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lengthy process that does not provide funds immediately in the wake of a storm
when service is being restored. Even with securitization, CenterPoint Houston
would need to finance for up to 18 months until the process is complete.
Growth: CenterPoint Houston has the obligation to serve our customers, and
the number of customers in our service area has grown by 2% per year for
decades and, unlike many other utility service areas, is projected to continue
growing. CenterPoint Houston has to invest the capital required for the growing
customer base — creating a continuous need to access capital markets and
putting CenterPoint Houston at risk tor overleverage due to current regulatory
earnings lag and underearning. QOur capital is tied up in the investment — our
costs are sunk and prescriptive.

Population density: As the utility serving one of the largest metro areas in the

United States, CenterPoint Houston must invest in more distribution than
transmission compared to other utilities in Texas. This presents unique

challenges.

HOW DOES THAT TYPE OF AFOREMENTIONED GROWTH AFFECT
CENTERPOINT HOUSTON’S CREDIT METRICS?

As a public utility, CenterPoint Houston has a statutory duty to provide
transmission and distribution service to all customers in its certificated service area.
Thus, CenterPoint Houston is required to invest the capital necessary to construct
facilities that will serve the additional growth, which requires incremental funding
of such growth, including debt. The ability to generate sufficient cash flows from

those capital investments in a timely manner relative to the amount of debt

Direct Testimony of Jacqueline M. Richert
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necessary to fund the investments will drive the metrics that support the high-
quality credit ratings.

DOES CENTERPOINT HOUSTON FACE ANY OTHER NEAR-TERM
RISKS THAT IMPACT ITS CREDIT RATING?

Yes. As noted in Ms. Story’s Direct Testimony, the Inflation Reduction Act
imposes a new 15% CAMT based upon adjusted financial statement income. Ms.
Story testifies that the Company expects that CNP will be subject to the 15%
CAMT beginning in tax year 20241 Accordingly, the cash outlay associated with
the CAMT presents a risk to our business that will likely adversely impact
CenterPoint Houston’s credit metrics, including the funds from operations
(FFQO)/debt ratio if we are unable to recover the impact of the tax through rates as
illustrated in Table JRichert-7 below:

Table JRichert-7. Corporate Alternative Minimum Tax Impact to FFO
Hlustrative ONLY

Cash Flow with Min Tax @
Funds from Qperations {FFO) {without recovery} {with recovery)
Net Income adjusted for cash items = FFO 1,000 & 1,015 (&)
Minus: Min Tax Payment {15) {15) (8
Adjusted FFO 985 1,000 {c)={A)-(B)
Adjusted Total Debt
Total Debt 6,567 6,567 (M
FFO/Debt 15.0% 15.2% (E)={c)/ (D]
[¢3)] All figures are illustrative anly, not to be representative of actuals
@& Assumes that Rate Base is adjusted for Min Tax, allowing for recoverythrough rates

10 Ms. Story explains that CenterPoint Houston and other members of the ONP consolidated income

lax return are expecled Lo pay regular income tax in excess of the CAMT in 2023, As a resull. she concludes
that there will be no minimum tax due for the 2023 (ax yeat.
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In the event that negative credit impacts occur, CenterPoint Houston’s ability to
invest 1n necessary projects may be impeded as our ability to raise incremental debt
issuances may be otherwise limited based on lower credit metrics.

HAVE THE CREDIT AGENCIES COMMENTED ON THE IMPACT OF
THE CAMT ON CREDIT?

Yes. As shown in Exhibit JRichert-3(CONF), S&P published a report on August
30, 2022, on the Inflation Reduction Act tax impacts to credit, and stated “the
[CAMT] will impact the FFO of mostly investment-grade companies due to an
increase in cash tax outtlows related to higher taxes paid, and will also result in
reduced accessible cash to offset debt.” S&P does not expect the CAMT itself to
affect ratings, but I believe this 1s an additional drag on CenterPoint Houston’s
credit metrics. Moody’s published a similar report on August 10, 2022 (Exhibit
JRichert-4(CONF)), and noted “from a liquidity perspective, this tax will have the
largest negative effects on large, growing companies that only recently met the
income threshold . . . . Their net operating losses have been used to offset taxable
income, but that otfset will be undone by the book minimum tax of 15%, which can
be a substantial portion of operating cash flow.”

DOES CENTERPOINT EXPECT TO GENERATE ENOUGH REVENUE
FROM OPERATIONS TO INTERNALLY FUND THE PROJECTED
CAPITAL INVESTMENTS?

No. CenterPoint Houston's revenue from operations will not be sufficient to
internally fund all of that investment. CenterPoint Houston’s base rates are set

based upon its historic investment levels. As explained in the Direct Testimony of
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Lynnae K. Wilson and Jason M. Ryan, and others, a combination of sustained and
rapid customer growth together with heightened expectations for reliability and
resiliency, are requiring ever increasing levels of annual capital investment above
base rates. As described in earlier testimony, there is nearly $13 billion of
investments anticipated over the next five years. Therefore, it will be necessary for
CenterPoint Houston to fund the incremental investment through a combination of
debt issuances, retained earnings, and equity infusions from CNP.

YOU TESTIFIED EARLIER THAT THE RATING AGENCIES HAVE
STATED THAT CONSTRUCTIVE RESPONSES BY THE REGULATORY
AGENCIES ARE NECESSARY TO MITIGATE THE EFFECTS OF THE
FUNDING GAP BEYOND GENERATED CASH FLOWS. WHAT TOOLS
ARE AVAILABLE TO THE REGULATORY COMMISSIONS TO
RESTORE THE CASH FLOW TO LEVELS THAT WILL MAINTAIN
CURRENT CREDIT METRICS?

The rating agencies have identitied a number of tools to restore part of the lost cash
flow, including the following:

¢ anincrease in the authorized equity ratio,

e an increase in the authorized ROE; or

* anincrease in depreciation expense,

These tools are not mutually exclusive. They can be used in combination with each
other and in combination with other tools, such as shortening amortization time

periods.

Direct Testimony of Jacqueline M. Richert
CenterPoint Energy Houston Elecetric, LLC



6

9

10

15

16

Page 22 of 36

WHAT TOOL IS CENTERPOINT HOUSTON PROPOSING THAT THE
COMMISSION ADOPT IN THIS CASE?

CenterPoint Houston proposes that the Commission help mitigate the funding gap
through a combination of all of these tools including authorizing CenterPoint
Houston’s actual operating capital structure, improving the authorized ROE as
supported by Company witness Ann E. Bulkley, and approving the depreciation
rates supported by Company witness Dane E. Watson. Increasing the authorized
equity ratio used to set rates to match the equity level at which the business is
actually funded would be a credit supportive recommendation. Because increasing
the equity ratio has the corresponding eftect of reducing the debt ratio, it improves
the quality of the Company’s credit metrics. Table JRichert-8 below is an
illustrative example to show how isolating something such as equity layer would
lead to higher returns on rate base. This hypothetical example creates an
incremental $30 million of generated returns to support future capital investments,
which would have the corresponding etfect of reducing the incremental debt needs.

Table JRichert-8: Illustrative Change of Equity Content (in millions)!!

Allowed: Updated Equity layer:
Equity Content 42 5% 45%
ROE 9.4% 9.4%
Capital (in millions) $12,794 $12,794
Return on Investment $511 $541
Change in Return: +$30

""" This cxample docs not lake into account any changes 1o cost of capital or Operations and

Maintcnance expenscs.

Direct Testimony of Jacqueline M. Richert
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HOW CAN CENTERPOINT HOUSTON DEMONSTRATE THAT THE
EQUITY RATIO DECIDED BY THE COMMISSION IMPACTS CREDIT
RATINGS?
As previously mentioned in my testimony, both Moody’s and Fitch lowered
CenterPoint Houston’s issuer rating during or shortly after the conclusion of
CenterPoint Houston’s last rate case in Docket No. 49421, In Exhibit
JRichert-5(CONF), which is a Moody’s report dated March 4, 2020, Moody’s
downgraded CenterPoint Houston’s senior secured rating to A2 from Al. In its
report, Moody’s stated:

‘...CEHE’s ratio of cash tflow pre-working capital to debt ratio is

talling to the 15% to 16% range, down from around 19% historically

.’ In addition, CEHE’s approved stipulation of settlement

...includes a ROE and equity layer of 9.4% and 42.5%, respectively.

This is lower than CEHE's previous 10% ROE and 45% equity

layer, all resulting in lower cash flow and a higher debt

capitalization.

B. Need for a Capital Structure that Supports an A3 Issuer

IS AN A3 ISSUER RATING APPROPRIATE FOR CENTERPOINT
HOUSTON?

My earlier testimony described cost of debt disparity between credit ratings. A
higher rating translates to lower costs as illustrated in Tables JRichert-4 and
JRichert-6. 1also described the market access afforded to higher rated credit. It 1s
in the public interest for CenterPoint Houston to be in a position to borrow funds
on reasonable terms under any circumstances that may arise in the future given the
recent experience of turbulent market environment. Solid financial integrity 15 a
critical component of CenterPoint Houston's ability to address the ongoing funding
needs associated with providing reliable electric service as described earlier and in

Direct Testimony of Jacqueline M. Richert
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the Direct Testimony of Jason M. Ryan. CenterPoint Houston routinely needs
access to the debt capital markets at reasonable rates in order to finance its future
capital investments and refinance the approximately $7 billion of existing long-
term debt that will mature over time. CenterPoint Houston may also, from time to
time, need to access the debt capital markets for unexpected needs such as system
restoration costs following a hurricane. These unexpected needs could occur at
inopportune times when the financial markets are not robust, and CenterPoint
Houston may not have adequate liquidity reserves, or parent support, to wait for
improved market conditions.  Accordingly, I believe it is appropriate for
CenterPoint Houston to attain and maintain its prior A3 issuer rating at Moody’s
and S&P/Fitch equivalent rating or better,

WOULD THE PROPOSED 44.90% EQUITY RATIO AND 10.4% ROE
IMPROVE THE PROJECTED FFO/DEBT RATIO ENOUGH TO
IMPROVE THE COMPANY’S CREDIT RATING?

According to the Moody’s report dated January 11, 2024 in Exhibit JRichert-
6(CONF), factors that could lead to an upgrade include it “CEHE’s financial
metrics improve, including a ratio of CFO pre-W/C to debt consistently above
17%”.'> Based on the projected cash flow improvements and resulting debt
reductions shown in the simplitied calculation below, we would advocate for a

ratings improvement.

12 #CFQ pre-W/C™ means Cash Flow [rom Opcerations before Changes in Working Capilal.
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] Table JRichert-9: Calculated FFO/Debt based on Capital Structure and

2 ROE Recommendation!’
{$ in Billions) 2025 2026E  2027E
FFO (at 55%/45% structure at 10.4% ROE) 1.5 S1.7 $1.9 $2.0
Total Debt 59.0 59.9 510.9 $11.8
| FFO / Total Debt 17.0%  17.3%  17.3%  17.3% |

L)

4 Q. HAVE YOU REVIEWED THE CAPITAL STRUCTURES OF THE
5 COMPANIES THAT MS. BULKLEY INCLUDED IN HER PROXY
6 GROUP?

7 A Yes. Those capital structures appear in Ms. Bulkley’s Exhibit AEB-14.

g8 Q. IS A CAPITAL STRUCTURE WITH 44.90% COMMON EQUITY

9 REASONABLE WHEN COMPARED TO CAPITAL STRUCTURES OF
10 THE COMPANIES IN THAT PROXY GROUP?

n A As mentioned earlier, the capital structure proposed in CenterPoint Houston’s Rate
12 Filing Package is conservative. As shown on Company witness Ms. Bulkley’s
13 Exhibit AEB-14, the equity ratios for the utility operating subsidiaries of the
14 Company’s proxy group average 52.42%. Those percentages are considerably
15 higher than the 44.90% equity ratio requested by CenterPoint Houston in this case.
16 C. Summary of Capital Structure Recommendation

17 Q. HOW WOULD YOU SUMMARIZE THE DATA THAT YOU HAVE
18 REVIEWED AND PRESENTED IN THIS TESTIMONY ON THE MATTER

19 OF CAPITAL STRUCTURE?

13 This projecied calculation is isolaling for FFO changes made by revising capital structure and
ROE recommendations and is not comprehensive for other witness recomimendalions,

Direct Testimony of Jacqueline M. Richert
CenterPoint Energy Houston Elecetric, LLC



6

9

10

20

21

22

Page 26 of 36

The data and testimony I have presented demonstrate the reasonableness of using a
55.10% long-term debt and 44.90% equity capital structure. That structureis in the
best interest of the customers and the communities we serve for the local
transmission and distribution utility to have a single A3 credit rating or greater
because such rating is expected to allow the utility to raise funds as needed, on
reasonable terms, to finance the ongoing capital investment and improvements in
our electric system even in the face of adverse conditions (whether that be a
hurricane that affects the utility or developments in the bank or capital markets that
affect all companies in the industry).

This recommendation is also in the best interest of the Company as it has
continued reliance on capital markets to fund customer-driven investments. As
leverage increases, a company has less financial flexibility, due to the need to
service the fixed payments associated with the debt. This reduced financial
flexibility results in greater financial risk for the company, resulting from lower
overall coverage ratios. Further, higher leverage increases the risk to equity
holders, which are the last claimants on company assets.

V. COST OF DEBT CAPITAL

WHAT TOPIC DO YOU DISCUSS IN THIS SECTION OF YOUR
TESTIMONY?

1 describe CenterPoint Houston’s embedded cost of long-term debt.

WHAT 1S THE COMPANY’S CURRENT EMBEDDED COST OF
LONG-TERM DEBT IN THIS CASE?

CenterPoint Houston’s current embedded cost of long-term debt 1s 4.29%,.

Direct Testimony of Jacqueline M. Richert
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HOW DID CENTERPOINT HOUSTON CALCULATE THAT
LONG-TERM DEBT RATE?
The cost of debt was calculated in Schedules II-C-2.4 and TI-C-2.4a. The cost of
debt percentage is calculated as the adjusted annual debt requirement'* divided by
the net balance of debt as of December 31, 2023,
HAVE DEBT COSTS BEEN INCREASING RECENTLY?
Yes. The cost of short-term and long-term debt has increased significantly in the
past few years, primarily as the result of rising interest rates. This can be viewed
in CenterPoint Houston’s two most recent bond ofterings. In March of 2023, a
10-year bond was issued at a rate ot 4.98%. Several months later, a 5-year bond
was offered in September at a rate of 5.2%. That represents a 4% increase in the
coupon tor half of the duration bond over a relatively short amount of time.

As shown in the table below referenced from Figure AEB-4 of the Direct
Testimony of Ann E. Bulkley, the underlying 10-year treasury bond vield remains

at approximately 4.00%.

14 Tncluding amortized costs of issuances and inlercst rate hedges as consisient with prior practice.
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Table JRichert-10: 10-Year Treasury Bond Yield, January 2019-January
2024

5.50%

5.00%
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‘Docket No. 49421
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VI. COSTOF EQUITY CAPITAL AND RATE OF RETURN

HAVE YOU REVIEWED THE DIRECT TESTIMONY OF ANN E.
BULKLEY IN WHICH SHE PROPOSES A 10.6% ROE FOR
CENTERPOINT HOUSTON?

Yes. | have reviewed Ms. Bulkley’s testimony, and while I agree that 10.6% 1s a
reasonable ROE for CenterPoint Houston, the Company is requesting an ROE of
10.4% after taking into consideration the atfordability tor customers of the overall
return requirement, as discussed n the Direct Testimony of Jason M. Ryan.
WHAT IS THE APPROPRIATE RATE OF RETURN FOR CENTERPOINT
HOUSTON USING THE 10.4% ROE, A 4.29% COST OF DEBT AND A
CAPITAL STRUCTURE COMPOSED OF 55.10% LONG-TERM DEBT

AND 44.90% EQUITY?

Direct Testimony of Jacqueline M. Richert
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Using a capital structure consisting of 55.10% long-term debt and 44.90% equity,
a 4.29% cost of debt, and a 10 4% ROE, the overall rate of return for CenterPoint
Houston is 7.03%. That is the rate of return that CenterPoint Houston is asking the

Commission to adopt in this proceeding. Please refer to Schedule TI-C-2.1 for this

calculation.
Table JRichert-11: Recommended Rate of Return
(a) b) () (d)
Percentage Weighted
Balance of Total Cost Cost
Common Equily 5,990,929.790 44 90% 10.40%% 4.67%
Long-Term Debt 7.351,041,105 55.10%, 4,29%, 2.36%
Total 13,341,970.895 100.00% 7.03%

VII. _RING FENCING PROVISIONS

CAN YOU PLEASE PROVIDE A DESCRIPTION OF RING-FENCING?
Yes. At a high level, ring-fencing is a method of separating assets or businesses
from each other. For utilities, regulators have sought to use ring-fencing to insulate
the utility from any potential credit risk associated with the utility’s parent or other
affiliate companies.

HAVE RING-FENCING REQUIREMENTS BEEN PLACED ON
CENTERPOINT HOUSTON AND HAVE YQOU ADHERED TO ALL
REQUIREMENTS?

Yes, 14 ring-fencing provisions were contained in the Docket No. 49421 Final
Order, Ordering Paragraphs Nos, 26-39, and CenterPoint Houston has adhered to

all requirements.

Direct Testimony of Jacqueline M. Richert
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DOES CENTERPOINT REQUEST ANY CHANGES BE MADE TO THE
REQUIREMENTS?
Yes. Ordering Paragraph No. 30 states: “CenterPoint Houston must maintain
registrations with all three ratings agencies.”!*> CenterPoint Houston requests that
this requirement be revised to read, “CenterPoint Houston must maintain
registrations with Moody’s and S&P ratings agencies.” Reducing CenterPoint
Houston’s required registrations from all three agencies to two should reduce the
associated costs borne by our customers by approximately $990,000 anmially.
There is an annual fee ot $66,000 per calendar year for the annual entity rating, as
well as a 6.6 basis point fee to that agency to rate each new issuance, which resulted
in $924,000 in costs in 2023. Having two of three agencies (Moody’s and S&P)
rate the issuances would be sufficient to maintain the rating integrity of the entity.
Similarly, Ordering Paragraph No. 39 states: “CenterPoint Houston must
notify the Commission if its credit issuer rating or corporate rating as rated by any
of the three major rating agencies falls below investment-grade level.”!®
CenterPoint Houston requests this requirement also be revised to read,
“CenterPoint Houston must notify the Commission if its credit issuer rating or

corporate rating as rated by Moody’s or S&P falls below investment-grade level.”

¥ Docket No. 49421, Ordering Paragraph No. 30.
5 Docket No. 49421, Ordering Paragraph No. 39,

Direct Testimony of Jacqueline M. Richert
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Reducing the number of rating agencies as proposed in the revisions above
is consistent with requirements of our peers, including AEP Texas,!” SWEPCQ,!3
and Entergy Texas.'®.

VII. TREASURY AND INVESTOR RELATIONS DEPARTMENTS’
ORGANIZATION AND OPERATING COSTS

WHAT TOPICS DO YOU DISCUSS IN THIS SECTION OF YOUR
TESTIMONY?

I support the reasonable and necessary costs charged to CenterPoint Houston tor
the services provided to CenterPoint Houston by the CNP Treasury and Investor
Relations Departments.

PLEASE DESCRIBE THE TREASURY AND INVESTOR RELATIONS
DEPARTMENTS AND THEIR FUNCTIONS.

The Treasury Department facilitates cash movements for the Company, credit
monitoring, and capital markets transactions to support the operations among other
things. The department reports to the Chief Financial Officer of CNP,

With respect to CenterPoint Houston, the Treasury Department provides a
number of services. The Treasury operations group secures cost-effective funding
of short-term and long-term capital requirements for CNP and its subsidiaries,
manages existing long-term capital to optimize the cost of capital in relation to the
life and risk profile of the assets and preserves tinancial tlexibility by ensuring

ready access to various sources of short-term and long-term capital. This group is

17 Docket No. 49494, Finding of Fact No. 38, Ordering Paragraph No. 113,
¥ Docket No. 51415, Findings of Fact Nos. 108a, 108b, Ordering Paragraph No. 4.
" Docket No. 53719, Finding of Fact No. 118, Ordering Paragraphs Nos, 12a, 12b.
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also responsible for optimizing returns on the temporary investment of cash and for
developing and maintaining relationships with banks, rating agencies and other
members of the financial community. This group also administers corporate and
benefits trust investment activities and maintains relationships with corporate and
benefit trust fund managers.

For Investor Relations, the National Investor Relations Institute defines that
function as “a strategic management responsibility that integrates finance,
communication, marketing and securities law compliance to enable the most
effective two-way communication between a company, the financial community,
and other constituencies, which ultimately contributes to a company’s securities
achieving fair valuation.” Consistent with that definition, CNP’s Investor Relations
Department interacts with existing equity and fixed-income Investors and
prospective investors, and it assists with mandatory reporting requirements
imposed by state and federal regulatory agencies, such as the U.S. Securities and
Exchange Commission.

With respect to Investor Relations’ role at CNP, CNP’s subsidiaries,
including CenterPoint Houston, compete on a global level for capital not just with
gas and electric utilities, but with all other publicly traded companies. In this
extremely competitive landscape, Investor Relations is crucial to help ensure the
Company has access to a sufficiently large pool of investors by telling the
Company’s “story” and making sure investors are familiar with the company;
building long-term credibility within the financial community. Investor Relations

ensures that CenterPoint Houston’s debt and CNP’s equity securities are fairly

Direct Testimony of Jacqueline M. Richert
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traded and valued properly. It provides debt and equity investors with access to
management and company information and identifies bond and equity investors
that are looking for specific investment return profiles that match CNP’s investment
profile.

