCF 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 
251 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 o ftheir 
debt co-insurance and used the internal capital mafkets more efficiently (i.e. their core businesses had stronger cash 
flows). Debt co-insuranceis the view that the joining-together oftwo or more firms whose earnings streams are 
less-than-perfectly correlated reduces the risk of default of the merged fi~ns (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.) 

252 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 ofDiversified Companies During Crises,» The Boston Consulting 
Group and Leipzig Graduate School of Management, January 2012.) 

253 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 

254 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 bene fit. 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 nnancial discipline and reluctance 
to incur aggressive leverage. Conversely, short-term ownership-such as exists in private equity sponsor-owned 
companies-generally entails nnancial policies aimed at achieving rapid returns for shareholders typically through 
aggressive debt leverage. 

255 The criteria define controllingshareholder(s) as: 

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

• A private equity firm or a group of p,ivate equity firms holding at least 40% in a company or with majodty control of 
its board of directors. 

256 A company is not considered to have a controlling shareholder i f 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. 

257 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 

258 Companies may employ more or less acquisitive growth strategies based on industry dynamics, regulatory changes, 
market opportunities, and other factors W~ 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. Our 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 suppon for the view that 
projected credit ratios would not signi ficantly weaken as a result of the company's acquisition policy. Conversely, 
management teams that pursue opportunistic acquisition strategies, without well-de fined parameters, increase the 
risks that the company's financial risk profile may deteriorate well beyond our forecasts. 

259 Acquisition funding policies and management's track record in this respect also provide meaningful insight in terms of 

credit ratio stability. In the criterig 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 
260 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, orshare 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 fbcus 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' 

26 I Shareholder remuneration policies that lack transparency or deviate meaningfully fzum those of industry peers 
introduce a higher degree of event risk and volatiity and willbe 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 
262 The process by which a company identifies, funds, and executes organic growth, such as expansion into new products 

and/or new mafkets, 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. 

263. 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 offinancial policy framework 

264, 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 dear, measurable, and well understood by all key stakeholders. Accordingly, the financial 
policy framewofk 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 loey or a combination of financial ratio constraints (such 
as maximum debt to EBITDA threshold) and the latter must be relevant with respect to the issue fs industry and/or 
capital structure characteristics, 

265 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-supponive financial policy, 

b) Transparency offinancial policies 
266 We assess as supportive financial policy objectives that are transparent and well understood by all key stakeholders 

and we view them as likely to influence an issuers financial risk profile overtime. 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. 

267 In some cases, however. a company may articulate its financial policy objectives to a limited number ofkey 
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 (more than three years) to demonstrate a 
commitment to its financial policy objectives 

c) Achievability and sustainability of financial policies 
268 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 observed over time. If there is evidence that the company is willing to alter its financial policy fi·amework because 
of adverse business conditions or growth opportunities (including M&A), this could support an overall assessment of 
non-supportive. 

4. Financial policy adjustments-examples 
269 Example l: A moderatelyleveraged 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 policy at the outset We expect debt leverage to 
increase upon refinancing but we are not able to factor it precisely in our forecasts yet 
Ukely 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. 

270 Example 2: A company has two owners-a family owns 75°A a strategic owner holds the remaining 25%. Although the 
company has provided Standard & Poofs 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. 
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. 

271 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. Our 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 
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. 

272 Example 4: A company(not owned by a financialsponsor) 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. VIle see theirdisposal plan (or rights issue) as realistic but precise value 
and timing are uncertain. At the same time, management has a supportive financial policy framewok, a positive track 
record of five years, and assets are viewed as fairly easily tradable. 
Likely outcome: 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, 

273 Example 5: A company (not owned by a financial sponsor) has very solid financial ratios, providing it with meaningful 

flexibility 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 
using its financial flexibility Rr the right M&A opportunity. or alternatively return cash to shareholders. 
Ukely outcome: Negative !inancial 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 policy 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 ofthe negative financial policy assessment, 

E Corporate Criteria Glossary 

Anchor The combination of an issue fs business risk profile assessment and its financial risk pro file 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 compnse a company (examples can 
include tangible versus intangible assets, those assets that require large and continuing mmntenance, 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 i t 
participates, the country risks within those markets, the competitive 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. ora 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 be fore 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. 

, 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. 

i Operating efficiency-The quality and flexibility of the company's asset base and its cost management and structure. 
, Scale. scope, and diversity-The concentration or diversifucation ofbusiness activitiea 
, Profitability-Our assessment ofboth the company's level ofproftability and volatility ofproftability. 

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: 

• Services and product focus. 
• Product focus/scale driven. 
• Capital or asset focus. 
• Commodity focus/cost driven. 
® Commodity focus/scale driven. and 
• National industry and utilities. 

Conglomerate: Companies that have at least three distinctbusiness segments, each contributing between 10°/o-50% of 
EBITDAor FOCP Such companies may benefit from the diversifcation/portfolio effect. 

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

shareholder rewardwithout necessarily being a majority of shareholders. 

Corporate Industry and Country Risk Assessment (CIERA): The result of the combination of an issuers 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 earnings streams are 
less-than-perfectly correlated reduces the risk of de fault 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. lt 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 now/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 infk-astructure and asset-management funds. which maintain 
longer investment horizons. 

Profitability ratio: Commonly measured using return on capital and EBI'IDA margins but can be measured using 
sector-specific ratios. Generally calculated based on a five-year average, consisting of two years o fhistorical data, and 
ourprciections fbr 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): Standanl & Poots opinion of an issue's or issueis creditworthiness. in the absence 

of extraordinary intervention or support 8·om its parent, affiliate. or related government or from a third-party entity 
such as an insurer, 

Transfer and convertibility assessment: Standard & Poofs 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 issuerhas 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. ofnatural 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 
companys historical EBITDA. The SER is a statistical measure that is an estimate o fthe 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 worldng capital in relation to its sales 
in order to meet seasonal swings in working capital. Examples of working-capital4ntensive 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 & Poofs 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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~7~1 CHAPTER U 

MATURITY MATCHING OR 
"SELF-LIQUIDATING," APPROACH 

The maturity matching, or "self-liquidating," approach calls for matching asset 
and liability marurities as shown in Pnnel ·a of Figurc 14-3. This strategy minimiza 
the risk that the firm will be unable to pay off its maturing obligations. -lb illustrate, 
suppose a company borrows on a one-year basis and uses the funds obtained to build 
and equip n planr. Cash flows from the plnnt (profits plus depreciation) would not be 
sufficient to pay off the ioan at the end of only one year, so rhe loan would have to 
be renewed. If for some reason tile lender refused to renew the loan, then tile com-
psny would have problems. Had rhe plant been financed with long-terin debt, how_ 
ever, the required loan payments would have been bertcr mamhed wi[h cash flows 
from profits and depreciation, and the problem of renewal would nor have arisen, 

