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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'S FIRST REQUEST FOR INFORMATION 

QUESTION NOS. TIEC 1-1 THROUGH TIEC 1-17 

TIEC 1 -1: 

To the extent not already provided, please provide all schedules, exhibits, tables, figures and 
supporting workpapers in electronic format with all formulas intact supporting the 
testimonies of all EPE witnesses. This is an ongoing request for all subsequent testimonies. 

RESPONSE: 

All schedules, exhibits, tables, figures, and supporting workpapers in electronic format with 
all formulas intact supporting the testimonies of all El Paso Electric Company witnesses have 
been provided. 

Preparer: Judith M. Parsons Title: Senior Regulatory Case Manager 

Sponsor: James Schichtl Title: Vice President - Regulatory & 
Governmental Affairs 
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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'S FIRST REQUEST FOR INFORMATION 

QUESTION NOS. TIEC 1-1 THROUGH TIEC 1-17 

TIEC 1 -2: 

Please provide copies of all publications and credit reports referenced in or considered by 
witnesses Ms. Jennifer E. Nelson and Ms. Lisa D. Budtke. This is an ongoing request for all 
subsequent testimonies filed by these witnesses. 

RESPONSE: 

El Paso Electric Company ("El?E") witness Lisa Budtke referred to the reports listed below 
in addition to those provided in response to STAFF 2-36. 

TIEC 1 - 2 Attachment 1 Confidential - Moody ' s Investors Service , Rating Action : 
Moody's places El Paso Electric on review for downgrade, Jul. 1, 1019 

TIEC 1 - 2 Attachment 2 Confidential - Moody ' s Investors Service , Moody ' s downgrades 
El Paso Electric to Baa2 , outlook stable , Sep . 17 , 2019 . 

TIEC 1 -2 Attachment 3 - Moody's Investors Service Rating Methodology: Regulated 
Electric and Gas Utilities 

TIEC 1 -2 Attachment 4 - Fitch Ratings Corporate Rating Criteria 

Please see TIEC 1-2, Attachments 5 through 53, for copies of documents referred or 
considered by EPE witness Jennifer E. Nelson. 

Preparer: Richard Gonzalez Title: Manager - Cash Management & Investor 
Relations 

Sponsor: Lisa Budtke Title: Director - Treasury Services & Investor 
Relations 

Jennifer E. Nelson Assistant Vice President - Concentric 
Energy Advisors 
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JUNE 23, 2017 INFRASTRUCTURE 

&. 

MOODY'S 
INVESTORS SERVICE 

RATI N G Regulated Electric and Gas Utilities 
METHODOLOGY 

Table of Contents: 

SUMMARY 1 
ABOUTTHE RATED UNIVERSE 3 

This rating methodo[ogy rep[aces "Regulated E[ectric and Gas Uti[ities" [ast revised on 
December 23, 2013. We have updated some outdated links and removed certain issuer-
specific information. 

ABOUTTHIS RATING METHODOLOGY 4 
DISCUSSION OF THE SCORECARD 
FACTORS 6 
APPENDIXA: REGULATED ELECTRICAND 
GAS UTILITIES METHODOLOGY FACTOR 
SCORECARD 29 
APPENDIX B: APPROACH TO RATINGS 
WITHIN A UTILITY FAMILY 35 
APPENDIX C: BRIEF DESCRIPTIONS OF 
THE TYPES OF COMPANIES RATED 
UNDERTHIS METHODOLOGY 38 

Summary 

This rating methodo[ogy exp[ains our approach to assessing credit risk for regu[ated e[ectric and gas 
uti[ities g[oba[[y. This document does not inc[ude an exhaustive treatment of a[[ factors that are 
ref[ected in our ratings but shou[d enab[e the readerto understand the qua[itative considerations 
and financial information and ratios thatare usua[[y most important for ratings in this sector.1 

APPENDIX D: REGIONAL AND OTHER 
CONSIDERATIONS 40 This report includes a detailed scorecard which is a reference too[ that can be used to approximate 
APPENDIX E: TREATMENT OF POWER credit profi[es within the regu[ated e[ectric and gas uti[ity sector in most cases. The scorecard 
PURCHASE AGREEMENTS ("PPAS") 42 provides summarized guidance for the factors that are genera[[y most important in assigning MOODY'S RELATED PUBLICATIONS 45 

ratings to companies in the regu[ated e[ectricand gas utility industry. However, the scorecard is a 
summary that does not inc[ude every rating consideration. The weights shown for each factor in 

Analyst Contacts: the scorecard represent an approximation of their importance for rating decisions but actua[ 
importance may vary substantia[[y. In addition, the scorecard uses historica[ resu[ts whi[e ratings 

NEW YORK +1.212.553.1653 are based on our forward-looking expectations. As a result, the scorecard-indicated outcome is not 
Michael G. Haggarty +1.212.553.7172 expected to match the actua[ rating of each company. 
Associate Managing Director 
michael.haggarty@moodys.com 
Jim Hempstead +1.212.553.4318 
Managing Director - Utilities 
james.hempstead@moodys.com 
Walter Winrow +1.212.553.7943 
Managing Director - Global Project and 
Infrastructure Finance 
walter.winrow@moodys.com 
Jeffrey Cassella +1.212.553.1665 
Vice President - Senior Analyst 
jeffrey.casse[[a@moodys.com 
Natividad Martel +1.212.553.4561 
Vice President - Senior Analyst 
natividad.martel@moodys.com 

» contacts continued on the last page 

~ THIS METHODOLOGY WAS UPDATED ON THE DATES LISTED AS NOTED: ON SEPTEMBER 10, 2020, WE 
REMOVED POINT-IN-TIME REFERENCES AND ALSO MADE MINOR FORMATTING CHANGES; ON NOVEMBER 
4, 2019, WEUPDATED SOME OUTDATED REFERENCES AND ALSO MADE MINORFORMATTING CHANGES; 
ON FEBRUARY 22,2019, WE AMENDED A REFERENCE TO A METHODOLOGY IN APPENDIX E AND REMOVED 
OUTDATEDTEXT; ON AUGUST 2,2018, WE MADE MINOR FORMATTINGCHANGESTHROUGHOUTTHE 
METHODOLOGY; ON FEBRUARY 15,2018, WE CORRECTED THE FORMATTINGOF THE FACTOR 4: FINANCIAL 
STRENGTH TABLE ON PAGE 34; AND ON SEPTEMBER 27,2017, WE REMOVED A DUPLICATE FOOTNOTE 
THAT WAS PLACED IN THE MIDDLE OF THE TEXT ON PAGE 7. 

1 This update may not be effective in some jurisdictions until certain requirements are met. 
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The scorecard contains four key factors that are important in ourassessment for ratings in the regu[ated 
e[ectric and gas uti[ity sector: 

1. Regu[atory Framework 

2. Ability to Recover Costs and Earn Returns 

3. Diversification 

4. Financial Strength 

Some of these factors a[so encompass a numberof sub-factors. There is a[so a notching factor for ho[ding 
companystructuralsubordination. 

This rating methodo[ogy is not intended to be an exhaustive discussion of a[[ factors that our ana[ysts 
consider in assigning ratings in this sector. We note that our analysis for ratings in this sector covers factors 
that are common across a[[ industries such as ownership, management, liquidity, corporate legal structure, 
governance and country re[ated risks which are not exp[ained in detai[ in this document, as well as factors 
that can be meaningfu[ on a company-speci fic basis. Our ratings considerthese and other qua[itative 
considerations that do not lend themse[ves to a transparent presentation in a scorecard format. The 
scorecard used for this methodo[ogy ref[ects a decision to favor a re[ative[y simp[e and transparent 
presentation ratherthan a more comp[ex scorecard that might map scorecard-indicated outcomes more 
c[ose[y to actua[ ratings. 

High[ights of this reportinc[ude: 

» An overview of the rated universe 

» A summary of the rating methodo[ogy 

» A discussion of the scorecard factors 

» Comments on the rating methodo[ogy assumptions and limitations, including a discussion of rating 
considerations that are not included in the scorecard 

The Appendices show the fu[[ scorecard (Appendix A), our approach to ratings within a uti[ity fami[y 
(Appendix B), a description of the various types of companies rated underthis methodo[ogy (Appendix C), 
regiona[ and other considerations (Appendix D), and treatment of power purchase agreements (Appendix E). 

This methodology describes the analytical framework used in determining credit ratings. In some instances, 
ourana[ysis is a[so guided by additiona[ pub[ications which describe ourapproach forana[ytica[ 
considerations that are not specific to any single sector. Examp[es of such considerations include butare not 
[imited to: the assignment of short-term ratings, the re[ative ranking of di fferent c[asses of debt and hybrid 
securities, how sovereign credit quality affects non-sovereign issuers, and the assessment of credit support 
from other entities.2 

This publication does not announce 
a credit rating action. For any 
credit ratings referenced in this 
publication, please see the ratings 
tab on the issuer/entity page on 
www.moodvs.com for the most 
updated credit rating action 
information and rating history. 

2 A[inktoan indexof our sector and cross-sector methodologies can be found in the "Moody's Related Publications" section. 
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About the Rated Universe 

This methodo[ogy app[ies to rate-regu [ated 3 e[ectric and gas uti[ities that are not Networksl. Regulated 
electric and gas utilities are companies whose predominant5 business is the sa[e of electricity and/orgas or 
re[ated services under a rate-regu[ated framework, in most cases to retail customers. Also included under 
this methodo[ogy are rate-regu[ated uti[ities that own generating assets as any materia[ part of their 
business, utilities whose charges or bi[[s to customers inc[ude a meaningfu[ component re[ated to the 
e[ectric or gas commodity, utilities whose rates are regu[ated at a sub-sovereign [eve[ (e.g. by provinces, 
states or municipa[ities), and companies providing an independent system operator function to an electric 
grid. Companies rated underthis methodo[ogy are primari[y rate-regu[ated monopolies or, in certain 
circumstances, companies that may not be outright monopolies but where government regulation 
effectively sets prices and limits competition. 

This rating methodo[ogy covers regu[ated e[ectric and gas uti[ities wor[dwide. These companies are engaged 
in the production, transmission, coordination, distribution and/orsa[e of electricity and/or natural gas, and 
they are either investor owned companies, commercially oriented government owned companies or, in the 
case of independentsystem operators, not-for-profit orsimi[ar entities. As detai[ed in Appendix C, this 
methodo[ogy covers a wide variety of companies active in the sector, inc[uding vertica[[y integrated utilities, 
transmission and distribution utilities with retail customers and/or sub-sovereign regulation, local gas 
distribution uti[ity companies (LDCs), independent system operators, and regu[ated generation companies. 
These companies may be operating companies or ho[ding companies. 

An over-arching consideration for regu[ated utilities is the regu[atory environment in which they operate. 
The nature of regu[ation can valysigni ficant[y from jurisdiction to jurisdiction. Whi[e regu[ation is a[so a key 
consideration for networks, a utility's regu[atory environment is in comparison often more dynamic and 
more subject to po[itica[ intervention. The direct re[ationship that a regu[ated uti[ity has with the retai[ 
customer, including bi[[ing for e[ectric or gas supp[y that has substantia[ price volatility, can lead to a more 
po[itica[[y charged rate-setting environment Similarly, regulation at the sub-sovereign [eve[ is often more 
accessib[e for participation by interveners, including disaffected customers and the po[iticians who want 
their votes. Our views of regu[atory environments evo[ve overtime in accordance with our observations of 
regulatory, political, and judicia[ events that affect issuers in the sector. 

This methodo[ogy pertains to regu[ated e[ectric and gas uti[ities and exc[udes the fo[[owing types of issuers, 
which are covered by separate rating methodo[ogies: regu[ated networks, unregu[ated uti[ities and power 
companies, public power utilities, municipal joint action agencies, electric cooperatives, regulated water 
companies and natura[gas pipelines.6 

3 Companies in many industries are regulated. We use the term rate-regulated to distinguish companies whose rates (by which we also mean tari ffs or revenues in 
general) are set by regulators. 

4 Regulated Electric and Gas Networks are companies whose predominant business is pure[ythe transmission and/or distribution of e[ectricityand/or natural gas 
without involvement in the procurement or sale of e[ectricityand/or gas; whose charges to customers thus do not include a meaningful commodity costcomponent; 
which sell mainly (or in manycases exclusively) to non-retail customers; and which are rate-regulated undera national framework. 

5 We genera[[yconsidera companyto be predominantlya regulated electric and gas utility when a majorityof its cash flows, prospective[yand on a sustained basis, 
are derived from regulated electric and gas utility businesses. Since cash flows can be volatile (such that a company might have a majority of utility cash flows 
simply dueto a cyclical downturn in its non-utility businesses), we may also considerthe breakdown of assets and/ordebt of a companyto determine which business 
is predominant. 

6 A[inktoan indexof our sector and cross-sector methodologies can be found in the "Moody's Related Publications" section. 
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About this Rating Methodology 

This report exp[ains the rating methodo[ogy for regu[ated e[ectric and gas uti[ities in six sections, which are 
summarized as fo[[ows: 

1. Identification and Discussion of the Scorecard Factors 

The scorecard in this rating methodo[ogy focuses on four factors. The four factors are comprised of sub-
factors that provide further detai[: 

Factor / Sub-Factor Weighting - Regulated Utilities 

Sub-Factor 
Broad Scorecard Factors Factor Weighting Sub-Factor Weighting 

Regulatory Framework 25% Legislative and Judicial Underpinnings of the Regulatory 12.5% 
Framework 
Consistency and Predictability of Regulation 12.5% 

Ability to Recover Costs 25% Timeliness of Recovery of Operating and Capital Costs 12.5% 
and Earn Returns Sufficiency of Rates and Returns 12.5% 

Diversification 10% Market Position 5%* 

Generation and Fuel Diversity 5%** 

Financial Strength, Key 40% 
Financial Metrics 

CFO pre-WC + Interest / Interest 7.5% 

CFO pre-WC / Debt 15.0% 

CFO pre-WC - Dividends / Debt 10.0% 

Debt/Capitalization 7.5% 

Total 100% 100% 

Notching Adjustment 
Holding Company Structural Subordination 

*10% weight for issuers that lackgeneration; ** 0% weight for issuers that lackgeneration 

0 to -3 

2. Measurement or Estimation of Factors in the Scorecard 

We exp[ain ourgenera[ approach forscoring each factorand show the weights used in the scorecard. We 
a[so provide a rationa[e for why each of these scorecard components is meaningfu[ as a credit indicator. The 
information used in assessing the sub-factors is genera[[y found in or ca[cu[ated from information in 
company financial statements, derived from other observations or estimated by ourana[ysts. A[[ of the 
quantitative credit metrics incorporate Moody's standard adjustments to income statement, cash flow 
statement and ba[ance sheet amounts for restructuring, impairment, off-balance sheet accounts, receivab[e 
securitization programs, under-funded pension obligations, and recurring operating leases.7 

Our ratings are forward-looking and ref[ect our expectations for future financia[ and operating performance. 
However, historical results are he[pfu[ in understanding patterns and trends of a company's performance as 
we[[ as for peer comparisons. We utilize historical data (in most cases, an average of the [ast three years o f 
reported results) in the scorecard. However, the factors in the scorecard can be assessed using various time 

For more information, see our cross-sector methodology that describes our standard adjustments in the analysis of non-financial corporations. A link to an index of 
our sector and cross-sector methodologies can be found in the "Moody's Related Publications" section. 
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periods. For example, rating committees may find it ana[ytica[[y usefu[ to examine both historic and 
expected future performance for periods of several years or more, or forindividua[twe[ve-month periods. 

3. Mapping Scorecard Factors to the Rating Categories 

After estimating or ca[cu[ating each sub-factor, the outcomes foreach of the sub-factors are mapped to a 
broad Moody's rating category (Aaa, Aa, A, Baa, Ba, B, or Caa, also called alpha categories). 

4. Assumptions Limitations and Rating Considerations Not Included in the Scorecard 

This section discusses limitations in the use ofthe scorecard to map against actual ratings, some of the 
additional factors that are not included in the scorecard but can be important in determining ratings, and 
[imitations and assumptions that pertain to the overa[[ rating methodo[ogy. 

5. Determining the Overall Scorecard-Indicated Outcomes 

To determine the overall scorecard-indicated outcome, we convert each of the sub- factor ratings into a 
numeric va[ue based upon the sca[e be[ow. 

Aaa Aa A Baa Ba B Caa Ca 

1 3 6 9 12 15 18 20 

The numerica[score foreach sub-factor is mu[tip[ied by the weight forthatsub-factor with the resu[ts then 
summed to produce a composite weighted- factor score. The composite weighted factorscore is then 
mapped back to an a[phanumeric rating based on the ranges in the tab[e be[ow. 

Scorecard-Indicated Outcome 

Scorecard-Indicated Outcome Aggregate Weighted Total Factor Score 

Aaa x < 1.5 

Aal 1.5 sx<2.5 
Aa2 2.5sx<3.5 
Aa3 3.5<x<4.5 
Al 4.5<x<5.5 

A2 5.5sx<6.5 
A3 6.5sx<7.5 

Baal 7.5 <x<8.5 
Baa2 8.5<x<9.5 
Baa3 9.5 <x<10.5 

Bal 10.5 <x<11.5 
Ba2 11.5 sx<12.5 

Ba3 12.5<x<13.5 

In general, the scorecard-indicated outcome is oriented to the Corporate Family Rating (CFR) for speculative-grade issuers and the senior unsecured rating for 
investment-grade issuers. For issuers that benefit from ratings up[ift due to parental support, government ownership or other institutional support, the scorecard-
indicated outcome is oriented to the baseline credit assessment. For more information, see our cross-sector methodo[ogythat describes our general approach for 
assessing government-related issuers. Individual debt instrument ratings also factor in decisions on notching for seniority [eve[ and collateral. For more information, 
see our cross-sector methodology that describes principles related to loss given default for speculative grade non-financial companies and also our cross-sector 
methodology that describes the alignment of corporate instrument ratings based on differences in security and priority of claim. A link to an index of our sector and 
cross-sector methodologies can be found in the "Moody's Related Publications" section. 
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Scorecard-Indicated Outcome 

Scorecard-Indicated Outcome Aggregate Weighted Total Factor Score 

Bl 13.hx<14.5 

BZ 14.hx<15.5 

83 15.5<x<16.5 

Caal 16.55 x<17.5 

Caa2 17.5sx<18.5 

Caa3 18.55 x<19.5 

Ca x,19.5 

For example, an issuer with a composite weighted factorscore of 11.7 wou[d have a Ba2 scorecard-indicated 
outcome. 

6. Appendices 

The Appendices present a fu[[scorecard and provide additiona[ commentary and insights on our view of 
credit risks in this industry. 

Discussion of the Scorecard Factors 

Ourana[ysis of e[ectric and gas uti[ities focuses on four broad factors: 

» Regu[atory Framework 

» Ability to Recover Costs and Earn Returns 

» Diversification 

» Financial Strength 

There is a[so a notching factor for ho[ding company structura[ subordination. 

Factor 1: Regulatory Framework (25%) 

Why It Matters 

For rate-regulated utilities, which typica[[y operate as a monopoly, the regu[atory environment and how the 
utility adapts to that environment are the most important credit considerations. The regu[atory 
environment is comprised of two factors - the Regu[atory Framework and its coro[[at-y factor, the Abi[ity to 
Recover Costs and Earn Returns. Broad[y speaking, the Regu[atory Framework is the foundation for how a[[ 
the decisions that affect uti[ities are made (inc[uding the setting of rates), as well as the predictabi[ity and 
consistency of decision-making provided by that foundation. The Abi[ity to Recover Costs and Earn Returns 
re[ates more directly to the actual decisions, inc[udingtheirtime[iness and the rate-setting outcomes. 

Utility rates'are setin a political/regulatory process rather than a competitive or free-market process; thus, 
the Regu[atory Framework is a key determinant o f the success of uti[ity. The Regu[atory Framework has 
many components: the governing body and the uti[ity [egis[ation or decrees it enacts, the manner in which 
regu[ators are appointed or elected, the rules and procedures promu[gated by those regulators, the judiciary 

In jurisdictions where utility revenues include material government subsidy payments, we consider utility rates to be inclusive of these payments, and we thus 
evaluate sub-factors la, lb, 2a and 2b in light of both rates and material subsidy payments. For example, we would consider the legal and judicial underpinnings and 
consistency and predictability of subsidies as well asrates. 

JUNE 23,2017 RATING METHODOLOGY: REGULATED ELECTRIC AND GAS UTILITIES 
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that interprets the [aws and ru[es and that arbitrates disagreements, and the manner in which the uti[ity 
manages the political and regu[atory process. In many cases, utilities have experienced credit stress or 
defau[t primari[y orat [eastsecondari[y because of a break-down orobstac[e in the Regu[atory Framework -
for instance, laws that prohibited regu[ators from inc[uding investments in uncomp[eted power p[ants or 
p[ants not deemed "used and usefu[" in rates, or a disagreement about rate-making that cou[d not be 
reso[ved unti[ afterthe uti[ity had defau[ted on its debts. 

How We Assess Legislative and Judicial Underpinnings of the Regulatory Framework for the Scorecard 

For this sub-factor, we considerthe scope, clarity, transparency, supportiveness and granu[arity of uti[ity 
Legislation, decrees, and rules as they apply to the issuer. We a[so consider the strength of the regulator's 
authority over rate-making and other regu[atory issues a ffecting the utility, the e ffectiveness of the judiciary 
or other independent body in arbitrating disputes in a disinterested manner, and whetherthe utility's 
monopo[y has meaningfu[ or growing carve-outs. In addition, we look at how well developed the framework 
is - both how fu[[y f[eshed out the ru[es and regu[ations are and how we[[ tested it is - the extent to which 
regu[atory orjudicia[ decisions have created a body of precedent that wi[[ he[p determine future rate-
making. Since the focus of ourscoring is on each issuer, we consider how effective the uti[ity is in navigating 
the regu[atory framework- both the utility's abi[ity to shape the framework and adaptto it. 

A uti[ity operating in a regu[atory frameworkthat is characterized by [egis[ation that is credit supportive of 
uti[ities and e[iminates doubt by prescribing many of the procedures thatthe regu[ators wi[[ use in 
determining fair rates (which [egis[ation may show evidence of being responsive to the needs of the uti[ity in 
general or specific ways), a long history of transparent rate-setting, and a judiciary that has provided amp[e 
precedent by impartia[[y adjudicating disagreements in a mannerthat addresses ambiguities in the [aws and 
ru[es wi[[ receive higherscores in the Legis[ative and Judicial Underpinnings sub-factor. A uti[ity operating in 
a regu[atory frameworkthat, by statute or practice, allows the regu[atorto arbitrari[y prevent the uti[ity 
from recovering its costs or earning a reasonab[e return on prudent[y incurred investments, or where 
regu[atory decisions may be reversed by po[iticians seeking to enhance their popu[ist appea[ wi[[ receive a 
much [ower score. 

In general, we view nationa[ uti[ity regu[ation as being [ess [iab[e to po[itica[ intervention than regu[ation by 
state, provincial or municipa[ entities, so the very highest scoring in this sub-factor is reserved forthis 
category. However, we acknow[edge that states and provinces in some countries may be [argerthan sma[[ 
nations, such thattheir regu[ators may be equa[[y "above-the-fray' in terms of impartia[ and technica[[y-
oriented rate setting, and very high scoring may be appropriate. 

The re[evant judicia[ system can be a major factor in the regu[atory framework. This is particu[at-[y true in 
Litigious societies like the United States, where disagreements between the utility and its state or municipal 
regu[ator may eventua[[y be adjudicated in federa[ district courts or even by the US Supreme Court. In 
addition, bankruptcy proceedings in the US take p[ace in federal courts, which have at times been ab[e to 
impose rate sett[ement agreements on state or municipal regulators. As a result, the range of decisions 
avai[ab[e to state regu[ators may be effective[y circumscribed by court precedent at the state or federa[ 
Level, which we genera[[y view as favorab[e forthe credit- supportiveness of the regu[atory framework. 

E[ectricand gas uti[ities are genera[[y presumed to have a strong monopo[y that wi[[ continue into the 
foreseeab[e future, and this expectation has a[[owed these companies to have greater [everage than 
companies in other sectors with similar ratings. Thus, the existence of a monopoly in itselfis un[ike[yto bea 
driver of strong scoring in this sub-factor. On the other hand, a strong cha[[enge to the monopo[y cou[d 
cause Lower scoring, because the utility can only recover its costs and investments and service its debt if 
customers purchase its services. There have been some instances of incursions into utilities' monopoly, 
including municipa[ization, self-generation, distributed generation with net metering, or unauthorized use 
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(beyond the [eve[ forwhich the uti[ity receives compensation in rates). Incursions that are growing 
signi ficant[y or having a meaningfu[ impact on rates for customers that remain with the uti[ity cou[d have a 
negative impact on scoring ofthis sub-factor and on factor 2 - Ability to Recover Costs and Earn Returns. 

The scoring of this sub-factor may not be the same forevery uti[ity in a particu[ar jurisdiction. We have 
observed that some uti[ities appearto have greatersway overthe re[evant uti[ity [egis[ation and 
promu[gation of rules than other utilities - even those in the same jurisdiction. The content and tone of 
pub[ic[y fi[ed documents and regu[atory decisions sometimes indicates that the managementteam atone 
uti[ity has better responsiveness to and credibi[ity with its regu[ators or [egis[ators than the management at 
another uti[ity. 

Whi[e the underpinnings to the regu[atory framework tend to change relatively slowly, they do evolve, and 
our factorscoring wi[[seekto ref[ectthat evolution. For instance, a new framework wi[[typica[[y become 
tested overtime as regu[atory decisions are issued, or perhaps [itigated, thereby setting a body of precedent. 
Utilities may seek changes to laws in orderto permit them to securitize certain costs or co[[ect interim rates, 
ora jurisdiction in which rates were previously recovered primarily in base rate proceedings may institute 
riders and trackers. These changes wou[d [ike[y impactscoring of sub-factor 2b - Time[iness of Recovery of 
Operating and Capital Costs, but they may also be sufficient[ysigni ficant to indicate a change in the 
regu[atory underpinnings. On the negative side, a judiciary that had former[y been independent may start to 
issue decisions that indicate it is conforming its decisions to the expectations of an executive branch that 
wants to mandate [ower rates. 
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Factor la: Legislative and Judicial Underpinnings of the Regulatory Framework (12.5%) 

Aaa 

Utility regulation occurs undera fu[[ydeveloped 
framework that is national in scope based on 

legislation that provides the utility a nearly absolute 
monopoly (see note 1) within its service territory, an 

unquestioned assurance that rates will be set in a 
mannerthatwi[[ permitthe utility to make and 

recover all necessary investments, an extremely high 
degree of clarity asto the mannerin which utilities 

will be regu[atedand prescriptive methods and 
procedures forsetting rates. Existing utility law is 

comprehensive andsupportive such that changes in 
legislation are not expected tobe necessary; or any 

changes that have occurred have been strongly 
supportive of utilities credit quality ingenera[and 

sufficiently forward-looking so as to address 
problems before theyoccurred. There is an 

independent judiciary that can arbitrate 
disagreements between the regu[atorand the utility 

should theyoccur, including access to national 
courts, very strong judicial precedent in the 

interpretation of utility laws, and a strong rule of law, 
We expect these conditionsto continue. 

Ba 

Utility regulation occurs (i) under a national, state, 
provincia[ormunicipa[ framework based on 

legislation orgovernment decree that provides the 
utilitya monopoly within its service territory that is 

generally strong but may have a greater level of 
exceptions(see note 1), and that, subjectto prudency 

requirements which may be stringent, provides a 
genera[assurance (with somewhat less certainty) 

thatrates will besetwi[[ be set in a mannerthat will 
permit the utility to make and recovernecessary 
investments; or (ii) underanew framework where 

the jurisdiction has a history of less independentand 
transparent regulation in othersectors. Either: (i) the 
judiciary thatcanarbitrate disagreements between 

the regu[atorand the utility may not have clear 
authority or may not be fully independentof the 
regu[atororother po[itica[pressure, butthere is a 

reasonably strong rule of law; or (ii)where there is no 
independentarbiter, the regu[ationhas mostly been 

applied in a mannersuch redress hasnot been 
required. We expect these conditions to continue, 

Aa 

Utility regulation occurs undera fully developed national, 
state or provincial framework based on legislation that 

provides the utility an extremely strong monopoly (see note 
1) within itsservice territory, astrong assurance, subject to 
limited review, that rates will beset in a mannerthat will 

permit the utility to make and recover a[[necessary 
investments, a very high degree of clarity as to the manner 

in which utilities will be regulated and reasonably 
prescriptive methods and procedures forsetting rates. If 
there have been changes in utility legislation, they have 

been timely and clearly creditsupportive of the issuerin a 
mannerthatshows the utility has had astrong voice in the 

process. There is an independent judiciary thatcan arbitrate 
disagreements between the regulator andthe utility, should 

they occur including access to national courts, strong 
judicial precedent in the interpretationof utility laws, and a 
strong rule of law. We expectthese conditions to continue, 

B 

Utility regulation occurs (i) under a national, state, 
provincia[ormunicipa[framework based on legislation or 

government decree that provides the utility monopoly 
within itsservice territory that is reasonably strong but may 

have important exceptions, and that, subject toprudency 
requirements which may be stringent orattimes arbitrary, 
provides more limited or[ess certain assurance that rates 
wi[[beset ina mannerthat wi[[permitthe utility to make 

and recover necessary investments; or(ii) undera new 
framework where we would expect less independent and 

transparent regulation, based either on the regulator's 
history in othersectors orother factors. The judiciary that 

can arbitrate disagreements between the regu[atorand the 
utility may not have clear authority or may not be fully 

independentof the regu[atororotherpo[itica[ pressure, but 
there is a reasonably strong rule of law. Alternately,where 

there is no independent arbiter, the regulation has been 
applied in a mannerthatoften requires some redressadding 
more uncertainty to the regulatory framework. There may 

be a periodic riskof creditor-unfriendlygovernment 
intervention in utility markets or rate-setting, 

A 

Utility regulation occurs under a well-developed 
national, state or provincial framework based on 
legislation that provides the utility a very strong 
monopoly (see note 1) within its service territory, 

an assurance, subject to reasonable prudency 
requirements, that rates will be set in a manner 
that will permitthe utility to make and recover 

all necessary investments, a high degree of clarity 
as to the manner in which utilities will be 

regulated, and overa[[guidance formethods and 
procedures forsetting rates. If there have been 
changes in utility legislation, they have been 

mostly timely and on the whole creditsupportive 
fortheissuer, and the utility has had a clear voice 
in the legislative process. There is an independent 

judiciary that can arbitrate disagreements 
between the regulator and the utility, should 

they occur, including access to national courts, 
c[earjudicia[ precedent in the interpretation of 
utility law, and a strong rule of law. We expect 

these conditionsto continue. 

Caa 

Utility regulation occurs (i) undera national, 
state, provincia[ormunicipa[framework based 

on legislation orgovernment decree that 
provides the utility a monopoly within its service 
territory, but with little assurance that rates will 
beset in a mannerthat will permitthe utility to 
makeand recover necessary investments; or (ii) 
undera new framework where we would expect 
unpredictable oradverse regulation, based either 
onthe jurisdiction's history of in othersectors or 

other factors. The judiciary thatcanarbitrate 
disagreements between the regulator and the 

utility may not have dear authority or is viewed 
as not being fully independentof the regu[atoror 

other political pressure. Alternately, there may 
be no redress to an effective independent arbiter, 
The ability ofthe utility to enforce its monopoly 
or prevent uncompensated usage of its system 
may be limited. There may be a riskof creditor-
unfriendly nationa[ization orothersigni ficant 
intervention in utility markets or rate-setting, 

Baa 

Utility regulation occurs (i) undera national, state, provincial or 
municipal framework based on legislation that provides the 

utility astrong monopoly within itsservice territory that may 
have some exceptions such as greater self-generation (see note 
1), agenera[assurance that, subject to prudency requirements 

thatare mostly reasonable, rates will beset will be set in a 
mannerthat will permit the utilityto make and recovera[[ 

necessary/ investments, reasonable clarity as to the manner in 
which utilities will be regulated andovera[[guidance for 

methods and procedures forsetting rates; or(ii) undera new 
framework where independent and transparent regulation 
exists in othersectors. If there have been changes in utility 

legislation, they have been creditsupportive orat least 
balanced forthe issuer but potentially less timely, and the 

utility had a voice in the legislative process. There is either (i) an 
independent judiciary thatcan arbitrate disagreements 

between the regu[atorand the utility, induding access to courts 
at least at the state or provincial level, reasonably clear judicial 
precedent in the interpretation of utility laws, and a generally 
strong rule of law; or (ii) regulation has been applied (undera 

well-developed framework) in a mannersuch that redress to an 
independentarbiter has not been required. We expectthese 

conditions tocontinue, 

Notel: Thestrength of the monopo[y referstothe [ega[, regu[atoryand practica[obstac[es forcustomers inthe uti[ity'sterritorytoobtain service fromanotherprovider, Examp[es of a weakeningof the monopo[ywou[d inc[udetheabi[ityof a 
city or [arge userto [eave the uti[ity system to set up their own system, the extent to which se[fgeneration is permitted (e.g. cogeneration) and/or encouraged (e.g., net metering, DSM generation), At the [ower end of the ratings 
spectrum, the utility' s monopo[y may be cha[[enged by pervasivetheft and unauthorized use, Since uti[ities are genera[[y presumed to be monopo[ies, a strong monopo[y position in itse[f is not suff icient for a strong score in this sub-
factor, but a weakening of the monopo[y can [owerthe score, 

.. 
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How We Assess Consistency and Predictability of Regulation for the Scorecard 

Forthe Consistency and Predictabi[ity sub-factor, we considerthe track record of regu[atory decisions in 
terms of consistency, predictability and supportiveness. We eva[uate the utility's interactions in the 
regu[atory process as we[[ as the overa[[ stance o f the regu[atortoward the uti[ity. 

In most jurisdictions, the laws and rules seek to make rate-setting a primarily technical process that 
examines costs the utility incurs and the returns on investments the utility needs to earn so it can make 
investments that are required to build and maintain the utility infrastructure - power plants, electric 
transmission and distribution systems, and/or natura[ gas distribution systems. When the process remains 
technica[ and transparentsuch that regu[ators can supportthe financia[ hea[th of the uti[ity whi[e ba[ancing 
their pub[ic duty to assure that re[iab[e service is provided at a reasonab[e cost, and when the uti[ity is ab[e 
to a[ign itse[f with the po[icy initiatives of the governing jurisdiction, the uti[ity wi[[ receive higherscores in 
this sub-factor. When the process inc[udes substantial political intervention, which could take the form of 
[egis[ators or othergovernment officia[s pub[ic[y second-guessing regulators, dismissing regu[ators who have 
approved unpopu[ar rate increases, or preventing the implementation of rate increases, or when regu[ators 
ignore the [aws/ru[es to de[iver an outcome that appears more po[itica[[y motivated, the uti[ity wi[[ receive 
Lower scores in this sub-factor. 