WHAT EXPENSE AMOUNTS 1IN CENTERPOINT HOUSTON’S
PROPOSED COST OF SERVICE DOES YOUR TESTIMONY SUPPORT?
I support affiliate costs for the Treasury and Investor Relations functions charged
to CenterPoint Houston. The Direct Testimonies of Kristie L. Colvin and L. Darren
Storey provide additional information regarding the amount of Treasury and
Investor Relations Department expenses and the allocations of those expenses to
CenterPoint Houston.

HOW ARE THE TREASURY AND INVESTOR RELATIONS
DEPARTMENTS’ EXPENSES CHARGED TO CENTERPOINT
HOUSTON?

The Treasury and Investor Relations organization expenses are allocated at cost
according to the allocation methodologies addressed in Mr. Storey’s Direct
Testimony.

[S IT CORRECT THAT THE COSTS THAT THE TREASURY AND
INVESTOR RELATIONS DEPARTMENTS CHARGE CENTERPOINT
HOUSTON ARE NOT HIGHER THAN WHAT THOSE DEPARTMENTS
CHARGE OTHER CNP AFFILIATES OR DIVISIONS FOR

DEPARTMENT SERVICES?

Direct Testimony of Jacqueline M. Richert
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Yes. The costs that the Departments charge CenterPoint Houston for operation and
maintenance expense costs are not higher than what those Departments charge other
CNP affiliates or divisions for those services. All operation and maintenance
expense costs incurred by the Departments are charged to all CNP affiliates at cost
through allocations. Ms. Colvin’s and Mr. Storey’s Direct Testimonies further
describe the process for direct charging or allocating costs to CenterPoint Houston
and other CNP aftiliates or divisions at cost.

ARE THE TREASURY AND INVESTOR RELATIONS DEPARTMENTS’
EXPENSES YOU SUPPORT REASONABLE AND NECESSARY TO
PROVIDE SERVICE TO THE PUBLIC?

Yes. As my testimony demonstrates, the services that the Departments provide to
CenterPoint Houston are necessary and must be provided for the Company to
provide electric service, and those services are provided at a reasonable cost.

DO THE EXPENSES FOR THE SERVICES PROVIDED BY THE
TREASURY AND INVESTOR SERVICES DEPARTMENTS AND
CHARGED TO CENTERPOINT HOUSTON INCLUDE ANY EXPENSES
THAT PURA AND THE COMMISSION RULES PROHIBIT FROM
INCLUSION AS A COMPONENT OF COST OF SERVICE?

No. Although the Departments incur certain expenses that must be excluded from
CenterPoint Houston’s costs of service, such expenses were not allocated to
CenterPoint Houston’s cost of service in this proceeding. Mr. Storey’s Direct

Testimony discusses CNP’s processes to track and identify such non-recoverable
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expenses, and Ms. Colvin’s Direct Testimony discusses the adjustments to exclude
non-recoverable costs from CenterPoint Houston’s cost of service.

HOW DO THE TREASURY AND INVESTOR RELATIONS
DEPARTMENTS MONITOR THEIR EXPENSES TO ENSURE COSTS
INCURRED ARE REASONABLE AND NECESSARY AND THAT COSTS
ARE PROPERLY ASSIGNED?

The Departments utilize CNP’s annual budget process, described by Mr. Storey in
his Direct Testimony, to determine expected expenditures for the coming year. As
part of this process, management reviews and approves the annual budget. T also
review and approve invoices and monitor actual expenditures against the budget
each month.

ARE INVESTORS NECESSARY FOR CNP AND CENTERPOINT
HOUSTON TO OPERATE AND PROVIDE SERVICE TO CUSTOMERS?
Yes, as stated above, if all of these activities were not done, the cost of capital (both
debt and equity) would be higher. In essence, all of the Investor Relations activities
serve to reduce the cost of capital by ensuring the best possible pricing execution
for debt and equity 1ssuances. A more educated and diversified nvestor pool that
is familiar with CenterPoint Houston and its investment thesis helps build stronger
demand for the company’s issuances and allows for more leverage in negotiating
price. Just as a strong balance sheet with a supportive capital structure supports
CenterPoint Houston’s credit rating and lowers borrowing costs, an active Investor

Relations Department does the same.
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ARE THERE OTHER BENEFITS OF INVESTOR RELATIONS TO
CUSTOMERS?

Yes. Other benefits that Investor Relations provides include preparing competitive
market analysis, trends and peer analysis, monitoring activist investor activity,
providing stock surveillance reporting, and compiling bond holder and shareholder
ownership reports and providing general reporting on securities pertormance. All
of these activities help to ensure that CNP and CenterPoint Houston’s leadership
have all the right information to make the best business decisions, which in turn,
facilitates the financial health of CenterPoint Houston and translates to benefits for
customers.

DO YOU HAVE ANY CONCLUDING COMMENTS REGARDING THE
COSTS OF THE TREASURY AND INVESTOR RELATIONS
DEPARTMENTS?

Yes. The functions and services that are performed by the Departments are
essential functions that must be performed by any large, publicly owned
corporation today, not just utilities. They are necessary tor CenterPoint Houston to
be able to provide the service that it does to the public, and the costs assigned to
CenterPoint Houston tor these functions and services are reasonable.

IX. CONCLUSION

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes.

Direct Testimony of Jacqueline M. Richert
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Summary

This rating methodology explains our approach to assessing credit risk for regulated electric and gas
utilities globally. This document does not include an exhaustive treatment of all factors that are
reflected in our ratings but should enable the reader to understand the qualitative considerations
and financial information and ratios that are usually most important for ratings in this sector.’

This report includes a detailed scorecard which is a reference tool that can be used to approximate
credit profiles within the regulated electric and gas utility sector in most cases, The scorecard
provides summarized guidance for the factors that are generally most important in assigning
ratings to companies in the regulated electric and gas utility Industry. However, the scorecard is a
summary that does not include every rating consideration. The weights shown for each factor in
the scorecard represent an approximation of their importance for rating decisions but actual
importance may vary substantially. In addition, the scorecard uses historical results while ratings
are based on our forward-looking expectations. As a result, the scorecard-indicated outcome is not

expected to match the actual rating of each company.

This update may not be effective In some Jurisdictions until certain requirements are met
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The scarecard contains four key factors that are important in our assessment for ratings in the regulated
electric and gas utility sector:

1. Regulatory Framewark

2. Ability to Recover Costs and Earn Returns
3. Diversification

4, Financial Strength

Some of these factors also encompass a number of sub-factors. There is also a notching factor for holding
company structural subordination,

This rating methodology is not intended to be an exhaustive discussion of all factors that our analysts
consider in assigning ratings in this sector. We note that our analysis for ratings in this sector covers factors
that are common across all industries such as ownership, management, liquidity, corperate legal structure,
governance and country related risks which are not explained in detail in this document, as well as factors
that can be meaningful on a company-specific basis. Our ratings consider these and other qualitative
considerations that do not lend themselves to a transparent presentaticn in a scorecard format. The
scarecard used for this methodology reflects a decision to faver arelatively simple and transparent
presentation rather than a more complex scerecard that might map scorecard-indicated cutcomes mere
closely to actual ratings.

Highlights of this report include:

»  Anoverview of the rated universe

»  Asummary of the rating methodeology
» A discussion of the scorecard factors

» Comments en the rating methodolegy assumptions and limitations, including a discussion of rating
considerations that are not included in the scarecard

The Appendices show the full scorecard (Appendix A), our approach to ratings within a utility family
{Appendix B), a description of the various types of companies rated under this methodology {Appendix C),
regional and other considerations (Appendix D), and treatment of power purchase agresments (Appendix E).

This methodology describes the analytical framework used in determining credit ratings. In some instances,
our analysis is also guided by additional publications which describe cur approach for analytical
considerations that are not spedfic to any single sector. Examples of such considerations include but are not
limited to: the assignment of short-term ratings, the relative ranking of different classes of debt and hybrid
securities, how sovereign credit quality affects non-sovereign issuers, and the assessment of credit support
from other entities.”

A link te an index of our sector and cross-sector methodelogies can be found in the "Mocdy's Related Publications” saction.
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About the Rated Universe

This methodology applies to rate-regulated® electric and gas utilities that are not Networks”. Regulated
electric and gas utilities are companies whose predominant® businass is the sale of electricity andfor gas or
related services under a rate-regulated framewaork, in most cases to retail customers. Also included under
this methodology are rate-regulated utilities that own generating assets as any material part of their
business, utilities whose charges or bills to customers include a meaningful componant related to the
electric or gas commeodity, utilities whose rates are regulated at a sub-sovereign level {e.g. by provinces,
states or municipalities), and companies providing an independent system operator function to an electric
grid. Companies rated under this methodology are primarily rate-regulated monopolies or, in cartain
circumstances, companies that may not be outright monopaolies but where government regulation
effectively sets prices and limits competition.

This rating methodology covers regulated electric and gas utilities worldwide. These companies are engaged
in the production, transmission, coordination, distribution and/or sale of electricity and/or natural gas, and
they are either investor ownad companies, commercially eriented government owned companies or, in the
case of independent system operators, not-for-profit or similar entities. As detailed in Appendix C, this
methodolomy covers a wide variety of companies active in the sector, induding vertically integrated utilities,
transmissien and distribution utilities with retail customers and/or sub-sovereign regulation, local gas
distribution utility companies (LDCs), independent system operators, and regulated generation companies.
These companies may be operating companies or holding companies.

An aver-arching consideration for regulated utilities is the regulatory environment in which they operate,
Tha nature of regulation can vary significantly from jurisdiction to jurisdiction. While regulation is also a key
consideration for networks, a utility’s regulatory environment is in comparisen often more dynamic and
mare subject to political intervention. The direct relationship that a regulated utility has with the retail
customer, including billing for electric or gas supply that has substantial price volatility, can lead to a mare
politically charged rate-setting environment. Similarly, regulation at the sub-sovereign level is oftan more
accessible for participation by interveners, including disaffected customers and the politicians who want
their votes. Cur views of regulatory envirenments evelve over time in accordance with our observations of
regulatory, pelitical, and judicial events that affect issuers in the sectar.

This methodeology pertains to regulated electric and gas utilities and excludes the following types of issuers,
which are covered by separate rating methodologies: regulated networks, unregulated utilities and power
companies, public power utilities, municipal joint action agencies, electric cooperatives, regulated water
companies and natural gas pipelinas.*

Companies in many industries are regulated. We use the term rate-regulated to distinguish companies whaose rates {by which we also mean tariffs or revenues in
ganeral) are set by regulators,
Regulated Electric and Gas Metworks are companies whose predominant business is purely the transmission andfor distribution of elactricity andfer natural gas
without involvement in the procurement or sale of electricity and/or gas: whose charges te customers thus do net include a meaningful commedity cost compenent;
which sell mainly {orin many cases exclusively) to non-retail custormers; and which are rate-regulated under a national framework.
We generally consider a company te be predeminantly a regulated electric and gas utility when a majerity of its cash flows, prospactively and en a sustained basis,
are derived from regulated electric and gas utility busingsses, Since cash flows can be volatile {such that a company might have a majority of utility cash flows
simply dueto a cyclical downturnin its non-utility businesses), we may also consider the breakdown of assets and/or debt of a company to determine which busingss
is predominant.

S Adlink to anindex of our sector and cross-sector methodologies can be found in the "Mocdy's Related Publications” section,
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About this Rating Methodology

This report explains the rating methodology for regulated electric and gas utilities in six sections, which are
summarized as follows:

1. Identification and Discussion of the Scorecard Factors

The scarecard in this rating methodology focuses on four factors. The four factors are comprised of sub-
facters that provide further detail:

Factor / Sub-Factor Weighting - Regulated Utilities

Sub-Factor
Broad Scorecard Factors  Factor Weighting  Sub-Factor Weighting
Regulatory Frarmewark 25%  Legislative and Judicial Underpinnings of the Regulatory 12.5%
Framewaork
Ceonsistency and Predictability of Regulation 17 5ug
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 Soa*
Generation and Fuel Diversity S5oa%*
Financial Strength, Key 40%
Fi ial Metri
nanciat e e CFO pre-WC + Interest /Interest 7.5%
CFO pre-WC/ Debt 15.0%
CFO pre-WC - Dividends / Debt 10.0%
Debt/Capitalization 7.5%
Tatal 100% 100%
Notching Adjustrment
Holding Company Structural Subordination Oto-3

0% weight forissuars that lack generation; 0% weight forissuers that lack gznaration

2. Measurement or Estimation of Factors in the Scorecard

We explain our general approach for scoring each factor and show the weights used in the scorecard. We
alse provide a rationale for why each of these scorecard components is meaningful as a credit indicator. The
information used in assessing the sub-factors is generally found in or calculated frem information in
company financial statements, derived from other observations or estimated by our analysts. All of the
guantitative credit metrics incorporate Moody's standard adjustmeants to inceme statement, cash flow
statement and balance sheet amounts for restructuring, impairment, off-balance sheet accounts, receivable
securitization programs, under-funded pension obligations, and recurring operating leases.”

Our ratings are forward-locking and reflect our expectations for future financial and operating performance.
However, historical results are helpful in understanding patterns and trends of a company's performance as
well as for peer comparisans. We utilize historical data (in mest cases, an average of the last three years of
reported results) in the scorecard. However, the factors in the scorecard can be assessed using various time

For more informaticn, see our cross-sector methaedology that describes our standard adjustments in the analysis of non-financial corporations. A link te an index of
our secter and cross-sectar methodelogies can be found in the "Moody's Related Publications™ section,
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periods. For example, rating committees may find it analytically useful to examine both historic and
expectad future performance for perieds of several years or more, or for individual twelve-menth periods.

3. Mapping Scorecard Factors to the Rating Categories

After estimating or calculating each sub-factor, the outcomes for each of the sub-factors are mapped to a
broad Moody's rating category (Aaa, Aa, A, Baa, Ba, B, orCaa, also called alpha categories).

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

This section discusses limitations in the use of the 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
limitations and assumptions that pertain to the overall rating methodelogy.

5. Determining the Overall Scorecard-Indicated Outcome®

To determine the overall scorecard-indicated outcome, we cenvert each of the sub-factor ratings intc a
numeric valua based upon the scale below.

Aaa Aa A Baa Ba B Caa Ca

1 3 & 9 12 15 13 20

Tha numerical score for each sub-facter is multiplied by the weight for that sub-factor with the results then
summed to produce a composite weighted-facter score. The compasite weighted factor score is then
mapped back to an alphanumeric rating based on the ranges in the table below.

Scorecard-Indicated Qutcome

Scorecard-Indicated Qutcome Agarepate Weighted Total FactorScore
Aza ¥<15
Aal Thsx<db
Aaz 25=x=35
Aal 35=x<45
Al 45=x<5h5
A2 5h=zx<alb
A3 65=x<V5
Baal 7h=x<85
Baa2 Boi=x<85
Baa3 95=2x<105
Bal 1M05=x=115
Ba2 MNEzx<125
Ba3 125=x<135

g

In general, the scorecard-indicated outcomne is criented to the Corporate Family Rating (CFR) for speculative-grade issuers and the senior unsecured rating for
investmant-grade issuers. For issuers that benefit from ratings uplift due to parental support, government ownership or other institutional support, the scorecard-
indicated outcerne is oriented to the baseline credit assessment. For mere information, see cur cross-secter methodology that describes our general approach for
assessing government-relatad issuers. Individual debt instrument ratings also facter in decisions en netching for seniority level and collateral. For mere infermation,
522 oUr cross-sector methodslogy that describes principles related to lass given default for speculative grade nen-financial companies and alse sur cross-sector
methedolegy that describes the alignment of corporate instrument ratings based en differences in security and priority of claim. A link to an index of cur sector and
cross-sectoer methodelogies can be found in the "Mosdy's Related Publications” section,
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Scorecard-Indicated Qutcome
Scorecard-Indicated Qutcome Agarepate Weighted Total FactorScore
B1 135=x= 745
Bz 145=%x<155
B3 155=x<165
Caal 165 2% =175
Caaz 177 5=x<185
Caa3 185 =% <195
Ca x=T19.5

For example, an issuer with a composite weighted factor score of 11.7 would have a BaZ scorecard-indicated
outcome,

6. Appendices

The Appendices present a full scorecard and provide additional commentary and insights on our view of
cradit risks in this industry.

Discussion of the Scorecard Factors
Cur analysis of electric and gas utilities focuses on four broad factors:

»  Regulatory Framawark

»  Ability to Recover Costs and Earn Returns
»  Diversification

»  Financial Strength

Thare is also a notching factor fer holding company structural subordination.

Factor 1: Regulatory Framewuork (25%)

Why It Matters

For rate-regulated utilities, which typically operate as a monopoly, the regulatory environment and how the
utility adapts to that environment are the most important credit considerations. The regulatory
envircnment is comprised of two factors - the Regulatery Framework and its corollary factar, the Ability to
Recover Costs and Eam Retumns. Broadly speaking, the Regulatory Framewaork is the foundation for how all
the dedsions that affect utilities are made (including the setting of rates), as well as the predictability and
consistency of decision-making provided by that foundation. The Ability te Recover Costs and Earn Returns
relates mare directly to the actual decisions, including their timeliness and the rate-setting cutcomes.

Utility rates® are set in a political/regulatory process rather than a competitive or free-market process; thus,
the Regulatory Framework is a key determinant of the success of utility. The Regulatory Framewaork has
many components: the governing boedy and the utility legislation or decrees it enacts, the manner in which
regulators are appeinted or elected, the rules and procedures promulgated by those regulatars, the judiciary

In jurisdictions where utility revenues include materal gevernment subsidy payments, we consider utility rates to be inclusive of these payments, and we thus
evaluate sub-factors Ta, 1b, 2a and 2bin light of both rates and material subsidy payments. For example, we would cansider the legal and judicial underpinnings and
consistency and predictability of subsidies as well asrates.

5
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that interprets the laws and rules and that arbitrates disagreements, and the manner in which the utility
manages the pelitical and regulatery process. In many cases, utilities have experienced credit stress or
default primarily or at least secondarily because of a break-down or obstacle in the Regulatory Framework —
forinstance, laws that prohibited regulators from including investments in uncompleted power plants or
plants not deemed "used and useful” in rates, or a disagreement about rate-making that ceuld not be
resolved until after the utility had defaulted on its debts.

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

For this sub-factor, we consider the scope, clarity, transparency, supportiveness and granularity of utility
legislation, decrees, and rules as they apply to the issuer, We alsa cansider the strength of the regulator's
authority over rate-making and other regulatory issues affecting the utility, the effectiveness of the judiciary
or other independent body in arbitrating disputes in a disinterested manner, and whether the utility's
manepaly has meaningful or growing carve-outs. In addition, we look at how well developed the framewark
is — both how fully fleshed cut the rules and regulations are and how well tested it is — the extant to which
regulatory or judicial decisions have created a body of precedent that will help determine future rate-
making. Since the focus of our scoring is on each issuer, we consider how effective the utility is in navigating
the regulatery framewiork — both the utility's ability to shape the framework and adapt to it.

A utility operating in a regulatory framework that is characterized by legislation that is credit supportive of
utilities and eliminates doubt by prescribing many of the procedures that the regulators will use in
determining fair rates (which legislation may show evidence of being responsive to the needs of the utility in
general or specific ways), a long history of transparent rate-setting, and a judiciary that has provided ample
precedent by impartially adjudicating disagreements in a manner that addresses ambiguities in the laws and
rules will receive higher scores in the Legislative and Judicial Underpinnings sub-factor. A utility operating in
a regulatory framewaork that, by statute or practice, allows the regulator to arbitrarily prevent the utility
from recovering its costs or earning a reasonakble return on prudently incurred investments, or whera
regulatory decisions may be reversed by peliticians seeking to enhance their populist appeal will receive a
much lower scare.

In general, we view national utility regulation as being less liable to political intervention than regulation by
state, provincial or municipal entities, so the very highest scoring in this sub-factor is reserved for this
category. However, we acknowledge that states and provinces in some countries may be larger than small
nations, such that their regulators may be equally “above-the-fray” in terms of impartial and technically-
oriented rate setting, and very high scoring may be appropriate.

The relevant judicial system can be a major factor in the regulatory framework, Thisis particularly true in
litigious societies like the United States, where disagreemeants between the utility and its state or munidpal
regulator may eventually be adjudicated in federal district courts or even by the US Supreme Court. In
addition, bankruptcy proceedings in the LS take place in federal courts, which have at times been able to
impaose rate settlement agreeaments on state or municipal regulaters. 4s a result, the range of decisions
available to state regulators may be effectively circumscribed by court precedent at the state or federal
level, which we generally view as favorable for the credit- supportiveness of the regulatory framewaork,

Electric and gas utilities are generally presumed to have a strong monopoly that will continue into the
foreseeable future, and this expectation has allowed these companies to have greater leverage than
companias in other sectors with similar ratings. Thus, the existence of a menepoly in itself is unlikely to be a
driver of strong scoring in this sub-factor. ©n the other hand, a strong challenge to the menopaoly could
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” maonopely,
including munidipalization, self-generation, distributed generation with net metering, or unauthorized use
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{beyond the level for which the utility receives compensation in rates). Incursions that are growing
significantly or having a meaningful impact on rates for customers that remain with the utility could have a
negative impact on scering of this sub-factor and on facter 2 - Ability te Recover Costs and Earn Returns.