At the lirnit, a firm could attempt to nl·atch exactly the maturity structure of its as. 
sets and liabilities. Inventory expected to be sold in 30 days could be financed with a 
30-day bank lonn; a machine expect·ed to Iast for 5 years could bc financed with a 
5-year loan; a 20-year building could be financed with a 20-year mortgage bond; and 
so furth. Actually, of course, tWO factors prevent this exact inaturity matching: 
(I) there is unceriainry nbour the lives of assets,and (2) some common equity must 
be ·used, ·,ind common equity has no maturi(y. Tb i]Iustraie the uncerottnty factor, u 
firm might finance inventories with a 30-day loan, expecting ro sell the inventories 
and then ilse the cash to retire the loan. Bur if sales were slow, the cash would not be 
forrhconiing, and Ehc use of short-tcrm crcdir could end tip causing a problem. Still, 
if a firm makes an atiempt [o march Assc[ Nnd litibili[y maturirics, wc woidd define 
diis as a moderate cut·renr asser jin·ancing policy. 

ln practice, firms don't finance each specific asset with a type of capital thwt has a 
maturity equal to the gsseI'S life. However, ncudemic studies do show that most firms 
[end ro jin·ance short-rerm assets from short-term sources and long-term assets from 
long-tcmi sources. 16 

AGGRESSIVE ApPROACH 

Panel b of Figui·e 14-3 illum·ates the situation for a relatively aggressive firm that ji-
nances lili of its fixed assets with Iong-term capital Imd part of its permanent current 
assets with short-term, nonspontaneous credit. Note that we used the term "rela-
tively" in the title for Panel b because there can be different degv ees ¤f aggi-essiveress, 
For example, the dashed line in Panel b could have been drawn be/mv the line desig-
nating fixed gssets, indicating that 211 of the permanent current assets and part of the 
fixed assets Were financed wit:h short-term credit; this would be a highly aggressive, 
extren,ely nonconservative position, and the fii·m would be very much subject to dan-
gers from rising interest rates as well ds to lonn renew·al problems. However, short-
term debt is often cheaper than long-term debt, and some firing are willing to sacri-
fice safety for the chance of higher profits. 

CONSERVATIVE APPROACH 

Panel c of]Figure 14-3 has the dashed line ahove the line designating permanent cur-
rent assets, indicating that long-term capital is being used to finance a]! perlnanent 

'* For eumple, ,ee William Beranek, Christopher Cornwell, ~,id Sunho Choi. •External Finincing, 
Liquidity, :i:id Chpit.i] Expenditures,J' Jwu·mi/ of/4'nimria/ R,tnwn-b, Vol. 18, No. 2.207-222. 

WORKING CAPITAL MANAGEMENT 
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SOAH DOCKET NO. 473-21-2606 
PUC DOCKET NO. 52195 

APPLICATION OF EL PASO § BEFORE THE STATE OFFICE 
ELECTRIC COMPANY TO CHANGE § OF 
RATES § ADMINISTRATIVE, HEARINGS 

EL PASO ELECTRIC COMPANY'S RESPONSE TO 
TEXAS INDUSTRIAL ENERGY CONSUMERS' 

NINTH REQUEST FOR INFORMATION 
QUESTION NOS. TIEC 9-1 THROUGH TIEC 9-10 

TIEC 9-3: 

At page 43 ofMs. Nelson's rebuttal testimony, she describes her support for use offorecasted 
interest rates within a CAPM. With respect to this testimony, please answer the following: 

a. Did Ms. Nelson use forecasted interest rates to be available with the market data used to 
develop the CAPM return including the published beta? If Ms. Nelson does not confirm, 
please explain how she used forecasted interest rates. 

b. In Ms. Nelson's opinion, is it possible that the Value Line beta for companies in her 
proxy group will change over the next five years? Please explain her answer. 

c. Were the beta estimates she relied on based on five years of historical data ending at or 
near the publish date from the Value Line source from which she relied? Please explain 
the answer. 

d. Does Ms. Nelson agree that the use of forecasted GDP in growth rates for multi-stage 
growth assumed that those factors will come into play many years beyond the initial year 
where the stock dividend yield and short-term growth rates are measured? Please explain 
her answer. 

RESPONSE: 

a. In developing her CAPM analysis, Ms. Nelson applied Blue Chip Financial Forecast' s 
("Blue Chip") near-term and long-term projected 30-year Treasury bond yields published 
in its November 1,2021, publication and its June 1,2021, publication, respectively. Blue 
Chip publishes its long-term projections only in June and December of each year, so the 
June 1, 2021 publication was the most recent forecast of long-term 30-year Treasury 
bond yields available to Ms. Nelson as she prepared her Rebuttal Testimony. Her 
expected market return used data downloaded from Value Line on October 31, 2021. 
Her Value Line Beta coefficients reflect the Beta coefficients for her proxy companies 
published in Value Line' s individual company reports as of October 31, 2021. 
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b. Yes, it is possible that the Value Line Beta coefficient will change over the next 
five years. As explained in Ms. Nelson's direct and rebuttal testimonies, the Beta 
coefficient is the product of two components: (1) the volatility of a utility's returns 
relative to the overall market, and (2) the correlation of those returns with the overall 
market. It is Ms. Nelson' s understanding that Value Line calculates its Beta coefficients 
using weekly returns over the last five years, and the companies on the New York Stock 
Exchange ("NYSE") are used as the proxy for the overall market. If a utility' s weekly 
returns relative to the NYSE become more volatile, its Value Line Beta coefficient will 
increase, all else equal, and vice versa. If a utility's weekly returns become more 
correlated with the NYSE (i.e., move in the same direction), its Value Line Beta 
coefficient will increase, all else equal, and vice versa. 

c. Ms. Nelson used Beta coefficients reported in Value Line's individual company reports 
issued as of October 31, 2021. The electric utilities that Value Line covers are 
categorized into three geographic segments - East, West, and Central - and the individual 
company reports in these segments are published quarterly on a staggered schedule. As 
of October 31, 2021, the Electric Utility East companies' Value Line reports were 
published August 13, 2021; the Electric Utility Central companies' Value Line reports 
were published September 10,2021; and the Electric Utility West companies' Value Line 
reports were published October 22, 2021. 

It is Ms. Nelson's understanding that Value Line calculates its Beta coefficients using 
weekly returns over the last five years. She assumes that Value Line' s Beta coefficient 
calculations use data relatively near the date of publication, but does not know the exact 
dates of the data Value Line used to calculate its Beta coefficients. 

d. Ms. Nelson understands that Mr. Gorman' s Multi-Stage DCF analysis assumes his 
projected GDP growth rate occurs in the third and terminal stage of his Multi-Stage DCF 
model, in years 11-200. However, as Ms. Nelson's rebuttal testimony explains, 
Mr. Gorman' s position that analysts' earnings growth rate proj ections are 
"unsustainable" simply because they are above the projected U.S. GDP growth rate is 
flawed because the foundation of his argument - that utility growth is linked to growth 
in the overall U. S. economy - is not supported by his own data. 

