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" his report analyzes the role that competitive power has in utility
resource planning and procurement, and in the utility’'sown
supply portfolio. In doing so, it addresses a growing issue in resource
procurement — debt equivalency.

The financial community and credit rating agencies remain convinced that compet-
itive acquisition of generation is an important element in electric utility generation
supply portfolios. Power purchase agreements (PPAs, also known as power
purchase contracts or power sales contracts) have been and will continue to be

an important tool for diversifying risks. In fact, PPAs provide many benefits for
consumers and will continue to be an effective long-term tool as the need for

new generation emerges in the United States during the next few years.

At the same time, electric utilities in some regions are returning to the traditional
rate base to finance the construction or acquisition of some new generation, creat-
ing a renewed interest in the “build versus buy” debate that has been underway
since the emergence of the competitive generation business in the late 1980s.

REPORT PURPOSE

The purpose of this report is to analyze the role that competitive power has in
utility resource planning and procurement, and in utility supply portfolios. There
are a number of key issues that must be addressed, including:

+ How to manage the debt equivalency issue, which arises when rating agencies
impute debt to PPAs, thereby assigning a higher debt-to-equity ratio for compar-
ative rating purposes (the consequence could be a derating and/or higher
interest expenses) against the rate-based, utility self-build option.

» How to assure that all future power generation, both from PPAs and from
the utility’s rate base, is treated comparably from a debt-equity basis and for
evaluative purposes in determining the best option for utility customers.

The Electric Power Supply Association (EPSA), which represents competitive power
suppliers, has undertaken this research to examine these issues and to provide
state utility regulators with a benchmark reference document on the topic of
supply procurement. This report answers the following questions:

+ Why and how is the debt equivalency process addressed by rating agencies?
+ What are the impacts of assigning debt equivalency amounts to PPAs?
» How do regulators see the debt equivalency issue — do they see a need to make

adjustments of their own?
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+ What types of debt equivalency regulatory adjustments are being considered?
» Whether and how should debt equivalency be factored into competitive bids?
+ How should the debt equivalency issue evolve in the future?

+ How should debt equivalency be considered in the broader context of a fair
and credible supply solicitation and in the utility’s resource planning and overall
supply portfolio?

APPROACH
To support this research, EPSA’sconsultant, GF Energy:

+ met with all three rating agencies (Standard & Poor’s, Moody’s and FitchRatings)
« met with various New-York-based financial institutions and investment bankers
» reviewed many state regulatory proceedings and testimonies

» reviewed various recent competitive power supply Requests for Proposals (RFPs).

SUMMARY OF FINDINGS

Debt equivalency is the practice of assigning risk factors and imputed amounts of
debt to PPAs. The three main rating agencies, Standard & Poor’s (S&P), Moody’s
and FitchRatings (Fitch), each apply a debt equivalency factor to utilities that
purchase power under PPAs they execute with competitive power suppliers. All
three rating agencies say they intend to continue this practice; however, they also
follow varying methodologies, which are not necessarily transparent or consistent
from case to case.

In California, which has established a policy on debt equivalency, and in at least
six other states, regulators are considering how to handle the issue in their cost
of capital or resource procurement proceedings. In some cases, regulators have
attempted to “neutralize” the impact of debt equivalency through various policy
initiatives. EPSA welcomes this development, as well as other regulatory attempts
to treat PPAs and self-build generation on a comparable symmetrical basis.

PSA believes that debt equivalency should be considered in the

s resource procurement process only to the extent that it is part of a
comprehensive framework whereby the benefits, risks and costs of all
options are evaluated on a guantitative and gqualitative basis.
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ithout such a comprehensive review during the resource
evaluation, EPSA believes that debt equivalency should be
managed in the utility’scost-of-capital proceeding, not the resource
procurement process,

EPSA considers the states’ constructive involvement in this issue to be a positive
development for consumers because any actions they take to mitigate the negative
impact of the rating agencies’ treatment of PPAs will ensure that all supply options
are treated equally in the RFP/bid evaluation process. As yet, however, there is an
inadequate track record to confirm that such treatment will explicitly deter utilities
from entering into PPAs with competitive power suppliers.