Tha scoring of this sub-factor may not be the same for every utility in a particular jurisdiction. We have
observed that some utilities appear to have greater sway over the relevant utility legislation and
promulgation of rules than other utilities — even those in the same jurisdiction. The content and tone of
publicly filad documents and regulatory decisions sometimes indicates that the management team at cna
utility has better responsivenass to and cradibility with its regulators or legislaters than the management at
another utility.

While the underpinnings to the regulatory framework tend to change relatively slowly, they do evolve, and
our factor scoring will seek to reflect that evelution. Forinstance, a new framewaork will typically become
tested over time as regulatory decisions are issued, or perhaps litigated, thereby setting a body of precedent.
Utilities may seek changes to laws in order to permit them to securitize certain costs or cellect interim rates,
or a jurisdiction inwhich rates were previously recovered primarily in base rate proceedings may institute
riders and trackers. These changes would likely impact scoring of sub-factor 2b - Timeliness of Recovery of
Operating and Capital Cests, but they may also be suffidently significant to indicate a change in the
regulatory underpinnings. Cn the negative side, a judiciary that had formerly been independent may start to
issue decisions that indicate it is conferming its decisions to the expectations of an exacutive branch that
wants to mandate lower rates.
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Factor 1a: Legislative and Judidial Underpinnings of the Regulatory Framework (12.5%)

Aaz

Az

A

Utility regulation occurs under a fully developed
framewark that is national in scape based on
legislation that provides the utility a nearly absalute
manapoly [see note 1) within its service territory, an
unquestioned assurance that rates will be setina
manner thatwill permit the utility to make and
recaver all necessary investments, an extrermely high
degres of clarity asto the manner in which utilities
will be regulated and prescriptive methods and
procedures for setting rates, Existing utility Law is
comprehensive and supportive such that changesin
legislation are nat expected tobe nacessary; or any
changes that have occurred have been strangly
suppertive of utilities credit quality ingeneral and
sufficiently faraard-loaking so as to address
prablers before they occurred. There is an
independent judiciary that can arbitrate
disagreaments betwean the regulator and the utility
should they occur, including accass to national
caurts, very strong judicial precedent in the
interpretation of utility laws, anda strong rule of law.
We expect these conditions to continue.

Utility regulation occurs under a fully developed national,
state or provincial framework based on legislation that
pravides the utility an extremely strong manopoly (see nate

1] within its service territary, 2 strong assurance, subject to
lirnited review, that rates will be set in a manner that will
perrnit the utility to make and recover allnecessary
investrnents, a very high degree of clarity as to the manner
inwhich utilities will be regulated and reasonably
prascriptive methads and proceduras for setting rates. If
thare have been changes in utility legislation, they have
been timely and clearly credit supportive of the issuerin a
manner that shows the utility has had a strang voice in the
pracess. There is an independent judiciary that can arbitrate
disagreements between the regulator and the utility, should
they ocour including access to national courts, strang
judicial precedent in the interpretationaf utility laws, and a
strong rule of law. \We expact these conditions to continue,

Utility regulation occurs under a well-developed
natianal, state ar provincial framewark based an
legislation that pravides the utility a very strong
mancpely (see note 1) within its service territory,
an assurance, subject to reasonable prudency
requirernents, that rates will be setin amanner
thatwill permit the utility to make and recaver
all necassary investments, a high degree of clarity
as to the manner inwhich utilities will be
regulated, and averall guidance for methods and
procedures for setting rates. If there have been
changes in utility legislation, they have been
mastly timely and an the whaole cradit supportive
for theissuer, and the utility has had a clear vaice
inthe legislative process. There is an independent
judiciary that can arbitrate disagreements
between the regulator and the utility, should
they accur, including access to national courts,
clear judicial precedant in the interpratation of
utility law, and astrang rule of law. We expect
these ronditions to continue.

Utility regulation accurs (i} under a national, state, pravincial or
municipal framewark based an legislation that provides the
utility @ strong monopoly within its service territary that may
have some exceptions such as greater self-gensration (see note
1), 8 general assurance that, subject to prudency requirements
that are mostly reasanable, rates will be set will be setina
manner that will permit the utility ta make and recover all
necessary investrents, reasonable clarity as to the mannerin
which utilities will b= regulated and overall guidance far
methads and procedures for setting rates; or (i) under a new
framewark where independent and transparent regulation
exists in other sectors. If thers have been changes in utility
legislation, they have been credit suppartive ar at least
kalanced for the issuar but potentially less timely, and the
utility had a voice in the legislative process. There is either {i) an
independent judiciary that can arbitrate disagreements
between the regulator and the utility, including access ta 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 {under a
well-developed framawark] in a manner such that redress ta an
independent arbiter has not bean required. We expect these
conditions tocontinue,

Ba

B

Caa

Utility regulation occurs (i} under a national, state,
provincial or municipal framewark based on
legislation or gavernment decree that provides the
utility a mencpoly within its service territary that is
generally strong but may have a greater lavel of
axceptions{see nate 1), and that, subject to prudency
requirements which may be stringent, provides a
general assurance fwith somewhat less certainty)
that rates will be set will be set in a manner that will
permit the utility to make and recover necessary
investments; or {ii) under anew framework where
the jurisdiction has a history of less independent and
transparent regulation in other sactors, Either: (i) the
judiciary that canarbitrate disagreements between
the regulatar and the utility may not have clear
authority or may not be fully independent of the
regulatar or ather palitical pressure, but there iz a
reascnably strang rule af law; or {iiwhere thera is no
independent arbiter, the regulation has mastly been
applied in.a manner such redress hasnot been
required, We expect these conditions to continue,

Utility regulation accurs (i) under a national, state,
previncial or municipal framawork based on legislation or
gavernment decree that provides the utility monopoly
withinits service territary that is reasonably strang but may
have impartant exceptions, and that, subject toprudency
requirements which may be stringant or at times arbitrary,
pravides mare limited ar less cartain assurance that rates
will be set in a manner that will permit the utility to make
and recover necessary imvestments, or [ii] under a new
framewark where we would expect lass independant and
transparant regulation, based either on the regulatar's
histary in other sectors orather factors. The judiciary that
can arbitrate disagreements between the regulatar and the
utility may not have clear autharity ar may not befully
independent of the regulator or ather political pressure, but
there is a reascnably strong rule of law, Alternately, whers
there is no independent arbiter, the regulation hasbeen
applied in a manner that aften requires some redressadding
miore uncertainty to the regulatory framework. There may
ke a pericdic risk of creditor-unfriendly govermiment
intervention in utility markets ar rate-setting.

Utility regulation ccours (i) under a national,
state, provincial ar municipal framework based
an legislation or government decree that
pravides the utility a monopaly within its service
tarritory, but with little assurance that rates will
besetin a manner that will permit the utility to
makeand recover necessary investments; or (i)
under a new framewark where we would expect
unpradictable or adverse regulation, based either
an the jurisdiction's histary of in other sectars ar
ather factors, The judiciary that can arbitrate
disagreements between the regulator and the
utility may not have clear autharity ar is viewed
as nat being fully independant of the regulator or
ather political pressure, Alternately, there may
be no redress to an effective independant arbiter,
The ability of the utility to enforce its manapaly
ar prevent uncampensated usage of its system
may be limited. There may be a risk of creditor-
unfriendly naticnalization or ather significant
intervention in utility markets ar rate-setting.

MNote 1

The strength of the menapoly refers to the legal, regulatery and practical obstacles for customers in the utility's territory to obtain service from another provider. Exarnples of a weakening of the menopoly would include the ability of a

city orlarge user to leave the utility systam to set up their oven system, the extent to which self-generation is permittad {e.g. cogenaration) and/or encouraged (e.g, net metering, GSM ganeration). At the lower end of the ratings
spactrum, the utility's monopoly may be challenged by pervasive theft and unauthorized use. Since utilities are penerally presumead to be menepelies, a streng monopoly position in itself is not sufficient for a strong score in this sub-
factor, but a weakening of the menopely can lower the score.

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

For the Consistency and Fredictability sub-facter, we consider the track record of regulatory decisions in
terms of consistency, predictability and supportivenass. We evaluate the utility's interactions in the
regulatory process as well as the overall stance of the regulator toward the utility.

In mest 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 eam so it can make
investments that are required to build and maintain the utility infrastructure - power plants, electric
transmissicn and distribution systems, and/er natural gas distribution systems. When tha process remains
technical and transparent such that regulators can support the financial health of the utility while balancing
their public duty te assure that reliable service is provided at a reasenable cost, and whean the utility is able
to align itself with the policy initiatives of the governing jurisdiction, the utility will receive higher scores in
this sub-factor. ‘When the process includes substantial political intervention, which could take the form of
lepislators or other government officials publidly second-guessing regulaters, dismissing regulators who have
appreved unpopular rate increases, or preventing the implementation of rate increases, or when regulators
ignore the laws/rules to deliver an cutcome that appears maore pelitically motivated, the utility will receive
lower scores in this sub-factor.

As with the prior sub-factor, we may score different utilities in the same jurisdiction differently, based on
outcemes that are mere or less suppertive of credit quality over a period of time. We have observed that
some utilities are better able to meet the expectaticns of their customers and regulators, whether threugh
better service, greater reliability, more stable rates or simply more effective regulatory cutreach and
communication. These utilities typically receive more consistent and credit supportive cutcomes, so they
will score higher in this sub-factor. Conversely, if a utility has multiple rapid rate increases, chooses to
submit major rate increase requests during a sensitive election cycle or a severe economic downturn, has
chrenic customer service issues, is viewed as frequently providing incomplete information to regulators, or is
tone deaf to the priorities of regulators and peliticians, it may receive less consistent and supportive
outcomes and thus score lower in this sub-factor.

In scoring this sub-factor, we will primarily evaluate 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 rhatoric that is perhaps eriented toward gaining attentien for the viewpoint
of the speaker and rhetoric that is indicative of future actions and trends in decision-making,

mn
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Factor 1b: Consistency and Predictability of Regulation {12.5%)

Aza

Aa

A

Baa

The issuer's interaction with the regulator has led
to a strong, lengthy track record of pradictable,
consistent and favarable decisions. The regulator
is highly credit supportive of the issuer and
utilities in general. ‘We expect these conditions to
cantinue,

The issuer's interacticn with the regulator hasa
led to a considerable track record of
predeminantly predictable and consistent
decisions. The regulatar is mostly credit
supportive of utilities in general and in almastall
instances has been highly credit suppartive of the
issuer. We expect these canditions to cantinue.

The issuer's interaction with the regulator hasled
tea track record of largely predictable and
consistent decisions, The regulator may be

samewhat lass credit suppartive of utilities in
general, but has been quite credit supportive of
the issuer in mast circumstances. We expect
these conditions to continue.

The issuer's interaction with the regulator hasled
to an adequate track record. The regulatoris
generally consistent and predictable, but there
may same avidence of incansistency ar
unpredictability from time to time, or decisians
may at times be politically charged. However,
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,

B

Caa

We expect that regulatory decisions will
demcnstrate considerable inconsistency or
unpredictability or that decisions will be
palitically charged, based either on the issuer's
track record of interaction with regulataors or
ather governing bodies, or cur view that decisicns
will mave in this direction. The regulator may
have a histary of less credit supportive regulatory
decisians with respect to the issuer, but we
expect that the issuer will be able toabtain
suppart when it encounters financial stress, with
scme potentially material delays. The regulator's
authority may be eroded at times by legislative or
pelitical action. The regulater may not follow the
framework for some material decisicns,

We expect that regulatory decisians 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 cur view that decisions will move in
this direction. Howewver, we expect that the issuer
will ultimately be able to obtain suppart when it
encounters financial stress, albeit with material or
mare extended delays. Altermately, the regulatar
is untestad, lacks a consistent track recard, ar is
underpoing substantial change. The regulator's
authority may be eroded on fraquent occasions by
legislative or political acticn. The regulator may
more frequently ignare the framework ina
manner detrimental to the issuer,

We expect that repulatary decisions will behighly
unpredictable and frequently adverse, based
either on the issuer's track record of interaction
with regulaters or other governing bodies, crour
wiew that decisions will meve inthis directicn,

Alternately, decisions may have creditsupportive
aspacts, but may often be unenfarceable. The
regulator's autherity may have been sericusly

ercded by legislative or political action. The
regulator may consistently ignore the framewaork
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, indluding during differing market and economic cenditions. While the Regulatory Framewark looks at
the transparency and predictability of the rules that govern the decision-making process with respect to
utilities, the Ability to Recover Costs and Eamn Returns evaluates the regulatory elemeants that directly
impact the ability of the utility to generate cash flow and service its debt over tima. The ability to recover
prudently incurred costs on a timely basis and to attract debt and equity capital are crucial credit
considerations. The inability to recover costs, for instance if fuel or purchased power costs ballooned during
a rate freeze period, has been one of the greatest drivers of finandal stress in this sector, as well as the cause
of sorme utility defaults. In a sector that is typically free cash flow negative (due to large capital expenditures
and dividends) and that routinely needs to refinance very larpe maturities of long-term debt, investar
concerns about a lack of timely cost recavery or the sufficiency of rates can, in an extreme scenarig, strain
access to capital markets and potentially lead to insalvency of the utility. While our scoring for the Ability to
Recover Costs and Earn Returns may primarily be influenced by cur assessment of the regulatery
relationship, it can alse be highly impactad by the management and business decisions of the utility.

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 interrelated.
Timeliness can have an impact en our view of what constitutes sufficient returns, because a strong
assurance of timely cost recovery reduces risk. Conversely, utilities may have a strong assurance that they
will earn a full return on certain deferred costs until they are able to collect them, or their generally strong
returns may allew them to weather some rate lag on recovery of construction-related capital expenditures.
The timeliness of cost recovery is particularly important in a period of rapidly rising costs. Utilities have
benefitted from low interest rates and generally decreasing fuel costs and purchased power costs, but these
market conditions could easily reverse. For example, fuel is a large component of total costs for vertically
integrated utilities and for natural gas utilities, and fuel prices are highly volatile, so the timeliness of fuel
and purchased power cost recovery is especially important.

While Factors 1 and 2 are closely inter-related, scoring of these factors will not necessarily be the same. We
have cbserved jurisdictions where the Regulatory Framework caused considerable cradit concems — perhaps
it was untested or going threugh a transition to de-regulation, but where the track record of rate case
outcomes was quite positive, leading to a higher score in the Ability to Recover Costs and Earn Retumns.
Conversely, thera have been instances of strong Legislative and Judidal Underpinnings of the Regulatory
Framework where the commission has ignered the framework {which would affect Consistency and
Predictability of Regulation as well as Ability to Recover Costs and Earn Returns) or has used extraordinary
measures to prevent or defer an increase that might have been justifiable frem a cost perspective but would
have caused rate shock.

One might surmise that Factors 2 and 4 should be strengly correlated, since a geod Ability to Recover Costs
and Earn Returns would normally lead to goed financial metrics. However, the scering for the Ability to
Recover Costs and Eam Retums sub-factor places more emphasis on our expectation of timeliness and
sufficiency of rates over time; whereas financial metrics may be impacted by one-time events, market
conditions or construction cycles - trends that we believe could nermalize 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 allew actual operating and/er capital expenditures te be trued-up periodically into rates without having
to file a rate case {this may include formula rates, rider and trackers, or the ability to periodically 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 fully reviewed by the regulator, generally in a public format that includes testimany of the
utility and other stakeholders and interest groups. We also look at the track record of the utility and
regulator for timeliness. For instance, having a formula rate plan is positive, but if the actual process has
included reviews that are delayed for long periods, it may dampen the benefit to the utility. In addition, we
seek to estimate the lag between the time that a utility incurs a major construction expenditures and the
time that the utility will start to recover and/cr earn areturn on that expenditure.

How We Assess Sufficiency of Rates and Returns for the Scorecard

The criteria we consider include statutory protections that assure full cost recovery and a reasonable returmn
for the utility on its investments, the regulatory mechanisms used to determine what a reasenable return
should be, and the track record of the utility in actually recevering costs and earning returns. We examine
outcomes of rate cases/tariff reviews and compare them to the request submitted by the utility, to prier
rate cases/tariff reviews for the same utility and to recent rate/tariff decisions for a peer group of
comparable utilities. In this context, comparable utilities are typically utilities in the same or similar
jurisdiction. In cases where the utility is unique or nearly unique in its jurisdiction, comparison will be made
to other peers with an adjustmeant for local differences, including prevailing rates of interest and returms on
capital, as well as the timeliness of rate-setting. We lock at regulatory disallowances 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 likelihoed that such disallowances will be repeated in the future.

=
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Factor 2a: Timeliness of Recovery of Operating and Capital Costs{12.5%)

Aaa

Az

A

Baz

Tariff formulas and automatic cost recovery
mechanisms provide full and highly timely
recovery of all operating costs and essentially
contemperanaaus return on all incremental
capital investrnants, with statutary provisians in
place ta preclude the passibility of challenges to
rate increases or cost recovery mechanisms. By
statute and by practice, general rate casesare
efficient, focused onan impartial review, quick,
and permit inclusion of fully forward-looking
costs,

Tariff formulas and automatic cost recovery
mechanisms provide full and highly timely
recovery of all operating costs and essentially
CCII"IteITIpDI’EI"IEDLIS ar I"IEEII'—CCIntEmPCII'EI"IEDLIS
return an mast incremental capital investrents,
with minimal challenges by regulatars to
campanies’ cost assurnptions. By statute and by
practice, general rate cases are efficient, facused
on an impartial review, of a very reasonable
Juration before non-appealable interim ratescan
ke collected, and primarily permit inclusion of
forward-looking costs,

Automatic cost recovery mechanisms provide full
and reascnably timely recovery of fuel, purchased
power and all other highly variable operating
expenses. Material capital investments may be
made under tariff formulas ar otherrate-making
permitting reasanably conternporaneaus returns,
ar may be submitted under ather types of filings
that pravide recavery of cast of capital with
minimal delays. Instances of regulatory
challenges that delay rate increases or cost
recovery are genarally related to large, unexpacted
increases in sizeable construction projects. By
statute or by practice, general rate cases are
reasonably efficient, primarily facused on an
impartial review, of a reasonable duration before
rates {either permanent ar non-refundable interim
rates) can be collected, and permit inclusion of
important foraard-looking costs.

Fuel, purchased power and all other highly variable

expenses are generally recoverad through

mechanisms incarparating delays aof less than ane
year, although some rapid increases in costs may

be delayed longer where such deferrals danot
place financial stress on the utility. Incremental
capital investmeants may be recaverad primarily

through general rate cases with moderate lag,
with scme through taniff formulas, Altermately,
there may be formula rates that are untestedor
unclear. Potentially greater tendency for delays
due to regulatory intervention, although this will

generally be limited ta rates related talarge
capital prajects ar rapid increases in cperating
costs,

Ba

Caa

There is an expectation that fuel, purchased pawer
or other highly variable expenses will eventually
be recovered with delays that will net place
material financial stress on the utility, but there
may be seme evidence of an unwillingness by
regulators to make timely rate changes to address
valatility 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 ta be expectad to discourage
important investments.

The expectation that fuel, purchased power ar
ather highly variable expenses will be recavered
may be subject ta material delays due to second-

guessing of spending decisions by regulators or

due to pelitical intervention. Recovery of costs
related to capital investments may be subjectto
Jelays that are material to the issuer, or may be
likely ta discourage some important investrnent.

The expectation that fuel, purchased power or
other highly variable expenses will be recavered
may be subject ta extensive delays due ta second-
guessing of spending decisions by regulaters or
due to politicalinterventicn.

Recavery of costs related ta capital investrnents
may be uncertain, subject to delays that are
extansive, or that may be likely ta discourage even
necessary investment,

Mote: Tariff formulas include formula rate plans as well as trackers and riders related to capitalinvestment.
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Factor 2b: Sufficiency of Rates and Returns (12.5%)

Aaa

Az

A Baz

Sufficiency of rates to cover costs and attract
capital is {and will continue te be)unquestioned.

Rates are {and we expect will continue to be) set
at a level that permits full cost recovery and a fair
return an all investments, with minimal challenges

by regulators to companies' cost assumptions.
This will translate to returns {measured in relation
to equity, total assets, rate base ar regulatory
asset value, as applicable) that are strang relative
to global peers.

Rates are {and we expect will continue to be)set  Rates are {and we expect will 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 cn
instances of regulatory challenges and investments, but there may be somewhat mare
disallowances. In general, this will translate to instances of regulatory challenges and
returns [measured in relation ta equity, total disallowances, although ultimate rate autcames
assets, rate base or repulatary asset value, as are sufficient to attract capital without difficulty.
applicable) that are generally above average In general, this will translate ta returns [measurad
relative to global peers, but may at times be inrelation to equity, total assets, rate base or

average. regulatory asset value, as applicable) that are
average relative to global peers, but may at times
ke somewhat below average.
Ba B Caa

Rates are {and we expect will continue to be) set
at a level that generally provides recovery of most
aperating costs but return on investments may be
less pradictable, and there may be decidedly more

instances of regulatory challenges and
disallowances, but ultimate rate cutcomes are
generally sufficient to attract capital. Ingeneral,
this will translate ta returns {measured in relation

to equity, tatal assets, rate base ar regulatory

asset value, as applicable) that are generally
below average relative to global peers, or where
allowed returns are average but difficult to earm.

Alternately, the tariff formula may not take into

account all cast companents andfor
rernuneration af investments may be unclear or
at times unfavorable.