Preparer: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 

Sponsor: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 
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APPLICATION OF EL PASO § BEFORE THE STATE OFFICE 
ELECTRIC COMPANY TO CHANGE § OF 
RATES § ADMINISTRATIVE, HEARINGS 

EL PASO ELECTRIC COMPANY'S RESPONSE TO 
TEXAS INDUSTRIAL ENERGY CONSUMERS' 

NINTH REQUEST FOR INFORMATION 
QUESTION NOS. TIEC 9-1 THROUGH TIEC 9-10 

TIEC 9-4: 

At pages 46 and 47 of Ms. Nelson's rebuttal testimony, she outlines her support for use of 
both utility and Treasury forecasted yields in a risk premium analysis. With respect to this 
testimony, please provide the following: 

a. Is it accurate that Ms. Nelson did not use current observable Treasury and utility yields 
in measuring a risk premium analysis in this case? Please explain the answer. 

b. Please provide any analysis of whether or not Ms. Nelson has any academic studies that 
support Ms. Nelson's implication that forecasted yields will more accurately reflect the 
market's demanded cost of capital for utilities than current observable bond yields. 

c. Does Ms. Nelson agree that a utility's ability to access capital would be determined by 
the capital demands from investors, and not projections of economists? Please explain 
her answer. 

d. Is Ms. Nelson's risk premium methodology driven primarily by her representation that 
risk premiums will move inversely with interest rates over time in a predictable manner? 
Please explain the answer. 

RESPONSE: 

a. Ms. Nelson applied both current observable and projected Treasury bond yields in her 
Bond Yield Plus Risk Premium analysis. 

b. Ms. Nelson has not asserted that forecasted yields are more accurate than current 
observable bond yields. As Ms. Nelson explains at page 41 of her rebuttal testimony, the 
accuracy of projected interest rates in hindsight is not relevant to the Cost ofEquity. As 
the FERC has found, the Cost of Equity depends on what investors expect, not whether 
the expectations of investors in the past turned out to be accurate. 
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c. A utility' s access to capital is not the same as its cost of capital. Because the cost of equity 
is forward looking, investors' expectations are likely informed by economists' 
proj ections among other data. 

d. Ms. Nelson' s Bond Yield Plus Risk Premium analysis models the relationship between 
the Equity Risk Premium and interest rates over a period of over 40 years. As that 
analysis demonstrates, the relationship is a strong, highly statistically significant, inverse 
relationship, consistent with academic literature. The relationship is not static, however, 
which is why Ms. Nelson did not use a linear regression to model the relationship. 
Because the analysis includes data from more than 1,670 electric rate cases over more 
than 40 years, it reflects the changes in the relationship between the Equity Risk Premium 
and interest rates over several business cycles and economic environments. 

Preparer: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 

Sponsor: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 
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APPLICATION OF EL PASO § BEFORE THE STATE OFFICE 
ELECTRIC COMPANY TO CHANGE § OF 
RATES § ADMINISTRATIVE, HEARINGS 

EL PASO ELECTRIC COMPANY'S RESPONSE TO 
TEXAS INDUSTRIAL ENERGY CONSUMERS' 

NINTH REQUEST FOR INFORMATION 
QUESTION NOS. TIEC 9-1 THROUGH TIEC 9-10 

TIEC 9-5: 

Referring to page 51 of Ms. Nelson's rebuttal testimony where she maintains that she 
corrected Mr. Gorman' s risk premium analysis, please specifically identify: (1) the risk 
premium; and (2) bond yields, used to produce the risk premium estimates of 9.47%, 9.62%, 
and 9.77% as referenced at line 18. 

RESPONSE: 

Please see Ms. Nelson' s rebuttal testimony, at pages 50-51. 

At page 50, lines 15-23, Ms. Nelson explains that the 9.47% Risk Premium-based ROE 
estimate is the sum ofMr. Gorman's 3.22% 13-week average utility bond yield and his 2021 
risk premium of 6.25%. 

At page 50, lines 9-12, Ms. Nelson explains that the 9.62% Risk Premium-based ROE 
estimate is the sum of Mr. Gorman's 2.60% Treasury bond yield and a risk premium of 
7.02%. 

At page 51, lines 7-12, Ms. Nelson explains that the 9.77% Risk Premium-based ROE 
estimate is the sum of a projected utility bond yield of 3.84% and Mr. Gorman's five-year 
average utility bond yield risk premium of 5.89%. 

Preparer: Jennifer E. Nelson Title: Assistant Vice President- Concentric 
Energy Advisors 

Sponsor: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 
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APPLICATION OF EL PASO § BEFORE THE STATE OFFICE 
ELECTRIC COMPANY TO CHANGE § OF 
RATES § ADMINISTRATIVE, HEARINGS 

EL PASO ELECTRIC COMPANY'S RESPONSE TO 
TEXAS INDUSTRIAL ENERGY CONSUMERS' 

NINTH REQUEST FOR INFORMATION 
QUESTION NOS. TIEC 9-1 THROUGH TIEC 9-10 

TIEC 9-6: 

Referring to pages 58 and 59 ofMs. Nelson's rebuttal testimony concerning the development 
of credit metric financial ratios, please answer the following: 

a. Is it Ms. Nelson' s perspective that the authorized return on equity is irrelevant in 
measuring the utility's financial integrity and credit standing? Please explain her answer. 

b. Does Ms. Nelson agree that as the authorized return on equity decreases from 10.3% to 
9.2%, the Debt/EBITDA ratio improves to 3.93x at 10.3% from 4.13x at 9.2%? If 
Ms. Nelson disagrees, please explain her perspective. 

c. Does Ms. Nelson agree that as the authorized return on equity decreases from 10.3% to 
9.2%, that her estimated FFO/Debt ratio improves from 18% to 17%? If Ms. Nelson 
disagrees, please explain her answer. 

d. Does Ms. Nelson agree that the EBITDA largely reflects revenue requirement that 
supports rate base investments? Please explain her answer. 

e. Does Ms. Nelson agree that the Funds From Operations ("FFO") is a cash flow metric 
that measures internally generated funds for the utility and is largely based on after-tax 
net income, deferred taxes, depreciation expense and other non-cash items? If 
Ms. Nelson disagrees, please explain her understanding of FFO. 

RESPONSE: 

a. No, it is not Ms. Nelson's position that the authorized ROE is irrelevant in measuring a 
utility' s financial integrity. Throughout her direct and rebuttal testimonies, Ms. Nelson 
emphasizes the importance of the authorized ROE in maintaining a strong financial 
profile to the benefit of customers and shareholders. 

As explained below and in Ms. Nelson's rebuttal testimony at pages 57-60, Ms. Nelson's 
position is that Mr. Gorman and Mr. Lawton's financial integrity analyses are 
fundamentally flawed and should not be relied on to conclude that Mr. Gorman and 
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Mr. Lawton' s ROE recommendations are sufficient from an equity investors' 
perspective. 