As with the priorsub-factor, we mayscore different uti[ities in the same jurisdiction differently, based on 
outcomes that are more or [ess supportive of credit qua[ity over a period of time. We have observed that 
some utilities are better ab[e to meet the expectations of their customers and regulators, whether through 
better service, greater reliability, more stab[e rates or simply more effective regu[atory outreach and 
communication. These utilities typically receive more consistent and credit supportive outcomes, so they 
wi[[ score higher in this sub-factor. Conversely, if a uti[ity has mu[tip[e rapid rate increases, chooses to 
submit major rate increase requests during a sensitive election cycle ora severe economic downturn, has 
chronic customerservice issues, is viewed as frequent[y providing incomplete information to regulators, or is 
tone deaf to the priorities of regu[ators and politicians, it may receive less consistent and supportive 
outcomes and thus score lower in this sub-factor. 

In scoring this sub-factor, we will primarily eva[uate the actions of regulators, politicians and jurists rather 
than their words. Nonetheless, words matter when they are an indication of future action. We seek to 
differentiate between political rhetoric that is perhaps oriented toward gaining attention forthe viewpoint 
of the speaker and rhetoric that is indicative of future actions and trends in decision-making. 
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Factor lb: Consistency and Predictability of Regulation(12.5%) 
Aaa 

The issuer's interaction with the regulator has [ed 
to a strong, lengthy track record of predictable, 

consistent and favorable decisions. The regulator 
is highly credit supportive of the issuer and 

utilities in general. We expect theseconditions to 
continue. 

Ba 

We expect that regulatory decisions will 
demonstrate considerable inconsistencyor 

unpredictability or that decisions will be 
politically charged, based either on the issuer's 
track record of interaction with regu[atorsor 

other governing bodies, or our view that decisions 
wi[[ move in this direction. The regulator may 

have a history of less credit supportive regulatory 
decisions with respect to the issuer, but we 
expect that the issuer will be able to obtain 

support when it encounters financial stress, with 
some potentially material delays. The regulator's 
authority may be eroded at times by legislative or 
political action. The regulator may not follow the 

framework for some materia[decisions. 

Aa 
The issuer's interaction with the regulator has a 

led to a considerable track record of 
predominantly predictable and consistent 
decisions. The regulator is most[ycredit 

supportive of utilities in general and in a[mosta[[ 
instances has been highly credit supportive of the 
issuer. We expect these conditions tocontinue. 

B 

We expect that regulatory decisions will be 
largely unpredictable or even somewhat arbitrary, 

based either on the issuer's track record of 
interaction with regulators or other governing 
bodies, or our view that decisions wi[[ move in 

this direction. However, we expect thatthe issuer 
will ultimately be able to obtain support when it 

encounters financial stress, albeit with material or 
more extended delays. Alternately, the regulator 
is untested, lacks a consistenttrack record, or is 
undergoing substantial change. The regulator's 

authority may be eroded on frequent occasions by 
legislative or political action. The regulator may 

more frequently ignore the framework in a 
manner detrimental to the issuer. 

A Baa 
The issuer's interaction with the regulator has [ed The issuer's interaction with the regulator has [ed 

to a track record of largely predictable and to an adequate track record. The regulator is 
consistent decisions. The regulator may be generally consistent and predictable, but there 

somewhat less credit supportive of utilities in may some evidence of inconsistencyor 
general, but has been quite credit supportive of unpredictabi[ity from time to time, ordecisions 

the issuer in most circumstances. We expect may at times be politica[[y charged. However, 
these conditions tocontinue. instances of less credit supportive decisions are 

based on reasonable application of existing rules 
and statutes and are not overly punitive. We 

expect these conditions to continue. 

Caa 

We expect that regulatory decisions will be highly 
unpredictable and frequently adverse, based 

either on the issuer's track record of interaction 
with regulators or other governing bodies, orour 
view that decisions wi[[ move in thisdirection. 

Alternately, decisions may have creditsupportive 
aspects, but may often be unenforceable. The 
regulator's authority may have been seriously 
eroded by legislative or political action. The 

regulator may consistently ignore the framework 
to the detriment of the issuer. 
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Factor 2: Ability to Recover Costs and Earn Returns (25%) 

Why It Matters 

This scorecard factor examines the ability of a utility to recover its costs and earn a return over a period of 
time, including during differing marketand economicconditions. Whi[ethe Regu[atory Framework looks at 
the transparency and predictabi[ity of the ru[es that govern the decision-making process with respect to 
utilities, the Ability to Recover Costs and Earn Returns eva[uates the regu[atory e[ements that directly 
impact the abi[ity of the uti[ity to generate cash f[ow and service its debt overtime. The abi[ity to recover 
prudent[y incurred costs on a time[y basis and to attract debt and equity capita[ are crucia[ credit 
considerations. The inabi[ity to recover costs, for instance if fue[ or purchased power costs ba[[ooned during 
a rate freeze period, has been one of the greatest drivers of financial stress in this sector, as well as the cause 
of some uti[ity defau[ts. In a sectorthat is typica[[y free cash f[ow negative (due to [arge capita[ expenditures 
and dividends) and that routine[y needs to refinance very [arge maturities of [ong-term debt, investor 
concerns about a [ack of timely cost recovery orthe su fficiency of rates can, in an extreme scenario, strain 
access to capita[ markets and potentia[[y [ead to inso[vency of the uti[ity. Whi[e ourscoring forthe Abi[ity to 
Recover Costs and Earn Returns may primarily be influenced by our assessment of the regu[atory 
relationship, it can also be high[y impacted by the managementand business decisions of the uti[ity. 

How We Assess Ability to Recover Costs and Earn Returns 

The timeliness and sufficiency of rates are scored as separate sub-factors; however, they are interre[ated. 
Timeliness can have an impact on ourview ofwhat constitutes sufficient returns, because a strong 
assurance of timely cost recovery reduces risk. Conversely, utilities may have a strong assurance that they 
wi[[ earn a fu[[ return on certain deferred costs unti[they are ab[e to collect them, ortheirgenera[[y strong 
returns may a[[ow them to weather some rate [ag on recovery of construction-related capital expenditures. 
The time[iness of cost recovery is particu[ar[y important in a period of rapid[y rising costs. Uti[ities have 
benefitted from [ow interest rates and genera[[y decreasing fue[ costs and purchased power costs, but these 
market conditions cou[d easi[y reverse. For example, fuel is a large component of tota[ costs for vertica[[y 
integrated uti[ities and for natura[ gas utilities, and fuel prices are high[y volatile, so the time[iness of fue[ 
and purchased power cost recovery is especia[[y important. 

While Factors 1 and 2 are c[ose[y inter-related, scoring of these factors will not necessarily be the same. We 
have observed jurisdictions where the Regu[atory Framework caused considerab[e credit concerns - perhaps 
it was untested or going through a transition to de-regulation, but where the track record of rate case 
outcomes was quite positive, leading to a higherscoreinthe Abi[ityto Recover Costs and Earn Returns. 
Conversely, there have been instances of strong Legis[ative and Judicial Underpinnings of the Regu[atory 
Framework where the commission has ignored the framework (which wou[d a ffect Consistency and 
Predictabi[ity of Regu[ation as we[[ as Abi[ity to Recover Costs and Earn Returns) or has used extraordinary 
measures to prevent or defer an increase that might have been justifiab[e from a cost perspective but would 
have caused rate shock 

One mightsurmise that Factors 2 and 4 shou[d be strong[y correlated, since a good Abi[ity to Recover Costs 
and Earn Returns wou[d norma[[y [ead to good financial metrics. However, the scoring for the Abi[ity to 
Recover Costs and Earn Returns sub-factorp[aces more emphasis on our expectation of timeliness and 
sufficiency of rates overtime; whereas financia[ metrics may be impacted by one-time events, market 
conditions or construction cyc[es - trends that we believe could normalize or even reverse. 

How We Assess Timeliness of Recovery of Operating and Capital Costs for the Scorecard 

The criteria we consider include provisions and cost recovery mechanisms for operating costs, mechanisms 
that a[[ow actua[ operating and/orcapita[ expenditures to be trued-up periodica[[y into rates without having 
to fi[e a rate case (this may inc[ude formu[a rates, rider and trackers, or the abi[ity to periodica[[y adjust rates 
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for construction work in progress) as well as the process and timeframe of general tariff/base rate cases -
those that are fu[[y reviewed by the regulator, generally in a pub[ic format that inc[udes testimony of the 
uti[ity and otherstakeho[ders and interestgroups. We a[so [ookatthe track record of the uti[ity and 
regu[ator for timeliness. For instance, having a formula rate plan is positive, but if the actua[ process has 
inc[uded reviews that are de[ayed for [ong periods, it may dampen the benefit to the uti[ity. In addition, we 
seekto estimate the lag between the time that a uti[ity incurs a major construction expenditures and the 
time that the utility wi[[ start to recoverand/orearn a return on that expenditure. 

How We Assess Sufficiency of Rates and Returns for the Scorecard 

The criteria we consider include statutory protections that assure fu[[ cost recovery and a reasonab[e return 
forthe utility on its investments, the regu[atory mechanisms used to determine what a reasonab[e return 
should be, and the track record of the uti[ity in actua[[y recovering costs and earning returns. We examine 
outcomes of rate cases/tariff reviews and compare them to the request submitted by the utility, to prior 
rate cases/tariff reviews forthe same utility and to recent rate/tariff decisions for a peergroup of 
comparab[e utilities. In this context, comparable utilities are typica[[y utilities in the same orsimi[ar 
jurisdiction. In cases where the utility is unique ornear[y unique in its jurisdiction, comparison will be made 
to other peers with an adjustment for local differences, including prevai[ing rates of interest and returns on 
capital, as well as the time[iness of rate-setting. We [ook at regu[atory disa[[owances of costs or 
investments, with a focus on their financial severity and also on the reasons given by the regulator, in order 
to assess the [ike[ihood that such disa[[owances wi[[ be repeated in the future. 
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Factor 2a: Timeliness of Recovery of Operating and Capital Costs(12.5%) 
Aaa 

Tariff formulas and automatic cost recovery 
mechanisms provide full and highlytimely 

recovery of a[[ operating costs and essentially 
contemporaneous return on a[[ incremental 

capital investments, with statutory provisions in 
place to preclude the possibility of challenges to 
rate increases or cost recovery mechanisms. By 
statute and by practice, general rate cases are 

efficient, focused on an impartial review, quick, 
and permit inclusion of fully forward-looking 

costs. 

Ba 

Aa 
Tariff formulas and automatic cost recovery 
mechanisms provide full and highlytimely 

recovery of a[[ operating costs and essentially 
contemporaneous or near-contemporaneous 

return on most incremental capital investments, 
with minimal challenges by regulators to 

companies' cost assumptions. By statute and by 
practice, general rate cases are efficient, focused 

on an impartial review, of a veryreasonab[e 
duration before non-appea[ab[e interim ratescan 

be collected, and primarily permit inclusion of 
forward-looking costs. 

B 

A 
Automatic cost recovery mechanisms provide fu[[ 
and reasonably timely recovery of fuel, purchased 

power and a[[ other highly variable operating 
expenses. Material capital investments maybe 

made under tari ff formulas or otherrate-making 
permitting reasonably contemporaneous returns, 
or may be submitted under other types of filings 

that provide recovery of cost of capital with 
minimal delays. Instances of regulatory 

challenges that delay rate increases or cost 
recovery are generally related to large, unexpected 

increases in sizeab[e construction projects. By 
statute or by practice, general rate cases are 
reasonably efficient, primarily focused on an 

impartial review, of a reasonableduration before 
rates (either permanent ornon-refundable interim 

rates) can be collected, and permit inclusion of 
important forward-[ookingcosts. 

Caa 

Baa 
Fuel, purchased power and a[[ other highly variable 

expenses are generally recovered through 
mechanisms incorporating delays of less than one 
year, although some rapid increases in costs may 

be delayed longer where such deferra[s do not 
place financial stress on the utility. Incremental 
capital investments may be recovered primarily 
through general rate cases with moderate lag, 

with some through tariff formulas. Alternately, 
there may be formula rates that are untested or 
unclear. Potentially greater tendency for delays 

due to regulatory intervention, although this will 
generally be limited to rates related to large 

capital projects or rapid increases in operating 
costs. 

There is an expectation that fuel, purchased power 
or other highly variable expenses will eventually 

be recovered with delays that will not place 
material financial stress on the utility, butthere 
may be some evidence of an unwi[[ingness by 

regulators to make timely rate changes to address 
volatility in fuel, or purchased power, or other 
market-sensitive expenses. Recovery of costs 

related to capital investments may be subjectto 
delays that are somewhat lengthy, but not so 

pervasive as to be expected to discourage 
important investments. 

The expectation that fuel, purchased power or 
other highly variable expenses will be recovered 

may be subject to material delays due to second-
guessing of spending decisions by regulators or 
due to political intervention. Recovery of costs 

related to capital investments may be subjectto 
delays that are material to the issuer, or maybe 
[ike[y to discourage some important investment. 

The expectation that fuel, purchased poweror 
other highly variable expenses will be recovered 

may be subject to extensive delays due to second-
guessing of spending decisions by regulators or 

due to po[itica[intervention. 
Recovery of costs related to capital investments 

may be uncertain, subject to delays thatare 
extensive, or that may be likely to discourage even 

necessary investment. 

Note: Tariff formu[as inc[ude formu[a rate p[ans as we[[ as trackers and riders re[ated to capita[investment, 

.. 
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Factor 2b: Sufficiency of Rates and Returns (12.5%) 
Aaa 

Sufficiency of rates to cover costs and attract 
capital is (and wit[ continue to be) unquestioned. 

Ba 

Rates are (and we expect wi[[ continue to be) set 
at a level that generally provides recovery of most 
operating costs but return on investments may be 
[ess predictable, and there may be decidedly more 

instances of regulatory challenges and 
disa[[owances, but ultimate rate outcomes are 

generally sufficient to attract capital. In general, 
this wi[[ translate to returns (measured in relation 

to equity, total assets, rate base or regulatory 
asset value, as applicable) that are generally 

below average relative to global peers, or where 
allowed returns are average but difficult to earn. 
Alternately, the tariff formula may not take into 

account a[[ cost components and/or 
remuneration of investments may be unclear or 

at times unfavorable. 

h 
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Aa 
Rates are (and we expect wit[ continue to be) set 

at a level that permits full cost recovery and a fair 
return on a[[ investments, with minimal challenges 

by regulators to companies' cost assumptions. 
This wi[[ translate to returns (measured in relation 

to equity, total assets, rate base or regulatory 
asset value, as applicable) that are strong relative 

to global peers. 

B 

We expect rates wi[[ be set at a [eve[ that at times 
fails to provide recovery of costs other than cash 
costs, and regulators may engage in somewhat 

arbitrary second-guessing of spending decisions or 
deny rate increases related to fundingongoing 

operations based much more on politics than on 
prudency reviews. Return on investments maybe 

set at [eve[s that discourage investment. We 
expect that rate outcomes may be difficult or 

uncertain, negatively affecting continued access to 
capital. Alternately, the tariff formula may fai[ to 
take into account significant cost components 
other than cash costs, and/or remuneration of 

investments may be generally unfavorable 

A Baa 
Rates are (and we expect wi[[ continue to be) set Rates are (and we expect wit[ continue to be) set 

at a level that generally provides full cost recovery at a level that generally provides full operating 
and a fair return on investments, with limited cost recovery and a mostly fair return on 

instances of regulatory challenges and investments, but there may be somewhat more 
disa[[owances. In general, this will translate to instances of regulatory challenges and 
returns (measured in relation to equity, total disa[[owances, although ultimate rate outcomes 
assets, rate base or regulatory asset value, as are sufficient to attract capital withoutdifficu[ty. 
applicable) that are generally above average In general, this wi[[ translate to returns (measured 
relative to global peers, but may at times be in relation to equity, total assets, rate baseor 

average, regulatory asset value, as applicable) that are 
average relative to global peers, but may at times 

be somewhat below average, 

Caa 

We expect rates will be set at a level thatoften 
fails to provide recovery of material costs, and 

recovery of cash costs may also be at risk. 
Regulators may engage in more arbitrarysecond-

guessing of spending decisions or deny rate 
increases related to funding ongoing operations 

based primarily on politics. Return on investments 
may be set at levels thatdiscourage necessary 
maintenance investment. We expect that rate 

outcomes may often be punitive or highly 
uncertain, with a markedly negative impact on 

access to capital. Alternately, the tariff formula 
may fail to take into accountsigni ficant cash cost 
components, and/or remuneration of investments 

may be primarily unfavorable 
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Factor 3: Diversification (10%) 

Why It Matters 

Diversification of overall business operations helps to mitigate the riskthat economic cycles, material 
changes in a single regu[atory regime or commodity price movements will have a severe impact on cash 
f[ow and credit qua[ity of a uti[ity. Whi[e uti[ities' sa[es vo[umes have [ower exposure to economic recessions 
than many non-financial corporate issuers, some sa[es components, inc[uding industria[ sa[es, are directly 
affected by economic trends that cause [ower production and/or p[ant c[osures. In addition, economic 
activity p[ays a ro[e in the rate of customergrowth in the service territory and (absent energy efficiency and 
conservation) can often impact usage per customer. The economic strength or weakness of the service 
territory can affect the po[itica[ and regu[atory environment for rate increase requests by the utility. For 
utilities in areas prone to severe storms and other natural disasters, the utility's geographic diversity or 
concentration can be a key determinant for creditworthiness. 

Diversity among regu[atory regimes can mitigate the impact of a sing[e unfavorab[e decision affecting one 
partof the utility's footprint. 

For utilities with e[ectric generation, fue[ source diversity can mitigate the impact (to the uti[ity and to its 
rate-payers) of changes in commodity prices, hydrology and water flow, and environmenta[ or other 
regulations affecting plant operations and economics. We have observed that utilities' regulatory 
environments are most [ike[y to become unfavorab[e during periods of rapid rate increases (which are more 
important than abso[ute rate [eve[s) and that fue[ diversity [eads to more stab[e rates overtime. 

Forthat reason, fuel diversity can be important even if fue[and purchased power expenses are an automatic 
pass-through to the utility's ratepayers. Changes in environmental, safety and other regu[ations have caused 
vu[nerabi[ities for certain techno[ogies and fue[ sources. These vu[nerabi[ities have varied wide[y in di fferent 
countries and have changed overtime. 

How We Assess Market Position for the Scorecard 

Market position is comprised primari[y of the economic diversity of the utility's service territory and the 
diversity of its regu[atory regimes. We a[so considerthe diversity of uti[ity operations (e.g., regulated 
electric, gas, water, steam) when there are material operations in more than one area. 

Economic diversity is a typica[[y a function of the population, size and breadth of the territory and the 
businesses thatdrive its GDP and employment. For the size of the territory, we typica[[y considerthe 
numberof customers and the vo[umes of generation and/orthroughput. For breadth, we considerthe 
number of sizeable metropolitan areas served, the economic diversity and vitality in those metropolitan 
areas, and any concentration in a particu[ar area orindustry. In ourassessment, we may considervarious 
information sources.1° We also Look at the mix of the utility's sales vo[umes among customer types, as we[[ 
as the track record of vo[ume sa[es and any notab[e payment patterns during economic cycles. For diversity 
of regu[atory regimes, we typica[[y [ook at the numberof regu[ators and the percentages o f revenues and 
uti[ity assets that are underthe put-view of each. Whi[e the highest scores in the Market Position sub- factor 
are reserved for issuers regu[ated in mu[tip[e jurisdictions, when there is on[y one regulator, we make a 
di fferentiation of regimes perceived as having [ower or higher vo[ati[ity. 

Issuers with mu[tip[e supportive regu[atory jurisdictions, a ba[anced sa[es mix among residential, 
commercial, industrial and governmental customers in a large service territory with a robust and diverse 
economy wi[[genera[[y score higherin thissub-factor. An issuer with a sma[[serviceterritoryeconomythat 

For example, in the US, information sources on the diversity and vitality of economies of individual states and metropolitan areas may include Moody's 
Economy.com. 
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has a high dependence on one or two sectors, especially high[y cyclical industries, will generally score [ower 
in this sub-factor, as will issuers with meaningful exposure to economic dis[ocations caused by natura[ 
disasters. 

Forissuers that are vertica[[y integrated uti[ities having a meaningfu[ amount ofgeneration, this sub-factor 
has a weighting of 5%. Fore[ectrictransmission and distribution utilities without meaningful generation and 
for natura[gas [oca[ distribution companies, this sub-factor has a weighting of 10%. 

How We Assess Generation and Fuel Diversity for the Scorecard 

Criteria inc[ude the fue[ type of the issuer's generation and important power purchase agreements, the 
abi[ity of the issuer economica[[y to shift its generation and power purchases when there are changes in fue[ 
prices, the degree to which the uti[ity and its rate-payers are exposed to or insu[ated from changes in 
commodity prices, and exposure to Cha[[enged Source and Threatened Sources (see the exp[anations for 
how we genera[[y characterize these generation sources in the tab[e below). A regu[ated utility's capacity 
mix may not in itse[f be an indication of fue[ diversity orthe abi[ity to shift fuels, since uti[ities may keep 0[d 
and inefficient plants (e.g., natural gas boi[ers) to serve peak load. Forthis reason, we do not incorporate set 
percentages ref[ecting an "ideal" or "sub-par" mix for capacity or even generation. In addition to [ooking at a 
utility's generation mix to evaluate fuel diversity, we considerthe efficiency of the utility's plants, their 
p[acement on the regiona[ dispatch curve, and the demonstrated abi[ity/inabi[ity of the uti[ity to shift its 
generation mix in accordance with changing commodity prices. 

Issuers having a ba[anced mix of hydro, coal, natural gas, nuc[ear and renewab[e energy as we[[ as [ow 
exposure to cha[[enged and threatened sources of generation wi[[ score more high[y in this sub- factor. 
Issuers that have concentration in one ortwo sources of generation, especially if they are threatened or 
cha[[enged sources, will incur [owerscores. 

In eva[uating an issuer's degree of exposure to cha[[enged and threatened sources, we will consider not only 
the existence of those p[ants in the utility's portfolio, but also the re[evant factors that wi[[ determine the 
impact on the uti[ity and on its rate-payers. For instance, an issuerthat has a fair[y high percentage of its 
generation from cha[[enged sources cou[d be eva[uated very different[y if its peer uti[ities face the same 
magnitude of those issues than if its peers have no exposure to cha[[enged orthreatened sources. In 
evaluating threatened sources, we considerthe utility's progress in its plan to rep[ace those sources, its 
reserve margin, the avai[abi[ity of purchased power capacity in the region, and the overa[[ impact of the 
rep[acement p[an on the issuer's rates relative to its peer group. Especially if there are no peers in the same 
jurisdiction, we also examine the extent to which the utility's generation resources plan is aligned with the 
re[evant government's fue[/energy po[icy. 
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Factor 3: Diversification (10%) 

Sub-Factor 
Weighting 10% Weighting 

Market Position 5.00% * 

Generation and 5.00% ** 
Fuel Diversity 

Sub-Factor 
Weighting 

Market Position 5.00% * 

Aaa 

A very high degree of multinational 
and regional diversity in terms of 
regulatory regimes and/or service 
territory economies. 

A high degree of diversity in terms of 
generation and/or fuel sources such 
that the utility and rate-payers are 
well insulated from commodity price 
changes, no generation concentration, 
and very low exposures to Challenged 
or Threatened Sources (see definitions 
below). 

Ba 

Operates in a market area with 
somewhat greater concentration and 
cyc[ica[ity in the service territory 
economyand/or exposure to storms 
and other natural disasters, and thus 
[ess resilience to absorbing reasonably 
foreseeable increases in utility rates. 
May show somewhat greater volatility 
in the regulatory regime(s) 

Aa 

Material operations in three or more 
nations or substantial geographic 
regions providing verygood diversity 
of regulatory regimes and/or service 
territory economies. 

Very good diversification in terms of 
generation and/or fuel sources such 
that the utility and rate-payers are 
affected only minimally by 
commodity price changes, little 
generation concentration, and low 
exposures to Challenged or 
Threatened Sources. 

B 

Operates in a limited market area 
with material concentration and more 
severe cyc[ica[ity in service territory 
economy such that cycles are of 
materially longer duration or 
reasonably foreseeable increases in 
utility rates could present a material 
challenge to the economy. Service 
territory may have geographic 
concentration that limits its resi[ience 
to storms and other natural disasters, 
or may be an emerging market. May 
show decided volatility in the 
regulatory regime(s) 

A 

Material operations in two to three 
nations, states, provinces or regions 
that provide good diversity of 
regulatory regimes and service 
territory economies. Alternately, 
operates within a single regulatory 
regime with low volatility, and the 
service territory economy is robust, 
has a very high degree of diversity and 
has demonstrated resi[ience in 
economic cycles. 
Good diversification in terms of 
generation and/or fuel sources such 
that the utility and rate-payers have 
only modest exposure to commodity 
price changes; however, may have 
some concentration in a source that is 
neither Challenged nor Threatened. 
Exposure to Threatened Sources is 
[ow. While there may be some 
exposure to Challenged Sources, it is 
not a cause for concern. 

Caa 

Operates in a concentrated economic 
service territory with pronounced 
concentration, macroeconomic risk 
factors, and/or exposure to natural 
disasters. 

Baa 

May operate under a single regulatory 
regime viewed as having low 
volatility, or where multiple 
regulatory regimes are not viewed as 
providing much diversity. The service 
territory economy may have some 
concentration and cyclicality, but is 
sufficiently resilient that it can absorb 
reasonably foreseeable increases in 
utility rates. 

Adequate diversification in terms of 
generation and/or fuel sources such 
that the utility and rate-payers have 
moderate exposure to commodity 
price changes; however, may have 
some concentration in a source that is 
Challenged. Exposure to Threatened 
Sources is moderate, while exposure 
to Challenged Sources is manageable 

Definitions 

Challenged Sources are generation 
plants that face higher but not 
insurmountable economic hurdles 
resulting from penalties or taxes on 
their operation, or from 
environmental upgrades that are 
required or likely to be required. 
Someexamp[esare carbon-emitting 
plants that incur carbon taxes, plants 
that must buy emissions credits to 
operate, and plants that must install 
environmental equipmentto continue 
to operate, in each where the 
taxes/credits/upgrades are sufficient 
to have a material impact on those 
plants' competitiveness relative to 
other generation types or on the 
utility's rates, but where the impact is 
not so severe as to be [ike[y require 
plant closure, 

.. 
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Generation and 5.00% ** 
Fuel Diversity 

Modest diversification in generation 
and/or fuel sources such that the 
utility or rate-payers have greater 
exposure to commodity price 
changes. Exposure to Challenged and 
Threatened Sources may be more 
pronounced, but the utility will be 
able to access alternative sources 
without undue financial stress. 

Operates with [itt[e diversification in 
generation and/or fuel sources such 
that the utility or rate-payers have 
high exposure to commodity price 
changes. Exposure to Challenged and 
Threatened Sources may be high, and 
accessing alternate sources may be 
challenging and cause more financial 
stress, but ultimately feasible 

Operates with high concentration in 
generation and/or fuel sources such 
that the utility or rate-payers have 
exposure to commodity price shocks. 
Exposure to Challenged and 
Threatened Sources may be very high, 
and accessing alternate sources may 
be highly uncertain. 
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Threatened Sources are generation 
plants that are not currently able to 
operate due to major unp[anned 
outages or issues with licensing or 
other regulatory compliance, and 
plants that are highly likely to be 
required to de-activate, whether due 
to the effectiveness of currently 
existing or expected rules and 
regulations or due to economic 
challenges, 

* 10% weight for issuers that [ackgeneration **0% weight for issuers that [ackgeneration 

.. 
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Factor 4: Financial Strength (40%) 

Why It Matters 

Electric and gas utilities are regulated, asset-based businesses characterized by large investments in long-
Lived property, plant and equipment. Financia[strength, inc[udingthe abi[ity to service debt and provide a 
return to shareholders, is necessary for a utility to attract capital at a reasonable cost in orderto invest in its 
generation, transmission and distribution assets, so that the utility can fulfill its service obligations at a 
reasonab[e cost to rate-payers. 

How We Assess It for the Scorecard 

In comparison to companies in other non-financial corporate sectors, the financial statements of regu[ated 
electric and gas utilities have certain unique aspects that impact financial analysis, which is further 
complicated by disparate treatment of certain e[ements under US Genera[[y Accepted Accounting Principles 
(GAAP) versus International Financial Reporting Standards (IFRS). Regulatory accounting may permit utilities 
to defer certain costs (thereby creating regu[atory assets) that a non-uti[ity corporate entity wou[d have to 
expense. For instance, a regu[ated uti[ity may be ab[e to defer a substantia[ portion of costs re[ated to 
recovery from a storm based on the genera[ regu[atory framework for those expenses, even if the uti[ity 
does not have a speci fic order to co[[ect the expenses from ratepayers over a set period of time. A regu[ated 
uti[ity may be ab[e to accrue and defera return on equity (in addition to capita[izing interest) for 
construction-work-in-progress foran approved project based on the assumption that it wi[[ be ab[e to 
co[[ect that deferred equity return once the asset comes into service. For this reason, we focus more on a 
uti[ity's cash f[ow than on its reported net income. 

Conversely, utilities may co[[ect certain costs in rates we[[ ahead of the time they must be paid (for instance, 
pension costs), thereby creating regu[atory [iabi[ities. Many of our metrics focus on Cash Flow from 
Operations Before Changes in Working Capital (CFO Pre-WC) because, unlike Funds from Operations (FFO), 
it captures the changes in [ong-term regu[atory assets and [iabi[ities. 

However, under IFRS the two measures are essentially the same. In general, we view changes in working 
capita[ as [ess important in uti[ity financia[ ana[ysis because they are often either seasona[ (for example, 
powerdemand is genera[[y greatest in the summer) or caused by changes in fue[ prices that are typica[[y a 
relatively automatic pass-through to the customer. We wi[[ nonethe[ess examine the impact ofworking 
capita[ changes in ana[yzing a utility's [iquidity (see "Other Rating Considerations" - Liquidity). 

Given the [ong-term nature of uti[ity assets and the often [umpy nature of their capital expenditures, it is 
important to ana[yze both a utility's historica[ financia[ performance as we[[ as its prospective future 
performance, which may be different from backward-[ooking measures. Scores underthis factor may be 
higher or [owerthan what might be expected from historical results, depending on our view of expected 
future performance. Multi-year periods are usua[[y more representative of credit quality because utilities can 
experience swings in cash flows from one-time events, including such items as rate refunds, storm cost 
deferra[s that create a regu[atory asset, or securitization proceeds that reduce a regu[atory asset. 
Nonetheless, we also look at trends in metrics for individual periods, which may in f[uence our view of future 
performance and ratings. 

Forthis scoring grid, we have identi fied four key ratios that we considerthe most consistent[y usefu[ in the 
ana[ysis of regu[ated e[ectric and gas utilities. However, no sing[e financia[ ratio can adequate[y convey the 
re[ative creditstrength of these high[y diverse companies. Our ratings considerthe overa[[ financia[ strength 
of a company, and in individua[ cases other financia[ indicators may a[so p[ay an important ro[e. 
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CFO Pre-Working Capital Plus Interest/Interest or Cash Flow InterestCoverage 

The cash f[ow interest coverage ratio is an indicator fora utility's abi[ity to cover the cost of its borrowed 
capita[. The numeratorin theratiocalculation isthesumof CFO Pre-WC and interest expense, and the 
denominator is interest expense. 

CFO Pre-Working Capital / Debt 

This important metric is an indicator forthe cash generating abi[ity of a uti[ity compared to its tota[ debt. 
The numerator in the ratio calculation is CFO Pre-WC, and the denominator is total debt. 

CFO Pre-Working Capital Minus Dividends / Debt 

This ratio is an indicator for financia[ [everage as we[[ as an indicator of the strength of a utility's cash flow 
afterdividend payments are made. Dividend ob[igations of uti[ities are often substantial, quasi- permanent 
outf[ows that can affect the abi[ity of a uti[ity to cover its debt obligations, and this ratio can a[so provide 
insight into the financia[ po[icies of a uti[ity or uti[ity ho[ding company. The higherthe [eve[ of retained cash 
f[ow re[ative to a utility's debt, the more cash the uti[ity has to support its capita[ expenditure program. The 
numerator of this ratio is CFO Pre-WC minus dividends, and the denominator is total debt. 

Debt/Capitalization 

This ratio is a traditiona[ measure of ba[ance sheet [everage. The numerator is tota[ debt and the 
denominator is total capitalization. A[[ of our ratios are calculated in accordance with ourstandard 
adjustmentsll but we note that ourdefinition oftota[ capitalization includes deferred taxes in addition to 
total debt, preferred stock, other hybrid securities, and common equity. Since the presence or absence of 
deferred taxes is a function of national tax policy, comparing utilities using this ratio may be more 
meaningful among utilities in the same country or in countries with simi[artax po[icies. High debt [eve[s in 
comparison to capitalization can indicate higherinterestob[igations, can [imitthe abi[ity of a uti[ity to raise 
additiona[ financing i f needed, and can lead to [everage covenant vio[ations in bank credit faci[ities orother 
financing agreementsl2. A high ratio may resu[t from a regu[atory framework that does not permit a robust 
cushion of equity in the capita[structure, or from a materia[ write-off of an asset, which may not have 
impacted current period cash f[ows but cou[d affect future period cash f[ows re[ative to debt. 

There are two sets of thresho[ds forthree of these ratios based on the [eve[ of the issuer's business risk-the 
Standard Grid and the Lower Business Risk (LBR) Grid. In our view, the di fferent types of uti[ity entities 
covered under this methodo[ogy (as described in Appendix C) have di fferent [eve[s of business risk. 

Generation uti[ities and vertica[[y integrated uti[ities genera[[y have a higher [eve[ of business risk because 
they are engaged in power generation, so we apply the Standard Grid. We view powergeneration as the 
highest-risk component of the e[ectric uti[ity business, as generation p[ants are typica[[y the most expensive 
part of a utility's infrastructure (representing asset concentration risk) and are subject to the greatest risks in 
both construction and operation, including the risk that incurred costs will either not be recovered in rates 
or recovered with materia[ de[ays. 

Other types of uti[ities may have [ower business risk, such that we be[ieve that they are most appropriate[y 
assessed using the LBR Grid, due to factors that cou[d inc[ude a genera[[ygreatertransferof riskto 
customers, very strong insulation from exposure to commodity price movements, good protection from 
volumetric risks, fairly limited capex needs and [ow exposure to storms, major accidents and natura[ 

11 In certain circumstances, analysts may also apply specificadjustments. 
12 We also examinedebt/capitalization ratios as defined in applicable covenants (which typically exclude deferred taxes from capitalization) relative to the covenant 

threshold level. 
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disasters. For instance, we tend to view many US natural gas local distribution companies (IDCs) and certain 
US electric transmission and distribution companies (T&Ds, which lack generation butgenera[[y retain some 
procurement responsibi[ities for customers), as typica[[y having a [ower business risk profi[e than their 
vertically integrated peers. In cases of T&Ds that we do not view as having materially lower risk than their 
vertica[[y integrated peers, we will apply the Standard grid. This cou[d resu[t from a regu[atory framework 
thatexposes them to energy supply risk, large capita[ expenditures for required maintenance or upgrades, a 
heightened degree of exposure to catastrophic storm damage, or increased regu[atory scrutiny due to poor 
reliability, or otherconsiderations. The Standard Grid wi[[ a[so app[y to LDCs that in our view do not have 
materia[[y [ower risk; for instance, due to their ownership of high pressure pipes or 0[der systems requiring 
extensive gas main rep[acements, where gas commodity costs are not fu[[y recovered in a reasonab[y 
contemporaneous manner, or where the LDC is notwe[[insulated from declining vo[umes. 