‘We expect rates will be set at a level that at times
fails to provide recovery of costs other than cash
osts and regulators may engage in somewhat
arbitrary second-guessing of spending decisions or
deny rate increases related ta funding cngaing
aperations based much mare an palitics than on
prudency reviews. Return on investments may be
st at levels that discourage investment. We
expect that rate cutcomes may be difficultor
uncertain, negatively affecting continuedacressto
capital Alternately, the tariff formula may fail to
take into account significant cost components
other than cash costs, andfor remuneraticnof
investrnants may be generally unfavarable.

We expect rates will be set at a level that often
fails to provide recovery of material costs, and
recovery of cash costs may alsc be at risk

Repulatars may engage in mare arbitrary second-
guessing of spending decisions or deny rate
increases related to funding ongeing cperations
based primarily on pelitics. Returnon investments
may be set at levels that discourage necessary
maintenance investment. ‘We expect that rate
autcomes may often be punitive or highly
uncertain, with a markedly negative impact on
access ta capital. Alternately, the tariff formuola
may fail ta take into account significant cash cast
components, and/or remuneratian of investrments
may be primarily unfavorable.
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Factor 3: Diversification (10%)

Why It Matters

Diversification of overall business operations helps to mitigate the risk that economic cycles, material
changes in a single regulatory regime or commaodity price movements will have a severe impact on cash
flewi and credit quality of a utility. While utilities' sales volumes have lower exposure to econemic recessions
than many non-financial corporate issuers, some sales components, including industrial sales, are directly
affected by economic trends that cause lower production andsor plant closures. In addition, economic
activity plays a role in the rate of customer growth 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 political and regulatory envircnment 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.

Civersity ameng regulatory regimes can mitigate the impact of a single unfavorable decision affecting one
part of the utility's footprint.

For utilities with electric generation, fuel source diversity can mitigate the impact (to the utility and to its
rate-payers) of changes in commodity prices, hydrology and water flow, and environmental or other
regulations affecting plant operations and economics. We have observed that utilities’ regulatory
envirenments are most likely to become unfaverable during periods of rapid rate increases (which are maore
important than absclute rate levels) and that fuel diversity leads to more stable rates over time.

For that reasen, fuel diversity can be important even if fuel and purchased power expenses are an autoematic
pass-through to the utility's ratepayers. Changes in environmental, safety and other regulations have caused
vulnerabilities for certain technologies and fuel sources. These vulnerabilities have varied widely in different
countries and have changed over tima.

How We Assess Market Position for the Scorecard

Market position is comprised primarily of the economic diversity of the utility's service territary and the
diversity of its regulatory regimes. We also consider the diversity of utility operations (e.g., regulated
electric, gas, water, steam) when there are material operations in more than one area.

Economic diversity is a typically a function of the population, size and breadth of the temitory and the
businesses that drive its GCP and employment. For the size of the temritory, we typically consider the
number of customers and the volumes of generation and/or throughput. For breadth, we consider the
number of sizeable metropolitan areas served, the economic diversity and vitality in those metropolitan
areas, and any concentration in a particular area or industry. In our assessment, we may consider varicus
information sources. * We also look at the mix of the utility's sales volumes among customer types, as well
as the track record of volume sales and any notable payment patterns during economic cycles, For diversity
of regulatory regimas, we typically lock at the number of regulaters and the percentages of revenues and
utility assets that are under the purview of each. While the highest scores in the Market Position sub-factor
are reserved for issuers regulated in multiple jurisdictions, when there is only one regulator, we make a
differentiation of regimes perceived as having lower or highar volatility.

Issuers with multiple supportive regulatory jurisdictions, a balanced sales mix among residential,
commerdal, industrial and governmental customers in a large service territory with a robust and diverse
economy will generally score higher in this sub-factor, Anissuer with a small service temritory economy that

* 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 highly cyclical industries, will generally score lower
in this sub-factor, as will issuers with meaningful exposure to econemic dislocations caused by natural
disasters.

For issuers that are vertically integrated utilities having a meaningful amount of genaration, this sub-facter
has a weighting of 5%. For electric transmission and distribution utilities without meaningful generation and
for natural gas local distribution companies, this sub-facter has a weighting of 10%.

How We Assess Generation and Fuel Diversity for the Scorecard

Criteria include the fuel type of the issuer's generation and important power purchase agreements, the
ability of the issuer economically to shift its generation and power purchases when there are changes in fuel
prices, the degree to which the utility and its rate-payers are exposed to or insulated from changes in
commoadity prices, and exposure to Challenged Source and Threatened Sources {see the explanations for
how we generally characterize these generation sources in the table below). A regulated utility’s capacity
mix may not in itself be an indication of fuel diversity or the ability to shift fuels, since utilities may keep old
and inefficient plants (e.g., natural gas beilers) to serve peak load. For this reason, we do not incorperate set
percentages reflecting an “ideal” or “sub-par” mix for capacity or even generation. In addition to looking at a
utility's generation mix to evaluate fuel diversity, we consider the efficiency of the utility's plants, their
placement on the regicnal dispatch curve, and the demonstrated ability/inability of the utility to shift its
generation mix in accordance with changing commadity prices.

lssuers having a balanced mix of hydro, coal, natural gas, nudear and renewable energy as well as low
expasure to challenged and threatened sources of generation will score more highly in this sub-factor,
Issuers that have concentration in one or two sources of generation, especially if they are threatened or
challengad sources, will incur lower scores.

In evaluating an issuer's degree of exposure to challenged and threatened sources, we will consider nat anly
the existence of those plants in the utility’s portfolio, but alsc the relevant factors that will determine the
impact on the utility and on its rate-payers. For instance, an issuer that has a fairly high percentage of its
generation from challenged sources could be evaluated very differently if its peer utilities face the same
magnitude of those issues than if its peers have no exposure to challenged or threatenad scurces. In
evaluating threatened sources, we consider the utility's progress in its plan to replace thase sources, its
reserve margin, the availability of purchased power capacity in the region, and the overall impact of the
replacement plan en the issuer’s rates relative to its peer group. Especially if there are no pears in the same
jurisdiction, we also examine the extent to which the utility's generation resources plan is aligned with the
relevant government's fuel/energy policy.

7
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Factor 3: Diversification {10%])

Sub-Factor
Walghting 10% Welghting haa Aa A Baa
Markeat Positicn G00% * A very high degree of multinational Material operaticns in three or more Material operaticns in two to three May cperate under a single regulatory
and regicnal diversity interms of nations or substantial geographic nations, states, provinces or regicns regime viewed as having low
regulatory regimes and/or service regions providing very good diversity that provide good diversity of wolatility, or where multiple
territary ecanamiss. of regulatary regimes and/ar service regulatary regimes and service regulatory regimes are not viewed as
territcry ecanamies. territory econcmies. Alternately, providing much diversity. The service
aperates within a single regulatary territary econcmy may have some
regime with low valatility, and the concentration and cyclicality, but is
sarvice territary economy is robust, sufficiently resilient that it can absaorb
has a very high degree of diversity and  reasonably foreseeable increasesin
has demenstrated resilience in utility rates,
aconoamic cycles.
Ceneration and LL00%, ** A high degree of diversity in terms of Very gocd diversification in terms of Good diversification in terms of Adequate diversification in terms of
Fuel Diversity generaticn and/or fuel sources such generation andfor fuel sources such generation andfor fuel scurces such generaticn and/er fuel sources such
that the utility and rate-payers are that the utility and rate-payers are that the utility and rate-payers have that the utility and rate-payers have
well insulated fram commadity price affected only minimally by anly modest expasure to commodity maderate exposure to commadity
changes, no generation concentration,  commedity price changes, little price changes; hawever, may have price changes; however, may have
and vary low exposures to Challenged  generation concentratian, and low same cancentration in a source that is same concentration in @ source that is
or Threatened Scurces [see definitions  exposures to Challenged or neither Challenged nar Threatened. Challenged. Expasure to Threatensed
below), Threatened Sources. Exposura to Threatened Sources is Sources is moderate, while exposure
lew, While there may be some to Challenged Scurces is manageabls.
exposure to Challenged Scurces, it is
not a cause for concern,
Sub-Factor
Weighting Ba B Caa Definitlons
Markeat Positicn G00% * Cperatesina market area with Cperatesin a limited market area Cperatesin a concentrated economic Challenged Scurces are generation

somewhat greater cancentration and
cyclicality in the service territary
economy and/or exposure to starms
and ather natural disasters, and thus
less resilience to abserbing reasonably
foresesable increases in utility rates.
May show somewhat greater volatility
in the regulatory regime(s),

with material cancentration and more
severe cyclicality in service territary
econcmy such that cycles are of
materially longer duratian or
reasonably foresesable increases in
utility rates could present a material
challenge to the econemy. Service
territory may have gecgraphic
concentration that limits its resilience
to starms and other natural disasters,
of may be an emerging market. May
show decided valatility in the
regulatory regime(s).

service territary with proncunced
concentratian, macroeconomic risk
factars, andfor exposure to natural
disastars.

plants that face higher but nct
insurmaountable ecanamic hurdles
resulting fram penalties or taxes on
their aperaticn, or from
enviranmental upgrades that are
requirad or likely to be required.
Some examples are carbon-emitting
plants that incur carbon taxes, plants
that must buy emissicns credits to
aperate, and plants that rmust install
anviranmental equipment ta continue
to operate, in each where the
taxes/credits/upgrades are sufficient
to have a material impact an thase
plants’ competitiveness relative to
ather generaticn types or on the
utility's rates, but where the impact is
naot so severe as to be likely require
plant closure,
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Ceneration and
Fuel Driversity

500%™

Modast diversification in generation
and/ar fuel sources such that the
utility ar rate-payers have greater
exposure to cammadity price
changes. Exposure ta Challenged and
Threatened Sources may be mare
prencunced, but the utility will be
able to access alternative scurces
without undue financial stress,

Cperates with little diversification in
generation and/ar fuel sources such
that the utility ar rate-payers have
high expasure ta commodity price
changes. Exposure to Challenged and
Threatened Sources may be high, and
accessing alternate scurces may be
challenging and cause maore financial
stress, but ultimately feasible.

Cperates with high concentration in
generatian and/ar fuel sources such
that the utility ar rate-payers have
axpasure ta commodity price shocks.
Exposure to Challenged and
Threatened Sources may be very high,
and accessing alternate scurces may
ke highly uncertain,

Thraatened Sources are generation
plants that are not currently able to
aperate due to major unplanned
autages ar issues with licensing or
ather regulatory compliance, and
plants that are highly likely to be
requirad to de-activate, whether dus
te the effectiveness of currently
existing or expected rules and
regulations or due to economic
challenges.

* 10% veeight for issuers that lack generation **0% wweight for issuers that lack genaration
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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 proparty, plant and equipment. Financial strength, including the ability to service debt and provide a
return to shareholders, is necessary for a utility to attract capital at a reasonable cost in order to invest in its
generation, transmission and distribution assets, so that the utility can fulfill its service obligations at a
reasonable 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 regulated
electric and gas utilities have certain unique aspects that impact financial analysis, which is further
complicated by disparate treatment of certain elements under US Generally Accepted Accounting Principles
(GAAP) versus International Finandlal Reporting Standards (IFRS). Regulatory accounting may permit utilities
to defer certain costs (thereby creating regulatory assets) that a non-utility corpeorate entity would have to
expense, Forinstance, a regulated utility may be able to defer a substantial portion of costs related to
recovery from a storm based on the genaral regulatory framewaork for those expenses, even if the utility
does not have a specific order to collect the expenses frem ratepayers over a set period of time. A regulated
utility may be able to accrue and defer a retum on equity (in addition to capitalizing interest) for
construction-work-in-progress for an approved project based on the assumption that it will be able to
collect that deferred equity return ence the asset comes into service. For this reasen, we focus more on a
utility's cash flow than on its reported net income.

Conversely, utilities may collect certain costs in rates well ahead of the time they must be paid (for instance,
pension costs), thereby creating regulatory liabilities. Many of our metrics focus on Cash Flow from
Operations Befare Changes in Working Capital (CFO Pre-wC) because, unlike Funds from Operations (FFO),
it captures the changes in leng-term regulatory assets and liabilities.

Howiever, under IFRS the two measures are essentially the same. In general, we view changes in working
capital as less important in utility financial analysis because they are often either seasonal {for example,
power demand is generally greatest in the summer} or caused by changes in fuel prices that are typically a
relatively automatic pass-through to the customer. We will nenetheless examine the impact of working
capital changes in analyzing a utility's liquidity (see "Other Rating Considerations” — Liquidity).

Given the leng-term nature of utility assets and the often lumpy nature of their capital expenditures, it is
impartant to analyze both a utility’s historical financial performance as well as its prospective future
performance, which may be different from backward-locking measures. Scores under this factor may be
higher ar lower than what might be expected from historical results, depanding on cur view of expacted
future perfermance. Multi-year periods are usually 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
deferrals that create aregulatory asset, or securitization proceeds that reduce a repulatory asset.
MNaonetheless, we also leok at trends in metrics for individual periods, which may influence our view of future
performance and ratings.

For this scoring grid, we have identified feur key ratics that we consider the mest censistently useful in the
analysis of regulated electric and gas utilities. However, no single financial ratio can adequately convey the
relative credit strength of these highly diverse companies. Cur ratings consider tha overall finandial strength
of a company, and in individual cases other financial indicators may also play an impertant role.
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CFQ Pre-Working Capital Plus Interest/interest or Cash Flow Interest Coverage

Tha cash flow interest coverage ratic is an indicator for a utility's ability to cover the cost of its borrowed
capital. The numerator in the ratio calculation is the sum of CFO Pre-WC and interest expense, and the
denominator is interest expanse.

CFO Pre-Working Capital / Debt

This important metric is an indicator for the cash generating ability of a utility compared to its total debt.
The numerator in the ratio calculation is CFO Pre-W(, and the denominator is total debt.

CFO Pre-Working Capital Minus Dividends / Debt

This ratio is an indicator for financial leverage as well as an indicator of the strength of a utility's cash flow
after dividend payments are made. Dividend obligations of utilities are often substantial, quasi- permanent
outflows that can affect the ability of a utility to cover its debt obligations, and this ratio can also provide
insight into the financial policies of a utility or utility holding company. The higher the level of retained cash
flow relative to a utility's debt, the more cash the utility has to support its capital expanditure program. The
numerator of this ratio is CFO Fre-WC minus dividends, and the denominator is total debt.

Debt/Capitalization

This ratic is a traditicnal measure of balance sheet leverage. The numerator is total debt and the
denominator is total capitalization. All of our ratios are calculated in accordance with our standard
adjustments™, but we note that our definition of total capitalization includes deferred taxes in addition to
total debt, preferred stock, other hybrid securities, and commen 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 similar tax polides. High debt levels in
comparisen to capitalization can indicate highar interest ebligations, can limit the ability of a utility to raise
additional finandng if needed, and can lead to leverage covenant violations in bank credit facilities or other
financing agresments'. A high ratio may result from a regulatery framework that does not permit a robust
cushion of equity in the capital structure, or frem a material write-off of an asset, which may not have
impacted current period cash flows but could affect future period cash flows relative to debt.

There are two sets of threshelds for three of these ratics based on the level of the issuer's business risk — the
Standard Grid and the Lower Business Risk (LBR) Grid. In our view, the different types of utility entities
covered under this methodology (as described in Appendix C) have different levels of business risk.

Ceneration utilities and vertically integrated utilities generally have a higher level of business risk because
they are engaged in power generation, so we apply the Standard Grid. We view power generation as the
highest-risk componant of the electric utility business, as generation plants are typically 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, induding the risk that incurred cests will either not be recovered in rates
or recoverad with material delays.

Other types of utilities may have lower business risk, such that we beliave that they are mest appropriately
assessed using the LBR Grid, due to factors that could include a generally greater transfer of risk to
custorners, very strong insulation from exposure to commadity price movements, good protection from
volumetric risks, fairly limited capex needs and low exposure to storms, majer accidents and natural

" In certain circumstances, analysts may alse apply specificadjustments,

= we also examine debt/capitalization ratios as defined in applicable covenants fwhich typically exclude deferred taxes from capitalization) relative to the covenant
thresheld level,
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disasters. For instance, we tend to view many US natural gas local distribution companies {LDCs) and certain
LIS electric transmission and distribution companies {T&Ds, which lack generation but generally retain sorme
procuremant respensibilities for customers), as typically having a lower business risk profile than their
vertically integrated peers. In cases of T&Ds that we de not view as having materially lower risk than their
vertically integrated peers, we will apply the Standard grid. This could result from a regulatory framework
that exposes them to energy supply risk, large capital expenditures for required maintenance or upgrades, a
heightened degree of exposure to catastrophic storm damage, or increased regulatory scrutiny due to poor
reliability, or other considerations. The Standard Grid will also apply to LDCs that in our view do not have
materially lower risk; for instance, due to their ownarship of high pressure pipes er older systems requiring
extensive gas main replacerments, where gas commodity costs are not fully recovered in a reasonably
contemporaneous manner, or where the LDC is not well insulated from declining volumes.

The four key ratios, their weighting in the grid, and the Standard and LBR scoring threshalds are detailed in
the following table.

Factor 4: Financial Strength

Sub-
Factor
Weighting 40% Weighting Aaa Aa A Baa Ba B Caa
CFC pre-WC + 750% =8.0% 6.0x-8.0% 4.5x-5.0x 3.0%-45x 2.0%-3.0% 1.0%-2.0% < 1.0x%
Interest /
Interast
CFO pre-WC/ 15.00% Standard Grid = 40% 3086 -40% 22% - 30% 13% - 22% G9g - 13% 1% - 594 < 1%
Debt
Low Business = 38% 27% - 38% 19% - 27% 1% - 19% 5% - 11% 1% - 5% < 1%
Risk Grid
CFO pre-Wie - 10.00% Standard Grid = 350% 25% - 35% 7% - 25% 9% - 1% 0% - 9% i5%) - 0% < [5%)
Dividends / Debt
Low Business = 3404 230 - 34% 15846 - 23% 79 - 15% 0% - 7% {5%) - 0% < (5%)
Risk Crid
Debt / 750% Standard Grid < 25% 2605 - 3585 309G - 4G54 4595 - GRe,  LLos -GG 559 - 759 =750
Capitalization
Low Business = 29% 29% - 40% 40%-50%  20%-59% H9%-67% &7 - 750 =75%
Risk Crid

Notching fer Structural Subordination of Holding Companies

Why It Matters

A typical utility company structure consists of a holding company ("HeoldCo") that owns one or more
operating subsidiaries {each an "OpCo™). OpCos may be regulated utilities or non-utility companies. A
HoldCo typically has ne operations — its assets are mostly limited to its equity interests in subsidiaries, and
potentially other investments in subsidiaries that are structured as advances, debt, or even hybrid securities.

Mast HoldCos present their financial statements on a consolidated basis that Blurs legal considerations
about priority of creditors based on the legal structure of the family, and scorecard scoring is thus based on
consclidated ratios. However, HoldCo creditors typically have a secondary claim on the group’s cash flows
and assets after OpCo creditors. We refer to this as structural subordination, because it is the corporate
legal structure, rather than specific subordination provisions, that causes creditors at each of the utility and
non-utility subsidiaries to have a mere direct daim on the cash flows and assets of their respective OpCo
obligors. By contrast, the debt of the HoldCo s typically serviced primarily by dividends that are up-
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streamed by the OpCos"™. Under normal circumstances, these dividends are made from net income, after
payment of the CpClo's interest and preferred dividends. In most non-finandal corporate sectors where cash
often moves freely between the entities in a single issuer family, this distinction may have less of an impact.
Howiever, in tha regulated utility sector, barriers to movement of cash among companies in the corperate
family can be much mare restrictive, depending on the regulatory framework. These barriers can lead to
significantly different probabilities of default for HeldCos and OpCes. Structural suberdination also affects
loss given default. Under most default™ scenarics, an OpCa's craditors will be satisfied from the value
residing at that CpCo before any of the OpCo's assets can be used to satisfy claims of the HoldCo's
craditers. The prevalence of debt issuance at the OpCe level is another reason that structural suberdination
is usually a more serious concern in the utility sector than for investment grade issuers in other non-
financial corporate sectors.

The grids for factors 1-4 are primarily oriented to CpCos {and to some degree for HoldCos with minimal
current structural subordination; for example, there is no current structural suberdination to debt at the
operating company if all of the utility family's debt and preferred stock is issued at the HoldCo level,
although there is structural subordination to other liabilities at the OpCo level). The additional risk from
structural subordination is addressed via a notching adjustmeant to bring scoracard-indicated outcomes (on
average) closer to the actual ratings of HoldCos.

How We Assess It

Scorecard-indicated outcomes of halding companies may be notched down based on structural
subardination. The risk factors and mitigants that impact structural subordination are varied and can be
present in different combinations, such that a fermulaic approach is not practical and case-by-case analyst
judgment of the interaction of all pertinent factors that may increase or decrease its importance to the
credit risk of an issuer are essential.

Some of the potentially pertinent factors that could increase the degree and/or impact of structural
subordination indude the following:

»  Regulatory or other barriers to cash movement from OpCos to HoldCo

»  Specific ring-fending provisions

»  Strict financial covenants at the CpColevel

»  Higher leverage at the OpCo level

»  Higher leverage at the HoldCo level

»  Significant dividend limitations or potential limitations at an impertant Cplo

»  HoldCo exposure to subsidiaries with high business risk or volatile cash flows

»  Strained liquidity at the HoldCo level

»  The group’s investment program is primarily in businesses that are higher risk or new to the group

Some of the potentially mitigating factors that could decrease the degree and/or impact of structural
subardination include the following:

! The HoldCo and OpCo may also have intercompany agreements, including tax sharing agresments, that can be ancther source of cash to the HoldCo.