First, EPE is not rated by S&P; therefore, as Mr. Gorman acknowledges, S&P's 
methodology cannot be applied to EPE. Second, Mr. Gorman and Mr. Lawton' s financial 
integrity analyses do not adequately reflect the rating agencies' assessment process, 
primarily because the rating agencies' processes are more complex than Mr. Gorman' s 
and Mr. Lawton' s analyses suggest. Whereas Mr. Gorman' s and Mr. Lawton' s analyses 
and conclusions are a simplistic one-year analysis based on EPE's historical test year 
data, the rating agencies' review is over several years with a clear forward-looking bias. 
For example, Mr. Gorman' s and Mr. Lawton' s analyses do not consider EPE' s 
$1.6 billion capital expenditure plan over the next four years and the effect of its capital 
expenditure plan on cash flows. Additionally, rating agencies review more than just the 
select quantitative credit metrics Mr. Gorman and Mr. Lawton calculated; they also 
review qualitative factors in addition to other quantitative metrics. 

Lastly, it is important to remember that the credit rating agencies' methodologies reflect 
the rating agencies ' assessment of a company ' s risk profile from the perspective of debt 
investors not equity investors , as a credit rating is an assessment of a company ' s ability 
to repay its financial obligations in full and on time. Debt investors have a contractual, 
senior claim on cash flows; therefore, equity investors bear the residual risk of ownership. 
Moreover, debt investors' exposure to a company' s business and financial risk is finite, 
whereas equity investors are exposed to residual risk in perpetuity. Consequently, equity 
investors require a premium on the return available to debt investors to compensate them 
for bearing that residual risk in perpetuity. 

Because the rating agencies' methodologies and their ultimate credit ratings reflect the 
rating agencies' assessment of creditworthiness from the perspective of debt investors, 
to the extent Mr. Gorman' s and Mr. Lawton' s analyses provide any value, they may 
provide limited insight into the sufficiency of their ROE recommendations to maintain a 
credit rating in a single, historical year based on a narrow quantitative calculation of 
select credit metrics. Their conclusions, therefore, cannot be extrapolated to equity 
investors' forward-looking return requirements. 

b. As explained in part a. above and in her rebuttal testimony, Ms. Nelson does not support 
the financial integrity analyses presented by Mr. Gorman and Mr. Lawton. As noted in 
part a. above, equity investors require a return higher than that considered to be sufficient 
by debt investors. 

With that clarification, Ms. Nelson agrees that under Mr. Gorman's construct, applying 
Ms. Nelson's ROE recommendation to Mr. Gorman's analysis produces a Debt/EBITDA 
ratio of 3.93x, which is lower than the 4.13x Debt/EBITDA ratio that results from 
Mr. Gorman' s ROE recommendation. 
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c. As explained above and in her rebuttal testimony, Ms. Nelson does not support the 
financial integrity analyses presented by Mr. Gorman and Mr. Lawton. As noted in part 
a. above, equity investors require a return higher than that considered to be sufficient by 
debt investors. 

With that clarification, Ms. Nelson agrees that under Mr. Gorman's construct, applying 
Ms. Nelson's ROE recommendation to Mr. Gorman's analysis produces an FFO/Debt 
ratio of 18%, which is higher than the 17% FFO/Debt ratio that results from 
Mr. Gorman' s ROE recommendation. 

d. Ms. Nelson understands EBITDA to be a historical accounting measure of earnings that 
includes the following components of the revenue requirement: interest, taxes, 
depreciation, amortization, and earnings that accrue to shareholders. Because EBITDA 
is after operating expenses, it excludes the operation & maintenance ("0&M") expense 
component of the revenue requirement. 

Further, Ms. Nelson understands EBITDA to reflect internally generated funds that serve 
as one source of funds for a utility' s rate base investments. Utilities can also issue debt 
and/or equity, as well as draw down retained earnings to fund rate base investments. 

e. Ms. Nelson agrees FFO is a cash flow metric. She understands that S&P calculates FFO 
as: 

FFO = EBITDA - cash interest paid - cash tax paid. 

Please see TIEC 9-6, Attachment 1, for S&P's ratios and adjustments definitions for the 
entities it rates under its Corporate methodology, which includes regulated utilities. 

Preparer: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 

Sponsor: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 
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S&P Gtobat 
Ratings RatingsDirect® 

Criteria 1 Corporates 1 General: 

Corporate Methodology: Ratios And Adjustments 
April 1,2019 

OVERVIEWANDSCOPE 
S&P G[oba[ Ratings is pub[jsh ing its methodology formakjngana[ytjca[adjustments to 
compan jes' reported fjnancja[data. 

Thesecrjterja would app[yto entjtjes we rateg[oba[[y us jngour corporate methodology, including 
trad jtjona[ corporates as we[[as fjnancja[compan jes jn scope of our "Key Credit Factors For Asset 
IManagers," "Key Credit Factors For Fjnancja[IVIarket Infrastructure Companies," and "Key Credit 
Factors For Financial Services Fjnance Companies." The crjterja wj[[ a[so app[yto compan jes we 
rate u nd er ou r methodology for j nvestment ho[d jng companies, commod jtjes trad jng compan jes, 
theoperatjng [easjng industry, and mjd-market eva[uatjons. Thecrjterja would not app[yto project 
fjnanceentjtjes and corporate securjtjzatjons because of thejr un jquecharacterjstjcs. Forthe 
related gu jdance article, see "Gu jdance: Corporate IVIethodo[ogy: Ratjos And Adjustments," 
published Aprj[1,2019. 

IMPACT ON OUTSTANDING RATINGS 
Weare revjs jng and updat jngour methodology to provjdegreaterc[arjtyand transparency. We 
have reorgan jzed ourana[ytjca[ adjustments jnto fouroverarch jng prjncjp[es and theadjustments 
assocjated wjth these prjncjp[es. Wea[so mod jfjed ouradjustments for [easeaccountjngchanges. 
Based on our pre[jm inarytesting, we expect these updated crjterjato result jn neg[jgjb[e ratjng 
changes and none by more than one notch. 

Key Publication Information 

- Orjgjna[ pub[jcatjondate: Aprj[1,2019 

- Effectjve date: Immedjate[y. 

- Thesecrjterja address the fundamentals set out jn "Principles Of Credit Ratings," 
published on Feb. 16,2011. 
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Criteria Corporates General: Corporate Methodology: Ratios And Adjustments 

METHODOLOGY 
4· An entity's financial statements and data are core inputs to our cash flow/leverage and 

competitive position analysis. We may make adjustments tothe reported financial statements to 
calculate adjusted credit ratios in orderto: 

- Better align an entity'sreported financia[data with our view of the underlying economics of 
specific transactions, as well as continuingoperations. This may include adjustments for 
transformationa[ events. 

- Improvethegloba[ comparabilityoffinancialdata between companiesand acrossindustries 
and geographies. For example, we may adjust reported financial figures when credit ratios are 
affected by different applicable accounting principles, measurements, and recognition or 
disclosure practices. 

- Adjust the consolidation approach embedded in reported financials to best reflect our opinion 
of an entity's business, economic, and financial ties to other members of the group including 
subsidiaries, holding companies, and affiliates. 

5· We organize our ratios and adjustments methodological framework around keyadjustment 
principles applied in the calculation of adjusted debt, earnings, cash flow, and interest, and three 
categories of adjustments thatare consistent with these principles. The categories are: 

- "Routine" adjustmentsgenera[[ymadetoa[[entities, whereapplicable. Examplesof these 
would be adjustments for leases and post-retirement obligations. 