The four key ratios, their weighting in the grid, and the Standard and LBR scoring thresho[ds are detai[ed in 
the fo[[owing tab[e. 

Factor 4: Financial Strength 

Sub-
Factor 

Weighting 40% Weighting Aaa Aa A Baa Ba B Caa 

CFO pre-WC + 7.50% 2 8.0x 6.0x - 8.0x 4.5x - 6.0x 3.0x- 4.5x 2.0x - 3.0x 1.0x - 2.0x <1.0x 
Interest / 
Interest 

CFO pre-WC / 15.00% Standard Grid 2 40% 30% - 40% 22% - 30% 13% - 22% 5% - 13% 1% - 5% <1% 
Debt 

Low Business 238% 27% - 38% 19% - 27% 11% - 19% 5% - 11% 1% - 5% <1% 
Risk Grid 

CFO pre-WC - 10.00% Standard Grid 235% 25% - 35% 17% - 25% 9% - 17% 0% - 9% (5%)-0% < (5%) 
Dividends / Debt 

Low Business 234% 23% - 34% 15% - 23% 7% - 15% 0% - 7% (5%)-0% < (5%) 
Risk Grid 

Debt/ 7.50% Standard Grid < 25% 25% - 35% 35% - 45% 45% - 55% 55% - 65% 65% - 75% 2 75% 
Capitalization 

Low Business < 29% 29% - 40% 40% - 50% 50% - 59% 59% - 67% 67% - 75% 2 75% 
Risk Grid 

Notching for Structural Subordination of Holding Companies 

Why It Matters 

A typica[ uti[ity company structure consists of a ho[ding company ("Ho[dCo") that owns one or more 
operating subsidiaries (each an "Opco"). OpCos may be regu[ated uti[ities or non-uti[ity companies. A 
HoldCo typically has no operations - its assets are most[y Limited to its equity interests in subsidiaries, and 
potentially other investments in subsidiaries that are structured as advances, debt, or even hybrid securities. 

Most Ho[dCos presenttheir financia[ statements on a conso[idated basis that b[urs [ega[ considerations 
about priority of creditors based on the [ega[structure of the family, and scorecard scoring is thus based on 
conso[idated ratios. However, HoldCo creditors typica[[y have a secondary c[aim on the group's cash flows 
and assets after OpCo creditors. We refer to this as structural subordination, because it is the corporate 
[ega[ structure, rather than specific subordination provisions, that causes creditors at each of the utility and 
non-utility subsidiaries to have a more direct claim on the cash flows and assets o f their respective OpCo 
ob[igors. By contrast, the debt of the Ho[dCo is typica[[y serviced primari[y by dividends that are up-
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streamed by the OpCosl3. Under normal circumstances, these dividends are made from net income, after 
payment o f the OpCo's interest and preferred dividends. In most non-financial corporate sectors where cash 
often moves free[y between the entities in a single issuer family, this distinction may have less of an impact. 
However, in the regu[ated utility sector, barriers to movement of cash among companies in the corporate 
fami[y can be much more restrictive, depending on the regu[atory framework. These barriers can [ead to 
signi ficant[y different probabi[ities of defau[t for Ho[dCos and OpCos. Structura[subordination a[so affects 
[oss given defau[t. Under most defau[tl4 scenarios, an OpCo's creditors wi[[ be satisfied from the va[ue 
residing atthat OpCo before any of the OpCo's assets can be used to satisfy c[aims of the Ho[dCo's 
creditors. The preva[ence of debt issuance at the OpCo level is another reason that structural subordination 
is usually a more serious concern in the uti[itysectorthan forinvestmentgrade issuers in other non-
financial corporate sectors. 

The grids for factors 1-4 are primari[y oriented to OpCos (and to some degree for Ho[dCos with minima[ 
current structuralsubordination; for example, there is no current structural subordination to debt at the 
operating company i f a[[ of the uti[ity family's debt and preferred stock is issued at the HoldCo level, 
a[though there is structura[ subordination to other [iabi[ities at the OpCo [eve[). The additiona[ risk from 
structura[subordination is addressed via a notching adjustmentto bring scorecard-indicated outcomes (on 
average) c[oser to the actua[ ratings of Ho[dCos. 

How We Assess It 

Scorecard-indicated outcomes of ho[ding companies may be notched down based on structura[ 
subordination. The risk factors and mitigants thatimpact structura[subordination are varied and can be 
present in different combinations, such that a formu[aic approach is not practica[ and case-by-case ana[yst 
judgment of the interaction of a[[ pertinent factors that may increase or decrease its importance to the 
credit risk of an issuer are essential. 

Some of the potentia[[y pertinent factors that cou[d increase the degree and/or impact o f structura[ 
subordination inc[ude the fo[[owing: 

» Regu[atory or other barriers to cash movement from OpCos to Ho[dCo 

» Specific ring-fencing provisions 

» Strict financial covenants atthe OpCo [eve[ 

» Higher [everage at the OpCo [eve[ 

» Higher [everage at the Ho[dCo [eve[15 

» Significantdividend limitations orpotentia[limitations atan importantOpCo 

» Ho[dCo exposure to subsidiaries with high business risk or vo[ati[e cash f[ows 

» Strained [iquidity atthe Ho[dCo [eve[ 

» The group's investment program is primarily in businesses thatare higher risk or new to the group 

Some of the potentia[[y mitigating factors that cou[d decrease the degree and/or impact of structura[ 
subordination inc[ude the fo[[owing: 

13 The HoldCo and OpCo may also have intercompany agreements, including tax sharing agreements, that can be another source of cash to the Ho[dCo. 
14 Actual priority in a defau[tscenario will be determined by many factors, including the corporate and bankruptcy laws of the jurisdiction, the asset value of each 

OpCo, speci fic financingterms, inter-relationships among members of the family, etc. 
15 While higher leverage atthe HoldCo does not increase structural subordination per se, it exacerbates the impact of anystructura[ subordination that exists. 
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» Substantia[ diversity in cash f[ows from a variety of uti[ity OpCos 

» Meaningfu[ dividends to Ho[dCo from un[evered uti[ity OpCos 

» Dependable, meaningful dividends to Ho[dCo from non-uti[ity OpCos 

» The group's investment program is primarily in strong utility businesses 

» Inter-company guarantees -however, in manyjurisdictionsthe va[ue ofan upstream guarantee may be 
[imited by certain factors, including by the va[ue thatthe OpCo received in exchange forgranting the 
guarantee 

Notching forstructura[ subordination within the scorecard may range from 0 to negative 3 notches. 
Instances of extreme structural subordination are relatively rare, so the scorecard convention does not 
accommodate wider di fferences, although in the instances where we be[ieve it is present, actual ratings do 
ref[ect the fu[[ impacto f structura[subordination. 

A re[ated issue is the re[ationship of ratings within a uti[ity fami[y with mu[tip[e operating companies, and 
sometimes intermediate holding companies. Some ofthe key issues are the same, such as the relative 
amounts o f debt at the ho[ding company [eve[ compared to the operating company [eve[ (or at one OpCo 
re[ative to another), and the degree to which operating companies have credit insu[ation due to regu[ation 
or other protective factors. Appendix B has additiona[ insights on ratings within a uti[ity fami[y. 

Assumptions, Limitations and Other Rating Considerations 

The scorecard in this rating methodo[ogy represents a decision to favorsimp[icity that enhances 
transparency and to avoid greater comp[exity that might enab[e the scorecard to map more c[ose[y to 
actual ratings. Accordingly, the four factors and the notching factor in the scorecard do not constitute an 
exhaustive treatment of a[[ of the considerations that are important for ratings of companies in the 
regu[ated electric and gas utility sector. In addition, our ratings incorporate expectations for future 
performance, while the financial information that is used in the scorecard is mainly historical. In some cases, 
our expectations for future performance may be in formed by confidential information that we cannot 
disclose. In other cases, we estimate future resu[ts based upon past performance, industry trends, 
competitor actions orother factors. In either case, predicting the future is subject to the risk of substantial 
inaccuracy. 

Assumptions that may cause our forward-looking expectations to be incorrect include unanticipated 
changes in any of the fo[[owing factors: the macroeconomic environment and genera[ financia[ market 
conditions, industry competition, disruptive technology, regulatory and legal actions. 

Key rating assumptions that app[y in this sector include our view that sovereign credit risk is strong[y 
corre[ated with that of otherdomestic issuers, that legal priority of claim a ffects average recovery on 
different classes of debt, su fficient[y to genera[[y warrant differences in ratings for different debt c[asses of 
the same issuer, and the assumption that [ack of access to [iquidity is a strong driver of credit risk. 

In choosing metrics forthis rating methodo[ogy scorecard, we did not exp[icit[y inc[ude certain important 
factors that are common to a[[ companies in any industry such as the qua[ity and experience of 
management, assessments of corporate governance and the qua[ity of financia[ reporting and information 
disclosure. Therefore, ranking these factors by rating category in a scorecard wou[d in some cases suggest 
too much precision in the relative ranking of particular issuers against a[[ other issuers that are rated in 
various industry sectors. 
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Ratings may inc[ude additiona[ factors that are di fficu[t to quanti fy orthat have a meaningfu[ effect in 
differentiating credit qua[ity on[y in some cases, but not all Such factors inc[ude financial controls, exposure 
to uncertain licensing regimes and possible government interference in some countries. 

Regulatory, litigation, liquidity, technology and reputationa[ risk as we[[ as changes to consumer and 
business spending patterns, competitorstrategies and macroeconomic trends a[so affect ratings. While 
these are important considerations, it is not possible precisely to express these in the rating methodo[ogy 
scorecard without making the scorecard excessively comp[ex and significantly less transparent. 

Ratings may a[so ref[ect circumstances in which the weighting of a particu[ar factor wi[[ be substantia[[y 
different from the weighting suggested by the scorecard. 

This variation in weighting rating considerations can also apply to factors that we choose not to represent in 
the scorecard. For example, liquidity is a consideration frequent[y critica[ to ratings and which may not, in 
other circumstances, have a substantial impact in discriminating between two issuers with a similar credit 
profi[e. As an examp[e o f the Limitations, ratings can be heavi[y a ffected by extreme[y weak [iquidity that 
magni fies default risk However, two identica[ companies might be rated the same i f their on[y 
di fferentiating feature is that one has a good [iquidity position whi[e the other has an extreme[y good 
[iquidity position. 

Other Rating Considerations 

We consider other factors in addition to those discussed in this report, but in most cases understanding the 
considerations discussed herein shou[d enab[e a good approximation of our view on the credit qua[ity of 
companies in the regu[ated electric and gas utilities sector. Ratings consider our assessment of the quality of 
management, corporate governance, financial controls, liquidity management, event risk and seasona[ity. 
The ana[ysis of these factors remains an integra[ partof our rating process. 

Liquidity and Access to Capital Markets 

Liquidity ana[ysis is a key e[ement in the financia[ ana[ysis of e[ectric and gas utilities, and it encompasses a 
company's abi[ity to generate cash from interna[ sources as we[[ as the avai[abi[ity of externa[ sources of 
financing to supp[ement these intemalsources. Liquidity and access to financing are of particular 
importance in this sector. Utility assets can often have a very [ong useful life- 30,40 or even 60 years is not 
uncommon, as well as high price tags. Part[y as a resu[t of construction cycles, the uti[ity sector has 
experienced pro[onged periods of negative free cash flow - essentially, the sum of its dividends and its 
capita[ expenditures for maintenance and growth of its infrastructure frequent[y exceeds cash from 
operations, such thata portion of capital expenditures must routinely be debt financed. Utilities are among 
the [argest debt issuers in the corporate universe and typically require consistent access to the capital 
markets to assure adequate sources of funding and to maintain financia[ f[exibi[ity. Substantia[ portions of 
capex are non-discretionary (for example, maintenance, adding customers to the network, or meeting 
environmental mandates); however, utilities have been swift to cut or defer discretionary spending during 
recessions. Dividends represent a quasi-permanent out[ay, since utilities typically only rarely will cuttheir 
dividend. Liquidity is a[so important to meet maturing obligations, which often occur in [arge chunks, and 
to meet co[[atera[ ca[[s under any hedging agreements. 

Due to the importance of Liquidity, incorporating it as a factor with a fixed weighting in the scorecard wou[d 
suggest an importance [eve[ that is often far different from the actua[ weight in the rating. In norma[ 
circumstances, most companies in the sector have good access to Liquidity. The industry genera[[y requires, 
and for the most part has, large, syndicated, multi-year committed credit faci[ities. In addition, utilities have 
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demonstrated strong access to capital markets, even under difficu[t conditions. As a result, liquidity 
genera[[y has not been an issue for most uti[ities and a uti[ity with very strong [iquidity may not warrant a 
rating distinction compared to a uti[ity with strong Liquidity. However, when there is weakness in [iquidity or 
[iquidity management, it can be the dominant consideration for ratings. 

Ourassessment of Liquidity for regu[ated utilities involves an analysis of tota[sources and uses of cash over 
the next 12 months or more, as is done for a[[ corporates. Using our financial projections of the utility and 
ourana[ysis of its avai[ab[e sources of [iquidity (inc[uding an assessment of the qua[ity and re[iabi[ityof 
a[ternate [iquidity such as committed credit facilities), we eva[uate how its projected sources of cash (cash 
from operations, cash on hand and existing committed mu[ti-year credit faci[ities) compare to its projected 
uses (inc[uding a[[ or most capital expenditures, dividends, maturities of short and [ong-term debt, our 
projection of potentia[ [iquidity ca[[s on financial hedges, and important issuer-specific items such as specia[ 
tax payments). We assume no access to capital markets or additional liquidity sources, no renewa[ of 
existing credit facilities, and no cut to dividends. We examine a company's [iquidity profi[e underthis 
scenario, its abi[ity to make adjustments to improve its [iquidity position, and any dependence on [iquidity 
sources with [owerqua[ity and re[iabi[ity. 

Management Quality and Financial Policy 

The qua[ity of management is an important factorsupporting the credit strength of a regu[ated uti[ity or 
uti[ity ho[ding company. Assessing the execution of business p[ans overtime can be he[pfu[ in assessing 
management's business strategies, policies, and philosophies and in evaluating management performance 
relative to performance of competitors and our projections. A record of consistency provides us with insight 
into management's likely future performance in stressed situations and can bean indicator of 
management's tendency to depart signi ficant[y from its stated p[ans and guide[ines. 

We a[so assess financia[ po[icy (inc[uding dividend po[icy and p[anned capita[ expenditures) and how 
management ba[ances the potentia[[y competing interests of shareholders, fixed income investors and other 
stakeho[ders. Dividends and discretionary capita[ expenditures are the two primary components over which 
management has the greatest control in the shortterm. For holding companies, we considerthe extent to 
which management is wi[[ing to stretch its payout ratio (through aggressive increases or de[ays in needed 
decreases) in order to satisfy common shareholders. For a uti[ity that is a subsidiary of a parent company 
with severa[ uti[ity subsidiaries, dividends to the parent may be more vo[ati[e depending on the cash 
generation and cash needs of that utility, because parents typica[[y want to assure that each uti[ity 
maintains the regu[atory debt/equity ratio on which its rates have been set. The effect we have observed is 
that uti[ity subsidiaries often pay higherdividends when they have [ower capita[ needs and [owerdividends 
when they have higher capita[ expenditures or other cash needs. Any dividend po[icy that cuts into the 
regu[atory debt/equity ratio is a materia[ credit negative. 

Size - Natural Disasters, Customer Concentration and Construction Risks 

The size and sca[e of a regu[ated uti[ity has genera[[y not been a majordeterminant of its creditstrength in 
the same way that it has been for most other industrial sectors. While size brings certain economies of scale 
that can somewhat affect the utility's cost structure and competitiveness, rates are more heavily impacted 
by costs re[ated to fue[ and fixed assets. Sma[[er uti[ities have sometimes been better ab[e to focus their 
attention on meeting the expectations of a single regu[ator than their multi-state peers. 

However, size can be a very important factor in our assessment of certain risks that impact ratings, including 
exposure to natura[ disasters, customer concentration (primari[y to industria[ customers in a sing[e sector) 
and construction risks associated with large projects. While the scorecard attempts to incorporate the first 
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two of these into Factor 3, for some issuers these considerations may be sufficiently important that the 
rating ref[ects a greater weight forthese risks. Whi[e construction projects a[ways carry the risk of cost over-
runs and delays, these risks are materia[[y heightened for projects that are very [arge re[ative to the size of 
the uti[ity. 

Interaction of Utility Ratings with Government Policies and Sovereign Ratings 

Compared to most industrial sectors, regulated uti[ities are more [ike[y to be impacted by government 
actions. Credit impacts can occurdirect[y through rate regulation, and indirect[y through energy, 
environmental and tax policies. Government actions affect fuel prices, the mix of generating plants, the 
certainty and timing of revenues and costs, and the [ike[ihood that regu[ated uti[ities wi[[ experience 
fi nancia[ stress. Whi[e our evo[ving view o f the impact of such po[icies and the genera[ economic and 
financia[ c[imate is ref[ected in ratings for each utility, some considerations do not [end themse[ves to 
incorporation in a simple scorecard.16 

Diversified Operations at the Utility 

A sma[[ number of regu[ated uti[ities have diversified operations that are segments within the uti[ity 
company, as opposed to the more common practice of housing such operations in one or more separate 
affiliates. In general, we will seek to eva[uate the other businesses that are material in accordance with the 
appropriate methodo[ogy and the rating wi[[ ref[ect considerations from such methodo[ogies. There may be 
ana[ytica[limitations in eva[uatingthe uti[ity and non-utility businesses when segment financial results are 
not fu[[y broken out and these may be addressed through estimation based on avai[ab[e information. Since 
regu[ated utilities are a relatively low risk business compared to other corporate sectors, in most cases 
diversi fied non-uti[ity operations increase the business risk profi[e of a uti[ity. Ref[ecting this tendency, we 
note that assigned ratings are typically [owerthan scorecard-indicated outcomes forsuch companies. 

Event Risk 

We a[so recognize the possibi[ity that an unexpected event cou[d cause a sudden and sharp dec[ine in an 
issuer's fundamental creditworthiness. Typical special events include mergers and acquisitions, assetsa[es, 
spin-offs, capital restructuring programs, litigation and shareho[der distributions. 

Corporate Governance 

Among the areas of focus in corporate governance are audit committee financial expertise, the incentives 
created by executive compensation packages, related party transactions, interactions with outside auditors, 
and ownership structure. 

Investment and Acquisition Strategy 

In our credit assessment, we take into consideration management's investment strategy. Investment 
strategy is benchmarked with thatof the othercompanies in the rated universe to further veri fy its 
consistency. Acquisitions can strengthen a company's business. Our assessment of a company's to[erance 
for acquisitions at a given rating leve[ takes into consideration (1) management's risk appetite, inc[uding the 
[ike[ihood of furtheracquisitions overthe medium term; (2) share buy-back activity; (3) the company's 
commitment to speci fic [everage targets; and (4) the vo[ati[ity of the under[ying businesses, as well as that 
of the business acquired. Ratings can often ho[d after acquisitions even i f [everage temporari[y c[imbs above 
norma[[y acceptab[e ranges. However, this depends on (1) the strategic fit; (2) pro-forma 

16 For more information, see our cross-sector methodology that discusses general principles related to how sovereign credit quality can impact other ratings. A link to 
an index of our sector and cross-sector methodologies can be found in the "Moody's Related Publications" section. 

27 JUNE 23,2017 RATING METHODOLOGY: REGULATED ELECTRIC AND GAS UTILITIES 



SOAH Docket No. 473-21-2606 
PUC Docket No. 52195 

TIEC's lst, Q. No. TIEC 1-2 
Attachment 3 

Page 28 of 47 

INFRASTRUCTURE 

capita[ization/[everage fo[[owing an acquisition; and (3) our confidence that credit metrics wi[[ be restored in 
a relatively short timeframe. 

Financial Controls 

We re[y on the accuracy of audited financial statements to assign and monitor ratings in this sector. Such 
accuracy is only possible when companies have sufficient internal controls, including centralized operations, 
the propertone atthe top and consistency in accounting po[icies and procedures. 

Weaknesses in the overall financial reporting processes, financial statement restatements or delays in 
regu[atory fi[ings can be indications of a potentia[ breakdown in interna[ contro[s. 
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Appendix A: Regulated Electric and Gas Utilities Methodology Factor Scorecard 

Factor la: Legislative and Judicial Underpinnings of the Regulatory Framework (12.5%) 

Aaa 

Utility regu[ation occurs under a fullydeveloped framework 
thatis nationa[ in scope based on[egis[ation that provides 

the uti[Ity a nearly absolute monopoly (see notel) within its 
service terntory, an unquestioned assurance that rates will 
besetina mannerthatwi[[ permit the utilityto [nake and 

recover a[[ necessary investments, an extremely high degree 
of clarityas to the [nannerin which uti[Ities wi[[be regulated 

and prescriptive methods and procedures forsetting rates 
Existing utility law is comprehensive and supportive such 

thatchanges in [egis[ation are notexpected to be necessary; 
or anychanges that have occurred have been strongly 

supportive o f uti[ities credit quality in genera[ and su fficient[y 
forward-[ookingsoasto address problems before they 

occurred There is an independent Judiciarythat canarbitrate 
disagreements between the regulator and theutility should 
they occur, including access to national courts, very strong 

Judicial precedent in the interpretation of utility laws, and a 
strong rule of law We expectthese conditions to continue 

Ba 

Aa 

Utility regulation occurs undera fu[[y developed national, state 
or provincial framework based on [egis[ationthat provides the 
uti[Ity an extremely strong monopoly (see note 1) within its 

service territory, a strongassurance, subject to Umited review, 
thatrates wi[[beset in a manner thatwi[[ permit the utility to 
make and recover all necessary investments, a very high degree 
of clarity as to the manner in which uti[Ities wi[[ be regulated 

and reasonably prescriptive methods and procedures forsetting 
rates If there have been changes in utility legislation,they have 

been timely and clearly credit supportive of the issuer in a 
manner that shows the utility has had a strong voice in the 
process There is an independent Judiciary that can arbitrate 
disagreements between the regulator and the utility, should 
they occur inc[udingaccess to national courts, strong Judicial 

precedentin the interpretation o f utility laws, and a strong rule 
o f [aw We expectthese conditions to continue 

B 

A 

Utility regu[ation occurs under a well-developed 
nationa[, state or provincial framework based on 
[egis[ation that provides the utilitya very strong 

monopoly (seenote 1) within its service territory, an 
assurance, subject to reasonable prudency 

requirements, that rates wi[[ be set in a manner that wi[[ 
perrnit the utility to make and recover all necessary 

Iinvestments, a high degree of clarity as to the manner 
in which utilities will be regulated, and overa[[guidance 
for methods and procedures forsetting rates If there 

have been changes in utility legislation, they have been 
mostly timely and on the whole creditsupportive for 
the issuer, and the utility has had a clear voice in the 
[egis[ative process There isan independentJudiciary 

thatcan arbitrate disagreements between the regulator 
and the utility, should they occur, inc[uding accessto 

national courts, c[earJudicia[ precedent in the 
interpretation of utility law, and a strong ru[e of [aw 

We expectthese conditions to continue 

Caa 

Baa 

Utility regulation occurs (i) undera national state, provincial or municipal 
framework based on [egis[ation that provides the utilitya strong [nonopoly 

within its service temtory that may have some exceptions such asgreaterse[f-
generation (see note 1), a general assurance that, subject to prudency 

requirements that are mostly reasonable, rates wi[[ be set wi[[ be set in a 
mnner that wi[[ permit the utility to make and recover a[[ necessary 

Iinvestments, reasonableclan9 as to the rmnner in which uti[Ities wi[[ be 
regu[ated and overa[[guidance for methods and procedures forsetting rates; or 

(Ii) undera new framework where independentand transparent regulation 
exists in othersectors If there have been changes in utility legislation, they 

have been creditsupportive orat[east ba[anced for the issuer but potentially 
Less timely, and the utility had a voice in the [egis[ative process There is either 

(i) an independent Judiciary that can arbitrate disagreements between the 
regulatorand the utility, including access to courts at [eastatthe state or 
provincial level reasonably c[ear Judicia[ precedent in the interpretation o f 

utility [aws, and a generally strong rule of law; or 
(Ii) regulation has been app[Ied (undera well-developed framework) in a 

manner such that redress to an independentarbiter has not been required We 
expectthese conditions to continue 

Utibty regulation occurs (i) undera national, state, provincial Uti[ityregulation occurs (i) undera national, state, provincial or 
or municipal framework based on [egis[ation or government municipal framework based on [egis[ation or government 
decree that provides the utilitya monopoly within itsservice decree that provides the utility monopoly within itsservice 
terntory that is genera[[y strong but may have a greater [eve[ territory that is reasonab[y strong but may have important 

of exceptions (see note 1), and that, subjectto prudency exceptions, and that, subject to prudency requirements which 
requirements which rmy be stnngent, provides a general rmybe stringent or at times arbitrary, provides more [imited or 

assurance (with somewhat less certainty) that rates wi[[ be [ess certain assurance that rates will be set in a manner that 
set wit[ be set in a manner that wit[ permit the utility to wit[ permit the utility to make and recover necessary 

make and recover necessaryinvestments,or (ii) under a new investments; or ® under a new framework where we would 
framework where the Jurisdiction has a historyof less expect [ess independentand transparent regulation, based 

independentand transparent regulation in othersectors eitheron the regulator's history in othersectors orother 
Either (i) the Judiciarythatcanarbitratedisagreements factors TheJudiciary that can arbitrate disagreements between 

between the regulator and the utility may not have clear the regu[ator and the uti[Ity may not have c[earauthorityor 
authontyor maynotbefu[[yindependentof the regu[atoror maynotbe fu[[yindependentof the regu[atororotherpo[Itica[ 
other political pressure, butthere isa reasonab[ystrong rule pressure, but there is a reasonably strong rule of law 

of law; or (Ii) where there is no independent arbiter, the Alternately, where there is no independent arbiter, the 
regulation has mostly been applied in a mannersuch redress regu[ation has been app[Ied in a manner that often requires 

has not been required We expecttheseconditionsto some redress adding more uncertainty to the regulatory 
continue framework 

There maybea periodic riskof creditor-un fnendly government 
intervention in utility markets or rate-setting 

Uti[Ity regulation occurs (i) undera national, state, 
provincia[ or municipal framework based on [egis[ation 

or government decree thatprovidesthe utilitya 
[nonopoly within itsservice temtory, but with little 
assurance that rates willbesetin a mannerthatwill 

perrnit the utility to [nake and recover necessary 
investments; or (ii) under a new framework where we 

wou[d expect unpredictab[e oradverse regulation, 
based eitheron the Jurisdiction'shistoryof in other 

sectorsorother factors The Judiciarythat can arbitrate 
disagreements between the regulator and the utility 

may not have clear authority or is viewed as notbeing 
fully independentof the regulatoror other po[Itica[ 
pressure Alternately, there rray be no redress to an 

effective independentarbiter The abi[Ity of the utility 
to en force its rnonopo[y or prevent uncompensated 

usage of its system may be bmited There may be a risk 
of creditor- un friendly nationa[ization or other 

signi ficantintervention in util]9 markets or rate-setting 

Notel: The strength of the monopo[y referstothe [ega[, regu[atoryand practica[obstac[es forcustomers inthe uti[itysterritoryto obtain service fromanotherprovider, Examp[esof a weakeningof the monopo[y wou[d inc[udetheabi[ityof a 
city or [arge userto [eave the uti[ity system to set up their own system, the extent to which se[f -generation is permitted (e.g. cogeneration) and/or encouraged (e.g., net metering, DSM generation), At the [ower end of the ratings 
spectrum, the uti[ity's monopo[y may be cha[[enged by pervasive theft and unauthorized use, Since uti[ities are genera[[y presumed to be monopo[ies, a strong monopo[y position in itse[f is not sufficient for a strong score in this sub-
factor, but a weakening of the monopo[y can [ower the score, 

* 10% weight for issuers that [ack generation **0% weight for issuers that [ackgeneration 

.. 
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Factor lb: Consistency and Predictability of Regulation (12.5%) 

Aaa 

The issuer's interaction with the regulator has 
[ed to a strong, lengthy track record of 
predictable, consistent and favorable 

decisions. The regulator is highly credit 
supportive of the issuer and utilities in general. 

We expect these conditions to continue. 

Ba 

We expect that regulatory decisions will 
demonstrate considerable inconsistency or 

unpredictabi[ity or that dedsions will be 
politically charged, based either on the issuer's 
track record of interaction with regulators or 

other governing bodies, or our view that 
decisions wi[[ move in this direction. The 

regulator may have a history of [ess credit 
supportive regulatory decisions with respect 

to the issuer, but we expect that the issuer wi[[ 
be able to obtain support when it encounters 

financial stress, with some potentially material 
delays. The regulator's authority may be 
eroded at times by legislative or political 
action. The regulator may not fo[[ow the 
framework for some material decisions. 

h 
30 JUNE 23,2017 

Aa 

The issuer's interaction with the regulator has a [ed 
to a considerable track record of predominantly 

predictable and consistent decisions. The regulator 
is mostly credit supportive of utilities in general 

and in almost a[[ instances has been highly credit 
supportive of the issuer. We expect these 

conditions to continue. 

B 

We expect that regulatory decisions will be large[y 
unpredictable or even somewhat arbitrary, based 
either on the issuer's track record of interaction 

with regulators or other governing bodies, or our 
view that decisions wi[[ move in this direction. 

However, we expect that the issuer will ultimately 
be able to obtain support when it encounters 
financial stress, albeit with material or more 

extended delays. 
Alternately, the regulator is untested, lacks a 

consistent track record, or is undergoing 
substantial change. The regulator's authority may 
be eroded on frequent occasions by legislative or 

political action. The regulator may more frequently 
ignore the framework in a manner detrimental to 

the issuer. 

A Baa 

The issuer's interaction with the regulator The issuer's interaction with the regulator has [ed to an 
has [ed to a track record of large[y adequate track record. The regulator is generally consistent 

predictable and consistent decisions. The and predictable, but there may some evidence of 
regulator may be somewhat less credit inconsistency or unpredictabi[ity from time to time, or 

supportive of utilities in general, but has decisions may at times be politically charged. However, 
been quite credit supportive of the issuer in instances of [ess credit supportive decisions are based on 

most circumstances. We expect these reasonable application of existing ru[es and statutes and are 
conditions to continue. not overly punitive. We expect these conditions to continue. 

Caa 

We expect that regulatory decisions will be 
highly unpredictable and frequently 

adverse, based either on the issuer's track 
record of interaction with regulators or 

other governing bodies, or our view that 
decisions wi[[ move in this direction. 

Alternately, decisions may have credit 
supportive aspects, but may often be 

unenforceable. The regu[ator's authority 
may have been seriously eroded by 

legislative or political action. The regulator 
may consistently ignore the framework to 

the detriment of the issuer. 
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Factor 2a: Timeliness of Recovery of Operating and Capital Costs (12.5%) 

Aaa 

Tariff formulas and automatic cost recovery 
mechanisms provide full and highly timely 

recovery of a[[ operating costs and essentially 
conternporaneous return on a[[ incremental 

capital investments, with statutory 
provisions in place to preclude the possibility 

of challenges to rate increases or cost 
recovery mechanisms. By statute and by 
practice, general rate cases are efficient, 

focused on an impartial review, quick, and 
permit inclusion of fu[[y forward-looking 

costs. 

Ba 

There is an expectation that fue[, purchased 
power or other highly variable expenses will 

eventually be recovered with delays that wi[[ 
not place material financial stress on the 

utility, but there may be some evidence of an 
unwi[[ingness by regulators to make timely 
rate changes to address volatility in fuel, or 
purchased power, or other market-sensitive 

expenses. Recovery of costs related to capital 
Investments may be subject to delays that 

are somewhat lengthy, but not so pervasive 
as to be expected to discourage important 

investments. 

Aa 

Tari ff formulas and automatic cost recovery 
mechanisms provide full and highly timely 

recovery of a[[ operating costs and essentially 
contemporaneous or near-contemporaneous 

return on most incremental capital investments, 
with minimal challenges by regulators to 

companies' cost assumptions. By statute and by 
practice, general rate cases are efficient, focused 

on an impartial review, of a very reasonable 
duration before non-appea[ab[e interim rates can 

be collected, and primarily permit inclusion of 
forward-looking costs. 

B 

The expectation that fue[, purchased power or 
other highly variable expenses wi[[ be recovered 

maybe subject to material delays due to second-
guessing of spending decisions by regulators or 
dueto po[itica[ intervention. Recovery of costs 

related to capital investments may be subject to 
de[aysthat are material to the issuer, or may be 
[ike[yto discourage some important investment. 

A 

Automatic cost recovery mechanisms provide fu[[ 
and reasonably timely recovery of fuel, purchased 

power and a[[ other highly variable operating 
expenses. Material capital investments may be 
made under tariff formulas or other rate-making 
permitting reasonably conternporaneous returns, 
or may be submitted under other types of filings 

that provide recovery of cost of capital with 
minimal delays. Instances of regulatory challenges 

that delay rate increases or cost recovery are 
generally related to large, unexpected increases in 

sizeab[e construction projects. By statute or by 
practice, general rate cases are reasonably 

efficient, primarily focused on an impartial review, 
of a reasonable duration before rates (either 

permanent or non-refundable interim rates) can 
be collected, and permit inclusion of important 

forward-looking costs. 

Caa 

The expectation that fue[, purchased power or 
other highly variable expenses wi[[ be recovered 

maybe subject to extensive delays due tosecond-
guessing of spending decisions by regulators or 
dueto po[itica[ intervention. Recovery of costs 

re[atedto capital investments may be uncertain, 
subjectto delays that are extensive, or that may 

be [ike[yto discourage even necessaryinvestment. 

Baa 

Fuel, purchased power and a[[ other highly variable 
expenses are generally recovered through mechanisms 

incorporating delays of less than one year, although some 
rapid increases in costs may be delayed longer where such 

deferra[s do not place financial stress on the utility. 
Incremental capital investments may be recovered 

primarily through general rate cases with moderate [ag, 
with some through tariff formulas. Alternately, there may 

be formula rates that are untested or unclear. 
Potentially greater tendency for delays due to regulatory 

intervention, although this wi[[generally be limited to 
rates related to large capital projects or rapid increases in 

operating costs. 