Actual priority in a default scenaric will be determined by many facters, including the corparate and bankruptoy laws of the jurisdiction, the asset value of each
OpCo, specific financing terms, inter-relationships among merbers of the family, ete.

While higher leverage at the HoldCo does not increase structural subordination per se, it exacerbates the impact of any structural subordination that exists,
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»  Substantial diversity in cash flows from a variety of utility OpZes

»  Meaningful dividends to HoldCo from unlevered utility OpCos

»  Dependable, meaningful dividends to HoldCo from non-utility CpCos
»  The group's investmant program is primarily in streng utility businesses

»  Inter-company guarantzes - however, in many jurisdictions the value of an upstream guarantee may be
limited by certain factors, including by the value that the CGpCo received in exchange for granting the
guarantee

Notching for structural suberdination within the scerecard may range frem O to negative 3 notches.
Instances of extreme structural subordination are relatively rare, so the scorecard cenvention does not
accommadate wider differences, although in the instances where we believe it is present, actual ratings do
reflect the full impact of structural subordination.

A related issue is the relationship of ratings within a utility family with multiple operating companies, and
sometimes intermadiate helding companies. Some of the key issues are the same, such as the relative
amounts of debt at the holding company level compared to the operating company level {or at one OpCo
relative to another), and the degree to which operating companies have credit insulation due to regulation
or other protective factors. Appendix B has additicnal insights on ratings within a utility family.

Assumptions, Limitations and Other Rating Considerations

The scarecard in this rating methodology represents a decision to favor simplicity that enhances
transparency and to avoid greater complexity that might enable the scorecard to map more closely te
actual ratings. Accordingly, the four facters and the notching factor in the scorecard do net censtitute an
exhaustive treatment of all of the considerations that are important for ratings of companies in the
regulated electric and gas utility secter. 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 informed by confidential information that we cannot
disclose. In other cases, we estimate future results based upen past performance, industry trends,
competitor actions or other 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 following factors: the macroeconemic envirenment and general financial market
conditions, industry competition, disruptive technology, regulatery and legal actions.

Key rating assumptions that apply in this secter include our view that severeign credit risk is strongly
cormrelated with that of other domestic issuers, that legal priority of claim affects average recovery on
different classes of debt, sufficiently to generally warrant differences in ratings for different debt classes of
the same issuer, and the assumpticn that lack of access to liquidity is a streng driver of credit risk.

In choosing metrics for this rating methodology scorecard, we did not explicitly include certain important
facters that are commen to all companies in any industry such as the quality and experiznce of
management, assessments of corperate governance and the quality of financial reporting and infermaticn
disclosure. Therefore, ranking these factars by rating category in a scorecard would in some cases suggest
toe much precision in the relative ranking of particular issuers against all other issuers that are rated in
various industry secters.
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Ratings may include additional factors that are difficult to quantify or that have a meaningful effect in
differentiating credit quality only in some cases, but not all. Such factors include financial contrals, exposure
to uncertain licensing regimes and possible government interference in some countries.

Regulatory, litigation, liquidity, technology and reputational risk as well as changes to consumer and
business spending patterns, competitor strategies and macroeconomic trends also affect ratings. While
these are important considerations, it is not passible precisely to express these in the rating methodology
scarecard without making the scorecard excessively complex and significantly less transparent.

Ratings may also reflect circumstances in which the weighting of a particular factor will be substantially
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. Fer example, liquidity is a censideration frequently critical to ratings and which may net, in
other circumstances, have a substantial impact in discriminating between two issuars with a similar credit
profile. As an example of the limitations, ratings can be heavily affected by extremely weak liquidity that
magnifies default risk. However, two identical companies might be rated the same if their only
differentiating feature is that ene has a goed liquidity position while the other has an extremely geod
liquidity position.

Other Rating Considerations

We consider other factors in addition to those discussed in this repert, but in most cases understanding the
considerations discussed herein should enable a good approximation of our view on the credit quality of
companies in the regulated electric and gas utilities sector. Ratings consider our assessment of the quality of
management, corporate governance, financial centrols, liquidity management, event risk and seasonality.
The analysis of these factors remains an integral part of our rating process.

Liquidity and Access to Capital Markets

Liquidity analysis is a key element in the financial analysis of electric and gas utilities, and it encompasses a
company's ability to generate cash from internal sources as well as the availability of external sources of
financing to supplement these internal sources. Liquidity and access to finanding are of particular
impartance in this sector. Utility assets can often have a very leng useful life- 30, 40 or even 80 years is not
uncomman, as well as high price tags. Partly as a result of construction cycles, the utility sector has
experienced prolonged periods of negative free cash flow — essentially, the sum of its dividends and its
capital expenditures for maintenance and growth of its infrastructure frequently exceads cash from
operations, such that a portion of capital expenditures must routinely be debt financed. Utilities are among
the largest debt issuers in the corporate universe and typically require consistent access to the capital
markets to assure adequate sources of funding and to maintain financial flexibility. Substantial 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-permanant outlay, since utilities typically enly rarely will cut their
dividend. Liquidity is also important to meet maturing obligations, which often occur in large chunks, and
to meet collateral calls under any hedging agreements.

Cue to the importance of liquidity, incorporating it as a factor with a fixed weighting in the scorecard would
suggest an importance level that is often far different frem the actual weight in the rating. In nermal
circumstances, maost companies in the secter have good access te liguidity. The industry generally requires,
and for the most part has, large, syndicated, multi-year committed credit facilities. In addition, utilities have
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demenstrated strong access to capital markets, even under difficult conditions. As a result, liquidity
generally has not been an issue for most utilities and a utility with very strong liquidity may not warrant a
rating distinction comparad to a utility with strong liquidity. However, when there is weakness in liquidity or
liquidity management, it can be the dominant censideration for ratings.

Our assessmeant of liquidity for regulated utilities involves an analysis of total sources and uses of cash over
the next 12 manths or more, as is done for all corporates. Using our finandal projections of the utility and
our analysis of its available sources of liquidity (including an assessment of the quality and reliability of
alternate liquidity such as committed credit facilities), we evaluate how its projected sources of cash (cash
from operations, cash on hand and existing committed multi-year credit facilities) cormpare to its projected
uses {including all or maost capital expenditures, dividends, maturities of shart and long-term debt, our
projecticn of petential liquidity calls on financial hedges, and impertant issuer-spacific items such as spedial
tax payments), \We assume no access to capital markets or additional liquidity sources, no renewal of
existing credit facilities, and no cut to dividends. We examine a company’s liquidity profile under this
scenario, its ability to make adjustments to improve its liquidity pesition, and any dependence on liquidity
sources with lower quality and reliability.

Management Quality and Financial Policy

Tha quality of management is an important factor supperting the credit strength of a regulated utility or
utility holding company. Assessing the execution of business plans aver time can be helpful 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 be an indicator of
management's tendency to depart significantly from its stated plans and guidelines.

We also assess financial policy (including dividend policy and planned capital expenditures) and how
management balances the potentially competing interests of sharehalders, fixed incormne investars and other
stakeholders. Dividends and discreticnary capital expenditures are the two primary components over which
management has the greatest controlin the short term. For holding companies, we consider the extent to
which management is willing to stretch its payout ratio {through aggressive increases or delays in needed
decreases) in order to satisfy common shareholders. Fer a utility that is a subsidiary of a parent company
with several utility subsidiaries, dividends to the parent may be more volatile depending on the cash
generation and cash needs of that utility, because parents typically want to assure that each utility
maintains the regulatory debt/equity ratio on which its rates have been set. The effect we have observed is
that utility subsidiaries often pay higher dividends when they have lower capital needs and lower dividends
when they have higher capital expenditures or other cash needs. Any dividend policy that cuts into the
regulatory debt/equity ratio is a material credit negative.

Size — Natural Disasters, Customer Concentration and Construction Risks

The size and scale of a regulated utility has generally not been a major determinant of its credit strength in
the same way that it has been for most other industrial secters. 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 related to fuel and fixed assets. Smaller utilities have sometimes been better able to focus their
attention on meeting the expectations of a single regulator than their multi-state peers.

Howiever, size can be a very important facter in our assessment of certain risks that impact ratings, including
exposure to natural disasters, custamer concentration {primarily to industrial customers in a single sactor)
and construction risks associated with large projects. While the scorecard attempts to incorporate the first
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twio of these into Factor 3, for some issuers thase considerations may be sufficiently important that the
rating reflects a greater weight for these risks. While construction projects always carry the risk of cost over-
runs and delays, these risks are materially heightened for projects that are very large relative to the size of
the utility.

Interaction of Utility Ratings with Government Policies and Sovereign Ratings

Compared to most industrial sectors, regulated utilities are more likely te be impacted by government
actions. Credit impacts can occur directly through rate regulation, and indirectly 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 likelihcod that regulated utilities will experience
financial stress. While our evolving view of the impact of such policies and the general economic and
financial climate is reflected in ratings for each utility, some considerations do not lend themselves to
incorperation in a simple scorecard.™

Diversified Qperations at the Utility

& small number of regulated utilities have diversified operaticns that are segmeants within the utility
company, as opposed to the mere commen practice of housing such operatiens in one or maore separate
affiliates. In general, we will seek to evaluate the other businesses that are material in accordance with the
apprepriate methodology and the rating will reflact considerations from such methedelogies. There may te
analytical limitatiens in evaluating the utility and nen-utility businesses when segment financial results are
not fully braken out and these may be addressed through estimation based on available infarmation. Since
regulated utilities are a relatively low risk business compared to other corperate sectors, in most cases
diversified non-utility operations increase the business risk profile of a utility. Reflecting this tendency, we
note that assigned ratings are typically lower than scorecard-indicated cutcomes for such companies.

Event Risk

We also recognize the possibility that an unexpected event could cause a sudden and sharp decline in an
issuer's fundamental creditworthiness. Typical special events include mergers and acquisitions, asset sales,
spin-offs, capital restructuring programs, litigation and shareholder distributions.

Corporate Governance

Ameng the areas of focus in corperate governance are audit committee finandial expertise, the incentives
created by executive compensation packages, related party transactions, interactions with outside auditers,
and ownership structure,

Investment and Acquisition Strategy

In our credit assessment, we take into consideration management’s investment strategy. Investment
strategy is benchmarked with that of the other companies in the rated universe to further verify its
consistancy. Acquisitions can strengthen a company’s business. Our assessment of a company's tolerance
for acquisitions at a given rating level takes into consideration (1) management’s risk appetite, including the
likelihood of further acquisitions over the medium term; {2} share buy-back activity; {3) the company’s
commitmant to spacific leverage targets; and (4) the volatility of the underlying businasses, as well as that
of the business acquired. Ratings can often hold after acquisitions even if leverage temporarily climbs above
normally acceptable ranges, However, this depends on (1) the strategic fit; (2) pro-forma

12 Formore information, see our cross-sector methodolopy that discusses general principles related to how sovereign credit quality can impact other ratings. A link to
an index of our sector and cress-sector methodelogies can ke found in the "Moody's Related Publications” section.
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capitalization/leverage following an acquisition; and (3) cur confidence that credit metrics will be restered in
a relatively short timeframe.

Financial Controls

We rely on the accuracy of audited financial statements to assign and moniter ratings in this secter. Such
accuracy is only possible when companies have sufficient internal controls, including centralized operations,
the proper tone at the tep and consistency in accounting pelicies and procedures.

Weaknesses in the overall finandial reporting processes, financial statement restatements or delays in
regulatory filings can be indications of a potential breakdown in internal controls.

- —— ]
£3 JUME 23, 2017 RATING METHODOLOGY REGULATED ELECTRIC AMD GAS UTILITIES



INFRASTRUCTURE

Appendix A: Regulated Electric and Gas Utilities Methodology Factor Scorecard

Factor 1a: Legislative and Judidial Underpinnings of the Regulatory Framework (12.5%)

MNotel: The strength of the monopoly refers to the legal, regulatory and practical obstacles for customers in the utility's territory to obtain service from ancther provider. Exarmnples of a weakening of the monopoly would include the ability of a
city or large user to leave the utility system to set up their own system, the extent to which self-generation is permitted {e.g. cogeneration] andfor encouraged (e.g., net inetering, DSM generation), At the lower end of the ratings
spectrum, the utility's monopoly may be challenged by pervasive theft and unautherized use. Since utilities are generally presurned to be moncpelies, a streng monopoly pesition in itself is not sufficient for a strong scere in this sub-
factor, but a veeakening of the monopoly can lower the score.

* 0% weight for issuers that lack generation **0% weight for issuars that lack genaration
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Factor 2a: Timeliness of Recovery of Operating and Capital Costs (12.5%)
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Factor 2b: Sufficiency of Rates and Returns (12.5%)
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Factor 3: Diversification (10%})

Sub-Factor
Welghting 10 Welghting Aaa A A Baa
Market Pasition 5% * Avery high degree of multinational  Material operations in three of  Material operations in two to three nations, states, May operate under a single regulatory regime viewed as having low
and regional diversity in terms of rmore nations or substantial provinces of regions that provide good diversity of  wolatility, or where miultiple regulatory regimes are not viewed as
regulatory regimes andfor service  geographic regions providing very  regulatory regimes and service territory economies.  providingmuch diversity. The service tenritory economy may have
territery economies good diversity of regulatory Alternately, operates within a single regulatory  some concentration and cyclicality, but is sufficiently resilient that it
regimes and/for service territory  regime with low volatility, and the service territory can absorb reasonably foreseeable increases in utility rates,
BOONMIES, econonty is robust, has avery high degree of
diversity and has demaonstrated resilience in
economic cycles
Generation and 5% **A high degree of diversity in terms of  Very good diversification in tenms  Good diversification in terms of generation andfor  Adequate diversification in terms of generation and/or fuel sources
Fuel Diversity generation and/or fuel sources such  of generation and/or fuel seurces  fuel sources such that the utility and rate-payers such that the utility and rate-payers have moderate exposwre to
that the utility and rate-payers are such that the utility and rate- have only modest exposure to commaodity price. comimadity price changes; however, may have some concentration
well insulated from commodity price  payers are affected only minimally - changes; however, may have some concentrationin ina source thatis Challenged. Exposure to Threatened Sources is
changes, no generation by commedity price changes, little 3 source thatis neither Challenged nor Threatened,  moderate, while exposureto Challenged Sources ismanageable
concentration, and very low generation concentration, and low Exposure to Tlreatenad Sources is low. While there
exposures to Challenged or exposures to Challenged or may be some exposure to Challenged Sources, itis
Threatened Sources {see definitions Threatened Sources. not a causefor concern.
below).
Sub-Factor
Welghting Ba B Caa Deflnltions
Market Pasition 5% *  Operatesin a market areawith Otperates in a limited market area Operates in a concentrated economicsenvice Challenged Sources are generation plants that face higher but not
somewhat greater concentration and  with material concentration and territary with pronounced concentration, insurmoun table economic hurdles resulting from penalties or taxes
cyclicality in the service territory meore severe cyclicality in service maareeconamic risk facters, andfor exposure to on their operation, or from environmental upgrades that are
econemy andfor exposure tostorms  territory economy such that cycles naturaldisasters, required or likely tobe required Some examples are carbon-
and ather natural disasters, and thus  are of materially longer duration or emnitting plants that incur carbontaxes, plants that must buy
less resilience to absorbing reasonably foreseeable inoreases in ermissions aredits to operate, and plants that must install
reasonably foreseeable increases in utility rates could presenta erwvironmental equipment to continue to operate, in each where the
utility rates, May show somewhat  material challenge to the econemy. taxes/credits/upgrades are sufficient to have amaterial impact on
greater volatility in the regulatory Service territory may have those plants’ competitiveness relative to other generation types or
regime{s). geographic concentration that on theutility's rates, but where the impact is not so severe as to be
limits its resilience to storms and likely require plant closure.
other natural disasters, ormay be
an emerging market. May show
decided volatility in the regulatory
regime(s].
Generation and 5% ** Modest diversification in generation  Operates with little diversification  Operates with high concentration in generation Threatened Sources are generation plants that are not currently
Fuel Diversity andfor fuelsources such that the in generation and/or fuel sources and/or fuel sources such that the utility or rate- able to operate due to majer unplanned cutages of issues with
utility or rate- payers have greater  such that the utility or rate-payers  payers have exposure to commadity price shocks.  licensing or other regulatory compliance, and plants that are highly
expasUre to commaodity price have high exposure to commuodity  Exposure to Challenged and Threatened Sources likely to be required tode-activate, whether due to the
changes. Exposure to Challenged and price changes. Exposure to miay be very high, and accessing altemate sources  effectiveness of currently existing orexpected rules and regulations
Threatened Sources may be more Challenged and Threatened may be highly uncertain, or due to economic challenges.
proneunced, but the utility will be  Sources may be high, and accessing
able to access alternative sources altemmate sources may be
without andue financial stress. challenging and cause more
financial stress, but ultimately
frasible.

* 0% veeight for issuers that lack generation **0% wweight for issuers that lack genaration
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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% =Bx Bx - Bx 4.5x - 6x 3x - 4.5x 2x-3x Ix - 2x <lx
Interest

CFO pre-WC / Debt 15% Standard Grid z240% 30% - 40% 22% - 30% 13% - 22% 5% -13% 1% - 5% <1%

Low Business Risk Grid = 38% 27% - 38% 19% - 27% 1% - 19% 5% - 11% 1% - 5% <1%
CFO pre-WC - Dividends / Debt 10% Standard Grid = 35% 25% - 35% 17% - 25% 9% - 7% 0% -9% (5%) - 0% < (5%)
Low Business Risk Grid 2 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% 275%
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 of a Utility Family

A typical utility company structure consists of a halding company ("HoldCo™) that owns one or more
operating subsidiaries (each an "OpCa™). OpCos may be regulated utilities or non-utility companies.
Financing of these entities varies by region, in part due to the regulatery framewark. A HoldCo typically has
no operations —its assets are mostly 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
material cperations at the HeoldCe level. Financing can eccur primarily at the OpCe level, primarily at the
HoldCo level, or at both HoldCo and CpCos in varying proportions. When a HoldCo has multiple utility
OpCos, they will often be located in different regulatory jurisdictions. A HoldCo may have both levered and
unlevered OpCas.

General Approach to a Utility Family

In cur analysis, we generally consider the stand-alone credit prefile of an OpCo and the cradit prefile of its
ultimate parent HoldCo (and any intermediate HoldCos), as well as the profile of the family as a whole,
while acknowledging that these elements can have cross-family credit implications in varying degrees,
principally based on the regulatery framewark of the OpCes and the financing madel {which has often
developed in response to the regulatory framework).

In addition to considering individual OpCos under this {or another applicable) methodelogy, we typically™
approach a HoldCo rating by assessing the qualitative and quantitative facters in this methodology for the
consclidated entity and each of its utility subsidiaries. Ratings of individual entities in the issuer family may
be pulled up or down based on the interrelationships ameng the companies in the family and their relative
credit strength.

In considering how closely aligned or how differentiated ratings sheuld be among members of a utility
family, we assess a variety of factors, including:;

= Regulatory or other barriers to cash movement among CpCos and fram OpCos to HoldCo

»  Differentiation of the regulatory framewaorks of the various CpCas

»  Specific ring-fencing provisions at particular OpCos

»  Financing arrangements — for instance, each CpCo may have its own finanding arrangements, or the
sole liquidity fadility may be at the parent; there may be a liquidity pool ameng certain but not all
members of the family; certain members of the family may better be able to withstand a temporary
hiatus of external liquidity or access to capital markets

»  Financial covenants and the extent to which an Event of Default by ene OpCe limits availability of
liquidity to another member of the family

»  The extent to which higher leverage at one entity increases default risk for other members of the family
»  Anentity's exposure to orinsulation from an affiliate with high business risk

»  Structural features or other limitations in financing agreements that restrict movements of funds,
investments, provision of guarantees or collateral, etc.

»  The relative size and financial significance of any particular OpCo to the HoldCo and the family

 See paragraph at the end of this section for approaches to Hybrid HeldCes,
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See also those factors noted in "Notching for Structural Suberdination of Helding Companies”™

COur approach to a Hybrid HoldCo {see definition in Appendix C) depends in part on the importance of its
non-utility operations and the availability of information on individual businesses. If the businesses are
material and their individual results are fully broken out in financial disclosures, we may be able to assess
each material business individually by reference to the relevant Moody's methodaologies to arrive at a
composite assessment for the combined businesses. @ If nen-utility operations are material but are not
broken out in financial disclosures, we may lock at the consolidated entity under mare than cne
methodology. When nen-utility operations are less material but could still impact the overall credit profile,
the difference in business risks and our estimaticn of their impact on financial performance will be
qualitatively incorporated in the rating.

Higher Barriers to Cash Movement with Financing Predominantly at the OpCos

Where higher barriers to cash movement exist on an OpCo or CpCos due to the regulatory framework or
debt structural features, ratings amang family members are likely to be more differentiated. The degree of
separateness may be greater or smaller and is assessed on a case-by-case basis, because situational
considerations are important.