- "Situationa[" adjustments expected to be applied only in rarecircumstancesand only if we 
believe that they will significantly affect a company's creditmetrics and are not factored 
elsewhere in our rating analysis. Examples of these adjustments include foreign currency 
hedges of debt principal and otherexposuressuch as litigation. 

- "Sector-specific" adjustments pertain only to particular sectors. 
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Criteria Corporates General: Corporate Methodology: Ratios And Adjustments 

Key Terms 

When we usethe following terms in our methodology, we define them asdescribed below. 
A[[ elements considered in these definitions should beread in conjunction with our 
Adjustment Principles, and arecomputed including a[[applicable adjustments as 
described in the accompanyingguidance. 

Capital: Debt plus equity. 

Capitalization: Capital [ess goodwi[[that exceeds 10% of total adjusted assets. 

Cash interest paid: Cash interest paid is the reported amount in the statement of cash 
flows adjusted for capitalized interest, coupon payments on debt-like hybrid instruments, 
and any imputed lease-related cash interest for companies where lease payments are 
characterized as operating expenses. 

Cash flow from operations (CFO): CFO is also referred to as operating cash flow. This 
measure takes reported cash flows from operatingactivities (as opposed to investingand 
financing activities), and includes a[[ cash interest received and paid, dividends received, 
and cash tax paid in the period. 

Cash tax paid: Income taxes paid on taxable profit, or income tax refunded. 

Discretionary cash flow (DCF): Free operating cash flow (FOCF) minus cash dividends paid 
on common and preferred stock, [ess share buybacks. 

Debt: Financial debt including bank borrowings, loans, and debt capital market 
instruments. 

Dividends paid: Dividendsto common and preferred shareholders and to minority 
shareholders of consolidated subsidiaries. 

EBIT: Revenue minusoperatingexpenses. Wethen include interestincome, thecompany's 
share of equity earnings of associatesand joint ventures, and other recurring, 
non-operating items. 

EBITDA: Revenue minus operatingexpenses (excluding depreciation, amortization, and 
non-current assetimpairmentand impairment reversals). We include cash dividends 
received from investments accounted forunderthe equity method, and exclude the 
company's share of these investees' profits. We also exclude share-based compensation 
expense payable in shares. 

Equity: Common equity, minority interests, and certain other forms of non-debt financing. 

Funds from operations (FFO): EBITDA, minus cash interest paid minus cash tax paid. 

Freeoperatingcash flow (FOCF): CFO minus capital expenditures. 

Interest: This isthe reported interest expense, including non-cash intereston conventional 
debtinstruments (such as payment-in-kind, zero-coupon, and inflation-linked debt), 
minusanyinterest income derived from assets structura[[y linked to adebtinstrument. 

Revenues: Total sales and other revenues from operating activities. 
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Criteria Corporates General: Corporate Methodology: Ratios And Adjustments 

Key Ratios 

The key credit ratios that we use in the cash flow/leverage and competitive position 
analysis underourcorporate methodology include core ratios, supplementary ratios, and 
profitability ratios. 

Core ratios: 

- FFO to debt 

- Debtto EBITDA 

Supplementary ratios: 

- CFO to debt 

- FOCF to debt 

- DCF to debt 

- FFO plus cash interest paid to cash interest paid (FFO cash interest cover) 

- EBITDAto interest 

Profitability ratios: 

- EBITto revenues (EBIT margin) 

- EBITDAto revenues (EBITDA margin) 

- EBIT to average of the beginning-of-year and end-of-year capital (return on capital) 

ADJUSTMENT PRINCIPLES 
6. WeapP[yfourkeyprinciples in ouradjustmentsto reported financial data: 

- Adjusted debt principle 

- Adjusted earnings principle 

- Adjusted cash flow principle 

- Adjusted interest principle 

Adjusted Debt Principle 
7. Many ofthe analytica[ adjustments wemake reflect our view of certain implicit financing 

transactions as being debt-like. Our depiction of thesetransactionsasakintodebtcan be 
contraryto how a company reportsthem and affects not only our quantification of debt, but also 
the measures of earnings we use in our analysis. 

8· Our objective, where practicable, is to usean amortized costmethod to calculate debt, consistent 
with the amortized cost method under accounting standards like International Financial Reporting 
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Criteria Corporates General: Corporate Methodology: Ratios And Adjustments 

Standards (IFRS) and U.S. Generally Accepted Accounting Principles (U.S. GAAP). This method 
reflects debt as the amount of the original proceeds, plus interest calculated using the effective 
interest rate, minus repayments of principal and interest. We include accumulated 
payment-in-kind interest in ouradjusted debt measure. 

9. In general, items that we add to reported debt to calculate adjusted debt include: 

- Incurred [iabi[itiesthat provide no future offsetting operating benefit (such as underfunded 
postretirement employee benefits and asset retirement obligations); 

- On-and off-balance-sheet commitmentsto purchase or use of long-life assets (such as lease 
obligations) or businesses (such as deferred purchase consideration) where the benefits of 
ownership are accruingto the company; and 

- Amounts re[atingto certain instances when a company accelerates the monetization of assets 
in lieu of borrowing(such asthrough securitization, sale, or factoring of accounts receivable). 

10· Many of these adjustments reflect probable future calls on cash, but not a[[ future calls on cash 
are forms of debt. We do not consider a company's future commitments to purchase goods or 
services it has not received as akin to debt. This is because these are executory contracts, which 
means a counterparty must still perform an action and the benefits of ownership have yet to 
accruetothe company. Onthecontrary, certain non-executory contractsare seen asdebt. 

11. Nota[[incurred liabilities are added to reported debt. The adjusted debt figure excludes 
obligations, such as accounts payable and otheraccrued liabilities, because we regard them as 
trade credit. However, if a company defers payment beyond theterm customary for its supply 
chain (which can occur with reverse factoring, for example), we may adjustdebt. 

12. Additionally, in certain cases ouradjusted debt measure may exclude obligations acompany 
reports as debt. This is, for example, because we consider those obligations as equity-like rather 
than debt, e.g. certain hybrid instruments and certain shareholder loans. 

Adjusted Earnings Principle 
13. We adjust reported earnings to capture our view of the results of a company's continuing business 

activities and its ability to generate recurring cash flow from its operations. Our three measures of 
adjusted earnings are EBITDA, EBIT, and FFO. 

14. Our adjusted EBITDA metric aims to capture the results of a company's operating activities before 
interest, taxes, and depreciation and amortization. In other words, EBITDA excludes the impacton 
earnings of capital spending and otherinvestingand financing activities. Generally, this means 
that any income statement activity, the cash effects of which have been (or will be) classified as 
being from operatingactivities (excluding interestand taxes), is included in our definition of 
EBITDA. 

15. Ouradjusted EBIT metric measures profit after depreciation and amortization costs (and thereby 
factors in capital intensity and capital spending), as we[[as operatingand non-operating factors. 
Our measure of EBIT includes most income statement activity except for interest and taxes. This 
includes activity we view as non-operating (which is, however, excluded from EBITDA). 