Note: Tariff formu[as inc[ude formu[a rate p[ans as we[[ as trackers and riders re[ated to capita[ investment, 

.. 
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Factor 2b: Sufficiency of Rates and Returns (12.5%) 

Aaa 

Sufficiency of rates to cover costs and 
attract capital is (and wit[ continue to be) 

unquestioned. 

Ba 

Rates are (and we expect wi[[ continue to be) 
set at a [eve[ that generally provides recovery 

of most operating costs but return on 
investments may be [ess predictable, and 
there may be decided[y more instances of 

regulatory challenges and disa[[owances, but 
ultimate rate outcomes are generally 

sufficient toattract capital. In general, this 
wi[[ translate to returns (measured in relation 
to equity, total assets, rate base or regulatory 
asset value, as applicable) that aregenera[[y 

below average relative to g[oba[ peers, or 
where a[[owed returns are average but 

difficult toearn. 
Alternately, the tariff formula may not take 

into account a[[ cost components and/or 
rernuneration of investments may be unclear 

or at times unfavorable. 

h 
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Aa 

Rates are (and we expect wi[[ continue to be) set 
at a [eve[ that permits full cost recovery and a fair 
return on a[[ investments, with minima[cha[[enges 

by regulators to companies' cost assumptions. 
This wi[[ translate to returns (measured in relation 

to equity, total assets, rate base or regulatory 
asset value, as applicable) that are strong relative 

to g[oba[ peers. 

B 

We expect rates will be set at a [eve[ that attimes 
fai[s to provide recovery of costs otherthan cash 
costs, and regulators may engage in somewhat 

arbitrary second -guessing of spending dedsions or 
deny rate increases related to funding ongoing 

operations based much more on politics than on 
prudency reviews. Return on investments maybe 

set at [eve[s that discourage investment. We 
expect that rate outcomes may be difficult or 

uncertain, negatively affecting continued access 
tocapital 

Alternately, the tariff formula may fai[ to takeinto 
account significant cost components otherthan 
cash costs, and/or rernuneration of investments 

may be genera[[yunfavorab[e. 

A Baa 

Rates are (and we expect wi[[ continueto Rates are (and we expect wi[[ continue to be) set at a [eve[ that 
be) set at a [eve[ that generally provides generally provides fu[[ operating cost recovery and a mostly fair 

fu[[ cost recovery and a fair return on return on investments, but there may be somewhat more instances 
investments, with limited instances of of regulatory challenges and disa[[owances, although ultimate rate 

regulatory challenges anddisa[[owances. outcomes aresufficient to attract capital without difficulty. In 
In general, this will translate to returns general, this will translate to returns (measured in relation to equity, 
(measured in relation to equity, total total assets, rate base or regulatory asset value, as applicable)that 

assets, rate base or regulatory assetva[ue, are average relative to g[oba[ peers, but may at times be somewhat 
as applicable) that aregenera[[yabove below average. 

average relative to g[oba[ peers, but may 
at times be average. 

Caa 

We expect rates will be set at a [eve[that 
often fai[s to provide recovery of material 
costs, and recovery of cash costs may also 
be at risk Regulators may engage in more 

arbitrary second -guessing of spending 
decisions or deny rate increases related to 

funding ongoing operations based 
primarily on politics. Return on 

investments may be set at [eve[s that 
discourage necessary maintenance 

investment. We expect that rate 
outcomes may often be punitive or highly 

uncertain, with a markedly negative 
impact on access to capital. Alternately, 
the tariff formula may fai[ to take into 

account signi ficant cash costcornponents, 
and/or remuneration of investments may 

be primarily unfavorable. 
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Factor 3: Diversification (10%) 

Sub-Factor 
Weighting 10% Weighting Aaa 

Market Position 5% * A very high degree of multinational 
and regional diversity in terms of 
regulatory regimes and/orselvice 

territoryeconomies. 

Aa 

Material operations in three or 
more nations orsubstantial 

geographic regions providing very 
good diversity of regulatory 

regimes and/orselvice territory 
economies. 

A 

Material operations in two to threenations, states, 
provinces or regions that provide good diversity of 
regulatory regimes and service territory economies. 

Alternately, operates within a single regulatory 
regime with [owvo[ati[ity, and theselviceterritory 

economy is robust, has a very high degreeof 
diversityand has demonstrated resi[iencein 

economic cycles. 
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Baa 

Mayoperate undera single regulatory regime viewed as having low 
volatility, or where multiple regulatory regimes are not viewed as 
providing much diversity. The service territory economy may have 

some concentrationand cyclicality, but is suffidently resilient that it 
can absorb reasonably foreseeable increases in utility rates. 

Generation and 5% ** A high degree of diversityin terms of 
Fuel Diversity generation and/or fue[sources such 

thatthe uti[ityand rate-payers are 
well insulated from commodity price 

changes, nogeneration 
concentration, and very low 
exposures to Challenged or 

Threatened Sources (see definitions 
below). 

Very good diversification in terms 
of generation and/or fue[sources 

suchthatthe uti[ityand rate-
payers are affected only minimally 
bycommodityprice changes, little 
generation concentration, and low 

exposures to Challenged or 
Threatened Sources. 

Good diversification in terms ofgeneration and/or 
fue[sourcessuch that the uti[ityand rate-payers 
have only modestexposureto commodity price 

changes; however, may havesomeconcentration in 
a source that is neither Challenged norThreatened. 
Exposure to Threatened Sources is low. While there 
maybesome exposureto Challenged Sources, it is 

nota cause forconcern. 

Adequate diversification in terms of generation and/or fuel sources 
such that the utility and rate-payers have moderate exposure to 

commodityprice changes; however, may have some concentration 
in a sourcethatis Challenged. Exposureto Threatened Sources is 
moderate, while exposureto Challenged Sources is manageable. 

Sub-Factor 
Weighting Ba 

Market Position 5% * Operates in a market area with 
somewhat greater concentration and 

cyc[ica[ityin theselviceterritory 
economy and/or exposure to storms 
and othernatura[disasters, and thus 

less resi[ience to absorbing 
reasonably foreseeable increases in 
utilityrates. Mayshowsomewhat 
greatervo[ati[ityin the regulatory 

regime(s) 

Generation and 5% ** Modest diversification in generation 
Fuel Diversity and/or fue[sourcessuch that the 

uti[ityorrate- payers have greater 
exposure to commodity price 

changes. Exposure to Challenged and 
Threatened Sources may be more 
pronounced, butthe uti[itywi[[ be 
able to access alternative sources 

without undue financialstress. 

B 

Operates in a limited marketarea 
with material concentration and 
moresevere cyc[ica[ity in service 

territoryeconomysuch that cycles 
are of materia[[y[ongerduration or 
reasonably foreseeable increases in 

utility rates could presenta 
material challenge to theeconomy. 

Service territory may have 
geographic concentration that 

limits its resilienceto storms and 
other natural disasters, ormay be 
an emerging market. Mayshow 

decided volatility in the regulatory 
regime(s) 

Operates with little diversification 
in generation and/or fue[sources 

such that the utility or rate-payers 
have high exposureto commodity 

price changes. Exposure to 
Challenged and Threatened 

Sources may be high, and accessing 
alternate sources may be 

cha[[engingand cause more 
financialstress, butultimately 

feasible. 

Caa 

Operates in a concentrated economicselvice 
territory with pronounced concentration, 

macroeconomic risk factors, and/or exposureto 
natural disasters. 

Operates with high concentration in generation 
and/or fue[sources such thatthe uti[ityor rate-

payers have exposure to commodity price shocks. 
Exposure to Challenged and Threatened Sources 
maybe very high, and accessing a[ternatesources 

may be high[yuncertain. 

Definitions 

Challenged Sources are generation plants that face higher butnot 
insurmountable economic hurdles resulting from penalties ortaxes 

on theiroperation, or from environmental upgrades thatare 
required or [ike[ytobe required. Some examples are carbon-
emitting plants that incur carbontaxes, plants that must buy 

emissions credits to operate, and plants that must install 
environmental equipment to continue to operate, in each wherethe 
taxes/credits/upgrades are sufficient to have a material impact on 
those plants' competitiveness relative to other generation types or 
on theuti[ity's rates, but where the impact is not so severe as to be 

likely requirep[ant closure. 

Threatened Sources are generation plants thatare not currently 
ab[eto operate due to major unp[anned outages or issues with 

licensing orother regu[atorycomp[iance, and plants thatare highly 
[ike[yto be required tode-activate, whetherdue to the 

effectiveness of currently existing orexpected rules and regulations 
ordueto economic challenges. 

* 10% weight for issuers that [ackgeneration **0% weight for issuers that [ackgeneration 

.. 
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Factor 4: Financial Strength 

Sub-Factor 
Weighting 40% Weighting Aaa Aa A Baa Ba B Caa 

CFO pre-WC + Interest / 7.5% k 8x 6x-8x 4.5x - 6x 3x - 4.5x 2x - 3x lx-2x < 1x 
Interest 

CFO pre-WC / Debt 15% Standard Grid 2 40% 30% - 40% 22% - 30% 13% - 22% 5% - 13% 1%-5% <1% 

Low Business Risk Grid 2 38% 27% - 38% 19% - 27% 11% - 19% 5% - 11% 1%-5% <1% 

CFO pre-WC - Dividends / Debt 10% Standard Grid 2 35% 25% - 35% 17% - 25% 9% - 17% 0% - 9% (5%)-0% <(5%) 
Low Business Risk Grid , 34% 23% - 34% 15% - 23% 7% - 15% 0% - 7% (5%) - 0% <(5%) 

Debt / Capitalization 7.5% Standard Grid < 25% 25% - 35% 35% - 45% 45% - 55% 55% - 65% 65% - 75% 2 75% 

Low Business Risk Grid < 29% 29% - 40% 40% - 50% 50% - 59% 59% - 67% 67% - 75% 2 75% 
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Appendix B: Approach to Ratings within a Utility Family 

Typical Composition ofa Utility Family 

A typica[ uti[ity company structure consists of a ho[ding company ("Ho[dCo") that owns one or more 
operating subsidiaries (each an "Opco"). OpCos may be regu[ated uti[ities or non-uti[ity companies. 
Financing of these entities varies by region, in part due to the regu[atory framework. A HoldCo typica[[y has 
no operations - its assets are most[y Limited to its equity interests in subsidiaries, and potentially other 
investments in subsidiaries or minority interests in other companies. However, in certain cases there may be 
materia[ operations at the Ho[dCo level. Financing can occur primarily at the OpCo level, primarily at the 
Ho[dCo level, or at both Ho[dCo and OpCos in varying proportions. When a Ho[dCo has mu[tip[e uti[ity 
OpCos, they will often be [ocated in different regu[atory jurisdictions. A Ho[dCo may have both [evered and 
un[evered OpCos. 

General Approach to a Utility Family 

In ourana[ysis, we genera[[y considerthe stand-a[one credit profi[e of an OpCo and the credit profi[e of its 
u[timate parent Ho[dCo (and any intermediate Ho[dCos), as well as the profi[e of the family as a whole, 
whi[e acknow[edging that these e[ements can have cross-fami[y credit imp[ications in varying degrees, 
principa[[y based on the regu[atory framework of the OpCos and the financing mode[ (which has often 
deve[oped in response to the regu[atory framework). 

In addition to considering individua[OpCos underthis (or another applicable) methodology, we typica[[yli 
approach a Ho[dCo rating by assessing the qua[itative and quantitative factors in this methodo[ogy for the 
conso[idated entity and each of its uti[itysubsidiaries. Ratings of individua[ entities in the issuer fami[y may 
be pu[[ed up ordown based on the interre[ationships amongthe companies in the fami[y and their re[ative 
credit strength. 

In considering how c[ose[y a[igned orhow di fferentiated ratings shou[d be among members of a uti[ity 
family, we assess a variety of factors, including: 

» Regu[atory or other barriers to cash movement among OpCos and from OpCos to Ho[dCo 

» Differentiation of the regu[atory frameworks of the various OpCos 

» Specific ring-fencing provisions at particu[ar OpCos 

» Financing arrangements- for instance, each OpCo may have its own financing arrangements, or the 
so[e [iquidity faci[ity may be at the parent; there may be a [iquidity poo[ among certain but not a[[ 
members of the fami[y; certain members of the fami[y may better be ab[e to withstand a temporary 
hiatus of externa[ [iquidity or access to capita[ markets 

» Financial covenants and the extent to which an Event of Defau[t by one OpCo Limits availability of 
[iquidityto anothermemberof the fami[y 

» The extent to which higher [everage at one entity increases defau[t risk forother members of the fami[y 

» An entity's exposure to or insulation from an affiliate with high business risk 

» Structura[ features or other Limitations in financing agreements that restrict movements of funds, 
investments, provision of guarantees or collateral, etc. 

» The re[ative size and financia[ significance of any particu[ar OpCo to the Ho[dCo and the fami[y 

17 See paragraph at the end of this section for approaches to Hybrid HoldCos 
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See a[so those factors noted in 'Notching for Structura[ Subordination of Holding Companies" 

Ourapproach to a Hybrid Ho[dCo (see definition in Appendix C) depends in part on the importance of its 
non-uti[ityoperations and the avai[abi[ity of information on individua[ businesses. I f the businesses are 
materia[ and their individua[ resu[ts are fu[[y broken out in financial disclosures, we may be able to assess 
each materia[ business individua[[y by reference to the re[evant Moody's methodo[ogies to arrive at a 
composite assessment forthe combined businesses.18 If non-utility operations are material but are not 
broken out in financial disclosures, we may [ookatthe conso[idated entity under more than one 
methodo[ogy. When non-uti[ity operations are [ess materia[ but cou[d sti[[ impact the overa[[ credit profile, 
the difference in business risks and our estimation of their impact on financia[ performance wi[[ be 
qua[itative[y incorporated in the rating. 

Higher Barriers to Cash Movement with Financing Predominantly atthe OpCos 

Where higher barriers to cash movement exist on an OpCo or OpCos due to the regu[atory framework or 
debt structural features, ratings among fami[y members are [ike[y to be more di fferentiated. The degree o f 
separateness may be greater orsma[[erand is assessed on a case-by-case basis, because situationa[ 
considerations are important 

One area we consider is financing arrangements. For instance, there will tend to be greater differentiation if 
each memberof a fami[y has its own bankcredit faci[ities and difficu[ties experienced by one entity wou[d 
not trigger events o f defau[t for otherentities. Whi[e the existence of a money poo[ might appearto reduce 
separateness between the participants, there may be regu[atory barriers within money poo[s that preserve 
separateness. For instance, non-utility entities may have access to the poo[ on[y as a borrower, only as a 
Lender, and even the uti[ity entities may have regu [atory [i mits on their borrowings from the poo[ or their 
credit exposures to other poo[ members. If the on[y source of externa[ [iquidity for a money poo[ is 
borrowings by the Ho[dCo under its bank credit facilities, there would be less separateness, especially if the 
uti[ities were expected to depend on that [iquidity source. However, the abi[ity of an OpCo to finance itse[f 
by accessing capital markets must also be considered. Inter-company tax agreements can a[so have an 
impact on our view o f how separate the risks of defau[t are. 

For a Ho[dCo, the greaterthe regulatory, economic, and geographic diversity of its OpCos, the greater its 
potentia[separation from the defau[t probabi[ity of any individual subsidiary. Conversely, ifa Ho[dCo's 
actions have made itc[earthatthe Ho[dCo wi[[ providesupport foran OpCo encounteringsome financia[ 
stress (for instance, due to de[ays and/or cost over-runs on a major construction project), we would be likely 
to perceive less separateness. 

Even where high barriers to cash movement exist, onerous [everage at a parent company may not only give 
rise to greater notching for structural subordination at the parent, it may also pressure an OpCo's rating, 
especia[[y when there is a c[ear dependence on an OpCo's cash f[ow to service parent debt. 

Whi[e most of the regu[atory barriers to cash movement are very real, they are not absolute. Furthermore, 
while it is not usually in the interest of an insolvent parent or its creditors to bring an operating utility into a 
bankruptcy proceeding, such an occurrence is not impossib[e. 

The greatest separateness occurs where strong regu[atory insu[ation is supp[emented by effective ring-
fencing provisions that fu[[y separate the management and operations of the OpCo from the rest o f the 
fami[y and [imitthe parent's abi[ity to cause the OpCo to commence bankruptcy proceedings as we[[ as 
[imiting dividends and cash transfers. Typically, most entities in US uti[ity fami[ies (inc[uding Ho[dCos and 

18 A [inkto an indexof our sector and cross-sector methodologies can be found in the "Moody's Related Publications" section. 
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OpCos) are rated within 3 notches of each other. However, it is possib[e forthe Ho[dCo and OpCos in a 
fami[y to have much wider notching due to the combination of regu[atory imperatives and strong ring-
fencing that inc[udes a signi ficant minority shareho[der who must agree to important corporate decisions, 
inc[uding a vo[untary bankruptcy fi[ing. 

Lower Barriersto Cash Movement with Financing Predominantly at the OpCos 

Ourapproach to rating issuers within a family where there are [ower regu[atory barriers to movement of 
cash from OpCos to Ho[dCos p[aces greater emphasis on the credit profi[e of the conso[idated group. 
Individua[ OpCos are considered based on their individua[ characteristics and their importance to the family, 
and their assigned ratings are typica[[y banded c[ose[y around the conso[idated credit profi[e of the group 
due to the expectation that cash wi[[ transit re[ative[y free[y among fami[y entities. 

Some utilities may have OpCos in jurisdictions where cash movement among certain family members is 
more restricted by the regu[atory framework, while cash movement from and/or among OpCos in other 
jurisdictions is less restricted. In these situations, OpCos with more restrictions may vary more widely from 
the conso[idated credit profi[e whi[e those with fewer restrictions may be more tight[y banded around the 
otherentities in the corporate fami[ygroup. 
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Appendix C: Brief Descriptions of the Types of Companies Rated Under This 
Methodology 

The following describes the principal categories of companies rated under this methodology: 

Vertically Integrated Utility: Vertica[[y integrated uti[ities are regu[ated e[ectric or combination uti[ities (see 
below) that own generation, distribution and (in most cases) electric transmission assets. Vertically 
integrated uti[ities are genera[[y engaged in a[[ aspects of the e[ectricity business. They bui[d power plants, 
procure fuel, generate power, build and maintain the e[ectric grid that de[ivers power from a group of power 
p[ants to end-users (inc[uding high and [ow voltage lines, transformers and substations), and genera[[y meet 
a[[ of the e[ectric needs o f the customers in a speci fic geographic area (a[so ca[[ed a service territory). The 
rates or tari ffs for a[[ of these monopo[istic activities are set by the re[evant regu[atory authority. 

Transmission & Distribution Utility: Transmission & Distribution uti[ities (T&Ds) typica[[y operate in 
deregu[ated markets where generation is provided under a competitive framework. T&Ds own and operate 
the electric grid that transmits and/or distributes electricity within a specific state or region. 

T&Ds provide electrical transportation and distribution services to carry electricity from power p[ants and 
transmission lines to retail, commercial, and industrial customers. T&Ds are typically responsible for billing 
customers for e[ectric de[ivery and/orsupply, and most have an ob[igation to provide a standard supp[y or 
provider-of-last-resort (POLR) service to customers that have not switched to a competitive supplier. These 
factors distinguish T&Ds from Networks, whose customers are retail electric suppliers and/or other 
electricity companies. In a sma[[er numbero f cases, T&Ds rated underthis methodo[ogy may not have an 
obligation to provide POLR services, but are regulated in sub-sovereign jurisdictions. The rates ortariffs for 
these monopo[istic T&D activities are set by the re[evant regu[atory authority. 

Loca[Gas Distribution Company: Distribution is the fina[ step in de[ivering natura[ gas to customers. Whi[e 
some [arge industrial, commercial, and electric generation customers receive natura[ gas directly from high 
capacity pipe[ines that carry gas from gas producing basins to areas where gas is consumed, most other 
users receive natura[ gas from their [oca[ gas utility, also called a local distribution company (LDC). LDCs are 
regu[ated uti[ities invo[ved in the de[ivery of natura[ gas to consumers within a specific geographic area. 
Speci fica[[y, LDCs typica[[y transport natura[ gas from de[ivery points [ocated on [arge-diameter pipe[ines 
(that usua[[y operate at fair[y high pressure) to househo[ds and businesses through thousands of mi[es of 
sma[[-diameter distribution pipe (that usua[[y operate at fair[y [ow pressure). LDCs are typica[[y responsib[e 
for bi[[ing customers forgas de[ivery and/orsupp[y, and mosta[so have the responsibi[ityto procure gas for 
at [east some of their customers, although in some markets gas supply to all customers is on a competitive 
basis. These factors distinguish LDCs from gas networks, whose customers are retai[ gas supp[iers and/or 
other natura[ gas companies. The rates or tariffs for these monopo[istic activities are set by the re[evant 
regu[atory authority. 

Integrated Gas Utility: Integrated gas regu[ated uti[ities are regu[ated uti[ities that de[iver gas to a[[ end 
users in a particu[ar service territory by sourcing the commodity; operating transport infrastructure that 
often combines high pressure pipe[ines with [ow pressure distribution systems and, in some cases, gas 
storage, re-gasification or other re[ated faci[ities; and performing othersupp[y-re[ated activities, such as 
customer bi[[ing and metering. The rates ortariffs forthe tota[ity of these activities are set by the re[evant 
regu[atory authority. Many integrated gas uti[ities are nationa[ in scope. 

Combination Utility: Combination uti[ities are those that combine an LDC or Integrated Gas Uti[ity with 
either a vertically integrated utility or a T&D utility. The rates ortariffs forthese monopo[istic activities are 
set by the re[evant regu[atory authority. 
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Regulated Generation Utility: Regulated generation uti[ities (Regu[ated Gencos) are uti[ities that a[most 
exc[usive[y have generation assets, but their activities are genera[[y regu[ated [ike those of vertica[[y 
integrated uti[ities. This typica[[y means that the purchasers o f their output (typica[[y other investor-owned, 
municipa[ or cooperative uti[ities) pay a regu[ated rate based on the tota[ a[[owed costs of the Regu[ated 
Genco, including a return on equity based on a capita[ structure designated by the regu[ator. Companies 
that have been inc[uded in this group inc[ude certain generation companies that are not rate regu[ated in 
the usua[ sense of recovering costs p[us a regu[ated rate of return on either equity or asset value. Instead, we 
have [ooked at a combination of governmenta[ action with respect to setting feed-in tariffs and directives 
on how much generation wi[[ be bui[t (or not bui[t) in combination with a genera[[y high degree of 
government ownership, and we have conc[uded that these companies are current[y best rated underthis 
methodology. Future evo[ution in our view of the operating and/or regu[atory environment of these 
companies cou[d [ead us to conc[ude thatthey may be more appropriate[y rated under a re[ated 
methodology. 19 

Independent System Operator: An Independent System Operator (ISO) is an organization formed in certain 
regional electricity markets to act as the so[e chief coordinator of an e[ectric grid. In the areas where an ISO 
is established, it coordinates, controls and monitors the operation of the electrical powersystem to assure 
thate[ectricsupp[y and demand are ba[anced at a[[times, and, to the extent possible, that e[ectricdemand 
is met with the [owest-cost sources. ISOs seekto assure adequate transmission and generation resources, 
usua[[y by identifying new transmission needs and planning for a generation reserve margin above expected 
peak demand. In regions where generation is competitive, they also seekto estab[ish ru[es that foster a fair 
and open marketplace, and they may conduct price-setting auctions for energy and/or capacity. The 
generation resources that an ISO coordinates may be[ong to vertically integrated utilities or to independent 
power producers. ISOs may not be rate-regu[ated in the traditional sense, but fall under governmenta[ 
oversight. A[[ participants in the regiona[ grid are required to pay a fee ortari ff (often vo[umetric) to the ISO 
that is designed to recover its costs, including costs of investment in systems and equipment needed to 
fu[fi[[ their function. ISOs may be for profit or not-for-profit entities. 

Transmission-Only Utility: Transmission-on[y uti[ities are so[e[y focused on owning and operating 
transmission assets. The transmission [ines these uti[ities own are typica[[y high-vo[tage and a[[ow energy 
producers to transport electric power over [ong distances from where it is generated (or received) to the 
transmission or distribution system of a T&D or vertically integrated utility. Unlike most of the other utilities 
rated under this methodology, transmission-only utilities primarily provide services to other utilities and 
ISOs. Transmission-on[y uti[ities in most parts of the wor[d otherthan the US have typica[[y been rated 
undera different methodology.20 

Utility Holding Company (Utility HoldCo): As detai[ed in Appendix B, regulated e[ectric and gas uti[ities are 
often part of corporate fami[ies under a parent ho[ding company. The operating subsidiaries of Uti[ity 
Ho[dCos are overwhelmingly regu[ated e[ectric and gas uti[ities. 

Hybrid Holding Company (Hybrid Ho[dCo): Some uti[ity fami[ies contain a mix of regu[ated e[ectric and gas 
uti[ities and othertypes of companies, but the regu[ated e[ectricand gas uti[ities representthe majority of 
the consolidated cash flows, assets and debt. The parent company is thus a Hybrid Ho[dCo. 

19 For more information, see our methodology that describes our general approach for assessing unregu[ated utilities and unregu[ated power companies. A link to an 
index of our sector and cross-sector methodologies can be found in the "Moody's Related Publications" section. 

20 For more information, see our methodology that describes our general approach for assessing regulated electric and gas networks. A [inkto an index of our sector 
and cross-sector methodologies can be found in the "Moody's Related Publications" section. 
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Appendix D: Regional and Other Considerations 

Notching Considerations for US First Mortgage Bonds 

In most regions, our approach to notching between di fferent debt c[asses of the same regu[ated uti[ity issuer 
fo[[ows the guidance on notching corporate instrument ratings based on differences in security and priority 
of claim, including a one notch differential between seniorsecured and senior unsecured debt.21 However, in 
most cases we have two notches between the first mortgage bonds and senior unsecured debt of regu[ated 
e[ectric and gas uti[ities in the US. Wider notching differentia[s between debt c[asses may a[so be 
appropriate in specu[ative-grade issuers.22 

First mortgage bond ho[ders in the US genera[[y benefit from a first [ien on most of the fixed assets used to 
provide utility service, including such assets as generating stations, transmission lines, distribution lines, 
switching stations and substations, and gas distribution facilities, as well as a lien on franchise agreements. 
In our view, the critical nature of these assets to the issuers and to the communities they serve has been a 
major factorthat has [ed to very high recovery rates forthis c[ass of debt in situations of default, thereby 
justi fying a two-notch up[ift. The combination o f the breadth o f assets p[edged and the bankruptcy-tested 
recovery experience has been unique to the US. 

In some cases, there is only a one-notch differential between US first mortgage bonds and the senior 
unsecured rating. For instance, this is likely when the p[edged property is not considered critica[ 
infrastructure forthe region, or if the mortgage is materially weakened by carve-outs, lien re[eases orsimi[ar 
creditor-unfriend[y terms. 

Securitization 

The use of securitization, a financing technique utilizing a discrete revenue stream (typically re[ated to 
recovery of specifica[[y defined expenses) that is dedicated to servicing speci ficsecuritization debt, has 
primarily been used inthe US, whereithasbeen pervasive inthepast. Thefirstgenerationofsecuritization 
bonds were primari[y re[ated to recovery of the negative di fference between the market va[ue of utilities' 
generation assets and their book value when certain states switched to competitive electric supp[y markets 
and uti[ities so[d theirgeneration (so-ca[[ed stranded costs). This technique was then used forsignificant 
storm costs (especia[[y hurricanes) and was eventua[[y broadened to inc[ude environmenta[ re[ated 
expenditures, deferred fuel costs, or even deferred misce[[aneous expenses. In its simplest form, a 
securitization isolates and dedicates a stream of cash flow into a separate special purpose entity (SPE). The 
SPE uses that stream of revenue and cash f[ow to provide annua[ debt service forthe securitized debt 
instrument. Securitization is typically underpinned by specific legislation to segregate the securitization 
revenues from the utility's revenues to assure their continued collection, and the details of the enabling 
Legislation may vary from state to state. The utility benefits from the securitization because it receives an 
immediate source of cash (a[though it gives up the opportunity to earn a return on the corresponding asset), 
and ratepayers benefit because the cost o f the securitized debt is [owerthan the utility's cost of debt and 
much [ower than its a[[-in cost of capital, which reduces the revenue requirement associated with the cost 
recovery. 

In the presentation of USsecuritizationdebt in pub[ishedfinancia[ratios, we makeourown assessment of 
the appropriate credit representation but in most cases fo[[ow the accounting in audited statements under 
US Genera[[y Accepted Accounting Principles (GAAP), which in turn considers the terms of enab[ing 

21 A [inkto an indexof our sector and cross-sector methodologies can be found in the "Moody's Related Publications" section. 
22 For more information, see our cross-sector methodology that describes general principles related to loss given default for speculative-grade companies. A link to an 

index of our sector and cross-sector methodologies can be found in the "Moody's Related Publications" section. 
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Legislation. As a result, accounting treatment may vary. In most states, utilities have been required to 
consolidate securitization debt under GAAP, even though it is technically non-recourse. 

In general, we view securitization debt of utilities as being on-credit debt, in part because the rates 
associated with it reduce the utility's headroom to increase rates for other purposes whi[e keeping a[[-in 
rates affordab[e to customers. Thus, where accounting treatment is off ba[ance sheet, we seek to adjust the 
company's ratios by inc[uding the securitization debt and re[ated revenues forourana[ysis. Where the 
securitized debt is on ba[ance sheet, our credit ana[ysis a[so considers the significance of ratios that exc[ude 
securitization debt and re[ated revenues. Since securitization debt amortizes mortgage-style, including it 
makes ratios [ook worse in ear[y years (when most of the revenue co[[ected goes to pay interest) and better 
in [ateryears (when most of the revenue co[[ected goes to pay principa[). 
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Appendix E: Treatment of Power Purchase Agreements ("PPAs") 

A[though many utilities own and operate power stations, some have entered into PPAs to source electricity 
from third parties to satisfy retail demand. The motivation for these PPAs may be one or more of the 
fo[[owing: to outsource operating risks to parties more ski[[ed in powerstation operation, to provide 
certainty of supply, to reduce ba[ance sheet debt, to fix the cost of power, or to comp[y with regu[atory 
mandates regarding powersourcing, including renewab[e portfo[io standards. Whi[e we regard PPAs that 
reduce operating or financial risk as a credit positive, some aspects of PPAs may negatively affect the credit 
of utilities. The most conservative treatment wou[d be to treat a PPA as a debt obligation of the utility as, by 
paying the capacity charge, the uti[ity is effective[y providing the funds to service the debt associated with 
the power station. At the other end of the continuum, the financia[ ob[igations o f the uti[ity cou[d a[so be 
regarded as an ongoing operating cost, with no [ong-term capita[ component recognized. 

Under most PPAs, a uti[ity is ob[iged to pay a capacity charge to the powerstation owner (which may be 
another uti[ity or an I ndependent Power Producer - IPP); this charge typica[[y covers a portion of the I PP's 
fixed costs in re[ation to the poweravai[ab[e to the uti[ity. These fixed payments usua[[y he[p to coverthe 
IPP's debt service and are made irrespective o f whether the uti[ity ca[[s on the IPP to generate and de[iver 
power. When the uti[ity requires generation, a further energy charge, to cover the variab[e costs of the IPP, 
wi[[ a[so typica[[y be paid by the uti[ity. Some othersimi[ar arrangements are characterized as to[[ing 
agreements, or [ong-term supp[y contracts, but most have similar features to PPAs and thus we ana[yze 
them as PPAs. 

PPAs are recognized qualitatively to be a future use of cash whether or not they are 
treated as debt-like obligations in financial ratios 

The starting point of our analysis is the issuer's audited financia[ statements - we consider whetherthe 
utility's accountants determine that the PPA shou[d be treated as a debt equivalent, a capitalized lease, an 
operating lease, or in some other manner. PPAs have a wide variety of operational and financia[ terms, and 
it is our understanding that accountants are required to have a very granu[ar view into the particular 
contractual arrangements in orderto account forthese PPAsincomp[iancewith applicableaccountingru[es 
and standards. However, accounting treatment for PPAs may not be entirely consistent across US GAAP, 
ERS or other accounting frameworks. In addition, we may considerthat factors not incorporated into the 
accounting treatment may be re[evant (which may inc[ude the sca[e of PPA payments, their regu[atory 
treatment including cost recovery mechanisms, or other factors that create financial oroperationa[ risk for 
the utility that is greater, in our estimation, than the benefits received). When the accounting treatment of 
a PPA is a debt or [ease equiva[ent (such that it is reported on the ba[ance sheet, or disc[osed as an 
operating [ease and thus inc[uded in our adjusted debt calculation), we genera[[y do not make adjustments 
to remove the PPA from the ba[ance sheet. 

However, in re[evant circumstances we consider making adjustments that impute a debt equivalent to PPAs 
that are off-ba[ance sheet for accounting purposes. 

Regard[ess of whether we consider that a PPA warrants ordoes not warranttreatment as a debt obligation, 
we assess the tota[ity of the impact of the PPA on the issuer's probabi[ity of de fau[t. Costs of a PPA that 
cannot be recovered in retail rates creates material risk, especially ifthey also cannot be recovered through 
market sa[es of power. 

42 JUNE 23,2017 RATING METHODOLOGY: REGULATED ELECTRIC AND GAS UTILITIES 



SOAH Docket No. 473-21-2606 
PUC Docket No. 52195 

TIEC's lst, Q. No. TIEC 1-2 
Attachment 3 

Page 43 of 47 

ZM',00,-p,Y;5RIIV~EST~R-S,SE~V.1.C.E~ INFRASTRUCTURE 

Additional considerations for PPAs 

PPAs have a wide variety of financial and regu[atory characteristics, and we may treat each particular 
circumstance differently. Factors which determine where on the continuum we treat a particular PPA 
inc[ude the fo[[owing: 

» Risk management: An overarchingprincip[eisthat PPAshave norma[[y been used by utilities as a risk 
managementtoo[ and we recognize that this is the fundamenta[ reason for their existence. Thus, we 
will not automatically pena[ize utilities for entering into contracts forthe purpose of reducing risk 
associated with power price and availability. Rather, we will look at the aggregate commercial position, 
eva[uating the riskto a utility's purchase and supp[y ob[igations. In addition, PPAs are simi[arto other 
[ong-term supp[y contracts used by other industries and theirtreatment shou[d not therefore be 
fundamenta[[y different from that of othercontracts of a simi[ar nature. 

» Pass-through capability: Some uti[ities have the abi[ity to pass through the cost of purchasing power 
under PPAs to their customers. As a result, the utility takes no risk that the costof power is greaterthan 
the retai[ price it wi[[ receive. According[y we regard these PPA ob[igations as operating costs with no 
[ong-term debt-[ike attributes. PPAs with no pass-through abi[ity have a greater risk profi[e for uti[ities. 
In some markets, the abi[ity to pass through costs of a PPA is enshrined in the regu[atory framework, 
and in others can be dictated by market dynamics. As a market becomes more competitive or if 
regu[atory support for cost recovery deteriorates, the abi[ity to pass through costs may decrease and, as 
circumstances change, our treatment of PPA obligations will alter accordingly. 