Because utilities are raising the debt equivalency issue in the procurement process,
regulators are finding it necessary to address it as they oversee utility resource
plans forfuture supply needs. So far, there is no consensus on how this process
should be applied,principally because of the subjective nature of debt

equivalency assessment.

It is clear that debt equivalency can work against PPAs if the competitive option is
not allowed to develop in the manner necessary to compete against proposed rate-
based generation. Because the competitive procurement/PPA option acts as an
essential market test for utility “self-build” generation, and because the PPA pro-
vides substantial risk protection to consumers, it is critical that competitive supply
not be unduly burdened by a practice that is largely viewed from the perspective
of a utility’s bondholders, not its customers.

Over time, debt equivalency assessments will become more sophisticated as more
states sponsor competitive procurement programs. Further, they will be considered
in various regulatory proceedings, suggesting that a more systematic, codified, and
perhaps more objective methodology, will evolve over time. As more structured
competitive procurement programs gain in popularity, it is critical that the underly-
ing qualitative and qualitative assumptions be applied properly and consistently.

However, it is also possible that a much less desirable end state will evolve, if the
issue becomes increasingly balkanized, with each jurisdiction adopting its own
band-aid approach.

Over the past decade, a relatively small amount of generation in the United States
has been built in rate base because the competitive power sector has provided a
better alternative that is less expensive, ties up less capital, avoids the uncertainties
of the regulatory process and shifts many risks from consumers {o suppliers. The
customer has further benefited by not being subjected to the risks of cost overruns,
construction delays, performance shortfalls or higher costs of utility equity.

Electric Power Supply Association 6
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To date, power contracting by utilities has been very successful. As the electricity
industry continues moving into a competitive mode at the capital acquisition,
wholesale trading and retail levels, contracts of all types and durations will contin-
ue to augment and/or supplant rate-base financing of power generation.

Today, however, some utilities have determined that traditional investments in
their distribution and bulk power transmission systems are not sufficient for finan-
cial growth. Assuch, there is a greater interest in building new generation in rate
base to provide “organic” growth and a larger equity base. There is also a shift
toward more expensive plants, largely fueled by coal.

PPAs were a more attractive way to secure required generation than the rate base
when these utilities were investing capital “externally” in new investments. PPAs
were a “capital-free” way of meeting native customer electricity needs, thereby
freeing up capital to invest in domestic and foreign generation, telecommunica-
tions, retail services, etc.

Even though utilities are now looking at the rate-base generation option, competi-
tive generators will continue to provide a superior alternative for consumers. Also,
they will continue to offer other terms that strengthen the PPA option. EPSA
expects to see more rigorous competitive bidding for new supply, with many states
comparing PPAs against rate-base options or utility affiliate supply proposals.

7 WWW.EFSA.ORG
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ebt equivalence is properly part of a comprehensive analysis of the
costs, risks and benefits — both guantitative and qualitative — of all
resource options in a bid evaluation. While some may argue that debt
equivalency captures financial risk, others will argue that other factors,
including the PPA itself, will decrease risk for utilities. The absence of con-
sideration of all these factors in a resource procurement proceeding sug-
gests that cost-of-capital proceedings are more suitable for managing the
impact of debt equivalence,

As utilities seek to obtain new, reliable sources of electric power supply, they gen-
erally have a choice between two options: buying from a third-party power suppli-
er, or building or acquiring an existing facility and generating the power “in-
house.” The decision to buy or to build can best be made after a careful analysis
of the costs, benefits and risks to consumers of each option.

Typically, utilities experience changes in the balance between their customer loads
and resources over time as a result of many factors associated with demand
growth, plant retirements, contract expiration or customer switching to different
suppliers. The resulting incremental resource needs between demand and supply
can be met through the utility ownership of a new power plant — either by build-
ing itself, contracting a third party to build the plant and then transferring owner-
ship at financial closing, or by acquiring a facility — or through PPAs for electricity
from generation owned by others, or third parties who provide full requirements
service for a portion or all of a utility’s customer load.