16. Our FFO metric indicatesacompany'sabilitytogenerate recurringcash flows from operations 
independentof changes in working capital. We derive our FFO metric from adjusted EBITDA and 
subtract cash interest and cash taxes. 
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Adjusted Cash Flow Principle 
17. We typically only adjust reported cash flows to reclassify transactions between the different 

categories in the statement of cash flows in order to facilitate comparing operating cash flows. We 
do this because our analysis focuses on the actual cash flows a company derives from its different 
activities. 

18. Accordingly, we do notcarrythrough a[[our debt and earnings adjustmentstoouradjusted cash 
flow measures. For example, although weconsiderpension obligations as debt, we accept the 
reportingof pension cash contributions asoperatingcash flows ratherthan reclassifying them as 
financing outflows (i.e. a repayment of debt principal). 

19. We primarilyrelyon three measures of adjusted cash flow: CFO, FOCF, and DCF. 

Adjusted Interest Principle 
20. We adjust interest to reflect the reported and imputed borrowingcosts associated with our 

adjusted debt measure. Ouradjusted interestexpense is primarily used for supplementary 
coverage ratios. We generally do not net interest income from our adjusted interest expense 
unless it is generated byassets which we view as structura[[y linked to debt-like instruments, 
such as post-retirement obligations and asset retirement obligations. 

ANALYTICALADJUSTMENTS 
21. Our use of analytica[ adjustments typica[[ydepends on whetherthetransactionsand items a 

company reports could materia[[yaffectourview of thecompany's credit metrics. Therefore, we 
may not make certain adjustments if we believe the related amounts are immaterial to our 
analysis. There are three categories of analytical adjustments: routine, situationa[, and 
sector-specific. 

Routine Adjustments 
22. Wetypicallymakethe followingroutineadjustments toallcompanies, whereapplicableand 

material: 

- Accessible cash and liquid investments 

- Leases 

- Postretirement employee benefits and deferred compensation 

- Asset-retirement obligations 

- Capitalized development costs 

- Securitization, sale, and factoring of receivables and otherassets 

- Hybrid capital instruments 

- Capitalized interest 

- Financial guarantees 

- Earn outsand deferred consideration for business acquisitions 
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Accessible cash and liquid investments 

23. We calculate adjusted debt net of accessible cash and liquid investments (accessible cash), 
because acompanythat has cash available to repaydebton short notice has more financial 
flexibility than acompany with nosuch cash available. In analyzing a company's cash and 
investments, we focus on their accessibility and liquidity. Our adjustment for accessible cash is 
company-specific; we calculate the amount based on information of a company's quickly 
accessible cash holdings and investment portfolio. 

24. Accessible cash includes: 

- A[[cash and cash equivalents asreported by the company, unless we have evidencethatthe 
cash might be inaccessible asdescribed inthe ratiosand adjustments guidancedocument; 

- Short-term investments as reported bythe company, unless we have evidencetheyare i[liquid 
or inaccessible; and 

- Long-term investments and otherassets in situations where we have evidencethattheyare 
liquid and accessible. 

25. In situations where we determinethatacompany's weakerbusinesscharacteristicsorits 
ownership by financial sponsors do notsupportthis adjustment, we do not net accessible cash 
againstdebt (please see our ratios and adjustments guidance document for more information). 

Leases 
26. Under lease arrangements, the [essee contracts for the use of an asset, entering into a debt-like 

financing obligation to make periodic rental payments. To account for this, we adjustdebt, 
earnings, cash flows, and interest for comparability across accounting regimes. In certain cases, 
we mayincrease lease liabilities if we believe the reported lease disclosure does not adequately 
capture the lease leverage, for example if we view remaining lease terms to be artificia[[y short 
relative to the expected use of the lease asset. 

Postretirement employee benefits and deferred compensation 

27. We include underfunded defined-benefitobligations forretirees, including pensions and health 
care coverage (collectively, postretirement benefits [PRB]) in our measure of adjusted debt. These 
obligations also include other forms of deferred compensation like retiree lump-sum payment 
schemesand long-service awards. We include these obligations in our measure of adjusted debt 
becausetheyrepresent financial obligations that must be paid overtime. We do not include 
defined-contribution obligations in our calculation of PRB. 

28. We aggregate a[[ retiree benefit plan assets and liabilities for pension, health, and other 
obligations, netting the positions of acompany's plans in surplus againstthose thatarein deficit, 
on an after-tax basis. Adjusted debt is not reduced if there are net surpluses. 

Asset-retirement obligations 

29· Asset-retirement obligations (AROs) or decommissioning [iabilities are [ega[ obligations 
associated with acompany's retirement of tangible long-term assets. In line with ouradjusted 
debt principle, we treat AROs as debt-like obligations. We add AROs to debt after deducting any 
dedicated retirement-fund assets or provisions, sa[vage value, and anticipated tax benefits. 
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Capitalized development costs 
30· In financial reporting, research costs are almost universally treated as an expense. However, the 

treatment of deve[opmentcosts varies because of the differences between accounting regimes 
and thesubjectivityin determining when development costs are capitalized. To enhance 
comparability, we generally treat a[[ capitalized development costs as if they were expensed in the 
period incurred. 

Securitization, sale, and factoring of receivables and other assets 
31. We regard the securitization, sale, and factoring of trade receivables and otherassets generated 

on an ongoing basis in the ordinary course of business as beingakin to secured financing. We 
makethis adjustmenteven when thetransaction is non-recourse because in ourview moral 
obligation payments may occur, and wedo notpresumethe company will have permanentaccess 
tothe securitization or factoring market and mayneed to incur conventional debt to replace this 
source of financing. 

32. We include the securitized debt-like obligations in ourdebt measures. Fortrade receivables sales 
orotherasset sales, we include thetrade receivable asset or other asset, respectively, on the 
balance sheet and add the associated funding liability to debt. 

Hybrid capital instruments 

33. The treatment of hybrid capital instruments in our leverage and debtser-vice ratio calculations 
dependsonthe equity content classification of the instrumentasdetermined byusingourhybrid 
criteria. 

Capitalized interest 
34. Under most accounting regimes, financial statements capitalize interest costsduringthe 

construction of fixed assets. This can obscure the total interest that has been incurred duringthe 
construction period, hinderingcomparisons of the interest burden between companiesthat 
capitalize and do not capitalize interest. We include interestcosts thathave been capitalized in 
adjusted interest in the period when they were incurred. 

Financial guarantees 

35. Afinancia[ guarantee isa promise by one party to assume a liability of another party if that party 
fails to meet its obligations under the liability. If a company has guaranteed liabilities of a third 
partyoran unconsolidated affiliate, we typically add the guaranteed amounttothe company's 
reported debt. However, we do not add the guaranteed amount to debt if, in our opinion, the 
guaranteed party is sufficiently creditworthy. We typically add a lower amount to debt if we believe 
that, if the guarantee were called, the net amount payable would be lower than the guaranteed 
amount. We do not add performance guarantees to debt unless the company has a history of 
significant paymentsunderthese types of guarantees, oritisexpected to incursuch payments in 
the future. 
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Earn outs and deferred consideration for business acquisitions 

36. Companies acquiringothercompanies sometimes finance a portion of thepurchasepriceby 
enteringinto contingentconsideration arrangements (thatis, "earn outs")and/or by paying a fixed 
sum on a delayed basis (deferred consideration). We typica[[yview these transactions as a form of 
financing and therefore we add the liability to debtto reflect this view. 