» Price considerations: The price of power paid by a uti[ity under a PPA can be substantia[[y above or 
be[ow the market price of e[ectricity. A be[ow-market price wi[[ motivate the uti[ity to purchase power 
from the IPP in excess of its retail requirements, and to sell excess electricity in the spot market This 
can be a significant source of cash f[ow forsome utilities. On the other hand, utilities that are 
compe[[ed to pay capacity payments to IPPs when they have no demand for the power or at an above-
market price may su ffer a financia[ burden if they do not get fu[[ recovery in retai[ rates. We wi[[ focus 
particu[ar[y on PPAs that have mark-to-market Losses, which typica[[y indicates that they have a 
materia[ impact on the utility's cash flow. 

» Excess Reserve Capacity: In somejurisdictions, there issubstantia[ reserve capacity and thus a 
significant probabi[ity thatthe e[ectricity avai[ab[e to a uti[ity under PPAs wi[[ not be required bythe 
market. This increases the risk to the uti[ity that capacity payments wi[[ need to be made when there is 
no demand forthe power. We may determine that a[[ of a utility's PPAs represent excess capacity, or 
that a portion of PPAs are needed forthe utility's supp[y ob[igations p[us a norma[ reserve margin, while 
the remaining portion represents excess capacity. In the Latter case, we may impute debt to specific 
PPAs that are excess ortake a proportiona[ approach to a[[ of the utility's PPAs. 

» Risk-sharing: Utilities that own power p[ants bearthe associated operational, fuel procurement and 
other risks. These must be ba[anced against the financia[ and [iquidity risk of contracting for the 
purchase of power undera PPA. We will examine on a case-by case basis the relative credit risk 
associated with PPAs in comparison to plant ownership. 

» Purchase requirements: Some PPAs are structured with either options or requirements to purchase the 
asset atthe end of the PPA term. I f the uti[ity has an economica[[y meaningfu[ requirementto 
purchase, we would most likely consider it to be a debt ob[igation. In most such cases, the ob[igation 
wou[d a[ready receive on-ba[ance sheettreatment under relevant accounting standards. 

» Defau[t provisions: In most cases, the remedies for defau[t under a PPA do not include acceleration of 
amounts due, and in many cases PPAs wou[d not be considered as debt in a bankruptcy scenario and 
cou[d potentia[[y be cancelled. Thus, PPAs may not materia[[y increase Loss Given Defau[t forthe 
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uti[ity. In addition, PPAs are not typica[[y considered debt for cross-defau[t provisions under a utility's 
debt and [iquidity arrangements. However, the existence of non-standard defau[t provisions that are 
debt-[ike wou[d have a [arge impacton ourtreatmentof a PPA. In addition, payments due under PPAs 
are senior unsecured obligations, and any inabi[ity of the uti[ity to make them materia[[y increases 
defau[t risk. 

Each o f these factors wi[[ be considered by our ana[ysts and a decision wi[[ be made as to the importance of 
the PPA to the risk ana[ysis of the uti[ity. 

Methods for estimating a liability amount for PPAs 

According to the weighting and importance o f the PPA to each uti[ity and the [eve[ of disclosure, we may 
approximate a debt ob[igation equiva[ent for PPAs using one or more of the methods discussed be[ow. In 
each case, we look ho[istica[[y atthe PPA's credit impact on the utility, including the abi[ity to pass through 
costs and curtail payments, the materia[ity of the PPA ob[igation to the overa[[ business risk and cash f[ows 
of the utility, operational constraints that the PPA imposes, the maturity of the PPA obligation, the impact 
of purchased power on market-based powersa[es (if any) thatthe utilitywi[[ engagein, and ourview of 
future market conditions and vo[ati[ity. 

» Operating Cost: If a uti[ity enters into a PPA forthe purpose of providing an assured supp[y and there is 
reasonab[e assurance that regulators will allow the costs to be recovered in regu[ated rates, we may 
view the PPA as being most akin to an operating cost. Provided that the accounting treatment forthe 
PPA is, in this circumstance, off-balance sheet, we will most likely make no adjustment to bring the 
ob[igation onto the utility's ba[ance sheet. 

» Annual Obligation x 6: In some situations, the PPA ob[igation may be estimated by mu[tip[ying the 
annua[ payments by a factorofsix (in most cases). This method is sometimes used in the capitalization 
of operating [eases. This method may be used as an approximation where the ana[yst determines that 
the ob[igation issignificant butcannot otherwise be quantified dueto [imited information. 

» Net Present Va[ue: Where the ana[yst has sufficient information, we may add the NPV of the stream of 
PPA payments to the debt ob[igations of the uti[ity. The discount rate used wi[[ be our estimate of the 
cost of capita[ of the uti[ity. 

» Debt Look-Through: In some circumstances, where the debt incurred by the IPP is direct[y re[ated to the 
off-taking utility, there may be reason to a[[ocate the entire debt (or a proportiona[ part re[ated to 
share of power dedicated to the uti[ity) of the IPP to that of the uti[ity. 

» Mark-to-Market: In situations in which we believe thatthe PPA prices exceed the market price and thus 
wi[[ create an ongoing [iabi[ity forthe utility, we may use a net mark-to-market method, in which the 
NPV of the utility's future out-of-the-money net payments wi[[ be added to its tota[ debt ob[igations. 

» Conso[idation: In some instances where the IPP is who[[y dedicated to the utility, it may be appropriate 
to conso[idate the debt and cash f[ows of the IPP with that of the uti[ity. I f the uti[ity purchases on[y a 
portion o f the power from the IPP, then that proportion of debt might be conso[idated with the uti[ity. 

I f we have determined to imputedebttoa PPAforwhichtheaccounting treatment is not on-ba[ance sheet, 
we wit[ in some circumstances use more than one method to estimate the debt equivalent obligations 
imposed by the PPA, and compare resu[ts. If circumstances (inc[uding regu[atory treatment or market 
conditions) change overtime, the approach that is used may a[so vary. 
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Moody's Related Publications 

Credit ratings are primarily determined by sector credit rating methodologies. Certain broad 
methodological considerations (described in one or more cross-sector rating methodologies) may also 
be re[evant to the determination of credit ratings of issuers and instruments. An index of sector and 
cross-sector credit rating methodologies can be found here. 

For data summarizing the historical robustness and predictive power of credit ratings, please click here. 

For further information , please refer to Rating Symbols and Definitions , which is available here . 
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Corporate Rating Criteria 
Master 

Scope 
This Master Criteria report identifies factors that Fitch Ratings considers when assigning issuer 
or instrument ratings. These criteria apply globally to new ratings and the surveillance of 
existing ratings. Not all rating factors in these criteria may apply to each individual rating or 
rating action given the broad range of entities within Fitch's Corporates portfolio. 

Additional criteria reports, including those specific to a sector, a class of liability, a particular 
form of cross-sectorrisk or a particular form of corporate structure, supplement the application 
of these Master Criteria and are available at fitchratings.com. 

Issuer Ratings: An Issuer Default Rating (IDR) is an assessment of a non-financial corporate 
issuer's relative vulnerability to default on financial obligations and is intended to be 
comparable across industrygroups and countries. Issuers maycarry Long-Term and Short-Term 
IDRs. These ratings are related since they are based on an issuer's fundamental credit 
characteristics (see Corporates Short-Term Ratings section on page 8). 

Instrument Ratings: The ratings of individual debt issues incorporate additional information on 
priority of payment and likely recovery in the event of default. Please see Fitch's Corporates 
Notchingand Recovery Ratings Criteria for furtherdetail on how Fitch assigns instrument ratings. 

Key Rating Drivers 
Qualitative and Quantitative Factors: Fitch's corporate ratings reflect qualitative and 
quantitative factors encompassingthe business and financial risks of issuers and theirindividual 
debt issues. 

Key Rating Factors 
Sector risk profile Financial profile 
Country risk • Cashflowand profitability 
Management strategy/governance • Financial structure 
Groupstructure • Financial flexibility 
Business profile 

Source: Fitch Ratings 

Historical and Projected Profile: Projections are developed with a three- to five-year time 
horizon. Combined with typically at least the last three years of operating history and financial 
data, this constitutes one typical economic cycle of the issuer under review. These projections 
are used in a comparative analysis in which Fitch reviews the strength of an issuer's business 
and financial risk profile relative to its industry or rating category peer group. 

Weighting of Factors Varies: The weighting between individual and aggregate qualitative and 
quantitative factors varies between entities in a sector as well as over time. As a general 
guideline, where one factor is significantly weaker than others, this weakest element tends to 
attract a greaterweight in the analysis. 
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Rating Approach 
The Corpomte Rating Criteria provides an umbrella framework which guides our ratings for 
corporate issuers atthe level at which the global diversityand dynamism of thecorporatesector 
can be captured on a common basis. Individual rated corporates may span multiple industry 
categories, some of which are quite small in size and with idiosyncratic characteristics, and will 
also generally face fast-moving, typically unregulated market forces. 
Starting from the range of rating categories most appropriate for a corporate's sector risk 
profile, the analysis of the country risk, operational and financial characteristics of the issuer 
enables rating committees to determine the most appropriate peer group and, informed 
by historical and forecast comparisons, to narrow down the rating outcome to a notch-specific 
level. Corporate issuers with high investment-grade ratings are likely to demonstrate strong 
financial and operational flexibility. Ratings may be capped in sectors that possess greater 
volatility in credit metric performance than others over normal cycles. 

Sector Navigators 
Sector Navigators guide the application of these criteria's concepts on a sector-specific basis. 
However, the Navigator factors are not exhaustive. We supplement the Navigators with a 
Rating Derivation section in our research which explains the positioning of the issuer's rating 
against its peers and/orthe relevant Navigator thresholds, and otherconsiderations that affect 
the rating that are not included in the Sector Navigator. This may include Country Ceiling and 
linked ratings (e.g. government related entities, or parent and subsidiary linkage) 
considerations, for instance. 
An issuer's IDR would normally be expected to lie within the three-notch band centred around 
any reasonable combination of the mid-points of the Navigator's Key Factors. Where this is not 
the case, the difference will be explained in the Rating Derivation section. 

Navigator Selection: Fitch will use the Sector Navigator that bestcaptures the sectorthe issuer 
operates in, allowing a more sector-specific view of these criteria's Key Rating Factors and peer 
comparison. The Generic Navigator may be used if no appropriate sector Navigator exists. If 
issuers straddle several sectors, Fitch may prepare one Navigator for each relevant sector or 
focus on the most dominant sector. 
Non-Application of Navigators: Navigators are unlikely to be used when issuers are assessed 
under certain criteria (e.g. the /nvestment Holding Companies Rating Criteria or National Scale 
Rating Criteria) or where the Navigator factors do not adequately reflect the risk profile of the 
issuer(e.g. an issuerthatstraddles multiple sectors and none aredominant). 
More details on Sector Navigators can be found in Appendix 6. 

Sector-Risk Profile and Country Risk 
Sector-Risk Profile 
Fitch determines an issuer's standalone rating within the context of each issuer's industry 
fundamentals. Industries that are in decline, highly competitive, capital intensive, cyclical or 
volatile are inherentlyriskierthanstable industries with fewcompetitors, high barrierstoentry, 
national dominance, and predictabledemand levels. 
While sectors differ greatly (and issuers can often combine a variety of sectors in their 
operations),the Navigators'sector risk profile provides a typical standalone rating range forthe 
issuers in a varietyof industries. The upper boundaryof the range is not a hard standalone rating 
cap for issuers in the industry. However, an issuer rated higher than the boundary would be 
expected to be a clear positive outlier on most financial and business characteristics. It is 
unlikely that any issuer would be rated on a standalone basis by more than a couple of notches 
above the upper boundaryof the relevant industry. 

Country Risk 
Fitch's assessment of country risk on an issuer's ratings comprises two distinct considerations: 
operating environment (OE); and transfer and convertibility risk ("T&C risk" or "Country 
Ceiling"). 
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Operating Environment 
Every issuer exists within an OE, which is a combination of: 

• Economic Environment: the location of its revenues, income and assets; 

• Financial Access: the funding environment; and 

• Systemic Governance: the systemic governance of its primary location. 

OE operates as an asymmetric consideration in that it will only have an impact on the issuer's 
ratingwhenitisnegative. Companies cansucceed and fail inthe mosthospitableenvironments, 
typically rendering that environment a neutral ratings consideration. However, a higher-risk 
environment can activelyconstrain a company's potential and overall credit profile. 
Inemergingmarketsespecially, the OEcan resultin a lower ratingprofile byonetotwonotches, 
dependingonthe level of challenge posed bythatenvironment. This ratingwould effectively be 
the issuer's underlying rating before any consideration of the Country Ceiling. 

Please refertoAppendix 6 fora more detailed descriptionof our approach tothe OE assessment. 

Transfer and Convertibility Risk 
Fitch's Country Ceilings represent a general constraint on an issuer's foreign-currency ratings 
where the relevant country ceiling is lower than'AAA'. A Country Ceiling can be exceeded in 
certain circumstances, as detailed in the Non-Financial Corporates Exceeding the Country Ceiling 
Rating Criteria. 

Country Ceilings are an assessment of T&C risk, capturing the risk of imposition of exchange 
controls that would prevent or materially impede the private sector's ability to convert local 
currency into foreign currency. Byextension, T&C considerations do not affect local currency 
ratings. See the Country Ceilings Criteria for additional detail. 

Please note that while T&C risk is closely related to sovereign ratings, sovereign ratings do not 
have a direct effect on a corporate issuer's ratings and are not captured in our OE assessment. 
Sovereign ratings capture the likelihood that a sovereign issuer will default and are not a proxy 
of the general financial health of the economy, much less of an industrial section within a given 
country. 
Please refer to Appendix 5 for a description on how Foreign-Currency IDR, Local-Currency IDR, 
OE, Country Ceiling and Sovereign Rating relate to each other. 

Management Strategy and Corporate Governance 
Management Strategy 
Fitch considers the collective management's record in terms of its ability to create a healthy 
business mix, maintain operating efficiency, and strengthen the market position of the issuer. 
Financial performance over time provides a useful measure of management's abilityto execute 
its operational and financial strategies. 
Corporate goals are evaluated centring upon future strategy and past record. Risk tolerance 
and consistency are important elements in the assessment. The historical mode of financing 
acquisitions and internal expansion provides insight into management's risk tolerance. 

Corporate Governance 
Fitch generally focuses on the following governance characteristics: governance structure, 
group structure and financial transparency. 
Corporate governance operates as an asymmetric consideration. Where it is deemed adequate 
or strong, it typically has little or no impact on the issuer's credit ratings. Where a deficiency is 
observed, it may have a negative impact on the rating assigned. 
Appendix 6 indicates governance characteristics that are likely to be credit neutral, or likely to 
be credit negative, puttingdownward pressure on ratings. 
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Governance and Group Structure 
The purpose of assessinggovernance and groupstructure is to assess whetherthe wayeffective 
power within an issuer is distributed prevents (or conversely makes more likely) potential 
problems of a principal-agent nature (for example, management extracting value from the 
shareholders or debtholders for its own benefit) or principal-principal nature (for example, a 
majorityshareholder extracting value from minority shareholders or debtholders). 
Elements to take into consideration are notably the presence of effective controls for ensuring 
sound policies, an effective and independent board of directors, management compensation, 
related-party transactions, integrity of the accounting and audit process, ownership 
concentration and key-person risk. 

Financial Transparency 
Financial transparency indicates how easy it is for investors to be in a position to assess an 
issuer's financialcondition and fundamental risks. High-qualityand timely financial reportingis 
generally considered by Fitch to be indicative of robust governance. Likewise, publishing 
intentionally inaccurate or misleading accountingstatements is symptomatic of deeper flaws in 
an issuer's governance framework. 

The assessment of Group Structure and Financial Transparency also takes into account the 
transparency of the issuer's wider group, particularly when a controlling shareholder exists. An 
'aa' score is viewed as exceptional for these sub-factors and is reserved for extremely simple 
structures combined with exceptionally strong reporting that goes well beyond reporting 
standards. 

Ownership, Support and Group Factors 
Relations Between Group Entities 
Fitch assigns the IDRtothe issuerof debtwhich has operations thatdefine itscreditworthiness. 
Where the issuer is a holding company for the group, operating subsidiaries may be 
substantially funded by the parent, inter-group guarantees may be in place or there may be 
other operational or contractual features that join the group together. Thus the IDR of the 
holdingcompany represents the operations of the group as a whole. 
Where group entities are ring-fenced or have segregated funding, Fitch assesses the group's 
linkages under the Parent and Subsidiary Linkage Rating Criteria, or where the entity is an 
investment holdingcompanythe analytical approach in the Investment Holding Companies Rating 
Criteria is used. 

Whenspecial-purposeentities aredebt-issuance fundingvehicles and have nooperations, Fitch 
typically rates the guaranteed debt of the issuer based on the ratings of the guarantor. A 
guarantee is considered full and worthyof the guaranteed debt beingassigned the ratings of the 
guarantor if it covers 100% of principal payments plus all interest accrued up to the point at 
which all principal payments are paid. 
Where a consolidated approach is not taken - for instance, because of material minority 
interests - Fitch typically considers the sustainability and predictability of the issuer's income 
resources (including group cash pooling and upstreaming of conditional dividends) used to 
service its debt, includingthe creditqualityof the relevantentities and theircontribution tothe 
group's financial profile. Please see Appendix 1. 

Business Profile 
Key rating factors related to the business profile cover a broad range of qualitative business 
risks, tailored to the industry fundamentals for each sector. Commonly observed or expected 
elements for a number of key corporate industries are included in our relevant Sector 
Navigators to provide guidance for the application of the concepts of the Corporate Rating 
Criteria. 

Financial Profile 
The quantitative aspect of Fitch's corporate ratings focuses on an issuer's financial profile and 
its abilityto service its obligations from a combination of internal and external resources. 
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Fitch considers these factors in all the Sector Navigators: Profitability, Financial Flexibility and 
Financial Structure. These are assessed on a forward-looking, through the cycle basis. These are 
discussed in greaterdetail in the sections below. 
Emphasis on Cash Flow Metrics: Fitch's financial analysis attributes substantially more weight 
tocash flow measures of earnings, coverage and Ieveragethanequity-based ratiossuch asdebt-
to-equity and debt-to-capital. The latter rely on book valuations which do not always reflect 
current market values or the ability of the asset base to generate cash flow to service debt. In 
addition, book values are a similarly weaker measure in the analysis of loss given default than 
cash flow-based approaches. 
However, when the repayment of the debt is more likely to come from the sale of assets than 
cash flow generated by operations, in sectors such as property investment companies or 
investment holdings, and the value of the assets is based on sufficiently reliable data, Fitch may 
take into account balance-sheet-based ratios such as loan-to-value (LTV). 

Fitch regards the analysis of trends in a number of ratios as more relevant than any individual 
ratio, which represents only one performance measure at a single point in time. 
Sector-Specific Benchmarks: Credit metrics are not used in a determinate fashion to assign 
ratings as varyingconclusions can be drawn from the same ratio dependingon the sector under 
review. I n its Sector Navigators - Addendum to the Corporate Rating Criteria report, Fitch specifies 
financial ratios consistent with the different rating categories for various sectors on a regional 
or global basis based on factors observed or extrapolated from Fitch's judgment on rated 
Issuers. 

Forward-Looking Through-the-Cycle Approach 
Forecasting Model (COMFORT) 
Corporate forecasting is facilitated by the Corporate Monitoring and Forecasting Model 
(COMFORT).COMFORT is a forecastingmodel with balancesheet, profitand Iossand cash flow 
statement used to project the key ratios in the Corporate Ratings Criteria under a number of 
scenarios as set out in the criteria. 
The model does not employ any statistical modellingtechniques, nor are any standard forecast 
assumptions applied. Its primary purpose is to support Fitch's rating analysis by ensuring the 
key ratios are projected in a globally consistent fashion in order to generate issuer-specific 
financial forecasts in line with Fitch's methodologies for use in rating committees. 

The COMFORT model may not be used for issuers such as investment holding companies or 
when Fitch needs to make significant adjustments to the balance sheet structure (for example, 
when a large portion of the business needs to be deconsolidated or partially de-consolidated), 
in which case forecasts will be produced using a bespoke approach. 

Ratings Case and Stress Scenarios 
Fitch evaluates risks of rated entities and structures under a variety of scenarios to ensure 
rating stability. The ratings-case and stress-case forecasts help to determine the amount of 
headroom in a company's credit ratings and inform the appropriateness of a change in rating 
Outlook. 

Scenarios are developed based on potential risks an issuer mayencounterthrough both ratings 
and stress cases. Financial projections are based on the issuer's current and historical operating 
and financial performances, its strategic orientation and analysis of wider industry trends. The 
macroeconomic backdrop for the ratings case may be supported by Fitch's latest Global 
Economic Outlook commentary and forecasts. 

The ratings case is defined as a set of conservative projections which form the basis of the 
assessmentof the issuer. Ratings-case projections are developed with a three- to five-yeartime 
horizon. Combined with typically at least the last three years of operating history and financial 
data, this constitutes one typical economic cycle of the issuer under review. Fitch believes this 
represents a reasonable time frame for forecasts beyond which projections are less meaningful. 
A stress case, defined as a scenario that may cause the rating to be downgraded by at least one 
notch, is also undertaken. 
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Through-the-Cyde Approach 
In rating cyclical companies, Fitch's forecasts take a view on credit-protection measures and 
profitability "through-the-cycle". The primary challenge in rating a cyclical issuer is deciding 
when a fundamental shift in financial policyor a structural change in the OE has occurred that 
would necessitate a ratingchange. 

The"Rating Through-the-Cycle"chart below illustrates two highlystylised examples. Company 
A suffers through the recession, but is forecast to regain its through-the-cycle profile, 
represented by the dotted line, by the "exit point" 18 to 24 months after the recession trough. 
The dotted line represents (quantitative and qualitative) parameters consistent with a 
particular rating level. 
Company B, on the other hand, suffers more significantlyduringthe recession, and is unable to 
respond as effectively. This may be because of lower rebased ongoing cash-flow expectations, 
or the assumption of significant new leverage to offset cash shortfalls during the recession. It 
may alternatively, or additionally, be the result of a fundamental shift in the business model, 
risks during the recession, or transformational changes in market demand. Company B will 
typicallysee its rating lowered to match a lower credit profile, which would be represented, in a 
stylised manner, by a parallel but lower dotted line illustrating the through-the-cycle profile of 
a lower rating. 

Rating Through the Cycle 
Cycle 8 Co.A L---~CO·B - - -TTC Profile 

'Exit point' Cycle 

4 5 6 7 0 1 2 3 
(Years) 

Source: Fitch Ratings 

Application to Commodity Companies 
In assessingcommoditycompanies'credit rating, Fitch projects future operational performance 
and financial profiles using various assumptions including market-based forward-price 
indications for the near term, and a "mid-cycle commodity price" for the medium-term profile. 
Foroil and gas companies, this is called a pricedeck. Both the market-based and mid-cycle prices 
used by Fitch are conservative in nature and typically below consensus levels during periods of 
rising prices. Conversely, they may remain above market prices during severe market 
downturns where the current market prices are influenced by distorting short-term factors. 

Fitch's market-based and mid-cycle oil and gas price forecasts are not meant to be price forecasts. 
Rather, theyare intended to reflect acorridoroffuture price levels formodellingand ratingpurposes, 
and for evaluating future commodity price expectations from a debtholder's perspective. In 
developing its forward-price assumptions Fitch takes account of industry supply and demand 
fundamentals, marginal producercost levels and investment flows, amongother factors. 

Where commoditycompanies have undertaken capex expansion and these projects have yet to 
come on stream and their profits flow to reduce debt, perhaps just as commodity prices have 
fallen, Fitch's rating sensitivities may quote near-term metrics commensurate with the rating 
acknowledging a trough in commodityprices combined with a temporary higherdebt burden. It 
may also quote a more normal "through-the-cycle" metric to be achieved in the near term. This 
analysis would have already assessed the project's qualities including its timing to completion 
and cost-curve position. 
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Cash Flow and Profitability 
Fitch's analysis focuses on the stability of earnings and continuing cash flow from the issuer's 
major business lines. Sustainableoperatingcash flow supportsthe issuer's abilitytoservice debt 
and finance its operations and capital requirements without the reliance on external funding. 
While earnings form the basis for cash flow, adjustments must be made for such items as non-
cash provisions and contingency reserves, asset write-downs with no effect on cash and one-
time charges. Please refer to Appendix 4 for further detail. 

Financial Structure 
Fitch analyses financial structure to determine an issuer's level of dependence on external 
financing. Several factors are considered to assess the credit implications of an issuer's financial 
leverage, including the nature of its business environment and the principal funds flows from 
operations (see Appendix 4). 

As part of this process, an issuer's level of debt is typically adjusted for a range of off-balance-
sheet liabilities by addingthese tothe total on-balance-sheetdebt level. 
See Appendix 1 for the standard adjustments applicable across corporates. 

Financial Flexibility 
Financial flexibility allows an issuer to meet its debt-service obligations and manage periods of 
volatility without eroding credit quality. The more conservatively capitalised an issuer, the 
greater its financial flexibility. In general, a commitment to maintaining debt within a certain 
range, or relative to cash flow or LTV, allows an issuer to cope better with unexpected events. 

Other factors that contribute to financial flexibility are the ability to revise plans for capital 
spending, strong banking relationships, the degree of access to a range of debt and equity 
markets (domestic or international), committed, long-dated bank lines and the proportion of 
short-term debt in the capital structure. Where relevant, these issues are incorporated in the 
analysis of liquidity. 

Investment-grade companies typically access predominantly unsecured debt. Some asset-
intensive sectors, such as real estate, in certain markets, access secured debt but Fitch's analysis 
assesses the level of unencumbered assets relative to unsecured debt from a financial flexibility, 
cost and recovery perspective, which can affect the entity's I DR and unsecured instrument 
rating. For sub-investment-grade companies, the analytical approach to forms of prior-ranking 
debt is detailed in Corporate Notching and Recovery Ratings Criteria. 

Treatment of Event Risk 
"Event risk" describes the risk of a typically unforeseen event, which, until the event is explicit 
and defined, is excluded from existing ratings. Event risks can be externally triggered, e.g. via a 
change in law, a natural disaster or a hostile takeover bid from another entity, or internally 
triggered, such as a change in policy on capital structure, a major acquisition or a strategic 
restructuring. Merger and acquisition risk has statistically been the single most common event 
risk, and can serve as an example of how event risk may be included or excluded from ratings. 
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Event Risk Example - Treating Merger & Acquisition Risk in Ratings 
Event 

Company announces opportunistic acquisition, 
against previously declared strategyof organic 
growth. 

Rating incorporation 

Event not factored into existing ratings. Event 
typically generates a rating review based on 
materialityand impact, dependingon fundingmix 
and cost. 

Companyannounces opportunisticacquisition, in Event largely factored into existing ratings. Event 
line with previously declared intention to undertake nonetheless generates a rating review to ensure 
sizeable debt-funded acquisitions over three years parametersof current acquisition consistent with 
in the company's current sector. expectations already incorporated in the rating. 
Companyannounces intention to expand through 
acquisitions. Noclear indication of cost or 
anticipated funding mix. 

Source: Fitch Ratings 

Event not factored intoexisting rating. Event 
typicallygenerates a rating review, which may lead 
to Outlookor rating revisions, dependingon Fitch's 
assessment of Iikelytargets, bid sizes, valuations, 
the company's record in funding mixes and leverage 
flexibility. 

Corporates Short-Term Ratings 
The time horizon of short-term ratings does not explicitly relate to the 13 months immediately 
followinga given date. Instead, itrelates tothe continual Iiquidityprofile of the rated entitythat 
would beexpected toendureoverthe timehorizonof the long-term IDR,typicallyone economic 
cycle. Thisapproach places Iessemphasison favourableorunfavourable features of the liquidity 
profile when they are considered temporary. 
Short-term ratings are assigned to obligations whose initial maturity is viewed as short term 
based on marketconvention. This means upto 13 months forcorporates. Short-term ratings are 
linked to long-term ratings according to Fitch's rating correspondence table as liquidity and 
near-term concerns are part of the long-term credit profile review. 

Rating Correspondence Table 
Long-term IDR Short-term IDR 

AAA to AA- Fl+ 
A+ Flor Fl+ 
A FlorF1+ 
A- FlorF2 
BBB+ Fl or F2 
BBB F2 or F3 
BBB- F3 
BB+to B- B 
Ccctoc C 
RD/D RD/D 

Source: Fitch Ratings 

Distinguishing Between Short-Term Ratings 
Fitch's navigators incorporate factors that have specific relevance to short-term risks and 
liquidity. The primarynavigator factoraddressingthese issues isthe Financial Flexibility factor. 

This factor is composed of sub-factors addressing financial policy discipline, liquidity and fixed-
charge/interest coverratios and exposuretocurrency volatility. This Financial Flexibility factor 
will be used to determine the distinction between the "baseline" and "higher" option for short-
term ratings at a cusp, bymeasuringthe degreeto which the factoroutcome (typicallymeasured 
on a lower case'aaa' scale) exceeds the Long-Term IDR. 
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Specifically, the Financial Flexibility factor (mid-point of three-notch band) will need to be 
scored at a level equivalent to the minimum level at which the higher short-term rating would 
always apply, as shown in the tables below. 

Minimum Financial Flexibility Factor Required to Achieve Higher Short-
Term Rating 
Fl+ aa-
Fl a 
F2 bbb+ 

Source: Fitch Ratings 

In deriving the overall Financial Flexibility factor, analysts will give greater weight to the 
Liquidity sub-factor, with the other sub-factors (fixed-charge/interest coverage, financial 
discipline and foreign-exchange exposure) being mainly factored in if they show a material 
weakness. 
Two "control" conditions, also based on navigator factors, would also be required forthe higher 
short-term rating option to be applied: 
• The Financial Structure factor (mid-point of three-notch band), which measures 

leverage and the medium- to long-term capital structure, is not a material weakness for 
the issuer in relation to its IDR. Specifically, the Financial Structure factor level would be 
scored at or above the thresholds below: 

Minimum Financial Structure Factor Required to Achieve Higher Short-
Term Rating 
Fl+ a 

Fl bbb 
F2 bbb-

Source: Fitch Ratings 

• The OE factor (upper-end of rating band) will need to be at least'a-' to ensure that the 
results do not unduly favour Iowly Ievered entities in weaker jurisdictions that by their 
nature would work against achievingthe higher short-term rating outcome. 

Additional consideration will also be given by rating committees to other factors, such as 
corporate governance or other material short-term uncertainties, which could override the 
general ruleset outlined above. 
Where an issuer's long-term ratings are equalised with a parent or sponsor based on our Parent 
and Subsidiary Linkage Rating Criteria or Government-Related Entities Rating Criteria, the short-
term ratings will also be equalised. Where an issuer's rating is supported on a top-down 
nothing basis, the higher of the two short-term rating options will apply, capped at the 
supporting parent's short-term rating level. When an issuer's rating is supported on a bottom-
up nothing basis, the short-term rating option will be chosen on a standalone basis, using the 
rationale outlined above. 

Corporate Credit Opinion Model 
The Corporate Credit Opinion Model (CCOM) produces model-based Credit Opinions 
(MBCOs) that are private, point-in-time, creditdesignations. 

The CCOM uses a quantitative approach for both monitoring previously assigned Credit 
Opinions (COs) and assigning new MBCOs. The CCOM is applied to industrial (i.e. non-financial) 
leveraged finance companies, typically in the mid-market in the US. 

The CCOM is calibrated using a pool of issuers that is representative of those to be evaluated 
using the model, acknowledging the limited dataset available. Specifically, the CCOM captures 
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the relationship between key credit metrics identified by Fitch's leveraged finance team and 
previously assigned ratings and COs, using an ordinal logistic regression model. 

The independent variables used in the model are four basic credit metrics: total leverage; 
average interest; the EBITDA margin; and revenue. The relationship between each of these and 
actual indications assigned is examined,quantified and calibrated against a regional pool for the 
US. For some sectors and in some instances, the model may de-emphasise some variables if 
statistical analysis does not support their inclusion. 
The CCOM also has an integrated overlay of limitations based on analytical rules intended to 
better-represent final committee outcomes with respect to the model output, control potential 
outlier results and impose scale restrictions on ultra-small entities. Specifically, the model 
requires a minimum Fitch-adjusted EBITDAof USD5 million forthe model toapply. 

The reason for the minimum Fitch-adjusted EBITDA level is that Fitch believes that it may not 
be appropriate to assign credit indications, including MBCOs, to entities below a particular size, 
below which entities behave differently to typical corporate debt issuers and therefore fall 
outside broadly common expectations related to liquidity, legal structure and other similar 
considerations. 

The model uses a computation of EBITDA which starts from the borrower's reported, adjusted 
EBITDA but considers similar adjustments to those made under Fitch operating EBITDA (see 
Appendix 4), subject to the informational limitations applied to MBCOs. 

At the committee stage, analysts review the model output in conjunction with a simple liquidity 
ratio calculation (Fitch-defined readily available cash plus available revolver divided by total 
debt with equitycredit) to consider whether a higher or lower CO may be warranted (typically 
by a single-notch adjustment) relative to that suggested by the CCOM model, based on sector 
knowledge, conflicting metric levels or any additional factor deemed relevant. 
While COs derived using the CCOM do not contain forecast data or sensitivity analyses, 
adjustments made to CCOM EBITDA may include forward-looking elements. The model only 
produces results in the'b+*' to'< =ccc+*' range. 
COs derived using the CCOM are used, on a pooled basis, as one input in the determination of 
mid-marketcollateralised Ioanobligation ( CLO) ratings. For moredetailson COs, includingthe 
different informational standards, please see Credit Opinions: Key Differences with Credit Ratings 
(February 2019) and Rating Definitions (June 2020) at www.fitchratings.com. 