In either case, the costs of new generation are passed on to customers, the ulti-
mate beneficiaries of that new supply. When the utility adds assets to its rate base,
its customers provide the revenues that give the utility a return on the capital
invested for the full capacity of the facility, typically over the life of the asset,
including some payments made by the customer before the plant goes into service.
When a utility contracts with a third party, those costs are also passed on to cus-
tomers (again, the beneficiaries of the supply).

The principal difference between the two options is who bears the risk of construc-
tion and operating cost overruns, performance shortfalls and technology obsoles-
cence. Under the build option, utility customers often bear most of those risks.
Under the buy option, the third party assumes most of those risks, pursuant to a
PPA’sterms and conditions where most performance and cost provisions are set
over the life of the PPA.

Electric Power Supply Association 8
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The choice between buying power in the wholesale market and building new
resources largely falls to an economic evaluation. Because each option provides dif-
ferent risks and opportunities, state regulators need to be vigilant in assessing utili-
ty resource proposals to ensure that consumers get the best deal.

KEY CONCLUSIONS

1. In the financial community, there is general recognition that utilities need to
consider the risk diversity aspects of PPAs relative to rate-based generation
investment and that PPAs will continue to be a useful and commonplace physical
asset and financial component of electric utility generation portfolios.

2. On the whole, PPAs have proven to be reliable and beneficial and are an effec-
tive tool for long-term supply options. There have been fewer rate recovery
problems with PPAs in contrast to rate-based units. Furthermore, there are new
financial mechanisms being developed to make PPAs more attractive.

3. In particular, utilities with relatively strong balance sheets are well-positioned to
take advantage of PPAs with strong counterparties.

4. New power supply procurement planning has become increasingly sophisticated,
reaching a new level of “smart planning” undertaken by utilities and state regu-
lators alike. Attendant with this level of smart planning is a need for uniform
and fair competitive bidding evaluation processes that focus, among other
things, on the true comparative financial risk impacts of PPAs and utility self-
build options.

5. Credit rating agencies all continue to recommend that utilities include PPAs in
their generation portfolios as part of a risk-diversified package. Such diversity
will be rewarded with a stronger credit profile.

6. The debate over debt equivalency has arisen in two types of state regulatory
proceedings: 1) cost-recovery or cost-of-capital proceedings (how to compensate
for debt equivalency) and 2) competitive power supply solicitations (how to fac-
tor debt equivalency in the selection of new supply).

7. Credit rating agencies will continue to assign risk factors and debt equivalencies
to PPAs. However, they have adopted different approaches, with varying degrees
of transparency. Regardless, the market will continue to determine the value of
the PPA, and its attractiveness for consumers.

8. A number of state regulatory commissions are considering ways to address the
impact of assigned risk factors by improving the utilities’ ability to recover power
purchase costs in a timelier manner and with more certainty.

g WWW.EFSA.ORG
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9. Some state regulators are also looking into ways to compensate for debt equiva-
lency impacts by letting utilities earn a rate of return on an expanded common
equity base (that includes the additional equity required to rebalance their debt-
to-equity ratios).

10. The impact of debt equivalency on competitive bids can be significant if not
properly addressed. To date, there is not enough clarity on the issue and how to
calculate debt equivalence for new PPAs. Clearly, misapplication of debt equiva-
lency can preclude new PPAs, despite their consumer benefits — economic effi-
ciency, improved reliability and environmental performance, efc.

11. The competitive power supply industry can help mitigate the debt equivalency
issue by working with state regulators to ensure that new power supply solicita-
tions are properly designed to eliminate many of the biases and “asymmetries”
that can adversely affect RFPs. The goal should be to encourage supply growth in
a manner that minimizes costs and optimizes benefits for utility customers.

POLICY RECOMMENDATIONS

1. In approaching resource procurement issues, the goal of regulators should be to
ensure the best deal for customers and to apply the tools necessary to allow the
best decisions to be made. Inevitably, this means removing any bias that unfairly
tilts a procurement decision.