Situational Adjustments 
37. In rare circumstances, when our analysts believe aquantitative adjustment, such asthe inclusion 

of an unusual liability in adjusted debt, is the most effective way to capture the risk inherent in an 
entity's particular circumstances, we will make a situationaladjustment, even if not contemplated 
above. 

38. Notwithstanding, if there is significant uncertaintyabout when an exposure may crysta[[ize, or it is 
difficult to accurately quantify the impact, we may use alternative methods (such as the use of 
appropriate modifiers to derive the issuer credit rating) to capture these risks. 

39· We maymake situationa[ adjustments for obligations and contingencies, including: 

- Litigation and other contingent claims/liabilities; 

- Workers' compensation and self-insurance liabilities; 

- Multi-employer pension plans; 

- Debt at fair value; and 

- Foreign currency hedges of debt principal. 

Sector-Specific Adjustments 
40· We use our sector-specific adjustments to reflect the impact of unique industrycharacteristicson 

the adjusted financial metrics for a company. These sector-specific adjustments are consistent 
with our four adjustment principles and are made where applicable and material. 

RELATED CRITERIAAND RESEARCH 

Related Criteria 

- Methodology And Assumptions: Assigning Equity Content To Hybrid Capital Instruments Issued 
By Corporate Entities And Other Issuers Not Subject To Prudential Regulation, Jan. 16, 2018 

- Methodology And Assumptions: Liquidity Descriptors For Global Corporate Issuers, Dec. 16, 
2014 

- Key Credit Factors For Financial Market Infrastructure Companies, Dec. 9,2014 

- Key Credit Factors For Financial Services Finance Companies, Dec. 9,2014 

- Key Credit Factors For Asset Managers, Dec. 9, 2014 

- The Treatment Of Non-Common Equity Financing In Nonfinancia[Corporate Entities, April 29, 
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2014 

- Group Rating Methodology, Nov. 19,2013 

- Corporate Methodology, Nov. 19,2013 

- Criteria Clarification On Hybrid Capital Step-Ups, Call Options, And Replacement Provisions, 
Oct. 22,2012 

- Principles Of Credit Ratings, Feb. 16,2011 

- Methodology: Hybrid Capital Issue Features: Update On Dividend Stoppers, Look-Backs, And 
Pushers, Feb. 10,2010 

- Hybrid Capital Handbook: September 2008 Edition, Sept. 15, 2008 

Criteria Superseded 

- Corporate Methodology: Ratios And Adjustments, Nov. 19,2013 

Criteria Partly Superseded 

- Key Credit Factors For The Real Estate Industry, Feb. 26,2018 

- Commodities Trading Industry Methodology, Jan. 19, 2017 

- Key Credit Factors For The Operating Leasing Industry, Dec. 14,2016 

- Key Credit Factors ForThe Branded Nondurables Industry, May 7, 2015 

- Key Credit Factors For Agricultura[ Cooperatives, March 17, 2015 

- Key Credit Factors For The Agribusiness And Commodity Foods Industry, Jan. 29, 2015 

- Methodology: The Impact Of Captive Finance Operations On Nonfinancia[ Corporate Issuers, 
Dec. 14,2015 

- Key Credit Factors ForThe TelecommunicationsAnd Cable Industry, June 22,2014 

- Key Credit Factors For The Oilfield Services And Equipment Industry, April 16,2014 

- Key Credit Factors For The Oil Refining And Marketing Industry, March 27,2014 

- Key Credit Factors For The Aerospace And Defense Industry, March 25,2014 

- Key Credit Factors For The Forest And Paper Products Industry, Feb. 12,2014 

- Key Credit Factors ForThe Transportation Cyclical Industry, Feb. 12, 2014 

- Key Credit Factors For The Homebuilder And Real Estate Developer Industry, Feb. 3,2014 

- Key Credit Factors ForThe Media And Entertainment Industry, Dec. 24,2013 

- Key Credit Factors For The Metals And Mining Upstream Industry, Dec. 20,2013 

- Key Credit Factors For The Oil And Gas Exploration And Production Industry, Dec. 12,2013 

- Corporate Methodology, Nov. 19,2013 

- Key Credit Factors For The Regulated Utilities Industry, Nov. 19,2013 

- Key Credit Factors For The Retail And Restaurants Industry, Nov. 19,2013 
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- Key Credit Factors For The Technology Software And Services Industry, Nov. 19,2013 

- Key Credit Factors ForThe EngineeringAnd Construction Industry, Nov. 19,2013 

- Key Credit Factors For The Technology Hardware And Semiconductors Industry, Nov. 19,2013 

- Key Credit Factors For The Transportation Infrastructure Industry, Nov. 19,2013 

Related Research 

- Guidance: Corporate Methodology: Ratios And Adjustments, April 1, 2019 

- Criteria And Guidance: UnderstandingThe Difference, Dec. 15, 2017 

This report does notconstitutea rating action. 

These criteria representthe 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 S&P 
Global Ratings assessment of the credit and, if applicable, structural risks for a given issueror 
issue rating. Methodologyand assumptions may change from timetotimeasa result of market 
and economic conditions, issuer-or issue-specific factors, or new empirical evidence that would 
affectourcreditjudgment. 
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APPLICATION OF EL PASO § BEFORE THE STATE OFFICE 
ELECTRIC COMPANY TO CHANGE § OF 
RATES § ADMINISTRATIVE, HEARINGS 

EL PASO ELECTRIC COMPANY'S RESPONSE TO 
TEXAS INDUSTRIAL ENERGY CONSUMERS' 

NINTH REQUEST FOR INFORMATION 
QUESTION NOS. TIEC 9-1 THROUGH TIEC 9-10 

TIEC 9-7: 

Concerning Ms. Nelson' s assessment of business risk and other considerations, please 
answer the following: 

a. Does Ms. Nelson understand that EPE is provided service from its parent company under 
an affiliate service agreement? Please explain her answer. 

b. To the extent the affiliate service agreement mitigates EPE's stand-alone risk for 
employees, engineering services, treasury functions, executive functions, and legal 
functions, does Ms. Nelson believe that customers' payment for these services from the 
affiliate service agreement should be considered in assessing EPE' s risk? Please explain 
answer. 

RESPONSE: 

a. Based on information provided by the El Paso Electric Company ("EPE"), Ms. Nelson 
understands that EPE does not operate under an affiliate service agreement with its parent 
company. 

b. Please see the response to part a. above. 