Indicative Examples of Key Credit Metric Ranges for MBCO Levels 
Debt/EBITDA leverage Interest coverage Liquidity ratio 

MBCO level (x) (x) (%) 

<=ccc+* >8 <1 <10 
b-* 6.5-8 >1 10-15 
b* 5-6.5 >1 10-15 
b+* <5 >1 >15 

Source: Fitch Ratings 

Information and Limitations 
Accounting 
Fitch's rating process is not an audit of an issuer's financial statements. However, the issuer's 
choice of accounting policies may inform Fitch's opinion on the extent to which an issuer's 
financial statements reflect its financial performance. 
Since differentaccountingstandardscan affectthe presentation of an issuer's financial position, 
Fitch may adjust figures as part of the rating process to enhance the comparability of financial 
information across the peer group, including where different accounting standards are used. 
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The general principle Fitch applies in its adjustments is to get back to measurements of cash: 
cash balances, cash flow and cash needs. 
Fitch typically uses audited accounts that are prepared according to either International 
Financial Reporting Standards (IFRS) or US Generally Accepted Accounting Principles (US 
GAAP). If such statements are not available, Fitch will use accounts in local GAAP, other 
statements provided and management comments to make appropriate adjustments for 
comparative analysis, provided the qualityof the auditors or other reviewing parties employed 
and disclosure is adequate. 
Data adjustments performed by Fitch, while standardised as far as possible, will still contain 
differences between issuers, and for the same issuer over time, generated by differences in 
accounting framework, issuer financial and accounting policy choices, audit advice to issuers 
and national and regional variations in accounting and reporting practice. 
The standardised financial adjustments performed by Fitch analysts typically require varying 
levels of ancillary disclosure and/or subjective estimates. Such ancillary disclosure may be 
insufficient, either in absolute terms, or reliably over the course of an issuer's ongoing 
disclosure, for Fitch to applystandardised adjustments. Fitch works with audited and unaudited 
financial statements, issuer projections and Fitch-prepared projections, all of which represent 
aggregated data points embedding varyingdegrees of approximation. 
In preparing the agency's forecasts, Fitch further aggregates a number of financial data points to 
produce summary projections that are comparable with those derived from historical statements. 
These projections thus unavoidablycontain further informational compressionthrough aggregation. 

Data Sources 
Key assumptions underlying these criteria are developed by the analysis of data on corporates 
and their vulnerabilitytocreditrisk.This includesthe analysis of the keyratingdrivers and their 
performance over prolonged periods, analytical conclusions drawn from financial reports, 
public and private sector information, and analytical information received from issuers and 
other market participants. Assumptions are derived from experienced analytical judgement 
using such information. 
For OE specifically , we derive the Viability Rating ( VR ) BSI scores from the latest Macro 
Prudential Risk Monitor report. 

Information Usage by Fitch 
The primary source of information for ratings is the public information disclosed by the issuer, 
including its audited financial statements, strategic objectives, and investor presentations. 
Other information reviewed includes peer group data, sector and regulatory analyses, and 
forward-looking assumptions on the issuer or its industry. 
The exact composition of data required to assign and maintain ratings will vary over time. 
Amongst other factors, this reflects that: 

• the operational and financial profiles of rated issuers evolve constantly and this 
evolution mayrequire greateror Iesseremphasison specificinformation elements in the 
ratingcalculus; 

• different and fresh challenges from macroeconomic, financing or other environmental 
factors will arise for rated issuers over time, which in turn each require greater or lesser 
emphasis on specific information elements. 

Fitch's own ratingcriteria will evolve over time, and with them, the relative emphasis placed on 
specific elements. In most cases, the public disclosure of a major capital markets issuer should 
be sufficient for Fitch to assign a rating. Nonetheless, where the information falls below an 
acceptable level, for any reason, Fitch will withdraw any affected ratings. 

Direct participation from the issuer can add information to the process. The level, quality and 
relevance of direct participation itself, however, varies between issuers, and also may vary for 
each individual issuerovertime. Formoredetail on thetopicof issuerparticipation in the rating 
process and how this iscommunicated to ratingusers,seethe RatingSolicitationand Participation 
Disclosure Policy at www.fitchratings.com/ethics. 
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Information levels generally show a stronger relationship to geography than to the level of the 
issuer's direct participation in the rating process. In high-disclosure jurisdictions, the sum of 
public information alone for an entity providing limited non-public information to Fitch will 
often exceed the sum of public and non-public information for other issuers in low-disclosure 
jurisdictions who participate fully in the rating process. Where the aggregate information falls 
below an acceptable level for any reason, Fitch will withdraw any affected ratings. 

Fitch's analysis of the issuer's record will include consideration of some or all of: 

• three ormore years'audited financial statements; 
• three or more years' operational data regarding the underlying assets and business of 

the group; 

• pro forma financial statements, which are often subject to some form of third-party 
review; 

• when key assets are at a relatively earlystage of operation, an expert assessment of the 
operations of these specific assets in an established sector including financial results. 

Whether the information available is sufficient and robust enough to allow a rating to be 
assigned is a decision for a ratingcommittee. 

Rating Assumption Sensitivity 
Ratings are sensitive to assumptions about the following factors: industry risk, OE, company 
profile, management strategy/governance, group structure, cash flow and earnings, capital 
structure and financial flexibility. 
Fitch's opinions are forward looking and include Fitch's views of future performance. Non-
financial corporate ratings are subject to positive or negative adjustment based on actual or 
projected financial and operational performance. The list below includes a non-exhaustive list 
of the primary sensitivities that can influence the ratings and/or Outlook. 

Industry Risk: Changes in long-term growth prospects, competitive intensity and volatility of the 
relevant industry resulting from social, demographic, regulatory and technological developments. 
Country Risk: Deterioration in an issuer OE due to weakening of the general economic 
environment, financial market health and systemic governance in the countries where the 
issuer is operating as well as possible imposition of foreign-exchange controls. 

Business Risk: Developments in an issuer's abilityto withstand competitive pressures as shown 
in its position in key markets, its diversification, its level of product dominance, its ability to 
influence price and its operating efficiency. 
Financial Risk: Changes in an issuer's financial profile either due to the impact of operational 
developments, the issuer's management financial policy or the availability of funding in a case 
of marketdisruption potentially Ieadingto liquidity pressures. 

Limitations of Corporate Rating Criteria 
Ratings, including Rating Watches and Outlooks, assigned by Fitch are subjecttothe limitations 
specified in Fitch's Ratings Definitions and available at 
https://www.fitchratings.com/site/definitions. 

Variations from Criteria 
Fitch's criteria are designed to be used in conjunction with experienced analytical judgment 
exercised through a committee process. The combination of transparent criteria, analytical 
judgment applied on a transaction-by-transaction or issuer-by-issuer basis, and full disclosure 
via rating commentarystrengthens Fitch's rating process while assisting market participants in 
understandingthe analysis behind ourratings. 
A rating committee may adjust the application of these criteria to reflect the risks of a specific 
transaction or entity. Such adjustments are called variations. All variations will be disclosed in 
the respective Rating Action Commentaries, including their impact on the rating where 
appropriate. 
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A variation can be approved by a ratings committee where the risk, feature, or other factor 
relevanttotheassignmentof a ratingand themethodologyapplied toitare both included within 
the scope of the criteria, but where the analysis described in the criteria requires modification 
to address factors specific to the particular transaction or entity. 

Criteria Disclosure 
The following elements are included in Fitch's Rating Action Commentary and issuer research 
reports. 
• A Rating Derivation section which explains the positioning of the issuer's rating against 

its peers and/or the Navigator thresholds, and describes additional considerations 
impacting the rating not included in the Navigator. These include in particular cross-
sector criteria considerations such as the Country Ceiling or the impact of Parent-
Subsidiary relationships. Ratings that fall out outside the three-notch band centred 
around any reasonable combination of the mid-points of the Navigator's Key Factors will 
be explained in this section. 

• The choice of the lease multiple used if it deviates materially from the conventional 
multiples described in Appendix 1. 

• A description of those factors most relevant to the individual rating action. 
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Appendix 1: Main Analytical Adjustments 
Fitch encourages an analytical climate where financial statements are regarded as a source 
material, providing broad indications of the financial position, rather than as a comprehensive 
register of immutable facts. The limitations of the source material - corporate group financial 
statements - are many and varied. 
For example, it is not unusual for major groups to be composed of hundreds of legal entities. 
Financial statements present a high-level consolidated picture, but material differences will 
exist in the precise financial position - income, expense, obligations and cash-generating ability 
- of different legal entities within a consolidated group, which may be swept up and masked by 
the process of accounting consolidation. 
Similarly, the apparently smooth and orderly sequential flow of the published income and cash 
flow does not reflect an actual linear flow of payments through a company's hands or a legal 
waterfall of priorities, but rather aggregates a theoretical flow. In practice, the company does 
not write a cheque for its entire annual operating expenditure, followed the next month by 
one amount for its annual interest bill, followed by one instalment for its tax bill, followed only 
then by one payment for its annual capital expenditure (capex) bill and so on. 
Furthermore, financial statements present only a snapshot of assets and liabilities and are 
subject to often very broad and subjective decisions on accountingtreatments. 
Reflecting the aggregated and approximate nature of the source data, Fitch applies a series of 
common adjustments, outlined below. 
Adjustments that are not material to the credit analysis do not have to be made. 

1. Leases 
Analytical Approach 
Lease accounting standards IFRS 16 and ASC 842, both effective for accounting periods 
beginning 1 January 2019 ("the New Standards") marked a significant change in lease 
accounting. The rationale for the approach taken below has been outlined in our report 
Exposure Draft: Leases Rating Criteria. 

Approach is Accounting Treatment-Neutral Regardless of Accounting Standards 

We expect ratings to be globally consistent and credit metrics comparable across geographies. 
We seek to provide globally comparable credit metrics by bridgingdifferences in US GAAP and 
IFRS financial statement accounting; rebasing income statements and cash-flow metrics to be 
consistent globally; adopting consistent lease terms and costs based on asset life rather than 
lease length; and excluding capitalised leases from debt for many sectors. 

Lease Costs are Treated as an Operating Expense 

The New Standards diverge in the treatment of lease costs in the income and cash flow 
statements. IFRS 16 treats all leases much as finance (aka capital) leases are accounted for 
today. In the income statement, costs are reported as depreciation of a leased asset and interest 
cost on the lease liability. In the cash flow statement, principal and interest payments related to 
the lease Iiabilityareshown.While IFRS affordssome flexibilityinclassificationof interestcosts 
(operating or financing cash flows), we expect both to be most frequently classified under 
financing activities. 
In contrast to IFRS, US GAAP continues previous accounting in the income and cash flow 
statements, maintaining separate disclosure between finance leases and operating leases, and 
treatingoperating lease costs as an expense in both statements. 
Fitch addresses these differences by making adjustments to reclassify any lease costs reported 
under depreciation and interest as operating costs in the income statement or operating cash 
outflow in the cash flow statement. This reclassification also applies to finance lease-related 
costs and cash flows reported under US GAAP, to achieve global consistency. EBITDA and FFO 
will be lower compared with reported figures as a result. 
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Leases Are Not Classified as Debt in Most Sectors 

Fitch does notclassifylease liabilities, including finance lease liabilities under US GAAP, asdebt 
in anysector otherthan airlines and shipping. In all othersectors, these liabilities areclassified 
as'other liabilities' rather than debt. 
In most sectors, we focus on credit metrics with no lease adjustment. 

Fora minorityofsectors in whichthe lease/buydecision isacorefinancial decision, we focuson lease-
adjusted Ieveragemetrics,which includea lease-equivalentdebtbased on amultipleof rentexpense. 

Sector Navigators and their corresponding lease treatments are summarised below: 

Multiple (8x rent) As reported amount 
(IFRS16/ASC842) 

Opex (lease debt excluded from total leverage) 

Generic 
Food Retail 
Non-Food Retail 
Hotels 
Restaurant Companies 
Gaming 

Airlines Aerospace & Defense 
Shipping Alcoholic Beverages 
Generic APAC Property/REITS 
(Transportation only) Asia-Pacific Regulated Network Utilities 

Asia-Pacific Utilities 
Australian Regulated Network Utilities 
Auto Suppliers 
Automotive Manufacturers 
Building Materials 
Building Products 
Business Services (Data & Processing) 
Business Services (General) 
Chemicals 
Chinese Homebuilders 
Commodity Processingand Trading Companies 
Consumer Products 
Diversified Industrials and Capital Goods 
EMEA Real Estate and Property 
EMEA Regulated Networks 
EMEA Utilities 
Engineeringand Construction 
Generic 
Latin America Utilities 
Latin America Real Estate 
Media 
Medical Devices, Diagnostic and Products 
Midstream, Pipelines and Master Limited 
Partnerships 
Mining 
Non-Alcoholic Beverages 
Oil & Gas Production Companies 
Oil Refiningand Marketing 
Oilfield Services 
Packaged Food 
Pharmaceuticals 
Protein 
Steel 
Technology 
Telecommunications 
Tobacco Companies 
U.S. Utilities, Power and Gas 
U.S. Equity REITsand REOCs 
U.S. Healthcare Providers 
U.S. Homebuilders 

Source: Fitch Ratings 

Given the wide variability in companies that may use the Generic Navigator, issuers that fall 
under this Sector Navigator have the option of usingeither the multiple or opex approach. The 
approach taken will depend on the degree of reliance on real estate. If the issuer is heavily 
relianton real estate and it forms acoreelementof itsoperations, the multiple approach is likely 
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to be more appropriate. The choice of approach and rationale will be detailed in Fitch's reports 
on the issuer. 
Many issuers have characteristics that straddle different navigators. Where appropriate to the 
issuer's business model, Fitch may present additional ratios to supplement the core approach 
outlined above. For example, a cinema chain, which we would classify as a media company, is 
Iikelyto have real-estate rentals as a major cost and important part of the business model. Here 
we would supplement the core unadjusted credit metrics comparable with other media credits 
with lease-adjusted metrics to allow fuller comparison with retail peers which may also be 
relevant. 
Summary Adjustments 

The tables below summarise the adjustments we make to financial statements for issuers 
reporting under the New Standards. 

IFRSAdjustments 
Line item Treatment 
Balance sheet 
Right of use assets Noadjustment to balance sheet. 
Lease Liabilities Noadjustment to balance sheet, classifyas other liabilities not debt. 
Income statement 
Depreciation of right of use assets Reclassify as lease expense. 
(a) 
Interest on lease liabilities (b) 
Cash flow statement 

Reclassify as lease expense. 

Payment of principal element of Reclassify an amount equal to (a) as cash operating lease costs (a 
lease liabilities (financingcash reduction in operatingcash flows). 
flows) 
Interest paid on lease liabilities Reclassifyan amount equal to (b) tocash operating lease expense (a 

reduction in operatingcash flows).a 
Credit metrics 
For sectors in which lease Compute lease-equivalent debt as (a + b) multiplied bya multiple 
adjustments are still considered (default 8x) and add to debt in lease-adjusted ratios. For transport 
relevant substitute with I FRS 16/ASC 842 lease liabilities. 
For all sectors, if relevant per Compute FFO interest coverage and FFO fixed-charge coverage 
sector Navigator with (a+b) classified as a fixed cost. 
' Unless already classified as an operatingcash outflow. 
Source: Fitch Ratings 

US GAAP Adjustments 
Line item 
Balance sheet 
Right of use assets 
Lease liabilities 
Income statement 

Treatment 

No adjustment to balance sheet. 
No adjustment to balance sheet. Do not classify as debt. 

Depreciation of finance lease 
assets (a) 
Interest on finance lease 
Liabilities (b) 
Operating lease charge (c) 
Cash flow statement 

Reclassifyas lease expense. 

Reclassifyas lease expense. 

Unchanged (total lease expense =a+b+c). 

Payment of principal element of Reclassifyan amountequal to (a) ascash lease costs (a reduction in 
finance lease liabilities (financing operating cash flows). 
cash flows 



SOAH Docket No. 473-21-2606 
PUC Docket No. 52195 

TIEC's lst, Q. No. TIEC 1-2 
Attachment 4 
Page 17 of 73 

US GAAP Adjustments (Cont.) 
Line item Treatment 
Interest paid on finance lease 
liabilities 

Cash payments in respect of 
operating leases 
Credit Metrics 

US GAAP default is to classifyas operatingcash outflows. If so, no 
adjustment; otherwise reclassify an amount equal to (b) as cash lease 
cost (a reduction in operatingcash flows). 
No change. 

For sectors in which lease Compute lease-equivalent debt as (a +b+c) multiplied by a multiple 
adjustments are still considered (default 8x) and add to debt in lease-adjusted ratios. For transport 
relevant substitute with IFRS 16/ASC 842 lease liabilities. 
For all sectors, if relevant per Compute FFO interest coverage and FFO fixed-charge coverage 
sector navigator with (a+b+c) classified as a fixed cost. 
Source: Fitch Ratings 

Pleasesee pages 21 and 22 for worked examples of Fitch's adjustments to IFRS16 and US GAAP 
reporting. 
Lease Capitalisation Sectors Other than Transport 

For sectors in where we consider leases to be a core financing decision, such as those relying 
heavilyon real estate, we capitalise usinga multiple approach based on standard asset lives and 
discount rate assumptions. This contrasts with the New Standards, which base capitalisation on 
lease terms that can vary dramatically across geographies and entities, leading to a loss of 
comparability between entities that we would considersimilar. 
We will use the income statement charge (depreciation of leased assets + interest on leased 
liabilities + operating lease charge (US GAAP)) as the basis of our rent-multiple adjustment. 

Fitch capitalises this number, hereafter referred to as the "lease charge", using a multiple to 
create a debt-equivalent. This represents the estimated funding level for a hypothetical 
purchase of the leased asset. Even when the asset may have a shorter lease financing structure, 
Fitch's debt-equivalent assumes a purchase of the asset for its full economic life. This enables a 
broad comparison between rated entities that incur debt to finance an operational asset and 
those that have leased it. 
The standard 8x multiple is appropriate for assets with a Iongeconomic life, such as property, in 
an average interest-rate environment (6% cost of funding for the corporate). The multiple can 
be adapted to reflect the nature of the leased assets: lower multiples for assets with a shorter 
economic life, and mostly in emerging markets, to reflect sharply different interest-rate 
environments in the countries concerned. Fitch may vary the multiple when there is a strong 
reason to believe that a higher or lower multiple is more appropriate for an individual issuer, 
market sector, or country. The choice of the multiple used, if the result of its use deviates 
materially from the conventional multiples derived from the two tables on the following pages, 
will be noted in Fitch's research on the issuer. 

Relevant Multiple (x) Per Interest-Rate Environment and the Leased 
Asset's Remaining Useful Life 

Leased 
Leased asset's Interest rate environment (%) asset's remaining 

economic life useful life 10 8 6 4 2 
50 25 7.1 8.3 10.0 12.5 16.7 
30 15 6.0 6.8 7.9 9.4 11.5 
15 7 . 5 4 . 3 4 . 7 5 . 2 5 . 8 6 . 5 

6 3 2.3 2.4 2.5 2.7 2.8 

Source: Fitch Ratings 
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We do not hold periodic minor resets of derived thresholds to add value to our analysis. 
Although today's interest rates are low in various developed markets, manycompanies' existing 
long-dated leases were incurred during periods of "normal" or higherthantoday's interestrates. 
Since companies have a steady stream of amortising lease profiles, more recent interest-rate 
changes have not translated into lower lease charges. 
Fitch however differentiates and reviews periodically the multiple used in countries where 
interest rates are significantly higher or lower that in the reference OECD countries such as 
Germany, the US, France, Italy or the UK where the 10-year government bond yield median 
overthe 2003-2018 period ranged typically between 3.5% and 4.5%, which after addingthe risk 
premium for a good-quality corporate risk is broadly consistent with the 6% interest rate 
environment used for defining the lease multiples. 
For countries, such as Japan, where the median 10-year government bond yield is closer to 1%, 
a 9x multiple is more appropriate. At the opposite end, in countries such as South Africa or 
Russia where the median 10-year government bond yield is above 8%, a multiple of 6x should 
be used. For issuers with a multinational assets base, Fitch may use a blended approach 
depending on which countries leased assets are located. If this level of detail is unavailable or 
Fitch is aware that the country-specific multiple is not appropriate (for example, when leases 
are denominated in hard currencies), Fitch may either use the standard 8x multiple or take the 
multiple of the most relevant country for the issuers if one dominant country of operations can 
be defined. 
Where there is evidence for a class of asset that a company's borrowing costs to acquire the 
asset would be more reflective of global than local financing costs, both in the same currency, 
Fitch may use an 8x multiple in jurisdictions where a different multiple is the norm for leased 
financings. Examples of such assetclasses include aircraftand ships, which are typically financed 
in US dollars in global and local markets. Rating committees will evaluate this case by case and 
relevant evidence may include consideration of interest rate costs (including Iessee premiums) 
implicit in operatingor finance leases and absolute lease payments. 

Country-Specific Lease Standarda Capitalisation Multiples 
8x multiple 
APAC 
Malaysia, Thailand, China/Hong 
Kong, South Korea 

Americas 
Bolivia, Canada, El Salvador, 
Guatemala, Panama, US 

EMEA 
Belgium, Cyprus, Czech Republic, 
Denmark, Finland, France, Germany, 
Ireland, Italy, Lithuania, Netherlands, 
Norway, Portugal, Saudi Arabia, 
Slovakia, Slovenia, Spain, Sweden, 
UK 

7x multiple 

Australia, New 
Zealand 

Argentina, Chile, 
Peru, Venezuela 

Bulgaria, Greece, 
Hungary, Poland, 
Romania, Serbia 

6x multiple 

India, Philippines, Sri 
Lanka, Vietnam 

Dominican Republic, 
Mexico 

Azerbaijan, Georgia, Iran, 
Kazakhstan, Moldova, 
Namibia, Russia, South 
Africa 

Other multiples 

Indonesia: 5x 
Japan:9x 
Singapore: 9x 
Taiwan: 9x 

Brazil: 5x 
Colombia: 5x 
Costa Rica: 4x 

Switzerland: 9x 
Luxembourg: 9x 
Turkey: 5x 
Ukraine: 5x 
Belarus: 5x 

• Standard refersto the multipleapplied to assets with a 15-year average remaininglife 
Source: Fitch Ratings 

When Notto Capitalise 

Even for sectors in which Fitch considers the capitalisation of leases to be relevant, we can also 
choose not to capitalise certain leases, acknowledging cases where a lease has more the 
character of an operating cost rather than a payment under a longer-term funding structure. 
Fitch would consider not capitalising lease commitments in the following cases: 
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• Leased assets that have a short average remaining useful life of five years or less 
(implying a multiple of 3.0x to 3.5x). Since rated entities are usually leveraged above 3x, 
it makes little difference if these types of leased assets are included. 

• Leased assets that are linked to a specific concession or contract with a finite term, 
where the lease obligations on bespoke assets co-terminate with completion or expiry 
of the contract. 

• The rated entity has no choice but to lease fixed assets owned or managed by third 
parties (airport terminals, national infrastructure access, other "regulated" shared 
services). This is not intended to capture situations where issuers have spun off assets 
into separately traded entities, as for example, with TMT companies and their tower 
masts. This exception tocapitalise lease payments is meant to capture situations where 
the purchasingof the asset is not an option for sector participants. 

• Where the company has demonstrably been able to manage its lease costs to match the 
stageof the businesscycle, making lease payments more akintoa variableoperatingcost 
ratherthan a long-term financial commitment. This may also lead tothe capitalisation of 
a lower, base level of operating lease expenses when the rentals above that level have 
proved to be flexibly managed across the cycle. 

Airlines and Other Transportation Sectors 

For transport (primarily airlines, buses, shipping), we deviate from the multiple approach and 
use IFRS 16/ASC 842 reported lease liabilities as our lease adjustment to reflect the unique 
features of the leasing model for these sectors. 
We believe the New Standards provide the most appropriate measure in this sector because: 

• The aircraft and shipping markets are global and do not have the regional lease length 
variations we see in other sectors, such as real estate; 

• We believe the opportunity to recast lease contracts as service contracts is limited, 
given the highly developed financing sector backing aircraft and other transport asset 
leasing; 

• Manytransport companies make frequentuseof finance leases, often consistingof non-
linear paymentterms and/or purchase options, and which are often activelymanaged. In 
these circumstances, there is unlikely to be enough data in the public domain to 
determine an appropriate multiple to reflect these nuances, potentially leading to 
misleadingcomparisons. The NewStandards allowthis complexityto be incorporated in 
a consistent manner; 

• Publicly available global databases exist that provide basic ownership and Ieasingdata 
on an aircraft-by-aircraft basis in this sector. This will allow us to take into account any 
major distortions caused by lease length variations, due perhaps to a very young and 
growing fleet, and reflect these in our rating triggers, if appropriate. 

Other Analytical Considerations 

Leases with Variable Components 

Underthe New Standards, companies are required tocapitalise variable lease payments linked 
to inflation or an index (LIBOR, other interest rates) but can exclude payments tied to sales or 
other operational metrics that can vary across companies based on the stage of business cycle. 
Toavoid anylossof comparability, we, bydefault,treatall variable Ieasecosts as partof the total 
lease charge. 

However, when disclosure is both sufficient and reliably consistent, we may reflect the 
additional flexibilityprovided bythe variablecomponent bydiscountingthe rental amountused 
in the computation of the debt equivalent, when this adjustment is made. 
Short-Term Leases 

We exclude short-term lease costs from the calculation of the lease-equivalent debt. Short-
term leases are defined as any leases with a term of 12 months or less or leases ending within 
12 months of date of first implementation of New Standards. 
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Cash Flow Metrics 

In response tothecomplexities introduced bythe New Standards, we introduced two additional 
cash-flow-based metrics defined as: [CFO-capex] divided by gross debt and [CFO-capex] 
divided by net debt. There are several benefits the use of these metrics: 

• All non-discretionary asset costs are accounted for in this measure, be they lease costs, 
services, or maintenance capex; 

• The metrics are a good complementto EBITDA/FFO margin metrics, as they account for 
the recurringcapex and associated funding needed to maintain a certain level of market 
positioning and profitability; 

• They remove the noise of shareholder capital allocation (mainly common dividends) to 
assess the true financial flexibility/capacity available to a company to repay all of its 
debt, absent external pressures. 

The importance and use of these ratios vary due to capex patterns intrinsic to each sector. The 
new ratios are most directly relevant for sectors, such as telecommunications or industrials, in 
which companies tend to have relatively steady capex, but carry less analytical significance for 
utilities, natural resources, gaming, or airlines sectors, where capex is typicallymore volatile and 
growth-oriented. When relevant to the individual sector, the new ratios are shown in the 
Ratings Navigator. 

Worked Examples 
Company A: Adjusting IFRS 16 to Fitch's Proposed Lease Treatment (P&L & Cashflow 
Statement) 

Company A Lease Assumptions (EURm): 

• P&L lease operating costs old IFRS: 170 (linear amortisation) 

• P&L lease operating costs new IFRS: 190 (non-linear interest drives higherexpense) 

• Total cash outflow leases: 170 (on a cash basis, total payment does not change under 
newstandard) 

• Although cash outflow is lower than P&L, for illustrative purposes, we have assumed 
cash and P&L rent payments are the same (190) 

• In reality, under IFRS 16, lease expense amount is unlikely to be exactly the same as 
previously due to the effect of linear depreciation and non-linear interest. In this 
example, old lease expense is 170 but 190 (110+80) under new IFRS 

• Cash interest paid for all lease obligations: 80 (classified in cash flow from financing for 
illustrative purposes) 

• Cash repayment of principal for lease obligations: 110 
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Fitch Adjustments - IFRS 
YE18 new Fitch lease YE18 

(EURm) IFRS adjusted adjusted 
Revenue 1,000 - 1,000 

COGS 0 - 0 

SG&A -160 -190 -350 .: » 
D&A Leases -110 110 0 

Other D&A -260 - -260 

Total D&A -370 110 -260 ~ 

EBIT 470 -80 390 ~ 

Interest expense associated with leases -80 80 0 

Other interest expense -90 - -90 ~ 
Total interest expense -170 80 -90 

EBT 300 - 300 

EBITDA 840 -190 650 * 

EBITDAR 840 - 840 <~> 
Cash flow statement 

EBITDA 840 -190 650 ~ 

Cash interest -90 - -90 

Cashtax 0 - 0 

Other items 0 - 0 

FFO 750 -190 560 ~ 

CWC 10 - 10 

CFO 760 - 570 ~ 

Cash flows from investingactivities -325 - -325 

Principal portion of lease expense -110 110 0 

Interest portion of lease expense -80 80 0 

Other cash flows from financing activities -200 - -200 

Cash flows from financing activities -390 -200 fp 
Net decrease (-)/increase (+) in cash 45 - 45 ~ 

Source: Fitch Ratings 

Company B: Adjusting FASB 842 (new US GAAP) to Fitch's Proposed Lease Treatment (P&L 
& Cash Flow Statement) 
In this case, accounting treatment remains the same under FASB 842, and companies continue 
to maintain separate disclosure in financial statements of operating lease expense and finance 
capital lease) lease expense. To achieve global comparability in credit metrics, we will adjust to 
treat finance lease as an operatingexpense (no longer a split D&A and interest). 

Assumptions: 

• Operating lease expense: USD40 

• Finance lease depreciation & amortisation: USD20 

• Finance lease interest: USD15 

• Total adjusted rent expense under new lease treatment: USD75 

• Finance lease excluded from reported debt in balance sheet 
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Fitch Adjustments - US GAAP 
2019 new Fitch lease 2019 

(USDm) USGAAP adjusted adjusted 

Revenue 500 500 

COGS 0 0 

SG&A (excluding lease) -160 -35 -195 * 
Operating lease expense -40 -40 

D&A (excluding finance lease) -80 -80 

D&A finance lease -20 20 

EBIT 200 -15 185 ~ 

Interest expense associated with finance lease -15 15 o 0 
Other interest expense -90 -90 

Total interest expense -105 15 -90 ~ 

EBT 95 - 95 ~~> 

EBITDA 300 -35 265 ~ 

EBITDAR 340 340 <~> 
Cash flow statement 

EBITDA 300 -35 265 

Cash interest (including finance lease) -105 15 -90 

Cash tax -20 -20 

FFO 175 155 ~ 

CFO 175 -20 155 

Cash flows from investingactivities -50 -50 

Repayment of finance lease liability -20 20 -

Cash flows from financing activities -20 20 - tf 
Net decrease (-)/increase (+) in cash 105 - 105 <~> 
Source: Fitch Ratings 

2. Hybrids 
Analytical Approach 
For more details, see Corporate Hybrids Treatment and Notching Criteria. 

The Corporate Hybrids Treatment and Notching Criteria are directed at hybrids purchased by 
unaffiliated investors that are expected to exercise all available remedies. It does not apply to 
holding-company (HoldCo) payment-in-kind (PIK) notes or shareholder loans that: 

• are issued at a HoldCo level outside a restricted group (i.e. where cash flow is controlled 
within a group of companies) or, 

• are held by affiliated investors (e.g. the private equity sponsor in a leveraged buyout, or 
"LBO", transaction) whose economic and strategic interests are expected to remain 
aligned with those of common equityholders. 

See HoldCo P/Kand Shareholder Loans on page 31 for the treatment of these instruments. 
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3. Pensions 
Analytical Approach 
Defined-benefit (DB) pension scheme deficits are financial obligations, but due to their long-
term nature and uncertain timing and amount are not viewed by Fitch as a debt obligation for 
the purpose of computing its standard leverage metrics. Instead, our focus is on the cash flow 
implications of pension arrangements. 
Where pension schemes are significant to a company, Fitch reflects the impact of such schemes 
primarilyin its cash-flow modelling. If itisdetermined that a pension scheme could be material 
to the ratings analysis, analysts investigate the scheme further to ascertain the likely 
implications of a pension deficit on the cash payments an issuer is scheduled to make into the 
scheme. Expectations of increasingcash payments are reflected in Fitch's forecasts togaugethe 
effect on the overall credit profile of the issuer. 

/mpact on Credit Metrics 
Fitch's funds from operations (FFO) and other cash flow measures are stated after recurring 
pension contributions. Any expectation of a change in pension contributions are factored into 
Fitch's cash flow forecasts as an adjustment to FFO. The impact of these potential changes is 
reflected in measures of cash generation and in leverage and coverage ratios. 
Where a companymakes a Iargeone-off contribution toa pension scheme and this isconsidered 
exceptional, it may be shown below FFO. While this will leave some cash flow performance 
measures unaffected (compared with a case where there is no payment), it would be felt in 
leverage and coverage metrics through its impact on net, and often gross, debt. 
Adjusted leverage metrics based on accounting valuations are calculated but are primarily a 
guide asto whatis a significantpension liability worthyof furtherinvestigation. Onetool forthe 
initial screening of a pension deficit is pension-adjusted leverage as compared with non-
pension-adjusted leverage. This is computed by taking a traditional leverage metric, such as 
gross adjusted debt: operating EBITDAR, and adding pensions items tothe top and bottom line: 

Gross debt + Lease Adjustment+ Fitch Pension Deficit 

Operating EBITDA + Rents + Current Service Cost 

For IFRS reporters, for both funded schemes (i.e. when companies are obliged to hold assets to 
covereventual pension payments) and non-funded schemes, Fitch includes the full IFRS pension 
deficit. The measure taken is liabilities less assets as measured at the balance sheet date, 
stripping out the effect of unrecognised actuarial gains. This is sometimes referred to as the 
"funded status" of the scheme. 
For US GAAP reporters, Fitch includesunfunded pension liabilities, asdetermined under GAAP. 

Where funding valuations show a deficit in jurisdictions we would describe as"funded", action may 
have to be taken to close this deficit over a reasonable period (often interpreted as approximately 
10 years). An increased pension deficit can therefore lead to an immediate cash flow drain. By 
contrast, in "unfunded" jurisdictions where there is no requirement to fund defined benefit 
pension obligations, there is often no cash flow impact from changes in the reported deficit. 
In order to reflect the wide variations in pension valuations over the economic cycle, Fitch 
examines the effect of adjusting for pensions over a period of several years. Where pension-
adjusted leverage is materially higher than leverage without pension adjustment, Fitch 
investigates the nature of the pension obligations in more detail to assess whether significant 
pension-related cash outflows are a possibilitywithin the ratings horizon. 

Impact on Recovery Analysis 
Bespoke recovery analysis carried out for 'B+' rated and below credits may include a pension 
deficit, where significant, as a creditor in the capital structure. Pension liability rankings may 
vary depending on country-specific insolvency frameworks. Accounting estimates can be used 
unless there is evidence that these differ significantly from the amount that would actually be 
claimed on a liquidation or restructuring. See Fitch's Corporate Notching and Recovery Ratings 
Criteria for more detai Is. 
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4. Debt Factoring 
The treatment of factoring arrangements may vary by issuer. To ensure peer comparability, we 
consider the economic substance of the transaction and typically adjust to bring factoring back 
onto the balance sheet. We view factoring as an alternative to secured debt, regardless of the 
legal recourse to the originator. 

Where factoring has been treated by the issuer as an asset sale (i.e. not treated as debt on the 
balance sheet), and provided disclosure is both sufficient and reliably consistent Fitch will 
reverse the accounting treatment and adjust financial statements as set about below for its 
analytical purpose. 
Balance Sheet 

• Assets: the relevantsection of the balance sheet is increased bythe outstanding amount 
of factored assets at the closing date. 

• Liabilities: the section "other debt secured" is increased by the same amount. 

Cash Flow Statement 

• Working-capital cash movements are decreased (increased) by the year-on-year 
increase (decrease) in outstanding factoring funding at the closingdate. 

• Cash flow from financing is increased (decreased) by an identical amount. 

Exclusion to Factoring Adjustment 
We would treat factoring as a genuine asset sale and not as a super-senior financial debt only in 
exceptional circumstances: 
• The structural features of the receivables factoring demonstrate that risks have been 

fully transferred to its creditors. A factoringshould be ring-fenced (i.e. isolated from the 
other debt of the group), and its creditors only have recourse to the assets bought, with 
no recourse to the originator. 