Cne area we consider is financing arrangements. For instance, there will tend to be greater differentiation if
each member of a family has its own bank credit facilities and difficulties experienced by one entity would
not trigger events of default for other entities. While the existence of a money pocl might appear te reduce
separateness between the participants, there may be regulatory barriers within money pools that preserve
separateness. For instance, non-utility entities may have access to the pool only as a borrower, only as a
lender, and aven the utility entities may have regulatery limits on their berrewings from the poel or their
credit exposures to other pool members, If the only source of external liquidity for a money poolis
borrowings by the HoldCo under its bank credit fadilities, there would be less separateness, especially if the
utilities were expected to depend on that liquidity source. However, the ability of an CpCo to finance itsalf
by accessing capital markets must alse be considered. Inter-company tax agreements can also have an
impact on our view of how separate the risks of default are.

For a HoldCo, the greater the regulatory, economic, and geographic diversity of its OpCos, the greater its
potential separation frem the default probability of any individual subsidiary. Cenversely, if a HoldCo's
actions have made it clear that the HoldCo will provide support for an OpCo encountering some financial
stress (for instance, due to delays andfor cost aver-runs on a majar construction project), we would be likely
to perceive less separatenass.

Even where high barriers to cash movement exist, cnerous leverage at a parent company may net only give
rise to greater notching for structural suberdination at the parent, it may also pressure an OpCa’s rating,
espedially when there is a clear dependence on an OpCa's cash flow to service parent debt.

While most of the regulatery barriers to cash movement are very real, they are not abselute. Furthermere,
while itis not usually in the interest of an insolvent parent or its creditors to bring an operating utility into a
Bankruptcy preceeding, such an occurrence is not impassible.

The greatest separateness occurs where streng regulatory insulation is supplemented by effective ring-
fencing provisions that fully separate the management and eperations of the OpCo from the rest of the
family and limit the parent's ability to cause the OpCo to commence bankruptcy proceedings as well as
limiting dividends and cash transfers. Typically, mast entities in US utility families (including HaldCos and

“oAdink to an index of cur sector and cress-sector methodelogies can be found in the "Mocdy's Related Publications” section.
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OpCos) are rated within 3 notches of each other. However, it is possible for the HoldCo and OpCos in a
family to have much wider notching due to the combination of regulatory imperatives and strong ring-
fencing that includes a significant minority shareholder who must agree to important corporate decisions,
including a voluntary bankruptcy filing.

Lower Barriers to Cash Movement with Financing Predominantly at the OpCos

Our appreach to rating issuers within a family where there are lower regulatery barriers to movement of
cash from Op<os to HeldCos places greater emphasis on the credit profile of the consclidated group.
Individual OpCos are considered based on their individual characteristics and theirimportance to the family,
and their assignad ratings are typically banded closely around the censolidated credit prefile of the group
due to the expectation that cash will transit relatively freely among family entities.

Some utilities may have OpCos in jurisdictions where cash movement among certain family mambers is
mare restricted by the regulatory framewark, while cash movement from and/or among CpCos in other
jurisdictions is less restricted. In these situations, OpCos with more restrictions may vary more widely from
the consolidated credit prefile while those with fewer restrictions may be mare tightly banded around the
other entities in the corporate family group.

E
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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 methoedology:

Vertically Integrated Utility: vertically integrated utilities are regulated electric or combination utilities [see
below) that own generation, distribution and (in most cases) electric transrmission assets, Vertically
integratad utilities are generally engaged in all aspacts of the electricity business. They build power plants,
procure fuel, generate power, build and maintain the electric grid that delivers power from a greup of power
plants to end-users (including high and low voltage lines, transformers and substations), and generally meet
all of the electric neads of the customers in a specific geographic area (also called a service territory). The
rates or tariffs for all of these monopelistic activities are set by the relevant regulatery authority.

Transmission & Distribution Utility: Transmission & Cistribution utilities (T&Ds) typically operate in
deregulated 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 spedific state or region.

Té& s provide electrical transportation and distribution services to carry electricity from power plants and
transmissicn lines to retail, commercial, and industrial customers. T&Ds are typically responsible for billing
customers for electric delivery and/or supply, and most have an obligation to provide a standard supply or
provider-of-last-resort (POLR) service to customers that have not switched to a competitive supplier. These
factars distinguish T&Ds from Natworks, whose customers are retail elactric suppliers and/or other
electricity companies. In a smaller number of cases, T&Ds rated under this methodology may not have an
obligation to provide POLR services, but are regulated in sub-sovereign jurisdictions. The rates or tariffs for
these monopelistic T&D activities are set by the relevant regulatery autherity.

Local Gas Distribution Company: Distribution is the final step in delivering natural gas to customers. While
some large industrial, commercial, and electric genaration customers receive natural gas directly frem high
capadity pipelines that carry gas from gas producing basins to areas where gas is consumed, most other
users raceive natural gas from their local gas utility, also called a local distributicn company (LDC). LDCs are
regulated utilities invelved in the delivery of natural gas te consumers within a spedific gecgraphic area.
Specifically, LIxCs typically transport natural gas from delivery points located on large-diameter pipelines
(that usually operate at fairly high pressure) to houssholds and businesses through thousands of miles of
srall-diameter distribution pipe {that usually operate at fairly low pressure). LDCs are typically responsible
for billing customers for gas delivery and/or supply, and most also have the responsibility to procure gas for
at least some of their customers, although in seme markets gas supply to all customers is on a competitive
basis. These factors distinguish LDCs from gas networks, whose customers are retail gas suppliers and/or
other natural gas companies. The rates or tariffs fer these monopolistic activities are set by the relevant
regulatory authority.

Integrated Gas Ulility: Integrated gas regulated utilities are regulated utilities that deliver gas to all end
users in a particular service territory by sourding the commedity; operating transport infrastructure that
often combines high pressure pipelines with low pressure distribution systems and, in some cases, gas
storage, re-gasification or other related facilities; and perferming other supply-related activities, such as
customer billing and metering. The rates or tariffs for the totality of these activities are set by the relevant
regulatory authority, Many integrated gas utilities are naticnal in scope.

Combination Utility: Combination utilities are those that combine an LDC or Integrated Gas Utility with
either a vertically integratad utility or a T&D utility. The rates or tariffs for these monopaolistic activities are
set by the relevant regulatory authority.
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Regulated Generation Utility: Regulated generation utilities (Regulated Gencos) are utilities that almast
exclusively have generation assets, but their activities are generally regulated like those of vertically
integrated utilities. This typically means that the purchasers of their output (typically other investor-owned,
municipal or cooperative utilities) pay a repulated rate based on the total allowed costs of the Regulated
Cenco, including a return on equity based on a capital structure designated by the regulator, Companies
that have been included in this group include certain generation companies that are not rate regulated in
the usual sense of recovering costs plus a regulated rate of return on either equity or asset value. Instead, we
have looked at a combination of governmental action with respect to setting feed-in tariffs and directives
on how much generation will be built (or not built) in combination with a generally high degres of
government ownership, and we have concluded that these companies are currently best rated under this
methodology. Future evolution in our view of the operating and/or regulatary environment of these
companies could lead us to conclude that they may be more appropriately rated under a relatad
methodology. ™

Independent System Operator: An Indepandent System Operatar (15Q) is an organization fermed in certain
regional electricity markets to act as the sole chief coordinator of an electric grid. In the areas where an 1SO
is established, it coerdinates, contrels and moniters the operation of the electrical power system to assure
that electric supply and demand are balanced at all times, and, to the extent pessible, that electric demand
is met with the lowest-cost sources. 150s seek to assure adequate transmission and generation resources,
usually by identifying new transmissien neads and planning for a generation reserve margin above expected
peak demand. Inregicns where generation is competitive, they also seek to establish rules that foster a fair
and open marketplace, and they may conduct price-setting auctions for energy and/or capacity. The
generation resources that an 150 coerdinates may belong te vertically integrated utilities or to independent
power producers. 1SCs may not be rate-regulated in the traditional sense, but fall under sovernmental
oversight. All participants in the regicnal grid are requirad to pay a fee or tariff (often volumeatric) to the 1SO
that is designed to recover its costs, including costs of investmant in systems and equipment needed to
fulfill their function. 150s may be for profit or not-for-profit entities.

Transmission-Cnly Utility: Transmission-only utilities are solely focused on owning and operating
transmission assets. The transmission lines these utilities cwn are typically high-voltage and allow energy
producers to transport electric power over long 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 ather utilities
rated under this methodology, transmission-only utilities primarily provide services to other utilities and
150s. Transmission-only utilities in maost parts of the world other than the US have typically been rated
under a different methodology.™

Utility Holding Company (Utility HoldCo): As detailed in Appendix B, regulated electric and gas utilities are
often part of corporate families under a parent holding company. The operating subsidiaries of Utility
HoldCos are overwhelmingly regulatad electric and gas utilities.

Hybrid Holding Company (Hybrid HoldCo): Sorme utility families contain a mix of regulated electric and gas
utilities and other types of companies, but the repulated electric and gas utilities represent the majerity of
the consolidated cash flows, assets and debt. The parent company is thus a Hybrid HeldCo.

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

For mere information, see our methedology that describes our general approach for assessing regulated electric and gas networks. A link to an index of our sector
and cross-sector methodsalogies can be found in the "Moody's Related Publications” secticn.
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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 different debt classes of the same regulated utility issuer
follows the guidance on notching corporate instrument ratings based on differences in security and priority
of claim, including a one notch differential between senior secured and senior unsecured debt.”” However, in
most cases we have two notches between the first mortgage bonds and senior unsecured debt of regulated
electric and gas utilities in the US. Wider notching differentials between debt classes may also be
appropriate in speculative-grade issuers.”™

First meortgage bond holders in the US generally benefit from a first lien 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 fadilities, 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 bean a
major factor that has led to very high recovery rates for this class of debt in situations of default, thereby
justifying a two-notch uplift. The combination of the breadth of assets pledged 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 seniaor
unsecured rating. For instance, this is likely when the pledged property is not considered critical
infrastructure for the region, or if the mortgage is materially weakened by carve-outs, lien releases or similar
craditer-unfriendly terms.

Securitization

The use of securitization, a financing technique utilizing a discrete revenue stream {typically related to
recovery of specifically defined expenses) that is dedicated to servicing specific securitization debt, has
primarily been used in the US, where it has been pervasive in the past. The first generation of securitization
bonds were primarily related te recovery of the negative difference between the market value of utilities'
generation assets and their book value when certain states switched to competitive electric supply markets
and utilities sold their generation (so-called stranded costs). This technigue was then used for significant
starm costs (especially hurricanes) and was eventually broadened to include envirenmental related
expenditures, deferred fuel costs, or even deferred miscellaneous expenses. In its simplest form, a
securitization isolates and dedicates a stream of cash flow into a separate spedial purpose entity (SFE). The
SPE uses that stream of revenue and cash flow to provide annual debt service for the securitized debt
instrurment. Securitization is typically underpinned by spedific legislation to segregate the securitization
revenues from the utility's revenues to assure their continued collection, and the details of the enatling
legislation may vary from state to state. The utility benefits from the securitization because it receives an
immediate source of cash {although it gives up the opportunity to earn a return on the corresponding asset),
and ratepayers benefit because the cost of the securitized debt is lewer than the utility's cost of debt and
much lower than its all-in cost of capital, which reduces the revenue requirement associated with the cost
recovery.

In the presentation of US securitization debt in published financial ratios, we make our own assessment of
the appropriate credit representation but in mest cases fellow the accounting in audited statements under
US Generally Acceptad Accounting Principles [GAAP), which in turn cansiders the terms of enabling

& link to an index of our sector and cross-sector methodologies can be found in the “Moody's Related Publications” section.

© Far mere information, see aur cress-sectar methodelogy that describes general principles related to loss given default for speculative-grade companias. Alink to an
index of our sectar and cross-sactor 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 te
consclidate 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 while keeping all-in
rates affordable to customers. Thus, where accounting treatment is off balance sheet, we seek to adjust the
company’s ratios by including the securitization debt and related revenues fer our analysis. Where the
securitized debt is on balance sheet, our credit analysis also considers the significance of ratios that exclude
securitization debt and related revenues. Since securitization debt amortizes mortgage-style, including it
makes ratios look worse in early years (when most of the revenue collected goes to pay interest) and better
in later years (when most of the revenue collected goes to pay principal).
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Appendix E: Treatment of Power Purchase Agreements (“PPAs")

Altheugh many utilities own and operate power stations, seme have enterad into PPAs to source electricity
from third parties to satisfy retail demand. The motivation for these PPAs may be ane or mare of the
following: to outsource cperating risks to parties more skilled in power station operation, to provide
certainty of supply, to reduce balance sheet debt, to fix the cost of power, or to comply with regulatory
mandates regarding power seurcing, including renewatble portfolio standards. While we regard PPAs that
reduce operating or financial risk as a cradit positive, some aspects of PFAs may negatively affect the credit
of utilities. The most conservative treatment would be to treat a PPA as a debt obligation of the utility as, by
paying the capacity charge, the utility is effectively providing the funds to service the debt asscdiated with
the power station. At the other end of the continuum, the financial ebligations of the utility could also be
regarded as an ongoing operating cost, with no long-term capital component recognized.

Under maost PPAs, a utility is obliged to pay a capacity charge to the power station owner [which may be
another utility or an Independent Power Producer — IPP}; this charge typically covers a portion of the IPP's
fixad costs in relation to the power available to the utility. These fixed payments usually help te cover the
IPP's debt service and are made imespective of whether the utility calls on the IPP to generate and deliver
power. When the utility requires generation, a further energy charge, to cover the variable costs of the [PP,
will also typically be paid by the utility. Some other similar arangemeants are characterized as tolling
agreements, or long-term supply contracts, but most have similar features to PPAs and thus we analyze
tham as FPAs.

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

Tha starting point of cur analysis is the issuer’s audited financial statements — we consider whether the
utility's accountants determine that the PPA should be treated as a debt equivalent, a capitalized lease, an
operating lease, or in sorme other manner, PPAs have a wide variety of operational and financial terms, and
it is our understanding that accountants are required to have a very granular view into the particular
contractual arrangements in order to account for these PPAs in compliance with applicable accounting rules
and standards. However, accounting treatment for PPAs may not be entirely consistent across US GAAP,
IFRS or other accounting framewaorks. In addition, we may censider that factors not incerporated into the
accounting treatment may be relevant {which may include the scale of PPA payments, their regulatory
treatmeant including cost recovery mechanisms, or other factors that create financial or operaticnal 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 lease equivalent (such that it is reported on the balance sheet, or disclosed as an
operating lease and thus included in our adjusted debt calculation), we generally do not make adjustments
taremove the PPA from the balance sheet.

Howiever, in relevant circumstances we consider making adjustments that impute a debt equivalent to FPAs
that are off-balance sheet for accounting purposes.

Regardless of whether we consider that a FPA warrants or does not warrant treatment as a debt cbligation,
we assess the totality of the impact of the PPA on the issuer's probability of default, Costs of a PPA that
cannot be recoverad in retail rates creates material risk, especially if thay also cannot be recovered through
market sales of power.
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Additional considerations for PPAs

FFAs have a wide variety of financial and regulatory characteristics, and we may treat each particular
circumstance differently. Factors which determine where on the continuum we treat a particular PPA
include the following:

»  Risk management: An overarching principle is that PPAs have normally been used by utilities as a risk
managemeant tool and we recognize that this is the fundamental reason for their existence. Thus, we
will not automatically penalize utilities fer entering into contracts for the purpese of reducing risk
associated with power price and availability. Rather, we will look at the aggregate commercial position,
evaluating the risk to a utility’s purchase and supply obligations. In additicn, PP4s are similar to other
long-term supply contracts used by other industries and their treatment should not therefore be

fundamentally different from that of other contracts of a similar nature.

»  Pass-through capability: Some utilities have the ability to pass through the cost of purchasing power
under PPAs to their customers. As a result, the utility takes no risk that the cost of power is greater than
the retail price it will receive. Accordingly we regard these PPA obligations as operating costs with no
long-term debt-like attributes. PEAs with no pass-through ability have a greater risk profile for utilities.
In some markets, the ability to pass through costs of a PPA is enshrinad in the regulatery framework,
and in others can be dictated by market dynamics. As a market becomes more competitive or if
regulatery support for cost recovery detericrates, the ability to pass through costs may decrease and, as
droumstances change, our treatment of PPA obligations will alter accordingly.

»  Price considerations: The price of power paid by a utility under a PPA can be substantially above or
below the market price of electricity. A below-market price will motivate the utility 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 flow for some utilities. ©n the ather hand, utilities that are
compelled to pay capacity payments to IPFs when they have no demand for the power or at an above-
market price may suffer a finandal burden if they do not get full recovery in retail rates. We will focus
particularly on PPAs that have mark-to-market losses, which typically indicates that they have a
material impact on the utility’s cash flow.

»  Excess Reserve Capacity: In some jurisdictions, there is substantial reserve capacity and thus a
significant probability that the electricity available to a utility under PPAs will not be required by the
market. This increases the risk to the utility that capacity payments will need to be made when there is
ne demand for the power. We may determine that all of a utility's PPAs represent excess capacity, or
that a portion of PPAs are needed for the utility's supply obligations plus a normal reserve margin, while
the remaining pertion represents excess capacity. In the latter case, we may impute debt to specific
PPAs that are excess or take a proportional approach to all of the utility's PPAs.

»  Risk-sharing: Utilities that own power plants bear the associated operational, fuel precurement and
other risks. These must be balanced against the financial and liquidity risk of contracting for the
purchase of power under a PPA. We will examine on a case-by case basis the relative cradit risk
associated with PPAs in comparison to plant ownership.

»  Purchase requirements: Some PPAs are structured with either options or requirements to purchase the
asset at the end of the PPA term. If the utility has an econamically meaningful requirernent to
purchase, we would most likely consider it to be a debt obligation. In mest such cases, the obligation
would already receive on-balance sheet treatment under relevant accounting standards.

»  Default provisions: In most cases, the remedies for default under a PPA do not include acceleration of
amounts due, and in many cases PPAs would not be considerad as debt in a bankruptcy scenario and
could potentially be cancelled. Thus, PPAs may not materially increase Loss Given Gefault for the
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utility. In addition, PPAs are not typically considered debt fer cress-default provisions under a utility's
debt and liquidity amangements. However, the existence of non-standard default provisions that are
debt-like would have a large impact on our treatment of a PPA. In addition, payments due under PPAs
are senior unsacurad obligations, and any inability of the utility to make them materially increases
default risk.

Each of these factors will be considered by our analysts and a decision will be made as to the importance of
tha PPA to the risk analysis of the utility.

Methods for estimating a liability amount for PPAs

According to the weighting and importance of the PPA to each utility and the level of disclosure, we may
approximate a debt obligation equivalent for FPAs using one or more of the metheds discussed below. In
each case, we look holistically at the PPA's credit impact on the utility, including the ability to pass through
costs and curtail payments, the materiality of the PPA obligation to the overall business risk and cash flows
of the utility, operational constraints that the PPA imposes, the maturity of the FPA obligation, the impact
of purchased power on market-based power sales {if any) that the utility will engage in, and our view of
future market conditions and velatility.

»  QOperating Cost: If a utility enters into a PPA for the purpose of providing an assured supply and there is
reascnable assurance that regulators will allow the costs to be recovered in regulated rates, we may
view the PPA as being most akin to an operating cost. Provided that the accounting treatment for the
FPA is, in this circumstance, off-balance sheet, we will most likely make ne adjustment to bring the
obligation onto the utility's balance sheet.

»  Annual Oblipation x &: In some situations, the PPA cbligation may be estimatad by multiplying the
annual payments by a factor of six {in most cases). This method is sometimes used in the capitalization
of cperating leases. This method may be used as an approximation where the analyst determines that
the obligation is significant but cannot otherwise be quantified due to limited infarmation.

»  Met Present Value: Where the analyst has sufficient infermation, we may add the NPV of the stream of
PPA payments to the debt obligations of the utility. The discount rate used will be our estimate of the
cost of capital of the utility.

»  Debt Logk-Through: In seme circumstances, where the debt incurred by the IFF is directly related to the
off-taking utility, there may be reason to allocate the entire debt {or a proportional part related to
share of power dedicated to the utility) of the IPP to that of the utility.

»  Mark-to-Market: In situations in which we believe that the PPA prices excead the market price and thus
will create an ongoing liability for the utility, we may use a net mark-to-market method, in which the
NPV of the utility's future out-of-the-maoney net payments will be added to its total debt obligations.

»  Consolidation: In some instances where the IPP is wholly dedicated to the utility, it may be appropriate
to consolidate the debt and cash flows of the IPP with that of the utility. If the utility purchases only a
portion of the power from the IPP, then that proportion of debt might be consolidated with the utility.

If we have determined to impute debt to a PPA for which the accounting treatment is not on-balance sheet,
we will in some circumstances use more than one method to estimate the debt equivalent obligations
impesed by the PPA, and compare results. If drcumstances (including regulatory treatment or market
conditions) change over time, the approach that is used may also vary.