Preparer: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 

Sponsor: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 
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APPLICATION OF EL PASO § BEFORE THE STATE OFFICE 
ELECTRIC COMPANY TO CHANGE § OF 
RATES § ADMINISTRATIVE, HEARINGS 

EL PASO ELECTRIC COMPANY'S RESPONSE TO 
TEXAS INDUSTRIAL ENERGY CONSUMERS' 

NINTH REQUEST FOR INFORMATION 
QUESTION NOS. TIEC 9-1 THROUGH TIEC 9-10 

TIEC 9-8: 

Please identify and provide the recommended return on equity and the regulatory 
commission' s approved return on equity in every electric utility rate case in which 
Ms. Nelson has testified since the beginning of 2016. 

RESPONSE: 

Please see TIEC 9-8, Attachment 1. 

Preparer: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 

Sponsor: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 



Final 
Sponsor Date Case/Applicant Docket Subject Recommended 

ROE (°/4 

Recommended ROE 
Range (°/o) 

Settled 
Ordered ROE (°/o) VS. 

Fully Litigated 
Arkansas Public Service Commission 

Entergy Arkansas, Inc. 11/20 Entergy Arkansas, Inc. 16-036-FR Return on Equity 

Evaluated the 
9.75% ROE 

included in Rider 
FRP 

Pursuant to Act 894,9.75% ROE for initial FRP 
NA term 2016-2020; 9.65% forthe FRP extension 

term beginning in 2021. 

Settled 
4.08.2021 

New Hampshire Public Utilties Commission 

Unitil Energy Systems, Inc. 04/21 Unitil Energy Systems, Inc. DE 21-030 Return on Equity 10.20 9.90-10.50 Ongoing Ongoing 
New Mexico Public Regulation Commission 

El Paso Electric Company 07/20 El Paso Electric Company 20-00104-UT Return on Equity 10.30 9.75-10.75 9.00 Fully Litigated 
6.23.2021 

North Carolina Utilities Commission 

Public Service Company of North Carolina d/b/a 
Dominion Energy North Carolina 

Public Utility Commission of Texas 

Public Service Company of North 
04/21 Carolina d/b/a Dominion Energy G-5, Sub 632 Return on Equity 10.25 9.60-10.75 Ongoing Ongoing 

North Carolina 

Return on Equity, 
Shan/land Utilities, LLC 12/20 Sharyland Utilities, LLC 51611 Capital Structure & Cost 10.35 10.00-11.00 9.38 

of Debt 

Settled 
7.15.2021 

El Paso Electric Company 06/21 El Paso Electric Company 52195 Return on Equity 10.30 9.75-10.75 Ongoing Ongoing 

Public Service Commission of West Virginia 

Hope Gas, Inc. d/b/a Dominion Energy West Virginia 11/20 Hope Gas, Inc. d/b/a Dominion 
Energy West Virginia 20-0746-G-42T Return on Equityand 

Capital Structure 10.25 9.75-11.00 9.54 Fully Litigated 
7.27.2021 
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PUC DOCKET NO. 52195 

APPLICATION OF EL PASO § BEFORE THE STATE OFFICE 
ELECTRIC COMPANY TO CHANGE § OF 
RATES § ADMINISTRATIVE, HEARINGS 

EL PASO ELECTRIC COMPANY'S RESPONSE TO 
TEXAS INDUSTRIAL ENERGY CONSUMERS' 

NINTH REQUEST FOR INFORMATION 
QUESTION NOS. TIEC 9-1 THROUGH TIEC 9-10 

TIEC 9-9: 

Please provide all published materials that Ms. Nelson has authored and presentations that 
Ms. Nelson has given within the past ten years on utility cost of capital and return on equity 
issues. 

RESPONSE: 

Ms. Nelson has not authored any publications or presentations on utility cost of capital issues. 

Preparer: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 

Sponsor: Jennifer E. Nelson Title: Assistant Vice President - Concentric 
Energy Advisors 



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

APPLICATION OF EL PASO § BEFORE THE STATE OFFICE 
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EL PASO ELECTRIC COMPANY'S RESPONSE TO 
TEXAS INDUSTRIAL ENERGY CONSUMERS' 

NINTH REQUEST FOR INFORMATION 
QUESTION NOS. TIEC 9-1 THROUGH TIEC 9-10 

TIEC 9-10: 

Referring to Mr. Novela' s cross-rebuttal testimony at page 5-6: 

a. Has System Planning always used a forecasted CP rather than a historical CP for 
planning? If not, please explain when the change was made and why. 

b. Please provide EPE' s monthly CP for each month in 2021. 

RESPONSE: 

a. Yes. 
b. Below is EPE's actual native system peak: 

January 26, 2021 @ 19:00 MST - 1,100 MW 
February 14, 2021 @ 20:00 MST - 1,130 MW 
March 1, 2021 @ 20:00 MST - 976 MW 
April 12,2021 @ 17:00 MST - 1,228 MW 
May 28, 2021 @ 17:00 MST - 1,615 MW 
June 14, 2021 @ 16:OO MST - 2,051 MW 
July 15, 2021 @ 16:00 MST - 1,865 MW 
August 9, 2021 @ 17:00 MST - 1,962 MW 
September 16, 2021 @ 16:00 MST - 1,839 MW 
October 8, 2021 @ 16:00 MST - 1,497 MW 
November 9, 2021 @ 18:00 MST - 1,046 MW 

Preparer: Enedina Soto Title: Manager - Load Research & Data 
Analytics 

Sponsor: George Novela Title: Director - Economic and Rate Research 
David Hawkins Vice President - Strategy & Sustainability 

Management 



2OAH DOCKET NO. 473-21-2606 
DOCKET NO. 52195 

APPLICATION OF EL PASO § 
ELECTRIC COMPANY TO § 
CHANGERATES § 

BEFORE THE STATE OFFICE 
OF 

ADMINISTRATIVE HEARINGS 

CONFIDENTIALITY STATEMENT UNDER 
SECTION 4 OF THE PROTECTIVE ORDER 

The undersigned attorney for El Paso Electric Company (EPE) submits this statement 

under the section 4 of the Protective Order entered in this case. Materials provided in Attachment 1 

to question TIEC 9-2 in the Texas Industrial Energy Consumer's ninth set of discovery contain 

proprietary material owned by a third party, only available through a subscription, and is therefore 

exempt from public disclosure pursuant to sections 552.110 the Public Information Act (PIA) 

Counsel for EPE has reviewed the material and can state in good faith that the response contains 

documents that are subject to confidentiality provisions that require EPE to prevent the public 

release of the information contained therein, exempting it from public release under the PIA. 

Respectfully submitted, 

Bret J. Slocum 
State Bar No. 18508200 
bslocum@dwmrlaw.com 
Casey Bell 
State Bar No. 24012271 
cbell(@dwmrlaw. com 
Duggins Wren Mann & Romero, LLP 
P.O. Box 1149 
Austin, Texas 78767 
(512) 744-9300 
(512) 744-9399 (fax) 

Bylf j·-- ~S·U»-_ 
Br#7 Slocum 
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CERTIFICATE OF SERVICE 

I certify that a true and correct copy of this document was served by email on all parties of 

record on December 22, 2021. 

Ba k 
Bret J. Sloc¢0 

2 

1846 