• The nature of the assets sold in the factoring programme must be of a non-recurrent 
operational nature so that the interruption of the factoring would not lead to the assets 
reconstituting themselves on the balance sheet of the issuer with the concomitant 
immediate liquidity requirementto fund these newlyoriginated assets. 

Given the recurrent nature of the underlying assets, factoring of trade receivables and 
inventory is unlikely to be treated as an asset sale unless the assets pertain to a business line 
that has been or will soon be discontinued at the date of the assessment. 

Treatment of Factoring Lines in Liquidity Analysis 
Fitch would generally notconsider unused amounts in committed factoring facilities as a source 
of liquidity as these facilities typically include covenants on the seller and eligibility criteria for 
the receivables which may be more difficulttomeet in a stress scenario. This differs from Asset-
Backed Loan Revolvers (which may be secured by asset receivables and inventory), which Fitch 
would consider for Iiquiditypurposes. 

However, we would treat the factoring lines as short-term debt for the purposes of liquidity 
analysis. This reflects the notion that during periods of stress, factoring lines could be 
withdrawn and an issuer would havetoaccess alternative senior fundingtosupportits working 
capital cycle. 

/mpact on Credit Metrics 
Where factoring has been treated by the issuer as an asset sale and provided disclosure is both 
sufficient and reliably consistent Fitch will reverse the accounting treatment and adjust 
financial statements as set about below for its analytical purpose. 

Balance Sheet 
• Assets: the relevantsection of the balance sheet is increased bythe outstanding amount 

of factored assets at the closing date. 

• Liabilities: the section "other debt secured" is increased bythe same amount. 
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Cash F/owStatement 
• Working-capital cash movements are decreased (increased) by the year-on-year 

increase (decrease) in outstanding factoring funding at the closingdate. 
• Cash flow from financing is increased (decreased) by an identical amount. 

impact on Recovery Analysis 
Whether secured or non-recourse funded, and reconsolidated, the practical importance of this 
core working-capital funding leads to its treatment as senior-ranking debt. This seniority of 
ranking features in recoveryanalysis and facilitates immediate replacement funding. In case the 
originator benefits from an alternative unsecured credit facility as a backup, receivables 
factoring will however not be treated as a super-priority claim. 
For the purpose of the recovery analysis, "factoring funding" is defined as the highest amount 
authorised to be drawn in the last 12 months precedingthe analysis, orthe Iatestdrawn amount, 
if this is the onlyinformation available. 

Case 1: Liquidation Approach 
If the receivables sold are off balance sheet without recourse to the originator, Fitch assumes 
that all of the receivables shown on the balance sheet (which exclude the sold receivables) are 
to be used for the recovery of the on-balance-sheet debt and no adjustment needs to be made 
to reflect the impact of the factoring programme. 
In the less frequent case that the factoring is on balance sheet due to recourse tothe originator, 
Fitchtreatsthe factoringdebt as super-seniorand includes the impactof over-collateralisation. 
Fitch seeks details on the maximum over-collateralisation requirements that apply to receivable 
factoringto protectthe factoring's lenders against losses and dilutions (such as credit notes) and 
tocover fundingcosts. If noinformationis available, astandard rateof 125%of the factoringfunding 
can be assumed for formally structured programmes. For non-structured factoring transactions, a 
105% over-collateralisation rate can be used instead. Fitch would then determine an appropriate 
discount given the quality and diversity of the group's customer base and the value already 
takenout bythe factoringcreditors. In our worked example itamounts to 50%. The valueof the 
receivables after this haircut is assumed to be the value available at the time these assets are 
sold. 
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Liquidation Valuation - Illustrative Asset Recovery, Separating Out a 
Receivables Factoring 

Remaining 
(EURm) Group Factoring group 
Factoring programme amount (A) 0 50 
Over-collateralisation rate (%) (B) 125 
Maximum level of receivables pledged (C)=(A)x(B) 63 

Value of receivables before haircut (D) 85 63 22 
Haircut assumption (%) (E) 50 
Receivable value available for recovery net of haircut (F)= 11 O 11 
assumption (D)x(1-(E)) 

Asset recovery for the group 
Receivables 11 0 11 
PP&E 100 
Inventory 25 
Total available for debt recovery 136 

Source: Fitch Ratings 

In the table above, we assumethatthe over-collateralisation of EUR13 million (EUR63 million-
50 million) is all absorbed by funding costs and losses at the factoring level. 

Case 2: Going-Concern Valuation 
In a going-concern scenario, Fitch has to make a decision on the elements listed below. 

• Whether the entity and/or its creditors have ensured that the receivables factoring has 
remained available to the group perhaps by increasing (if possible) or maximising the 
over-collateralisation, or ensuring that good-quality receivables have been routed 
through the factoring. This implies that the receivables of the group are, at best, of the 
same quality. The receivables could be left outside the factoring programme because of 
concentration reasons, i.e. over "per obligor" limits, beyond which the factoring would 
give no funding, lower quality (such as receivables in serious arrears), or because of 
location in jurisdictions where it is difficult to gain security over these assets. 

• Whether the receivables factoring is likely to close down. If so, senior debt (likely to be 
super-senior debt) at the entity level has to be arranged to fund the remaining working-
capital liquidity requirements of the group. 

For the purpose of Fitch's analysis, unless it is clear from the factoring documentation that the 
factoring programme will continue to be available, the agency will assume a worst-case 
scenario, i.e. the factoring programme closes down and has to be replaced by an equivalent 
super-seniorfacility. 
If the credit profile of the group were to deteriorate, it is likely that the quality and quantity of 
eligible receivables would start declining and therefore the amount of factoring would decline. 
Fitch assumes that the reduction in volume of receivables would be of the same proportion as 
the agency's EBITDA discount applied to calculate the distressed EV. 

However, Fitch's analysts continue to have the latitude to present logical recommendations 
that may increase or reduce the recovery ratings suggested by the valuation and the notching. 
It depends on views about the OE or a particular company. For instance, if the factoring is 
exposed to a part of the business which is more seasonal and/or cyclical, or if the company has 
high operating leverage, meaningthat a minimal reduction in sales and receivables would have 
a veryhigh impacton EBITDA. 
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Reverse Factoring 
This consists in a financial institution paying a supplier of an issuer at or before the maturity of 
thetrade payables. The amountunderthe tradepayable would,as a result, beowed bytheissuer 
to the financial institution with a final maturityoften significantly extended as compared to the 
maturity of the original payable had the reverse factoring arrangement not been in place. 

Provided there is sufficient and reliably consistent disclosure, Fitch would adjust the debt for 
extension in payable days resulting from a reverse factoring transaction if the resulting payable 
days were materially longer than the normal industry practice. For example, assuming an 
outstanding amount of confirming of CUR100 million, with an extension of payable days from 
60 days to 180 days, Fitch would consider that the 120 days extension is akin to financial debt 
and would add to financial debt 120/180 of the outstandingamount, i.e. CUR67 million. 

Fitch will reverse the accountingtreatment and adjustthe financial statements as setout below 
for its analytical purpose: 
Balance Sheet 

• Liabilities: the relevant section of the balance sheet is decreased by the extension 
amountof factored liabilities attheclosingdate. 

• Liabilities: the section "other debtsecured" is increased bythe same amount. 

Cash Flow Statement 

• Working-capital cash movements are decreased (increased) by the year-on-year 
increase (decrease) in outstanding factoring funding at the closingdate. 

• Cash flow from financing is increased (decreased) by an identical amount. 

5. Cash Adjustments 
Analytical Approach 
Readily available cash is used in our net debt metrics (principally in leverage ratios) and in 
assessing immediate resources for liquidity. The "readily available" component of Fitch's 
definition of cash points to the timely, unconditional availability of cash to the rated entity and 
the reasonablecertaintythatthe attributable value atparis available. 
Readily available cash may not include, for example, forms of restricted cash, a period-end cash 
balance that is not sustained throughout the year, operational cash demands, and other types 
of cash not freely available for debt reduction or where its timeliness for liquidity purposes is 
questionable. 
The concept of cash being "readily available" to the rated entity also, where practicable and 
disclosed, takes into account where the cash is located within the corporate group or 
jurisdiction, and if there are material costs (tax in particular), contractual permitted dividend 
payment mechanisms, orcapital controls, affecting its availability to the rated entity. 

Discount for Various Types of Instruments 
Three- to 12-month cash deposits are normally treated as readily available cash except when 
Fitch is aware thata corporate is Iodgingits cash with lower-rated banks, in which case thatcash 
may be excluded. Similarly, money-market funds are typically treated as cash where they are 
located in developed jurisdictions and used by a corporate whose financial policies Fitch 
believes to be broadly conservative. 
Fitch also haircuts the value of different types of financial instruments classified as marketable 
securities based on their characteristics such as vulnerability to changes in interest rates and 
inflation and market liquidity, independent of any ratings the instruments may have as these 
market-driven characteristics are generally not encompassed in a credit rating. 
For equities, a 100% discount is employed except in exceptional circumstances. 
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Cash and Cash Equivalents, Marketable Securities 
Corporate adj. 

Description (% of face value) Readilyavailable cash 
Cash 100 
Cash deposits/bank certificates of deposits 100 
Government bond 100 

• Irrespective of maturity (6 or >12-month timed deposit), deposits can be treated as readily 
available cash 

• Subject tocounterparty-riskcheck (i.e. not all cash Iodged in'CCC' banks) 
• Where government bonds/treasuries are in the 'B' ratingcategoryand below, amounts 

invested are treated as per equities below 
Fixed-income investment-grade bond funds 70 
Diversified high-yield fixed-income bond funds 0-40 
Equity fund, equities 

• Start at 0% of face value unlessthere are good grounds for a higher percentage treatment, as 
presented to, and agreed by, the rating committee. 

Source: Fitch Ratings 

Working-Capita/-Related Adjustments 
Intra-Year Variation 

If a company's period-end net debt levels are markedly different from the average during the 
year, Fitch may adjust the period-end cash balance to reflect average net debt levels or intra-
year peak to trough changes in working-capital requirements. An example would be a retailer 
reporting just after the peak festive season, thus showing a flattering picture of high cash and 
low inventories when compared to its typical quarterly cash and working-capital positions. 
Sustainable Negative Working Capital 

Where companies have structurally negative working-capital requirements, increasing activity 
creates a cash inflow. Conversely, a decreasing revenue base equates to a shrinking negative 
capital position and cash outflows. 
If Fitch is concerned that the beneficial negative working-capital position may reverse or prove 
to be volatile, analysts may increase debt for the lack of cash, or reduce the cash to reflect this 
potential cash outflow. 

Blocked Cash 
Fitch excludes blocked cash from the calculation of its financial metrics. Blocked cash is cash 
that is segregated for a particular purpose, e.g. defeasement of debt orother types of financing, 
cash set aside for a deferred consideration, litigation or margin calls or if it is located in parts of 
the group where cash is not accessible due to capital controls or other constraints. Conversely, 
blocked cash forthe purposeof the redemption of a specificdebtinstrumentcan be re-classified 
asreadilyavailablecash. 
In situations where the cash cannot be freely moved between offshore and onshore entities 
and/orthere is an elevated risk thatthe foreign operations may be separated from the domestic 
issuer, Fitch will exclude the foreign cash from its liquidity and net leverage analysis and 
consider analysing the credit on a geographic deconsolidated basis. 

6. Adjusting Consolidated Profiles for Group Structures 
Analytical Approach 
In the majority of entities rated by Fitch, consolidated financial statements are a reasonable 
basis for the assessment of the economic ability of a group to make use of the resources 
available to it to service its debt, and the identification of the true extent or potential extent of 
its liabilities. This is the case when the consolidated entities operate as one economically 
integrated group with cash generated in one part of the consolidated group accessible to other 
parts of the group, most notably the debt-raising entities and the expectation that the 
obligations issued by one part of the group enjoy a claim upon the operations of other parts of 
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the consolidated group and this common responsibility informs the group's financial strategy 
and creditors' recourse. 
Even if the consolidated profile is the right basis for the assessment of credit worthiness, itdoes 
not however necessarily mean that all entities within a group will be rated at the same level as 
explained in Fitch's Parent and Subsidiary Linkage Rating Criteria. 

Factors such as ownership structure, funding arrangements, and location-based restrictions 
may however be such that the consolidated profile does not provide the most appropriate 
picture to assess the credit quality of the rated legal entity, typically the top parent company, 
and there is consequently a need to "redraw the boundaries", in most cases with some form of 
deconsolidation. The decision to deconsolidate would generally be the result of an assessment 
of weak linkage between the parent and the subsidiary being considered for deconsolidation 
based on the assessmentof the legal,operational and strategic linkages described in more detail 
in the above-mentioned criteria. 
More rarely, Fitch may also consolidate certain debts which an issuer has been able to 
deconsolidate, where Fitch believes that debt is likely to be serviced by the issuer, directly or 
indirectly, for example for strategic reasons. The presence of significant minority interests may 
also require adjustments to consolidated financial ratios as profits attributable to minority 
shareholders within the group structure are not available to service debt at the parent level. 
Subordination issues, eitherdue to characteristics of the debt instruments orthe location of the 
debt in the group structure are reflected in Recovery Ratings as applied to debt instrument 
ratings. However, if the degree of subordination or access to cash flow within the group 
structure changes the default likelihood of an issuing entity, this can also impact the IDR. For 
example, a rated entity may be more of a holding company (HoldCo) in receipt of contingent 
dividend income streams rather than a parent with direct access to all consolidated profit 
streams. Similarly, prior-ranking funding at lower risk subsidiaries may result in the parentonly 
having direct access to riskier activities rather than to the whole group as portrayed in the 
consolidated accounts. 

Financial Adjustments Made 
The most common adjustments Fitch makes to consolidated accounts are listed below. 

Full Deconsolidation 

• Replacement of one segment of the group's EBITDA or FFO contribution to the 
consolidated whole with the sustainable cash dividend received from that entity. This 
acknowledges that the inherent profitability conveyed in the EBITDA or FFO is not of 
equally direct benefit to the rating as the rest of the group's operations - the cash 
fungibility is less than that for other operations. Usually this reduces that part of the 
group's contribution; very occasionally dividends and proportionate EBITDA or FFO 
may bebroadlysimilar. 

• Fitch will also typically deduct the debt (and assets) and attributable profits from the 
consolidated profile as far as this is possible from availabledata,even if onlytocalculate 
key metrics rather than all the financial figures. 

• Rating committees look closely at the stability and record of sustainable dividends 
received when adding them back to the EBITDA or FFO. Fitch excludes dividend flows 
that have not been stable over the past few years. 

• If entities are deconsolidated, "equity value" still remains in theory for the potential 
benefit of the parent creditors, which can limit loss severity given a default. This makes 
little difference to investment-grade ratings, where loss severity has a very small role in 
the rating calculus. Exceptionally, if the equity value were very significant and highly 
marketable, this may exert a favourable influence on our consideration of the entity's 
liquidity profile. For the speculative-grade rating universe, where instrument ratings 
have a greater weight to recovery upon default, this equity stake can be of a greater 
input to the rating. 
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Proportional Consolidation 
Where information is available, a proportionate consolidation approach may be more 
appropriate in 50:50, or 60:40 joint ventures where equal partners provide equity support or 
the joint venture's funding expects support from its owners, and importantly, cash fungibility is 
stronger given the relativelygreater control. 

JVs with a significant level of leverage and deemed unlikely to be supported by the parent are 
however Iikelyto be fullydeconsolidated astheircash-flow generation will be primarilyused to 
service debt attheir level with sustainable dividends only being included in the analysis of the 
parent. 

Adjustment for Minority interests 
If an entity is consolidated (as if 100% owned) yetsignificant minorities exist, thus dividends are 
paid to those minorities, Fitch may: 

1. deduct the cash paid minority dividends from FFO and adjust EBITDA-based coverage 
and leverage metrics for these dividends; 

2. choose proportionate consolidation for the less than 100% ownership if the level of 
minority interest is high (one-third of economic interest or more); or 

3. where these adjustments could be distorting (for example when a dividend paid to 
minorities is significantly lower than their share of net income) net income attributable 
to minorities may be used to adjust EBITDA-based coverage and leverage metrics as an 
alternative approach, in which case the adjustment will be disclosed in the rating action 
commentary. 

7. HoldCo PIK and Shareholder Loans 
This section applies to shareholder loans or HoldCo PIK loans, notes or other 
instruments/obligations common in LBO transactions that are: 

• are issued at a HoldCo level outside a restricted group (i.e. where cash flow is controlled 
within a group of companies) or, 

• are held by affiliated investors (e.g. the private equity sponsor in an LBO transaction) 
whose economic and strategic interests are expected to remain aligned with those of 
common equity holders. 

For instruments that do not demonstrate these features, please refer to Appendix 1: Main 
Analytical Adjustments, 2. Hybrids on page 22. 

If instruments that come under this adjustment are present in a financing and legal group 
structure, Fitch will assess if and how they should be taken into consideration in the rating 
assessment of an entity. 
The concept of "rated entity" can apply to both a single legal entity and a group of borrowing 
entities with cross-guarantees and/or cross-default mechanisms in place such that the IDR 
reflects the relative default probability of the specified group that will include the rated entity. 
In groups with heavily engineered capital structures, such as LBOs or high-yield issuers, this 
specified group of entities is often called a "restricted group". 
Fitch considers that the following factors tend to support the treatment of HoldCo PIKs and 
shareholder loans as non-debt of the rated entity. The test is whether the instrument increases 
the probabilityof defaultof the rated entity's debt. 
• Subordination and Lack of Security: structural subordination of the instruments when 

they are issued by an entityoutside the rating perimeter and contractual subordination 
when issued by the entity that issues the LBO debt via an inter-creditor agreement as 
well as the absence of security over (and guarantees from) the rated entity. Possession 
of independent enforcement or acceleration rights would weigh towards debt 
treatment. 

• Non-Cash Interest Payment: the instruments are PIK-for-life (i.e. without cash-pay 
obligations or options) duringthe life-time of the transaction. 
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• Longer-Dated Final Maturity: the instruments' effective final maturities are longer 
dated than any of the more senior-ranking debt elements in the rated entity's capital 
structure. 

Factors that would, in contrast, favour inclusion of these debt instruments in the rated entity's 
IDR perimeter include the inverse of the features noted above. Theycould be complemented by 
elementssuch as marketabilityand transferabilityof the loan (mostly relevant forshareholder 
loans), and the large size of the instrument relative to the group's overall capital structure. 
Structural Subordination and Ring Fencing 

This is key to analysing the impact that a HoldCo PIK or shareholder loan default may have on 
the rated entity. In theory, if the PIK or shareholder loan issuer is outside the rated entity or 
group of entities, then effective structural subordination can exist. In addition, if there are 
provisions in the documentation that in Fitch's view provide sufficient protection against cross-
default or cross acceleration, the IDR of the rated entity will not be affected. 

Furthermore, if effective ring-fencing exists (i.e. the rated entity and its assets can be legally 
separated from other related companies and grant enforceable security over their assets in 
respect of the holders of the senior debt and the junior debt), then the debt outside the rated 
entity is not legally an obligation of the latter and does not increase its probability of default. 
Only an Equity Claim 

Structural subordination of the HoldCo PIK or shareholder loan is reinforced if the only assets 
of the instruments' issuer are shares in the rated entity (rather than an intercompany loan) and 
proceeds are paid out directly to shareholders as a dividend (most likely in the case of a HoldCo 
PIK) or used to acquire new shares in the rated entity, as then the HoldCo issuer (and its 
creditors) has only a residual equityclaim on the rated entity. 

/ntercompany Loan Claim 

Provided that intercompany loans granted by the HoldCo are subordinated to all other claims 
of the rated entity and are effectively deeply subordinated shareholder loans, then these loans 
could be considered closer to an equityclaim than a debtclaim. The ultimate decision to treat 
the instrument as debt or non-debt of the rated entity will depend on other characteristics 
described in the following sections and decision tree. In the context of an LBO structure with a 
formal inter-creditor agreement, the terms of the agreement are a crucial determinantin Fitch's 
ratings analysis. Fitch would review the terms of this document and, where available, the 
accompanying legal view, to form a view on the enforceability of the inter-creditor terms, 
especially the subordination arrangements which vary from jurisdiction to jurisdiction. 
Security and Guarantees 

Any security or guarantees from the rated entity for the benefit of HoldCo PIK or shareholder 
loan would enable a lender to claim on the rated entity, or to influence insolvency or 
restructuring proceedings, and could lead to the inclusion of the instrument in the rated 
perimeter'sdebtquantum. 
Junior-Ranking Security Over Rated Entity Assets 

Some HoldCo PIKsorshareholderloans,althoughissued bya HoldCo, mighthavetheadditional 
benefit of junior-ranking security over assets of the rated entity (e.g. rank third after first-
priority seniorsecured loans and second-priority mezzanine loans). This could effectively bring 
the instrument within the ring-fencing of the rated entity and potentially affect the rated 
entity's IDR. 

However, if the access tothe security package is granted without any independent acceleration 
or enforcement rights whatsoever, then Fitch would most likely consider that sufficient 
subordination still exists to protect the senior lenders (provided that the security package and 
the subordination arrangements are enforceable within the relevant jurisdiction). 
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Security Granted Over the HoldCo PIK issuer 

In certain cases, the HoldCo PIK or shareholder loan holders may be granted security over 
shares in the HoldCo issuer itself, which may give the HoldCo PIK orshareholder loan holders 
additional comfort that they can enforce their rights as shareholders in the HoldCo Issuer. 
However, in most cases this in itself does not increase the risk of default of the rated entity and 
therefore will nothave an impacton its IDR,unless a changeof control clause atthe rated entity 
level can be triggered. 
Possible Contagion Through "Change of Control" Clause 

If HoldCo PIKs or shareholder loans were somehow to experience a default whilst the rated 
entity is still performing, then enforcing on the HoldCo issuer share security may constitute a 
"change of control" at the rated entity level. This could trigger a mandatory prepayment event 
for the secured debt and a change of control put option for a high-yield instrument thereby 
increasingthe probability of defaultof the rated entity. 

PIK-for-Life or Cash-Pay 
PIK-for-Life 

If an instrument does not impose any obligation on an issuer to pay cash interest for the life of 
the instrument (including non-eligibility to pay in cash (toggle)), and the instrument is a bullet 
repayment instrument, then the risk of a payment default does not materialise until the final 
maturitydate. Inthis case the HoldCo PIKorshareholderloan instrumentdoes notimposeany 
additional cash obligations on the rated entity or the HoldCo issuer itself until final maturity, so 
the risk of a rated entitydefault is not increased, assuming a later final maturity. 
Furthermore, given the incurrence-style financial covenants typical of HoldCo PIK deals, and 
provided that the HoldCo PIK or shareholder loan documentation has been drafted to be no 
more restrictive than the rated entity's documentation, in theory a non-payment default should 
also be almost impossible if there is nosuch default atthe rated entity level. Therefore, a HoldCo 
PIK or shareholder loan default is less likely than a rated entity default, and the overall risk of 
default for the rated entity is not increased. 
Cash-Pay 

Although HoldCo PIK notes and shareholder loans are often PIK-for-life, there may be periods 
of interest in such instruments that become mandatorily or optionally payable in cash which 
means thatthey may at some point increase the borrower's cash obligations. In cases where the 
borrower has the option to pay interest in cash, Fitch believes it to be unlikely that this election 
will be made, as once the company is in a position to service more cash-pay debt, it should be 
more economical to refinance the HoldCo PIK notes with seniorsecured debt or cash-pay high-
yield notes at a lower cost of debt. 
The source of payment of any cash interest in the case of a HoldCo PIK or shareholder loan 
switching to cash-pay would be the rated entity when the HoldCo issuer has no operations or 
cash flow of its own and would be reliant on the upstreaming of dividends or other forms of 
restricted payment out of the rated entity, as is typicallythe case in LBO structures. 

In practice, the rated entity documentation usually includes limitations on the ability of the 
rated entities to upstream cash to the detriment of the rated entity lenders or investors (there 
maybesomedebt Ieveragethreshold). Dependingonthedraftingof such limitations, this would 
either limit or entirely prevent the upstreaming of cash for the purposes of dividends or 
payment of cash interest on a subordinated instrument such as a HoldCo PIK or shareholder 
loan. 

Should the issuer have to, or electto, make a cash payment in relation to its PIKorshareholder loan 
instrument, this, depending on the details of the documentation, may lead to a payment default on 
this instrument before the final maturity. The level of ring-fencing of the rated entity and existing 
inter-creditor arrangements would then determine how the instrument lenders would be treated. 
Assumingthat there is adequate ring-fencing, the HoldCo PIK or shareholder loan issuer would be 
assessed separatelyon the basis of the cash flow availableto itto fund its debtservice. 
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Fitch would however include in its analysis of the rated entity the level of dividend required to 
service the debtatthe HoldCoissuerlevel. Thismayresultin achangetothe IDR,dependingon 
the resulting level of financial flexibility still available to the rated entity. If the ring-fencing is 
not sufficiently strong, then the HoldCo PIK or shareholder loan would be considered an 
obligation of the rated entity and the switch to a cash-pay obligation would increase the 
probability of default accordingly. 

Final Maturity 
Final Maturity Longer than Restricted Group Debt 

If the final maturityof the HoldCo PIKorshareholderloan is beyond thatof all rated entitydebt, 
the riskof paymentdefaultonthe instrument's principal will not affectthe probabilityof default 
on shorter-dated senior obligations. 
Final Maturity Shorter than Rated Entity's Debt 

Should the HoldCo PIKorshareholder loan fall due for repaymentwhileotherdebtobligations are 
still outstanding, thiscould increase the riskof the HoldCodefaulting when the instruments atthe 
rated entity level are still outstanding. In practice, if the HoldCo PIK or shareholder loan issuer is 
ring-fenced, then the options forthe group and/or its ultimate shareholders would be as follows: 
1. To allow the HoldCo PIK/shareholder loan instrument to default. Assuming that the 

rated entity is performing adequately, Fitch expects that shareholders will take steps to 
prevent this occurring. If the rated entity is already performing badly, this is likely to be 
already reflected in its IDR and the default of a HoldCo PIK/shareholder loan 
instrument, if structured as asubordinated instrumentand provided the rated entity and 
the security ring-fencing arrangements are effective, would probably not have a further 
detrimental impact onthe IDR. 

2. To arrange to refinance the instrument with a similar, longer-dated instrument outside 
the rated entity. This would be a credit-neutral event for the rated entity and therefore 
would not affect the IDR. 

3. To repay the instrument from equity sources outside the rated entity by either an IPO 
or a direct equity injection from shareholders. 

4. To refinance the instrument by refinancing all of the group's debt, including at the rated 
entitylevel. 

5. To repay the instrument by selling the group to another owner and prepaying all group 
debt, including at the rated entity level. 

Item (1) above could result in a change of control event at the rated entity level if the HoldCo 
PIK/shareholder loan investors enforce their security over HoldCo PIK / shareholder loan 
issuer shares. Items (2) to (5) above constitute event risk for an issuer, which is not generally 
included in the assessment of an IDR. In cases where event risk is clearly increasing (e.g. as the 
final maturity date of a short-dated HoldCo PIK instrument approaches), Fitch may decide to 
apply a Rating Watch where there is some visibility of potential specific events. 

Therefore, provided that the other terms of the HoldCo PIK/shareholder loan instrument are 
sufficient to allow the agency to determine it has no impact on the rated entity's IDR, then a 
shorter maturity at outset will not change this determination. However, there may be a greater 
degree of event risk as the final maturitydate of the instrument approaches. 

Additional Considerations 
Transferability of Shareholder Loans 

Fitch would expect the shareholder to remain the holder of the instrument and the interests of 
the shareholder loan holders and those of the common equity holders to be aligned. Otherwise, 
if the shareholder loan can be transferred to third parties independently of equity interests, 
creditor composition considerations (voting upon restructuring provisions, ownership of other 
tranches of debt in order to force certain rights) maydistortexpected behaviourof the creditor 
hierarchytree. This can be aggravated if the shareholder loan represents a material proportion 
of the capital structure such that its holders could have a potential negotiatingstance with other 
creditors. 
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Such issues may be more acute for private equity owned companies whose shareholders 
typically have a shorter-term investment horizon than a strategic shareholder with long-term 
commitment and incentive to support the rated entity. However, to date, evidence is not 
conclusive that a particular private equity sponsor, or its fund's time-horizon, has consistently 
treated its investmentorthe restricted group'sseniorcreditors adversely. In Fitch's experience, 
each sponsor has reacted to events based on the merits of each transaction. 

Decision Tree 
The decision tree below summarises Fitch's analytical steps in assessing the features of PIK 
instruments and shareholder loans that would lead Fitch to treat them as debt of the rated 
entity. The materiality and transferability considerations described above would not, in 
isolation, lead Fitch to treat the instruments as debt. Theycould however feature in addition to 
other elements of the decision tree leading to a debttreatment. The approach taken by Fitch to 
assess the debt treatment of SHL and PIK instruments is holistic in nature and cannot be 
summarised in a decision tree which would be applicable to all cases given the wide variety of 
characteristics these instruments can exhibit. The decision tree below does not therefore 
supersede the criteria described in the previous pages but should rather be seen as a tool 
helpingto analyse fairlysimple cases. 
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Decision Tree To Consider Whetherthe PIK Instrument/Shareholder Loan (SHU is 
Debt of the Rated Entity (RE) or Not 

Isthe instrument held byashareholderor 
affiliated investorwhom strategic and 

economic interests are (and likely to remain) 
aligned with those of common equity(a)? 

Y 

.N Follow Step 2 

Step 1 Is PIK/SHL issuedoutsidethe rated entity 
(RE) perimeter -IA 

(or restricted group)? Y 

N 

Use "Corporate Hybrids Treatment and 
Notching Criteria" 

Step 2 Does Eventof Defaultexist in PIK/SHL 
documentation? -* Not Debtofthe RE 

N 

,Y 
Dothe PIK/SHL 

Can PIK/SHL EoDonly be triggered by EoD - holdersonly havean - Not at RE? Y equity claim(b) on the Debtof REand no securityor the RE guarantees from the 
RE? N 

V * N 

Isthe PIK/SHLcoupon 
'PIKforlife'? 

IsthePIK/SHL Not 
- maturity after that of ~ Debt of 

Y the RE'sdebt? Y | the RE 

.N ; N 

Does non-payment of either principal or 
intereston PIK/SHLtriggeranautomatic - Debtof the RE 

defaultof RE'sdebt (cross-default)? Y 

,N 

Do PIK/SHLholders haveindependent 
acceleration rights? - Not Debt of the RE 

N 

4Y 

Can accelerationof the PIK/SHLcausethe 
RE to file for insolvencyor bankruptcy? Debt of the RE 

Y 

4N 
Is there a share pledge/security over (or 

guaranteesfrom) the RE; oroverthe PIK/ - Not Debt ofthe RE 
SHL issuer? N 

4Y 
Do PIK/SHLholders haveindependent 

enforcement rights; can enforcementon - Not Debt of the RE 
share pledgetriggera ChangeofControl at N 

the RE level? 

4Y 

Debtof the RE 

' Fitch considers interests arealigned if it believes thatthe holders of the SHL/PIK instrument areunlikely to exercise all available 
remedies incaseof default(i.e. ashareholderactionto forcean insolvencywould beanunlikelyscenario). Thiscan bereinforced by 
the fact the shareholder loan cannot betransferred to third-parties, independentlyof equity interests. 
b If the PIKor SHL instrument is Ient atthe RE level, Fitch does not consider theshareholder loan to haveonlyan equityclaim. 
Further analysis of the characteristics of the instrument are required, following the decision tree. 
Source: Fitch Ratings, transaction documents 
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8. Debt Fair-Value Adjustments 
Analytical Approach 
Fitch aims to reflect debt in its credit metrics at the amount payable on maturity. This assumes 
that the issuer will remain a going concern. 
Balance-Sheet /mpact 

• Local-currency debt is analysed on the basis of cash principal due on a going-concern 
basis. The impact of fair-value adjustments and derivatives is eliminated from debt. 

• For foreign-currency debt, the cash principal outstanding will generally be translated at 
the period-end spot rate. Debt is translated at the contracted rate where a derivative 
has been used to fix the rate at which the debt is repaid. 

• For notes issued at a discount, or with interest paid only at the end of the instrument's 
life (such as PIK - payment-in-kind - notes) the cash principal taken will be the total 
amount payable, whether described as principal or interest, at the reportingdate. 

Operating Profit /mpact 

Where the movement in fair value is included in operating profit, this is excluded from Fitch's 
EBITDAand EBITDARcalculations. 

These movements, as non-cash, are excluded as a matterof course from the agency's cash flow-
based measures such as FFO. 

9. Adjustments for Financial Services Activities 
Financial services (FS) entities are businesses established to support their parent's activities by 
providing financing to the group's customers. Sectors where significant FS operations are prevalent 
include automotive, truck, aerospace and capital goods manufacturers, and consumer goods 
companies, retailers (creditcard operations) and telecom operators (financing plans for handsets). 
Financial Services Deconsolidation: Fitch's approach assumes that the debt allocated tothe FS 
operations is repaid using the cash flow of the FS operations. Debt to be repaid by the parent's 
non-FS cash flow remains in the parent's capital structure. 

Where FS activities are consolidated by the rated entity, Fitch assumes a capital structure for 
FS operations which is strongenough to indicate that FS activities are unlikelyto be a cash drain 
on industrial operations over the rating horizon. The FS entity's target capital structure takes 
into account the relative quality of FS assets and its funding and liquidity. Then, the FS entity's 
debt proxy, or its actual debt (if lower), can be deconsolidated. 
If the EBITDA generated by the FS division is clearly disclosed and material, it is also 
deconsolidated from the Industrial EBITDA. 

Identifiable, Readily Financeable Receivables: The deconsolidation of FS debt applies to the 
debt that is funding identifiable financial receivables. A ready market of third-party finance 
providers must be available for these types of assets. 
Internal Divisions or Separate Subsidiaries: FS entities can be divisions within the group, 
financed by the parent company through intercompany loans, or fully- or majority-owned 
captive subsidiaries, with or without a bank status, issuing their own debt, supported or not by 
the parent. The same analytical approach of deconsolidation applies. 