44 JUNE 3, 2017 RATING METHOQDOLOGY REGULATED ELECTRIC AND CAS UTIUTIES



Exhibit JRichert-2
Page 45 of 47

INFRASTRUCTURE

Moody's Related Publications

Credit ratings ara primarily datermined by sector credit rating mathodologies. Certain broad
methodalegical censiderations {described in one or more cross-sector rating methodalogies) may also
be relevant to the determination of credit ratings of issuers and instruments. An index of sector and
crass-sector credit rating methoadelogies 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 Symbaols and Definitions, which is available here.
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Table JRichert-4. Peer Comparison of CenterPoint Houston’s March 2023 Bond

Issuance
Bond
\ Amount i i
Ratm_g $in Duration | Issuance date| L easury i New Issue Vield
{Moody's / v Benchmark Spread

& &P) hilllwns)
CenterPoint | ap/a | $600 | 10w |20-Mar-23 | 348% | 150% | 4.98%
Houston
Public
Service AVA | $500 | 10yr |23-Mar23|  344% 122% | 4.662%
Electric & y
Gas Co_(G)

CemterPoint Houstor's issuer rating is Baal at Moody’s, while the senior secured rating is A2 and ths sexior
wisecured rating s Baal.
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ES-1

EXECUTIVE SUMMARY - STORM RESERVE
(GREGORY S. WILSON)

The service territory of CenterPoint Energy Houston Electric, LLC (“CenterPoint
Houston™ or the “Company’) has been impacted over the years by weather events that have
resulted in significant outages and restoration efforts. To support adequate preparation for
such losses, my testimony offers an independent opinion of the reasonableness of
CenterPoint Houston’s approach with respect to protecting its Transmission and
Distribution (“T&D”) assets through self-insurance.

My testimony:

e addresses the purpose of a self-insurance reserve.

¢ describes how a self-insurance reserve operates.

e provides an estimate of the annual accrual necessary to provide for expected
property losses that are not covered by insurance along with a recommended
time period over which this accrual is to be made.

e provides an estimate of a target amount to accumulate in the self-insurance
reserve along with a recommended time period over which the accrual to reach
the target amount is to be made; and

o includes a cost benefit analysis demonstrating that self-insurance at the levels
proposed by CenterPoint Houston is a lower cost alternative to purchasing
insurance and is in the public interest, consistent with the 16 Tex. Admin. Code
(“TAC™) 25.231(b)(1 XG).

This information, in addition to my support materials, demonstrates that
CenterPoint Houston’s requested self-insurance reserve is reasonable and necessary given
the lack of reasonably priced commercial insurance. Thus, the costs associated with
funding a self-insurance reserve should be included in CenterPoint Houston’s cost of

service.

Dirccet Testimony of Gregory 8. Wilson
CenterPoint Encrgy Houston Electric, LLC
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I. INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, OCCUPATION, BUSINESS
AFFILIATION, AND BUSINESS ADDRESS.

My name 18 Gregory S. Wilson, 1 am a consulting actuary specializing in the area
of property-casualty actuarial matters. I am a Vice President and Principal at Lewis
& Ellis, LLC (“L&E”). My business address is 6600 Chase Oaks Blvd, Suite 150,
Planc TX 75023,

PLEASE DESCRIBE YOUR EDUCATIONAL AND EMPLOYMENT
BACKGROUND.

I received a Bachelor of Science degree in applied mathematics from the University
of Rhode Island in 1976.

In 1992, after completing all of the required examinations, 1 became a
Fellow of the Casualty Actuarial Society, the highest designation a
property-casualty actuary can attain. This designation is obtained through a
rigorous process involving separate examinations on topics such as mathematics,
probability and statistics, theory of credibility, theory of risk and insurance,
economics, insurance coverages, ratemaking, loss reserving, insurance accounting
and regulation, and individual risk rating. 1 am also a Member of the American
Academy of Actuaries.

Following college, I was employed by Amica Mutual Insurance Company
until 1994, at which time I was a vice president serving as chief actuary and

supervising the actuarial department.

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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In 1994, I joined PricewaterhouseCoopers, LLP where I provided actuarial
consulting services to a wide variety of clients including insurance companies, state
insurance regulators, self-insured entities, and non-insurance corporations. Ijoined
L&E in 2001, where I continue to provide actuarial consulting services to a wide
variety of clients. My resume is attached to this testimony as Exhibit GSW-1.
WHAT IS AN ACTUARY?

An actuary is a business protessional who estimates the financial implications of
future contingent events or risk, which in the context of a rate case such as this one
is the risk of damage to the utility’s facilities and infrastructure due to currently
unknown (or contingent) future events. Actuaries use mathematics, statistics, and
financial theory to help manage such risks. In this proceeding, my analysis of future
financial consequences is performed in accordance with the Actuarial Standards of
Practice adopted by the American Academy of Actuaries.

HAVE YOU EVER TESTIFIED BEFORE THE PUBLIC UTILITY
COMMISSION OF TEXAS (*COMMISSION™)?

Yes. I submitted testimony addressing self-insurance reserve issues similar to those
that 1 address in this testimony in Docket Nos. 16705, 20150, 22356, 30123, 33309,
34800, 37364, 37744, 38339, 38480, 39896, 40606, 41791, 43950, 44704, 44746,
46957, 48371, 48401, 49421, 49494, 51415, 51583, 51611, 53601, and 53719. 1
have also testified on self-insurance issues in conjunction with a utility rate filing

before the Missouri Public Service Commission.

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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IT. PURPOSE AND SUMMARY OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The general purpose of my testimony is to offer an independent opinion of the
reasonableness of the approach CenterPoint Energy Houston Electric, LLC
(*“CenterPoint Houston” or the “Company”) proposes to take with respect to
protecting its Transmission and Distribution (“T&D”) assets through
self-insurance. The specitic purpose of my testimony is: (1) to estimate the annual
accruals needed for a self-insurance reserve for property damage losses incurred by
CenterPoint Houston not covered by insurance, in accordance with Section 36.064
of the Texas Public Utility Regulatory Act; and (2) to estimate a target amount to
accumulate in the self-insurance reserve along with a recommended time period
over which these accruals are to be made.

My testimony also includes a cost benefit analysis demonstrating that
self-insurance at the levels proposed by CenterPoint Houston is a lower cost
alternative to purchasing insurance and is in the public interest, consistent with the
16 TAC §25.231(b)(1XG).

WHAT DOES 16 TAC §25.231(b)}(1)(G) PROVIDE REGARDING
SELF-INSURANCE?
This rule provides as follows:

Accruals credited to reserve accounts for self-insurance under a plan

requested by an electric utility and approved by the commission.

The commission shall consider approval of a self insurance plan in

a rate case in which expenses or rate base treatment are requested

tor such a plan. For the purposes of this section, a self insurance

plan is a plan providing for accruals to be credited to reserve

accounts. The reserve accounts are to be charged with property and

liability losses which occur, and which could not have been

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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reasonably anticipated and included in operating and maintenance

expenses, and are not paid or reimbursed by commercial insurance.

The commission will approve a self-insurance plan to the extent it

finds it to be in the public interest. In order to establish that the plan

1s in the public interest, the electric utility must present a cost benefit

analysis performed by a qualified independent insurance consultant

who demonstrates that, with consideration of all costs,

self-insurance is a lower-cost alternative than commercial insurance

and the ratepayers will receive the benefits of the self insurance plan.

The cost benefit analysis shall present a detailed analysis of the

appropriate limits of self insurance, an analysis of the appropriate

annual accruals to build a reserve account for self insurance, and the

level at which further accruals should be decreased or terminated.
WHAT HAS THE COMMISSION PREVIOUSLY ESTABLISHED AS THE
PROPERTY INSURANCE EXPENSE AND RESERVE TARGET FOR
CENTERPOINT HOUSTON?
In Docket No. 49421, the Commission set (1) an annual accrual of $3.575 million
to provide for average annual expected losses from events where losses are greater
than $100,000 and (2) an accrual of $4.11 million annual for three years to achieve
a target reserve of $6.55 million from a reserve deficit level of ($5.79 million).
PLEASE SUMMARIZE YOUR RECOMMENDATIONS,
As shown on Exhibit GSW-2 to my direct testimony, I propose an annual accrual
of Error! Unknown document property name. and a new target property
insurance reserve of Error! Unknown document property name.. The accrual is
composed of two elements. The first is Error! Unknown document property
name. to provide for average annual expected O&M losses from events where the
O&M expense is greater than $100,000 and the loss is expected to be charged to

the self-insurance reserve. As I explain subsequently, the Error! Unknown

document property name. annual accrual 1s calculated using a Monte Carlo

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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simulation run on the loss history of the Company. The second 1s Error! Unknown
document property name. accrued annually for five years to achieve the target
reserve of Error! Unknown document property name. from the current reserve
deficit level of ($42.081 million).

1. SELF-INSURANCE RESERVE BACKGROUND
PLEASE STATE THE PURPOSE OF CENTERPOINT HOUSTON’S
SELF-INSURANCE RESERVE AND EXPLAIN HOW IT WOULD
OPERATE.
The purpose of CenterPoint Houston’s self-insurance reserve i1s to provide for
accruals to be credited to a reserve account to cover occurrences resulting in T&D
losses of more than $100,000 in O&M expenses, as discussed in the testimony of
Ms. Kristie L. Colvin.

Each year, an amount would be accrued in the self-insurance reserve to
provide for losses expected to occur in the calendar year. In addition to this amount,
an accrual would be made to raise the self-insurance reserve to a level that would
serve as a financial bufter in the event that actual losses exceed the accrued amount
of expected annual losses.

WHAT HAPPENS IF THE ANNUAL AGGREGATE LOSSES DO NOT
EQUAL THE AMOUNT ACCRUED IN ANY GIVEN YEAR?

If the annual aggregate losses exceed the amount accrued in any given year, the
remaining reserve, if sufficient, would be drawn upon to provide the needed
additional amounts. If the remaining reserve is insufficient, the losses will still be

booked to the self-insurance reserve, resulting in the reserve having a negative

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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value. If the annual aggregate losses are less than the amount accrued for that
purpose, the excess annual accrual would remain in the self-insurance reserve,
serving to bring the self-insurance reserve closer to its target level.

WHY IS IT NECESSARY TO BUILD THE SELF-INSURANCE RESERVE
UP TO A CERTAIN TARGETED LEVEL?

The range of expected losses from property damage covered by the self-insurance
reserve varies considerably from year to year, as will the actual losses that
CenterPoint Houston will incur. The self-insurance reserve needs to be sufficient
to cover the losses for each year, knowing that any given year's actual losses may
be very ditferent from the average expected losses. Hence, a reserve large enough
to allow for some variation in the annual aggregate amount of losses 1s needed.

[S CENTERPOINT HOUSTON’S SELF-INSURANCE PLAN IN THE
CUSTOMERS’ INTEREST?

Yes. The self-insurance plan of CenterPoint Houston, allowed under 16 TAC
§25.231(b)(1)(G) is in the best interest of the Company's customers. As I discuss
later in my testimony, it provides a lower cost alternative than purchasing
commercial mnsurance for all losses. At the same time, the self-insurance plan
provides utility rate stability by establishing a self-insurance reserve to absorb
variations between expected and actual annual losses. As a result, absent an
extreme catastrophic loss, customers' rates should not fluctuate due to different

self-insurance losses from one year to the next.

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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IV. ANNUAL EXPECTED LOSSES

WHAT AMOUNT SHOULD CENTERPOINT HOUSTON ACCRUE
ANNUALLY IN THE SELF-INSURANCE RESERVE TQO COVER THE
EXPECTED LOSSES FOR EACH YEAR?

1 recommend that CenterPoint Houston accrue Error! Unknown document
property name. annually to the self-insurance reserve. This amount is the
expected value of the annual O&M losses incurred by CenterPoint Houston from
property loss events where the total O&M loss is more than $100,000, except those
where the total loss is at least $100 million. The recommended amount of Error!
Unknown document property name, is calculated using a Monte Carlo
stimulation run on the ten-year loss history (shown on Exhibit GSW-3 to my direct
testimony) ot the Company.

WHAT IS A MONTE CARLO SIMULATION?

A Monte Carlo simulation is a statistical technique incorporating a computer
program to simulate loss experience over a longer period of time than the period
captured in the loss history.

The program simulates individual losses on an annual basis for CenterPoint
Houston for 50,000 iterations of annual experience. A statistical distribution is
estimated from CenterPoint Houston’s trended loss experience and input into the
model. The model is run 50,000 times, each time simulating a possible outcome.
From these 50,000 iterations of simulated experience, I was able to determine that
the average annual indicated loss over this period was Error! Unknown document

property name..

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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DID YOU MAKE ANY ADJUSTMENTS TO THE COMPANY’S
HISTORICAL DATA?

Exhibit GSW-4 to my direct testimony contains an example showing how each
historic loss was adjusted to reflect the current cost levels using the
Handy-Whitman index of cost trends of electric utility construction for the South
Central Region. The Handy-Whitman index data is a standard database used to
measure cost changes for utility companies. The loss in the example occurred on
May 16, 2021, for $1,566,721. The Handy-Whitman index as of January, 2021,
was 773; as of July, 2021, it was 796. Interpolating between these two points to
May 16, 2021, produces an expected index of 790.155. As of September, 2023, the
Handy-Whitman index was 855, Thus, the change from May 16, 2021, to
September, 2023, was 855 divided by 790.155 or 1.082 (8.2% increase).
Multiplying the loss of $1,566,721 by 1.082 gives a cost-adjusted loss of
$1,695,192. This procedure was used for each loss with an O&M cost of $100,000
or greater, but less than $100 million, that occurred during the experience period
and did not receive regulatory asset treatment. This approach is reasonable because
it adjusts historic costs to current dollar levels.

In addition, we limited the loss history to the last ten years of data. There
have been an increasing number of storms over the last five to six years, and it is
more reasonable to reflect that in the projection for future years than to rely on
outdated information that is not indicative of what should be expected to occur in

the future.

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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WERE ANY OTHER ADJUSTMENTS MADE TO THE HISTORICAL
DATA?

Yes. Actual losses from Hurricanes Harvey, Laura, and Nicholas, as well as winter
storm Uri were removed from the data. The losses from those storms were
substantially more than what could be reasonably covered through the
self-insurance reserve (the losses from those storms were more than $13 million
each). The Company has sought or is seeking to recover those costs via regulatory
assets, without using the self-insurance reserve. In addition, because the lowest
amount of these storms was approximately $13 million, I removed any storm from
the simulation that exceeded that amount, under the assumption that the costs for
any future storms at that level would be recovered through the regulatory asset
process.

WERE ANY ADJUSTMENTS MADE TO THE MONTE CARLO
SIMULATION TO ADJUST FOR POTENTIAL SECURITIZATION?

Yes. As I mentioned above, the results from the simulation were adjusted by
removing any simulated weather event where the loss exceeded $100 mullion, as
these losses may be securitized.

[S THE METHODOLOGY YOU USED TO DETERMINE THE ANNUAL
EXPECTED LOSSES CONSISTENT WITH THE METHODOLOGY THAT
YOU HAVE USED TO DETERMINE ANNUAL EXPECTED LOSSES IN

PREVIOUS PROCEEDINGS?

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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Yes. I calculated the annual expected losses in a manner consistent with
methodology 1 have used in recent proceedings including the Company’s most
recent rate case, Docket No. 49421.

V. TARGET RESERVE

WHAT IS THE TARGET AMOUNT OF MONEY NEEDED TO PROVIDE
FOR AN ADEQUATE SELF-INSURANCE RESERVE?

The recommended total target amount of the reserve is Error! Unknown
document property name., which is the amount of O&M damage expected to
result from a 25-year event with total losses under $100 million.

WHY IS IT NECESSARY TO ACCRUE MORE TO THE
SELF-INSURANCE RESERVE THAN THE $10.6 MILLION FOR
EXPECTED ANNUAL LOSSES?

The Error! Unknown document property name. accrual is intended to cover only
the average annual expected loss from property damage. These losses can range
from very low to millions of dollars in any one year. The property damage reserve
needs to be built up to provide for extreme or catastrophic events in any one year.
HOW WAS YOUR TARGET RESERVE OF $16.7 MILLION
DEVELOPED?

As indicated above, I ran a Monte Carlo simulation on the loss history of
CenterPoint Houston. From the 50,000 iterations of simulated experience, | was
able to determine that in any 25-year period, the largest annual expected impact on
the self-insurance reserve is approximately Error! Unknown document property

name..

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC



6

9

10

20

21

22

Page 11 of 16

WHY IS THIS RESERVE LEVEL APPROPRIATE?

This reserve level 1s the amount that should be carried by CenterPoint Houston to
make an actuarially sound provision for coverage of the self-insured losses. The
target reserve will be sufficient if annual losses are equal to or less than the target
in a given year provided the reserve is already in place at its target amount; but if
the actual losses exceed the amount accrued for the expected annual amount for
several years in a row, the self-insurance reserve may be depleted.

For example, once the reserve level has been reached, if there are several
years with losses of approximately $10 million, then the reserve balance will remain
relatively stable. However, if there are two consecutive years with annual
aggregate losses of more than $15 million each vear, the self-insurance reserve
would be in a deficit position. The deficit amount would need to be collected from
future ratepayers.

DOES THE PRESENCE OF A RESERVE OR ACCRUAL DESIGNED TO
REACH A TARGET LEVEL ENSURE THAT THE RESERVE BALANCE
WILL BE ADEQUATE TO COVER EVERY PROPERTY LOSS?

No. As explained above, once the reserve reaches its targeted level, on average it
should cover typical annual losses, but should also be enough to cover a once in
25-year event. Larger loss events are possible, and should one occur, the reserve
would not cover the full amount. Those events are much less common and therefore
I have recommended that CenterPoint Houston not consider those events in

establishing the target level for the reserve balance.

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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WHAT IS THE BALANCE OF THE RESERVE?

As shown on Rate Filing Package Schedule 11-B-7, the adjusted balance of the
reserve is a deficit balance of approximately ($42,081,000) as of December 31,
2023,

WHAT ARE THE INDIVIDUAL COMPONENTS OF THE ANNUAL
ACCRUAL TO THE SELF-INSURANCE RESERVE INDICATED BY
YOUR ANALYSIS?

The annual amount to be accrued each year 1s Error! Unknown document
property name., which is composed of two elements. First, there is Error!
Unknown document property name. each year to provide for the year's annual
expected covered losses from property loss event damages. Second, there should
be an accrual of Error! Unknown document property name. each year for tive
years to provide for the variation in annual losses trom year to year by building the
total self-insurance reserve from the test year balance of approximately ($42.081
million) up to the Error! Unknown document property name. level. I have
recommended a five-year period to be consistent with the Company’s treatment of
regulatory asset requests, as well as to balance the interests of future ratepayers
versus past ratepayers.

ARE THESE CALCULATIONS PREPARED IN ACCORDANCE WITH
GENERALLY ACCEPTED ACTUARIAL PROCEDURES?

Yes. The process reflects generally accepted actuarial procedures. However, T have
made certain adjustments to reflect the nature of ratemaking for public utilities. For

example, it would be customary to project losses to the anticipated cost level of the

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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future time period during which rates will be in effect. Because of the historical
test year approach to utility ratemaking and the adjustment of expense items based
on known and measurable quantities only, I have limited loss adjustments to the
cost levels. The dates to which the losses were adjusted reflect the dates of the most
recent indices available at the time the adjustments were made. On the other hand,
common actuarial practice would be to project the cost of expected losses to the
future period when they will be incurred, alevel that would be greater than the level
recommended in my testimony.

In addition, no adjustment has been made to retlect future increased
exposure to loss. For example, in 2024 CenterPoint Houston may own more
property in the service area that is exposed to loss than it had in years prior to 2023.
This would increase the exposure to loss, and lead to a higher recommended
reserve. These adjustments are consistent with my methodology in the Company’s
most recent rate case, Docket No. 49421, and testimony in other recent rate case
proceedings.

HOW WILL THE SELF-INSURANCE RESERVE ACCRUALS OPERATE?
The excess of annual expected losses over actual self-insured losses, to the extent
there is any such excess, will accrue to the self-insurance target reserve and cause
CenterPoint Houston to reach its target earlier, all other things being equal. Any
deficiency between the annual expected losses and the actual self-insured layer
losses in any calendar year will serve to extend the period over which the Company

can expect to reach its target.

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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VI. COST BENEFIT ANALYSIS

HOW DID YOU DETERMINE THAT SELF-INSURANCE IS A LOWER
COST ALTERNATIVE FOR THOSE T&D PROPERTY LOSSES
GREATER THAN $100,000?
There are at least two ways to consider the cost-benefit of self-insuring these losses.
The first is by considering the manner in which insurance companies set premiums
and the second is by an actual comparison of the recommended self-insurance
accrual to the estimated insurance premium for comparable coverage, if available.
WHAT ASPECTS OF AN INSURANCE COMPANY'S PREMIUM
DETERMINATION PROCESS DID YOU CONSIDER IN CONCLUDING
THAT THE SELF-INSURANCE APPROACH FOR THE DESIGNATED
LAYER OF LOSSES 1S APPROPRIATE?
Insurance companies include provisions in their premiums for all costs associated
with the transfer of the insurance risk. Hence, they include provisions for losses,
loss adjustment expenses, non-loss related expenses, premium taxes, and a profit.
A self-insurance reserve, such as CenterPoint Houston’s reserve, does not
need to include many of the provisions other than those for losses and loss-related
expenses. For example, a self-insurance reserve does not need to pay premium taxes
and other state-imposed fees. An insurance company needs to make a profit on the
business it transacts. A self-insurance reserve, on the other hand, 1s not intended to
generate a profit and, hence, no provision for profit needs to be included in the
accrual provisions. Insurance companies also incur costs associated with the

acquisition of insured risks. The largest of these expenses is that associated with

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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the payment of commissions to insurance agents or brokers to place the business.
A self-insurance reserve does not include any provision for commissions because
there are no insurance agents or brokers involved. Finally, an insurance company
must expend resources to underwrite risks, market its products, and maintain
overhead expenses. A self-insurance reserve does not need to provide for these
COStS.

In summary, self-insurance saves the costs of premium taxes, commissions,
profit, and many of the general expenses associated with the operation of an
insurance company.