Non-Consolidated FS Entities: If the FS entity is not consolidated by its parent company, 
typically because the FS business is conducted through a joint venture with a third-party bank, 
Fitch will assess if it mayrequire an equityor Iiquidityinjection. If so, Fitch factorsthis cash flow 
impact in its financial forecasts forthe rated entity's industrial operations. 
FS Debt/Tangible Equity Ratio: To calculate the amount of FS debt that can be deconsolidated 
relative to its activities' risk profile and implied standalone credit profile, Fitch uses a range of 
gross debt/tangible equity multiples, up to 7x, for the FS business. The relevant gross 
debt/tangible equityratio varies accordingtothe qualityof assets and the funding and liquidity 
structure of the FS operations. In particular, low quality assets may require a more significant 
equity buffer than a portfolio of greater asset quality. 
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If the FS operation's actual debt and equityas reported bythecompany resultin adebUtangible 
equity leverage lower than the level broadly consistent with investment-grade ratings, as 
determined by Fitch's criteria, Fitch will not allocate more debt to the FS operations in order to 
increase leverage to the target ratio. 
If Fitch's Financial Institutions group has performed an analysis of the FS operations under the 
relevant Financial Institutions criteria, the adjustment applied would be based on that analysis 
rather than on the framework described below. This would typically be the case if Fitch 
maintains a public rating or has a pre-existing internal view on the FS operations or if the FI 
operations are regulated financial institutions for which the approach below is not directly 
applicable. 
No FS Standalone Rating: The methodology outlined here is not meant to derive a standalone 
rating for the FS operations of a corporate entity. This methodolog'y is solely used as a way to 
allocate debt between the parent and its FS operations in order to provide for analytical 
comparability between a corporate issuer with FS operations and similar issuers without FS 
operations. It is also used to ensure that the FS operations' risk is properly reflected in the 
corporate parent's ratings. 
Determining When to Use These Adjustments 

Fitch is indifferent to accountants' consolidation treatment of the FS activity. Fitch's main 
consideration iswhetherthe identifiableassets are readily financeable bythird parties, and that 
the proxy of debt deducted from the group's consolidated profile results in a credit profile for 
the FS entitythat is broadlycommensurate with a low investment-grade rating. This is intended 
to limit the extent to which the FS activities act as a ratingconstrainton industrial operations. 

Even if the funding is non-recourse, particularly a securitisation, Fitch will include that funding 
in the FS activity's debt. 

Selection of the Relevant Debt/Equity Ratio 

Fitch selects the FS entity's relevant gross debt/tangible equity ratio relative to its assetquality 
and its funding and liquidity profile, thereby assuming a hypothetical capital injection resulting 
in a capital structure for FS operations that is strong enough to indicate that FS activities are 
unlikelyto be a cash drain on industrial operations over the rating horizon. 
The simplified grid below is designed to be consistent with Fitch's Non-Bank Financial Institutions 
Rating Criteria but is not a substitute for those criteria, nor would it indicate an FS entity's 
standalone rating. Fitch is likely to use a more conservative gross debt to tangible equity 
multiplethan indicated bythe table when: 
• data on the FS entity is limited or of poorer quality; 

• a significant portion of the FS entity's financing/lending activities is not related to the 
parent company's core business, raising questions around the strategic motivation, risk 
appetite and underwriting standards with respectto such activities; 

• there is little record on the underlying asset classes, such as telecom handset 
receivables. The multiple may be re-assessed as the asset class and its performance 
characteristics become more established and fundingoptions are further developed. 
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Relevant Low Investment-Grade Gross Debt/Tangible Equity Ratio for the 
FS Entity 

Fundingand liquidity 

Captive's gross debt/ 
tangible equity ratio Prone to Less stable Generally Very stable 
(x) change (b) (bb) stable (bbb) Stable (a) (aa) 

Asset Poor quality (b) 1 1 2 3 4 
quality Below average (bb) 1 2 3 4 5 

Average (bbb) 2 3 4 5 6 
High quality (a) 3 4 5 6 7 
Very high quality (aa) 4 5 6 7 7 

Source: Fitch Ratings 

FSAsset Quality 

In the followingsummarytable, guidanceon impairmentand non-performance ratiothresholds 
are provided. The OE refers to the issuer's OE described in Appendix 6, but includes the 
additional consideration of the regulatory framework as per the Non-Bank Financial Institutions 
Rating Criteria. 

Asset Quality Benchmarks: Impaired and Nonperforming Ratios 
Asset quality factor 

Impaired loans/gross 
Ioansa b bb bbb a aa 

Op. 
environment aa and above >14 6 to 14 3 to 6 lt03 <=1.Oo 

a >12 5 to 12 2 to 5 0.25 to 2 <=0.25 
bbb >10 4 to 10 0.5 to 4 < 0.5 
bb >5 5 to 0.75 <0.75 
b >1 <1 

a For countries and assetclasses where the impaired and non-performing framework is not used, delinquency ratios 
(typically 30 days) may be used as a substitute 
Source: Fitch Ratings 

Asset Quality 
Asset quality 

Veryhighquality 

Credit profile Description 

aa A very high degree of stabilityas reflected in low levels of impaired 
assets and/or low losses over multiple economic and/or interest 
rate cycles. Asset-quality measures are better than comparable 
institutions. 
Targeted borrowers are of high prime quality. Receivables portfolio 
is highlygranular and geographicallydiverse. 

Highquality a A high degree of stabilityas may be reflected in modest Ievelsof 
impaired assets and/or losses. Asset quality is moderately variable 
over economic or interest rate cycles. Asset-quality measures are 
Iikelyto be modestly better than at peer institutions or less 
vulnerable to economic and/or interest rate cycles. 
Targeted borrowers are of prime quality. Receivables portfolio is 
highlygranular and geographicallydiverse. 
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Asset Quality (Cont.) 
Asset quality 

Average 

Belowaverage 

Credit profile Description 

bbb A degree of stability, as may be reflected in average levels of 
impaired assets and/or losses. Asset quality measures are Iikelyto 
fluctuate over economic and/or interest rate cycles. 
Targeted borrowers are of average quality. Receivables portfolio 
has average granularityand geographicdiversification. 

bb Above average levels of impaired assets and losses. Asset quality 
measures are Iikelyto be more volatile in the face of changes in 
economic and/or interest rate cycles and generally worse or more 
vulnerable than broad industryaverages. 
Targeted borrowers are of below average quality. Receivables 
portfolio has below average granularityand geographic 
diversification. 

Poorquality b Highly variable or poor asset quality, impaired assets and losses. Asset 
qualitymeasuresare Iikelyto be veryvolatile based on changes in 
economic and/or interest rate cycles and generally significantly worse 
or more vulnerable than broad industryaverages. 
Targeted borrowers are of below average quality. Receivables 
portfolio has poor granularityand geographic diversification. 

Source: Fitch Ratings 

FSFunding and Uquidity 
The factors from the following summary table refer to the FS entity's type of funding, access to 
central bank liquidity (if any), reliance upon short-term commercial paper (CP) markets with or 
without appropriate CP back-up lines, any funding facilities standalone (borrower) or shared 
(co-borrower) with the parent, funding duration mismatch while taking into account 
representative asset churn for the type of receivables, and its unencumbered pool of assets to 
enable timely access to secured debt in an emergency. When the FS activity almost entirely 
relies on the parent for its funding, the funding and liquidity"score" would be assessed as equal 
to the rating of the parent as these funding requirements would have been included in the 
parent company's rating. 

Fundingand Liquidity 
Fundingand liquidity Credit profile Description 

Verystable aa Minimal reliance on short-term funding. Wholesale funding is 
predominantly long-term with established investor appetite. 
Funding is relatively less confidence sensitive. Fundingsources are 
verydiverse. Funding duration exceeds average maturityof 
portfolio assets. 
Funding is predominantly unsecured, supported bya very robust 
pool of unencumbered assets. Unsecured debt/ Total Debt is 
greater than 90%. Very robust contingency funding plans are in 
place. 

Stable a Wholesale funding is predominantly long-term. Funding may be 
modestlyconfidence sensitive. Fundingsources are relatively 
diverse. Fundingduration is commensurate with average maturity 
of portfolio assets. 
Funding is largely unsecured, supported bya robust pool of 
unencumbered assets. Unsecured debt/Total Debt is between 
50% and 90%. Robust contingency funding plans are in place. 

Generally stable bbb Generallystable, although there may be moderate funding 
concentrations. Reliance on less stable wholesale fundingsources. 
Funding is confidence sensitive. Fundingduration is 
commensurate with average maturity of portfolio assets. 
Meaningful unsecured fundingcomponent, supported bya modest 
pool of unencumbered assets. Unsecured debt/ Total Debt is 
between 35% and 50%. Reasonable contingency funding plans are 
inplace. 
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Fundingand Liquidity 
Fundingand liquidity Credit profile Description 

Less stable bb Less stable, although there may be fundingconcentrations. 
Meaningful reliance on less-stable wholesale sources of funding. 
Accessto funding may be uncertain during periods of market 
stress. Funding duration may not be commensurate with average 
maturity of portfolio assets. 
Meaningful secured funding, with some encumbrance of balance 
sheet assets. Unsecured debt/ Total Debt is less than 35%. 
Contingency funding plans may not be sufficient 

Less stable and prone b 
tochange 

Less stable and may be prone tosudden changes in creditor 
sentiment. Accessto fundingduring periods of market stress is 
very uncertain. Fundingduration is not commensurate with 
average maturity of portfolio assets. 
Fullysecured funding, with meaningful encumbrance of balance 
sheet assets. Contingent funding plans may not be well developed. 

Source: Fitch Ratings 

Calculating the Gross debUTangible Equity Ratio Applicable to the FS Entity 
Where financial statements for the captive finance entity exist, Fitch compares the reported 
gross debUtangible equity ratio of the FS operations with that of the relevant gross 
debt/tangible equity ratio to present a standalone FS credit profile. 

If the relevant gross debt/tangible equity ratio (for example 7x) is lower than the FS entity's 
actual reported gross debUtangible equity ratio (for example 10x), Fitch considers a 
hypothetical equity capital injection from the rated entity to the FS entity to reduce its gross 
debt and increase its equity to attain this template capital structure. Fitch assumes that the 
hypothetical capital infusion is financed bythe rated entity's industrial operations. 
The example below represents a summary of a representative car manufacturer's financial 
statements with its FS entity which has an actual gross debt/tangible equity ratio of 8.3x. In 
order to achieve a gross debt/equity ratio of 7.Ox, we adjust the FS entity's reported equity by 
CUR1,300 million, financed by a CUR1,300 million increase in the gross debt or reduce cash of 
the rated entity's industrial operations. 

Adjustment Computation Example 
FS adjustments Adjusted profile 

Consolidated "Core" "Core" FS "Core" 
(CURm) group industrial FS entity industrial entity industrial FS entity 

Sales 102,000 94,000 8,000 94,000 8,000 
EBIT 4,300 1,900 2,400 1,900 2,400 
EBIT margin (%) 4.20 2.00 30.00 2.00 30.00 
Readilyavailablecash 33,000 27,500 5,500 27,500 5,500 
and securities 
Receivables 69,000 3,500 65,500 3,500 65,500 
Other assets 118,000 109,000 9,000 109,000 9,000 
Total assets 220,000 140,000 80,000 140,000 80,000 
Equity 69,200 61,400 7,800 -1,300 1,300 60,100 9,100 
Adjusted financial 95,000 30,000 65,000 1,300 -1,300 31,300 63,700 
debt 
Other liabilities 55,800 48,600 7,200 48,600 7,200 
Total liabilities 220,000 140,000 80,000 140,000 80,000 
(reported) 



SOAH Docket No. 473-21-2606 
PUC Docket No. 52195 

TIEC's lst, Q. No. TIEC 1-2 
Attachment 4 
Page 41 of 73 

Adjustment Computation Example (Cont.) 
FS adjustments Adjusted profile 

(CURm) Consolidated "Core" FS entity "Core" FS "Core" FS entity 
group industrial industrial entity industrial 

Debt/tangible equity 8.3 7 
Adj. debt/EBITDA 3.3 3.5 
Adj. net 0.3 0.4 
debt/EBITDA 
Cost of debt (%) 4.50 3.70 4.50 

Source: Fitch Ratings 

Even if the company does not report a specific allocation of debt and equity to its FS division, 
Fitch allocates proxydebt and equity to produce the above financial adjustments. 

The gross debUtangible equity ratio only applies to the debt and equity funding identifiable, 
readily financeable receivables and net "other assets" ("other assets" minus "other liabilities") 
which Fitch believescan beincluded asquasi-receivables (forexample relevantresidual values). 

Appendix 2: Approaching Distress in the Lowest Rating 
Categories 
Speculative and Distressed Rating Scale 
The default curve for rating experience is not linear, and ratings in the lowest category - the 
'CCC'' CC' and 'C' range - face extremely high default risk. Similarly, at the threshold of'B' and 
'CCC' categories, our ratings definitions become more direct. See Fitch's Rating Definitions at 
www.fitchratings.com. 

Factors Differentiating Highly Speculative and Distressed Ratings 
Broad sector traits are useful in understanding relative sector risk, but the differentiation 
between 'B' and 'CCC' category credits is significantly affected by company-specific factors 
relative to market sector peers. In addition to credit metrics, we typically assess a corporate's 
business model and operating profile, effectiveness and appropriateness of management 
strategy, sustainability of the capital structure (including the cost, likelihood and need to 
refinance), and liquidity risk. For more detail see the tables Key Rating Considerations for Highly 
Speculative Credits and Key Rating Considerations for Distressed Credits. 

These factors help differentiate ratings within the'B' category but should not be considered in 
isolation. For example, the fact that an issuer consistently generates positive free cash flow 
(FCF) mayseem (in isolation) a characteristic of an investment-grade rating profile. However, if 
two comparable issuers are constrained at the 'B' category because of their limited scale, lack 
of diversification or modest competitive position, consistently positive FCF through the cycle 
would be a differentiating factor and the issuer with this cash-flow profile would be a stronger 
candidate for a'B+'than a'B' rating. Similarly, assumingtwocompanies have equallyaggressive 
financial metrics, a more robustbusiness model would support a'B+' IDR ratherthan'B'as cash-
flow generation through the cycle mitigates refinancing risk and limits erosion of the respective 
liquidity position. 

Factors Have Relative Weights 
The considerations described in the tables Key Rating Considerations for HighlySpeculative Credits 
and Key Rating Considerations for Distressed Credits do not all have the same weight in the overall 
rating assessment. Often, some factors completely override others, drive the rating discussion 
into a'B+' versus'B', a'B' versus'B-' or a'B-' versus'CCC+' debate and strongly influence the 
final rating outcome. The table below shows which factors Fitch attaches greater weight to, 
dependingon rating levels. As a general guideline, where one factorissignificantlyweaker than 
other factors, this weakest element tends to attract a greater weight in the analysis. 
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Relative Importance of Factors in Determining Ratings 
Higher O Moderate ~ Lower ~ 

B+ vs. B B vs. B- B- vs. CCC+ CCC+ vs. CCC-
Business model O O O O 
Strategy 

O 
OoOO 

Cash flow O O O 
Leverage profile 0 0 0 0 

Governance and financial policy O O O O 
Refinancing risk O O O O 
Liquid ity ( Q 

Source: Fitch Ratings 

Forexample, high refinancingriskand weakliquiditywould inevitablyshiftthe ratingdiscussion 
towards'B-' versus'CCC+' considerations regardless of any strength in the business model or 
strategy. In a'CCC+'/'CCC' debate, the absence of adequate liquidity buffers and vulnerability 
to unfavourable capital market conditions at refinancing would typicallydrive a 'CCC+' rating, 
while our view that default is a real possibility over the rating horizon would push a rating to 
'CCC' or lower. 

Conversely, when liquidity and debt maturity profiles are adequate, the debate would most 
likely revolve around 'B+' versus 'B' and concentrate on the relative strengths of the business 
model, the management strategy and the quality of cash flow. 
The principal qualitative factors distinguishing 'B+' and 'B' ratings from 'B-' are confidence in 
the business model and the resilience of cash flow, and the ability and willingness to deleverage 
at a satisfactory pace given an initially aggressive capital structure and near-term maturity 
profile. A 'B+' rating, particularly for LBOs, generally signals more robust business models, 
limited execution risks and consistently positive FCF generation that support faster 
deleveraging so that refinancing risk remains a minimal concern, even in weak capital market 
conditions. An IDR would not be constrained merelydue to private equityownership. 

Generally, modelling a moderate stress case leads to a debate or negative rating guidance that 
reflects 'CCC' category considerations (i.e. a potentially unsustainable business model, capital 
structure and liquidity position), it is likely the rating would be closer to 'B-' than to 'B'. In 
particular, this may apply where qualitative factors such as technological substitution, 
regulatorythreats, chronically weakdemand, excess capacityor Iackof scale to protect margins 
are primary issues, especially as debt maturities approach or Iiquiditydeteriorates. 

Complementing Sector Navigators 
Navigators have limitations as a tool for peer comparison when all of the business and financial 
characteristics of an issuer are within (or close to) the'B' category. 
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Key Rating Considerations for Highly Speculative Credits 
Factor B+ B B-

Business 
model 

Robust Sustainable Intact 
Business model and sector show resilience Business profile remains intact if subjected to Business profile is intact but if subjected to 
to more pronounced or prolonged reasonably foreseeable stresses (e.g. cyclical reasonably foreseeable stresses it begins to 
downturns. Stressed economic conditions or downturn, technological or regulatory show characteristics more in line with a 
entrance of competitors do not affect disruption, secular operational risks). 'CCC' "broken" business model. 
operating margins and cash flow. The business will have some keyoperating Key weaknesses may include small size, 
However, the business profile retains strengths (e.g. diversification of products or exposure todiscretionary products, low 
characteristics that prevent the IDR from end-markets, clear market positioning/share, barrierstoentry/high substitution risk, and 
reachingthe 'BB' category, such as limited recognised brand, moderate exposure to product or geographical concentration. 
scale and diversification relative to larger discretionaryspending, cost leadership, partly Performance can be volatile in challenging 
companies. Such elements maythreaten the flexible cost base, high barriers toentryor economic conditions (e.g. negative like-for-
resilience of the business profile over the specialist products Ieadingto margins above the like sales, margin pressure, and 
Iongterm. average for peers) that enable the company to technological transition) but there is some 

have some earnings/margin resilience through certaintythat the businesscould perform 
the cycle. when those turn more benign. 

Execution risk Limited 
in strategy Management has a record of generally 

implementinga coherent and successful 
strategy. Any restructuring/cost-savings 
initiative or expansion plan has a clear, 
predictable outcome and carries limited 
operational risk. Management has the 
flexibilitytoslightlydelaysuch plans 
without compromising the business model 
and the overall performance of the 
company. 

Cash flow Consistently positive 
profile Company can generate positive pre-

dividend FCF (even if in the low single digits 
of sales) through the cycle, includingduring 
more pronounced/prolonged downturns or 
under "stress" rating scenarios. This can be 
supported bya recurring revenue stream, 
high operating margins, an asset-light 
business model with healthy cash 
conversion or ability to conservatively 
preserve cash in periods of stress. 

Moderate 
Company has sufficient financial flexibility to 
allow it to compete with larger/better 
capitalised peers on product investment or 
brand expansion, or overcome foreseeable 
challenges to its plans. 

Neutral to positive 
Companycan maintain neutral to positive pre-
dividend FCF even in periods of moderate 
economic stress, often indicated by having done 
so in the past. Supporting factors include the 
ability to actively manage working capital, a 
proven record of cost-cutting, the abilityto cut 
discretionaryor expansion capex (e.g. store roll-
outs), high margins and low operational gearing. 

Meaningful 
Company has limited capacity to mitigate 
execution risks while still deleveraging. 
Management may have embarked on 
reorganisation plans that could prove 
successful, but which carrycostlyand 
meaningful execution risk. 
Failure of strategy or restructuringcould 
compromise the deleveraging profile but 
should not lead tosustained cash burn. 

Volatile 
Company is a price taker with limited ability 
to pass on lower market pricestosuppliers 
or higher input costs to customers. It may 
suffer from high operational gearingor 
have high capital commitments and face 
difficulties in managingworkingcapital 
under economic stress. Consistent FCF 
generation proves difficult through the 
cycle. 

Leverage Cleardeleveraging path 
profile High leverage is mitigated by a clear 

deleveraging plan that Fitch believes is 
credible and/or predictable. Alternatively, 
the company has moderate financial 
leverage relative toother'B' issuers in the 
sector. If an LBO, the level of leverage may 
become consistent with a 'BB' category over 
the rating horizon. 

Deleveraging capacity High but sustainable 
Current leverage is high but Iikelyto remain Leverage metrics are weakamongsector 
consistent with a'B' rating through the cycle. It and rated peersand could quicklyappear 
has proven deleveragingcapacity under current vulnerable to deterioratingcapital market 
(and perhaps previous) capital structure. conditions. 

Under benign economicconditions 
leverage decreases - albeit slowly. Under 
stress, high leverage would leave limited 
margin of safety to prevent an increasing 
riskofdefault. 

Governance/ Committed Some commitment to deleveraging Aggressive 
financial policy Management and shareholders have Clear link exists between management and There isevidence of aggressive financial 

explicitly stated a commitment to reduce ownership objectives. Ownership willing to strategyand an intention to maintain high 
debt over time and/or not receive dividends, suffer equitydilution as a deleveragingtactic. I f financial leverage, e.g. entirelydebt-funded 
and we believe such plans are credible given a recycled LBO, it has a record of voluntarydebt M&A or expansion plans, regular orspecial 
their record and feasibilitydue to some prepayments under previous LBO structures. debt-funded dividend payments and other 
specific creditor protections in the There is a sponsor strategyto fund M&A or forms of shareholder cash distributions 
documentation (e.g. covenants, cash sweep). expansion plans via internal cash rather than even if implemented within the restrictions 
Governance practices, for example a Iackof releveraging through new debt. of loan and bond documentation. 
independent directors on the board, prevent However, despite an intention togenerally 
the company from reachingthe 'BEV reduce debt over time, management/sponsors 
category. remain opportunistic about part debt-financing 

acquisitions or paying dividends as authorised 
by loan and bond indentures. 
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Key Rating Considerations for Highly Speculative Credits (Cont.) 
Factor B+ 
Refinancing Limited 
risk Company can reduce leverage to market 

tolerance levels for a given sector, and in a 
timely manner (i.e. before debt maturities), 
includingduringadverse capital markets 
conditions. A materially higher cost of debt 
would not prevent positive FCF generation. 
For an LBO, the company may have a 
leverage profile at "exit" that enables 
sponsors to reasonablycontemplate an IPO. 

Liquidity Comfortable 
Cash on balance sheet is comfortable and in 
excessof minimum operational cash 
requirements. Adverse operating (or 
funding) conditions do not prevent the 
company from conducting business and 
meeting short-term obligations from 
available cash or internal cash flowwithout 
requiringthe sale of assets or debt 
drawdowns. 
Undrawn committed credit lines remain 
available due to ample covenant headroom, 
and access to additional sources of funding 
is possible. 

Source: Fitch Ratings 

B 
Manageable 
Companycan further deleverage towards more 
conservative assumptions and refinance in less 
favourable capital market conditions bythe 
time maturities falldue. Itshould beableto 
refinance even at higher costand maintain 
positive FCF. 

Satisfactory 
Some liquidity buffers are available in case of 
financial stress (e.g. revolving credit facility, or 
"RCF", availability, asset disposal). Sufficient 
availability exists under committed credit lines 
and headroom under covenants totemporarily 
cover short-term liquidity requirements. 

B-
High 
Deleveraging will be slow under our rating 
case. Company relies on credit market 
conditionsto be highly favourable when 
maturities fall due. 
Higher cost of debt could be detrimental to 
FCF generation but should not lead to 
sustained periods of cash burn. 

Limited 
Deterioratingeconomic or business 
conditionscould put Iiquidityunder 
pressure, and the company has limited 
alternative sources of capital (Iackof 
valuable assets, support from shareholder 
unlikely). Availability under committed 
credit lines could be limited while remaining 
in compliance with covenants. 

Key Rating Considerations for Distressed Credits 
Factor ccc+ 
Business Redeemable 
model Clear evidence of deterioration 

butcyclical trendsor 
restructuring initiatives implies 
that the business is redeemable. 
The core operating assets, brand 
and market position are expected 
to survive a restructuring. 
Performance exhibits stable core 
operations or encouraging signs 
of a successful turnaround. 
Turnaround prospects may be 
supported bysector 
consolidation. 

ccc 
Compromised 
Serious deficiencies evident in an 
uncompetitive product offering, a 
weakening market position, and an 
erodingcustomer base; 
Operational reorganisation until 
now has been either ineffective or 
insufficient tooffsetthe decline in 
operating performance. 
This business is not positioned for 
recovery. 

ccc-
Disrupted 
May no longer beviable. Severe 
market share or customer losses 
require immediate corrective actions. 
There is a limited window where a 
shift to a new business model is 
possible. 

CC 
Irredeemable 
The company has a limited 
abilitytooperate on a dayto 
day basis. Product 
obsolescence, regulatory 
constraints, adverse 
litigation or brand 
destruction confirm the 
business model is not viable. 

Execution Challengingyet achievable 
risk in Restructuring is possible only 
strategy with skilled management team 

with a record of previous 
successful turnarounds and 
relevant sector experience. Fitch 
believes the management has 
identified the flaws and hasa 
reasonable chance of success to 
fix them. 
Restructuringcan be funded with 
the resources available tothe 
company. 

Uncertain Highlyspeculative Not credible 
Partial execution ordelays are The strategy is excessively ambitious The management has 
expected. Abilityofthe or is otherwise unachievable. abandoned a failed strategy, 
management team is questionable Management lacks the necessary has no new strategy or the 
and /or the team's incentivesare sector experience, industry networks new strategy is incoherent. 
not aligned with shareholders or or workout experience toexecute the The board of directors may 
lender. proposed turnaround plan or no plan have removed the 
For example, the management team has been proposed. management team and key 
has been recent replaced, there leaders or other key 
may be a historyof previously failed stakeholders in the business 
turnarounds bythe same sponsor may have departed. 
and/or management team, or the 
business may be underinvested for 
its sector and strategy. 
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Key Rating Considerations for Distressed Credits (Cont.) 
Factor ccc+ 
Cash flow Mostly negative 
profile The company has unpredictable 

and mostly negative cash flow 
with little Ieewayto mitigate 
market or operational risks. 
There is low visibilityon customer 
and/or supplier behaviour which 
distorts operatingcash flow. 
The company has some discretion 
on spendingto reduce the pace of 
cash burn. 

ccc ccc-
Constantly negative Acceleratingcash outflow 
FCF is consistently negative due to Exceptional items and poor operating 
excessive cash interest payments, performance led to increasingly 
permanently adverse working- uncertain and negative FCF. Other 
capital dynamics, inability to reduce factors such as contingent liabilities, 
capex and/or restructuring costs. regulatory fines, and volatile working 

capital may increase both the pace 
and magnitude of cash outflows. A 
reduction in discretionaryspending 
such as growth capex is unlikelyto 
arrest the negative impact on 
IM u idity. 

CC 
Irreversible outflow 
The magnitude of mandatory 
expenditures such as 
payments to suppliers, tax 
authorities, regulators or 
other parties far exceeds the 
abilityof the firm to generate 
cash. 

Leverage Significant outlier Unsustainable Disproportionate and increasing Unrecoverable 
profile The leverage profile is considered Capital structure is unsustainable Disproportionate financial leverage, A persistent decline in 

excessive against sector and rated and exceeds the cash generative which consistently increases operating performance 
peers with unclear prospects of properties of the business. Leverage regardless of the underlyingtrading combined with onerous debt 
deleveraging under the rating does not reduce or even increases and economic environment. terms including increasing 
case. due to payment in-kind debt Payment default under financial PIK interest, accrued 
Under stable business, economic component, a continuous reliance obligations isa real possibility in the preferred dividends, and the 
and financingconditions the on additional debt toclose liquidity next 12 to 24 months unless termination of uncommitted 
business maysupport the over- gaps or deterioratingcash flow restructured. facilities leave no possibility 
Ievered balance sheet for several under the ratingcase. of repayment. Principal 
years, or until debt maturity, Payment default under financial default is expected within 12 
without incurringa payment obligations is a real possibility in the months. 
default. next 24 to 36 months, even under 

stable business, economic and 
financingconditions. 

Governance/ Ineffective Uncommitted Hostile Inevitable balancesheet 
financial Management plans Iacksufficient Conflict between business The relationship between business restructuring 
policy detail to preserve cash or to management and owners exposes management and owners is The company has hired debt 

rationalise the capital structure. absence of commitment on the detrimental toexecutingon financial restructuring advisors to 
Equity injection from existing equity side. The perception may be policy. facilitate negotiations with 
shareholders may provide a that the owners have "walked There are no realistic prospects of its Iendersor it islikelyto file 
temporary financial cure upon away". securing new equity from existingor for court protection in the 
distress. However, it is not Limited abilityor willingness of the new investors to cure financial next twelve months. The 
sufficient in the medium term to shareholders to cure financial distress. company may have entered 
protect creditors' position. distress due tothe magnitude of the Multiple stakeholders may be pre insolvency procedures, 
Equity investors are supportive of addressable economic or financial simultaneously pursuingdivergent entered into a standstill 
the turnaround plan but the losses or a low strategic importance and contradictory courses of action. A agreement prior to payment 
extent of that support may be of thecompanytothe business fragmented investor base may make default, or announced plans 
uncertain. owners. any agreement highly unlikely. to write down debt. 

Refinancing Off market options 
risk A timely refinancing is a 

possibilitysupported bysome 
operational stabilisation and on 
terms at a premium to those 
prevailing in the market. 
Refinancingoptions may include 
amend and extend transactions. 
Capital markets remain receptive 
to the issuer, supported by sector 
traits and/or investors' 
understanding of the business 
model and its behaviour through 
the cycle. 
High enterprise values (EVs) in 
the sector suggest strategic asset 
value for a potential trade buyer 
or monetisation of assets. 

Excessive 
Timely refinancing looking less 
Iikelythough possible at above-
market rates implied bysecondary 
market prices. 
Additional financial metrics beyond 
leverage and interest coverage 
constrain the abilityto refinance 
such as net debt to EBITDA less 
capex. 
Investors mayavoid the issuer for 
idiosyncratic factors or the sector 
duetouncertain return 
expectations. 

Unavailable 
Refinancing is considered unlikely 
with leverage at its current level, 
though needed within the next 12 to 
24 months. 
Regardlessof the capital market 
conditions prevailingat that time; 
investors are withdrawing from the 
sector, or unlikelyto commit 
additional funds due to issuer's 
idiosyncratic credit issues. Secondary 
market implies unserviceable interest 
payments. 
There is noobservable Iiquidityand 
arm's length financing is not available, 
however there remainsthe possibility 
that third parties, such asstrategic 
investors, may provide support. Such 
support maytakethe form of equity 

Imminent 
In combination with the 
distress inherent in a CCC-
credit characteristics 
maturities in excessof 
available liquidity will occur 
in the next 12 months. In 
addition, there is nocredible 
third party support. 



Key Rating Considerations for Distressed Credits (Cont.) 
Factor cCC+ ccc 

Liquidity Minimal headroom Poor/partly funded 
Projected liquidity reserves are Total available funding (including 
sufficient for making interest internal cash, all committed debt 
payments and covering essential and drawn uncommitted debt) 
maintenance investments. Any sufficient only to postpone, but not 
shortfall in performance against toavoid a Iiquiditycrisis. 
the business plan mayexhaust the Asset sale tosecure additional 
remaining headroom. liquidity represents high execution 
Due to impaired internal liquidity riskdue to current unfavourable 
generation there are insufficient asset price due to such factors as 
resources to meet near term overcapacity, cyclical downturn 
principal payments orto fund and/or depressed current 
material additional exceptional commodity prices. 
expenses. The issuer is making use of one time 
Prospects for securingadditional Iiquiditysources such as fully 
sourcesof liquidity remain drawingon the RCF or other 
remote. Committed facilities may committed or uncommitted lines or 
already be partiallydrawn and sellingassets. 
repayment appears unlikely. 

Source: Fitch Ratings 
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ccc- CC 
cures, high cost subordinated debt or 
asset sales. 
The company has negative equity 
value or the leverage multiple is 
greater than the EV multiple 
Unfunded De facto insolvent 
A Iiquiditycrisis is perceived as The financial statements 
unavoidable in the next 12 to 24 contain a qualified opinion or 
months unless a fundamental change the auditors express 
takes place, such as fresh third-party uncertainty regardingthe 
support. abilityof the companyto 
Alternative Iiquiditysources have continue as a goingconcern. 
been explored and found to be Less than 12 monthsof 
ineffective or unavailable. The debtor liquidity remain and all 
has started taking value-diminishing avenues for additional funds 
or possibly hostile actions towards have been exhausted. Only 
creditor interests. an extraordinary 

intervention from a third 
partycanavoid a liquidity 
crisis. 
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Appendix 3: Distressed Debt Exchange 
This section describes our criteria for the rating of issuers and anyspecific instruments that are 
affected by Distressed Debt Exchanges (DDE). Application is restricted to issuers that have 
instruments and other financial obligations owned by third-party investors who would usually 
be expected to exercise all remedies available to them. 
When considering whether a debt restructuring should be classified as a DDE, Fitch expects 
both of the following to apply: 

• the restructuring imposes a material reduction in terms compared with the original 
contractual terms; and 

• the restructuring or exchange is conducted to avoid bankruptcy, similar insolvency or 
intervention proceedings, or a traditional payment default. 

When an exchange or tender offer that Fitch considers to be distressed is announced, the IDR 
will typicallywill be downgraded to'C'. Completion of the DDE typically results in an IDR being 
downgraded to 'RD' (Restricted Default). Affected instrument ratings will be changed 
accordingly. Shortly after the DDE is completed, an IDR will be re-rated and raised to a 
performing level, usuallystill Iowspeculative-grade. 

The mostcommon application of these criteria is to bond and bank loan DDEs, butthis does not 
preclude the criteria's application to other classes of obligation, such as leases or other major 
contracts. However, in many of these cases, the difference between a DDE and a robust non-
public bilateral negotiation occurring in the normal course of business may be slight. In these 
circumstances, a DDE will only be called when there is compelling evidence of its existence. 

DDE Criteria for Bonds 
Material Reduction in Terms 
A material reduction in terms could feature anyone or a combination of the following: 

• Reduction in principal; 

• Reductionininterestor fees; 

• Extension of maturity date; 

• Change from a cash pay basis to PIK, discount basis orother form of non-cash payment; 

• Swapping of debt for equity, hybrids or other instruments; 

• Cash tender for less than par if acceptance is conditional on a minimum aggregate 
amount being tendered, or if combined with a consent solicitation to amend restrictive 
covenants. If either of these conditions is not evident, then cash tender offers for less 
than par will not be DDEs, unless other circumstances indicate that failure of a large 
percentage of creditors to participate in the tender would Iikelycontribute to the entity 
defaulting; and/or 

• Exchange offers or cash tenders that are accepted only if the tendering bondholder also 
consentsto indenture amendments thatmaterially impairthe position of holders thatdo 
nottender. 

Fitch will review the circumstances of any exchange offer and consider the impact of each of 
these factors. 
The purpose of this test is to exclude situations where an investor is being fairly compensated 
for accepting an offer, and is at least indifferent about what is being offered and the original 
contractual terms. In practice, however, this judgment can be highly subjective and dependent 
on factors, such as an investor's/market's perception of, and appetite for the issuer's credit risk, 
or the value attributable to the grantingof additional security. 
Our presumption when any of the above is present is, therefore, that there has been a material 
reduction in terms, unless it can be clearly shown that creditors would likely be indifferent 
between the old and new terms. The likelihood of this is more remote for a distressed issuer. 