WHAT OTHER COST BENEFIT ANALYSIS HAVE YOU RELIED UPON
TO SHOW THAT THE COST FOR THE SELF-INSURED LAYER IS
LOWER THAN THE COST OF INSURANCE FOR THE SAME LAYER OF
INSURANCE AND IS IN THE INTEREST OF THE COMPANY'S
CUSTOMERS?

Comparing the cost of self-insurance versus the cost of buying insurance establishes
that it is more cost eftective tor CenterPoint Houston to selt-insure. As discussed
in the testimony of Company witness Shane Kimzey, CenterPoint Houston’s risk
manager has inquired about obtaining coverage tor T&D assets damaged by storms.
The risk manager has been unable to find coverage at any cost reasonably close to
the cost of self-insurance. This 15 due to the extensive damage caused by hurricanes

to electric utilities across the country in the past several years.

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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VII. CONCLUSION

WHAT DO YOU CONCLUDE REGARDING CENTERPOINT
HOUSTON’S REQUEST FOR SELF-INSURANCE RESERVE TO T&D
PROPERTY LOSSES?

1 have conducted an analysis that meets the Commission’s rule requirements and
have demonstrated that self-insurance is necessary and desirable given the lack of
reasonably priced commercial insurance.

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes, at this time.

Direct Testimony of Gregory S, Wilson
CenterPoint Encergy Houston Electric, LLC
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GREGORY S. WILSON, FCAS, MAAA
Vice President and Principal

CURRENT POSITION

Mr. Wilson is a Vice President and Principal with Lewis & Ellis, LLC.

EXPERIENCE:

Mr. Wilson's responsibilities include evaluating the adequacy of
insurance company reserve levels in conjunction with actuarial certification for
the annual statement as well as state insurance department examinations. He
also evaluates the adequacy of loss reserves for several self-insured
companies. In addition, he performs rate level analyses for insurance
companies and helps them prepare filings for the state insurance departments,
as well as self-insured analyses for electric utilities and prepares testimony for
the Public Utility Commission.

Prior to joining the firm, Mr. Wilson was a Principal Consultant at
PricewaterhouseCoopers LLP. His responsibilities were similar to his current
responsibilities. In addition, he reviewed retrospective rating calculations for
several companies involved in class action litigation in Texas. He also
performed several funding analyses for governmental entities.

Prior to joining PricewaterhouseCoopers LLP, Mr. Wilson was Vice

President of Amica Mutual Insurance Company in Providence, Rhode Island.
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There, he supervised all aspects of ratemaking, from procedures to
recommendations, helped negotiate the purchase of reinsurance, determined
IBNR, developed a strategy for Massachusetts Automaobile and developed
other states' residual market strategies, in particular, New York and New

Jersey.

EDUCATION
Mr. Wilson received his Bachelor's degree in Applied Mathematics from

the University of Rhode Island.

PROFESSIONAL ACTIVITIES

Mr. Wilson is a former member of the Casualty Actuarial Society's
Examination Committee, Committee on Ratemaking, and Committee on

Reserving. He is also a Past President of the Southwest Actuarial Forum.
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CenterPoint Houston
Calculation of Recommended Accrual

Expected Annual Storm Loss 10,600,000
Incremental Amount to Build
Storm Reserve 11,740,000

Total Annual Accrual 22,340,000



Total

Year
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023

CenterPoint Houston
Major Property Damage
Adjusted to Current Cost Levels

2014-2023

Actual
Loss
4,603,359
10,469,375
7,554,093
4,404,440
8,241,448
12,131,831
7,773,846
10,478,340
11,556,242
25,735,077

102,948,051

Trended
Loss
6,195,396
13,759,524
9,805,792
5,530,939
9,890,978
14,094,371
8,586,823
11,174,223
11,656,242
25,735,078

116,329,366

Exhibit GSW-3

Page 1 of 1
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2)

3)

4)

3)

CenterPoint Houston
Example of Loss Trending Methodology

Date of Loss

Amount of Loss

Handy-Whitman Index - Electric Utility Construction
South Central Region - Distribution Plant

a) January, 2021

by July, 2021

¢) May 16, 2021

d) September, 2023

Trend Factor (3d) / (30)

Cost-Adjusted Losses (2) x (4)

Exhibit GSW-4
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16-May-21

$1,566,721

773
796
790.155

855

1.082

$1,695,192



WP G3W-1 (Cost Escalation)

FPage 1 of 4
Trans. & Dist. Handy-Whitman  Interpolated Semi-Annual
Date of Storm Gross Loss |ndex Index Trend Factor Trended Loss Total Annual Total Matural Log
11/2014 627 888,790 1,740,780
3472014 242,388 628,398 1.358 328,163 12704307
5/M12/2014 537,846 632.066 1.353 727,706 13.4976524
5/26/2014 134,207 632,608 1.352 181,449 12.1087273
5272014 708,232 632,646 1.351 956,821 137713718
52872014 321,887 632,685 1.351 434,600 12.8821806
7/1/2014 634 2,629,739
7/3/2014 189 557 634,163 1.348 255,523 12.4510666
8/11/2014 1,206,606 637.342 1.342 1,619,266 14.2974834
74412014 318,728 634.245 1.348 428,645 1289707154
7/31/2014 317,050 636.446 1.343 425,798 12.9617195
10/2/2014 184,496 641582 1.333 245933 12.4128141
10/6/2014 442,562 641,908 1.332 588,492 13.2870171
1112015 648 3,565 657 6,195,396
4/16/2015 360,361 649.000 1.317 474 596 13.0702193
4i17/2015 1,625,432 649.000 1.317 2,140,695 14 5766409
41252015 449,119 648,000 1.317 591,490 13.2903399
4/26/2015 759,939 648,000 1.317 1,000,840 13.8163502
5/14/2015 106,161 649.000 1.317 138,814 11.8450649
5/M17/2015 158,581 649.000 1.317 208,852 12.2493801
52472015 348,703 648,000 1.317 458,242 13.0373334
52572015 2,379,446 648,000 1.317 3133730 148577347
5/30/2015 476,656 649.000 1.317 627,756 13.3499071
6/16/2015 424278 649.000 1.317 558,774 13.2335005
6/30/2015 237,015 648,000 1.317 312,148 12651234
7172015 648 9,647 937
8/M11/2015 923,053 651.005 1.313 1,211,969 14.0077566
8/19/2015 126,345 651.397 1.313 165,890 12.0190823
82572015 268,189 651.690 1.312 351,863 12.7703981
10/24/2015 854,101 654,625 1.3086 1,154,636 13.859296
10/31/2015 473,567 654 967 1.305 618,005 13.3342525
12/13/2015 263,398 657.071 1.301 349,186 12.7633589
12/27/2015 200,029 637,795 1.300 260,038 12.46885837
1172016 658 4,111,587 13,798,524
2/23/2016 240,489 658.000 1.299 312,395 12 6520231
3/9/2016 332,326 658.000 1.299 431,691 12.9754661
32472016 116,851 658,000 1.298 191,788 11.8302455
41372016 203,109 658,000 1.298 263,838 12.4830813
417/2016 1,889,081 658.000 1.299 2,466,906 14.7184751
4/27/2016 585,133 658.000 1.299 760,087 135411886
5/9/2016 376,414 658,000 1.298 488,961 13.1000387
51472016 343,950 658,000 1.298 448,790 13.009842
5/21/2016 385,456 658.000 1.299 500,708 131237776
5/25/2016 1,325,646 658.000 1.299 1,722,015 14.3590054
61172016 303,792 658,000 1.298 394,626 12.88563948
6/12/2016 341,184 658,000 1.298 44321 13.0018009
6/18/2016 163,312 658.000 1.299 212,142 12.2650102
6/28/2016 273,989 658.000 1.299 355,925 12.7824745
7172016 658 8,951,084
71252016 123,853 658.826 1.296 160,514 11.8861354
8/13/2016 362,280 661272 1.293 468,428 13.0571369
12/17/2016 177,211 670.858 1.274 225,766 123272553
112017 672 854,708 9,805,792
1422017 200,332 672.066 1.272 254,822 12.4483208
11222017 510,899 673.392 1.270 648 542 13.3582045
214/2017 302,014 674917 1.267 382,651 12 8548796
32472017 312,450 677,436 1.262 394313 12.88483M
32972017 570,562 677.768 1.261 718,478 13.4862829
5/22/2017 206,892 631.348 1.255 258,648 12 4670863
5/23/2017 424 623 631.414 1.255 532,902 13.1860928
61472017 271,005 682.210 1.253 338,568 12.7354315
72017 684 3532227
792017 434 516 634,609 1.249 542,710 13.2043302
71152017 495,900 635.065 1.248 622,627 13.3417033
8172017 337,459 686.815 1.245 420,136 12.9483346

107202017 110,215 692,446 1.235 136,115 11.8212596



WP G3W-1 (Cost Escalation)
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Trans. & Dist. Handy-Whitman  Interpolated Semi-Annual
Date of Storm Gross Loss |ndex Index Trend Factor Trended Loss Total Annual Total Matural Log
10/22/2017 224,574 692,595 1.234 277124 12.5322208
111/2018 693 1,998,712 5,530,938
1/11/2018 305,585 698 663 1.224 374,036 12 83210863
1/16/2018 657,911 698 994 1.223 804,626 135951325
32872018 573,642 703.702 1.215 696,975 13.454501
41372018 249,113 704.008 1.214 302,423 12.6195822
4/14/2018 272,335 704.5829 1.213 330,342 12707885
4/22/2018 109,190 705.359 1.212 132,338 11.7931208
52072018 538,612 707.215 1.208 651,182 13.386544
5/26/2018 582,357 707613 1.208 715,567 13.4808304
7M1/2018 710 4,007 490
6/3/2018 426,015 706.652 1.210 515,478 13.1528493
6/14/2018 108,478 707.967 1.208 131,042 11.7832707
6/20/2018 111,183 708.685 1.208 134,008 11.8083358
7/3/2018 243,765 710.238 1.204 293,493 12 5896075
7/9/2018 623,624 710.957 1.203 756,235 1353610638
71122018 147,853 711.315 1.202 177,718 12.0879577
8/8/2018 131,589 714543 1.197 197,912 11.8672571
8/9/2018 140,099 714.663 1.196 167,558 12.0290845
8/M10/2018 101,552 714.7583 1.196 121,456 11.7073046
82172018 158,913 716.008 1.194 188,742 12.1534216
932018 183,002 717.692 1.191 217,936 12.2920469
99/2018 292 605 718.370 1.190 348,200 12.7605334
9/22/2018 177,718 718.924 1.188 211,128 12.2602238
929/2018 158,301 720.781 1.188 187,745 12.1428387
10152018 104,732 722674 1.183 123,968 11.7277878
10/31/2018 915,454 724 587 1.180 1,080,236 13.8926902
11/12/2018 135,338 726.022 1.178 158,428 11.9793478
12/7/2018 361,919 728.01 1173 424,530 12.85873¢
12/20/2018 247,838 730565 1.170 288,971 12.5775362
12/26/2018 167 656 731.283 1.169 165,990 12.1858173
111/2019 732 5,883,438 9,890,978
1/18/2019 467,740 732198 1.168 546,321 132109613
1/23/2019 287,177 732243 1.168 347,103 12.7573781
2/26/2019 111,727 732618 1.167 130,386 11.7782536
4/4/2019 171,525 733.028 1.166 165,993 12 2060654
4172019 1,132,780 733.081 1.168 1,320,821 14.093764
41372019 250,782 733127 1.168 292 41 12.58598171
4/18/2019 534,443 733.182 1.166 623,166 13.3425684
5/3/2019 565,751 733.348 1.166 659,666 13.399439
372019 1,127,092 733392 1.168 1,314,188 14.0887306
5972019 2,308,758 733414 1.168 28838679 14.8049325
6/5/2019 283,768 733.713 1.165 336,414 12.7260989
6/6/2019 528,225 733.724 1.165 615,382 13.32999384
6/16/2019 513,184 733.834 1.165 597,871 13.3011302
62472019 368,723 733923 1.165 428,563 12 9705233
6/25/2019 153,559 733.934 1.165 178,896 12.0945602
711/2019 734 10,281,867
71112019 158,006 735576 1.162 183,603 12120532
71152019 134,120 736.207 1.161 155,714 11855772
7/30/2019 399,118 738571 1.158 462,178 13.0437057
8/14/2019 493,469 740.935 1.154 575,233 13.262531
8/28/2019 343,085 743141 1.131 394,902 12.68633933
910/2019 106,762 745190 1.147 122,456 11.7155041
9/17/2019 1,674,012 746.293 1.146 1,918,418 14.4670116
1/1/2020 763 3,812,504 14,094 371
41972020 540,379 7706815 1.110 599,821 13.3043867
4/12/2020 119,118 770.846 1.108 132,102 11.7913284
4/19/2020 186,520 771.385 1.108 217,744 122910748
4/28/2020 101,850 772077 1.107 112,858 11.6338923
412972020 653,830 772154 1.107 723,790 13.4922568
5/10/2020 468,668 773.000 1.108 318347 13.1584001
5/15/2020 846,121 773.385 1.106 714,610 13.479492
5/24/2020 293,611 774.077 1.105 324,440 12 6898557
52772020 1,563,129 774308 1.104 1,725,694 14.36114

6372020 187,834 774.846 1.103 207,181 12.2413432



Trans. & Dist.
Date of Storm Gross Loss
6/21/2020 112,755
6/22/2020 594,465
7172020
71172020 109,793
71772020 106,341
72172020 121,368
7/25/2020 297 557
9/6/2020 108,418
9/¥i2020 131,810
9/20/2020 578,556
12/13/2020 427 573
12/24/2020 113,750
14172021
1162021 205,718
1/10/2021 162,828
3142021 147,825
3172021 116,312
4/14/2021 149,087
4232021 118,126
4302021 219,082
5/1/2021 416,556
5/11/2021 101,279
S5/16/2021 1,566,721
S/17/2021 149,427
5/24/2021 206,661
5/28/2021 551,009
B6/2{2021 491,299
B/13/2021 202,067
6/15/2021 595,557
6/21/2021 302,184
B/28/2021 177,502
72021
7192021 168,045
71272021 232,940
71352021 315,994
71472021 152,548
71872021 349,097
713072021 223,448
B/14/2021 109,506
B/15/2021 819,454
8182021 181,243
10/1/2021 167,998
10/27/2021 360,630
10/28/2021 1,381,698
1211172021 133,168
1/1/2022
1722022 150,981
1/8/2022 475,099
1/15/2022 235,489
2/3/2022 502,284
21172022 104,926
3112022 122,000
3/21/2022 235,906
37222022 337,861
4102022 110,592
4112022 158,461
4/12/2022 108,772
4/25/2022 457,548
Si2f2022 144,966
5/62022 404,571
5/21/2022 783,835
5/24/2022 234,842
5/25/2022 614,550
6/19/2022 336,869
7172022
7172022 136,360

Handy-Whitman
Index

777

773

796

835

835

|nterpolated
Index
776.231
776.308

776.783
776652
776965
776.478
775543
775522
775238
773413
773174

773635
774144
782148
782530
786.088
787.232
788.122
788248
788.018
790155
790282
2117
791,680
792315
793.713
793967
794,728
795618

798,565
799,527
799.848
800.168
801.772
805,299
810.108
810.429
811.31
825.500
833.837
834.158
845,266

855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000

855.000

Trand Factor
1.101
1.101

1.101
1.101
1.101
1.101
1.102
1.102
1.103
1.105
1.106

1.105
1.104
1.093
1.093
1.083
1.086
1.085
1.085
1.083
1.082
1.082
1.081
1.080
1.079
1.077
1.077
1.076
1.075

1.071
1.068
1.088
1.088
1.068
1.062
1.055
1.055
1.054
1.038
1.025
1.025
1.008

1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000

1.000

Trended Loss
124,143
654,505

120,882
117,082
133,626
327,61
118,477
145,254
968,378
472,459
125,808

227318
179,762
161,573
127,130
162,208
128,285
237,704
452,322
108,685
1,695,192
161,880
223,401
595,088
530,112
217,626
641,415
325,130
180,815

178,976
248,013
341,005
163,074
372138
237,302
115528
864,524
121,031
174,046
360,646
1,416,241
134,233

150,991
475,099
235,488
502,284
104,926
122,000
235,906
337,861
110,592
158,461
108,772
457,845
144 956
404,571
783,835
234,842
514,550
336,869

136,360

Semi-Annual
Total

6,055,236

2,531,587

6,366 466

4,807 757

5919,862

Annual Total

5,586,823

11,174,223

WP G3W-1 (Cost Escalation)
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Matural Log
11.7291902
13.3916352

11.7025725

11670628
11.8027396
12 6995809

11.690875
11.886241
13.7844096
13.0857264
11.7425107

123310786
12.0993502
11.8927098
11.75296186
11.9966244
11.7620072
12.3787804
13.022141
11.680093672
14.34330863
11.8933753
123167222
13.2964662
13.1808438
12.2905325
133714317
12.6920411
12.1590589

121005797
12.4252593
12.7398511
12.0019568
128270192
12.377081
11.6572715
136699343
121601882
12.0870733
12.8203008
14.1835167
11.80733H

11.8249725
13.0712788
12.3694196
13.1269203
11.5610078
117117778
123711876
12.7303586
11.6136069
11.9732666
11.5970062

13.034293
11.88425862
12.9105833
135719544
12.3666664
13.3286463
127274479

11.8230596



Trans. & Dist.
Date of Storm Gross Loss
71972022 797,951
7114/2022 378,776
8/10/2022 1,115,454
B/18/2022 910,969
8292022 294,346
8/31/2022 141,889
9vi2022 246 656
9/15/2022 129,267
10/24/2022 565,387
10/28/2022 218,288
11/4/2022 237,255
12/22/2022 860,732
11172023
14772023 173,993
1/24/2023 65,318,512
3162023 397,182
452023 582,672
4/20/2023 1,375,170
5/8/2023 277952
5/13/2023 794,012
6182023 2,120,348
6/21/2023 8,245,620
7H1/2023
B/24/2023 295,409
8/27/2023 519,568
9/8/2023 201,132
9/14/2023 923,713
10/3/2023 551,054
9/25/2023 211,327
10/22/2023 528,919
10/29/2023 304,205
11/1/2023 287,383
11/8/2023 357,411
11/12/2023 419,248
11/16/2023 483,656
11/22/2023 366,592
11172024
Total 109,044,940
Average

Handy-Whitman
Index

835

855

835

|nterpolated
Index
§55.000
§55.000
855.000
855.000
§55.000
§55.000
855.000
855.000
§55.000
§55.000
855.000
855.000

855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000

855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000
855.000

Trend Factor Trended Loss
1.000 797,931
1.000 378,776
1.000 1,118,484
1.000 910,969
1.000 294,346
1.000 141,899
1.000 246 656
1.000 129,267
1.000 565,387
1.000 218,288
1.000 237,255
1.000 BB0,732
1.000 173,993
1.000 6318512
1.000 397,182
1.000 582,672
1.000 1,375,170
1.000 277,952
1.000 794,012

1.000 2,120,348
1.000 5245620

1.000 295,409
1.000 518,968
1.000 201,132
1.000 923,713
1.000 551,054
1.000 211,327
1.000 525418
1.000 304,205
1.000 287,383
1.000 357,41
1.000 418,245
1.000 483,656
1.000 366,592

133,951,387

Total Mumber of Claims
Mumber of Years
Average per year

Semi-Annual
Total

6,036,380

20,285,451

5448617
133,951,387

214
10.0
21.400

Annual Total

11,556,242

25735078
133,951,387

9922325

WP G3W-1 (Cost Escalation)
Fage 4 of 4

Matural Log
13.5898019
12.8447014
13.9274841
13.7222642
12.5925096
11.8628719
12.4157492
11.7696351

13245266
12.2935699

12.376891
136655379

12.0867724
156589943

12.892149
132753798
141340882
12 5352035
13.5848539
14.5670306
129251927

12 59681157
131807522
122117182
13.7361569
13.2195874
12.26116
13.178581
12625456
12.568571
12786643
12.9462184
13.0891298
12.812005



WP GSW-2 (T & D Coverage Email)
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From: Vacek, James M
Sent: Thursday, January 4, 2024 3:33 PM
To: Worsham, Krystin M; Jackson, Robert; Sorum, Peggy J; Leahy, Patrick; Fibbe, George; Kimzey, Michael
S
Cc: Peters Ill, Patrick H
Subject: RE: [External Email] Availability of T&D Coverage
All,
Please find a revised version cleaning up some farmatting issues from my prier email.
Regards,
Jim Vacek

Director Insurance Risk Management

CenterPoint Energy | Legal Department
713.207.5108 w_ 832.201.8024 ¢
CenterPeintEnergy.com

From: Vacek, James M

Sent: Thursday, January 4, 2024 1:47 PM

To: Warsham, Krystin M <krystin.worsham@centerpointenergy.com=; lackson, Robert
<robert.jackson@centerpaintenergy.com>; Sarum, Peggy J <peggy.sorum@centerpointenergy.com>; Leahy, Patrick
<patrick.leahy@bakerbotts.cam>; Fibbe, George <gearge.fibbe@bakerbotts.com=

Cc: Peters I, Patrick H <patrick.peters@centerpointenergy.com>

Subject: FW: [External Email] Availability of T&D Coverage

I've added commentary in red to the various options presented by McGriff.
At this time, nene would be considered a viable alternative.
Regards,

Jim Vacek

Director Insurance Risk Management

CenterPoint Energy | Legal Department
713.207.5108 w ' 832.201.8024 ¢
CenterPeintEnergy.com

EXTERNAL ENMAIL,