2. Because utility cost-recovery for long-term PPAs is comparable from a risk basis
to cost-recovery for rate-based generation, debt-equivalence should be applied
during the bid evaluation process only in the context of a comprehensive review
of the costs, risks and benefits of all resource options, including the utility self-
build option. Failing this broad review, and especially if rating agencies don’t
accept PUC-approved procurement policies as eliminating the risk of PPA cost
recovery, EPSA recommends that state regulators incorporate debt equivalency in
the utility’s cost-of-capital proceeding.

3. If, however, a state decides to address debt equivalency in a resource procure-
ment program, its evaluation, as well as the evaluative criteria for other supply
options, should be resolved during the RFP design, not on an after-the-fact basis
after bids come in and are being evaluated.

4. When regulators account for the impact of PPA debt equivalence on an ex-ante
basis, there should be comparability in the evaluative process between PPAs and
rate-based power plants such that utilities will be allowed to earn a rate of
return on the amount of equity that is shown to have been required to cover the
PPA impact.
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5. The competitive power supply industry can mitigate the debt equivalency issue
by working with state regulators to ensure that any debt imputation is first
properly calculated, and second, adjusted in rate case proceedings, and in gener-

al policy guidance.

6. PPAs and self-build options should be evaluated using the same approach to
measure the true risk impact of both on consumers and on the buying utilities’
future cash flows and financial position.
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n a recent survey of utility senior executives, more than eight out of 10
respondents expect a resurgence in competitive pressures in some or
most markets, while more than nine in 10 believe that long-term supply
contracts are needed to attract sufficient capital. A majority believe

that new rate-based generation is the most significant driver of

financial growth.

Even though the US. power market experienced an unprecedented construction
boom in 1998-2004, which, in addition to the greatly improved operating efficien-
cies (i.e., increased capacity factors) of utility-owned power plants during the same
time frame, resulted in overcapacity in many markets, there will still be a need to
acquire capacity over the next 10 years.

The most recent GF Energy 2005 Electricity Outlook? supports that point and shows
increasingly affirmative attitudes toward adding new capacity, often in the rate
base. The survey, which compiled responses from top management in both
investor-owned utilities and public power systems, concludes that:

» There is pressure to build generating capacity to be in service in 3-7 years.

@

Most utility executives interviewed expect a need for new capacity, indicating
that a significant wave of new construction needs to begin now. About 40 per-
cent of the survey respondents expect additions in 2006-2008 and another 40
percent in 2009-2011.

@

Perceived pressure to replace fossil fuel plants is ramping up, with 70 percent of
all respondents believing that this will become a serious issue by 2010.

» The predominant view, particularly in the United States, is that coal-based tech-
nologies, including Integrated Gasification Combined-Cycle, will be the
largest investment.

The survey also indicated that more than 80 percent of the respondents believed
that utilities will increase their rate base through new generation investments.® In
fact, more than half of the respondents thought that new rate-based generation is
the most frequently cited driver of financial growth among U.S. electric utilities.

2 GF Energy 2006 Electricity Qutlook, Striving for Certainty in s World of Change, Januery 2006,
For more detail, consult www.gfenergy.com.

? The GF Energy survey did not ask how much new FPAs would contribute.
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At the same time, however, the large majority (85-92 percent) of respondents think
that rate-based construction or long-term supply contracts are necessary prerequi-
sites to attract the capital required to build new capacity.

This view was also echoed by investment bankers who were contacted for this
study®. They agreed that rate-based generation investments would rise, but they
also believed that balanced power supply portfolios that use PPAs make the most
sense.

Forecasts vary about the amount of new capacity needed or likely to be built, since
there are many uncertainties about factors such as demand growth, plant retire-
ments and extent of transmission and congestion bottlenecks. The latest EIA fore-
cast®, for example, projects total additions of 67,000 megawatts (MW) for the 2006-
2015 time frame. Generally speaking, estimates for the 10-year window are in the
40,000-80,000 MW range.

At the same time, the market is giving clearer signals that more capacity will be
added. Several utilities (e.g., in California, Colorado, Florida) are now developing
their own long-term plans and are looking to secure large amounts of capacity —
often in the 1,500 MW to 3,500 MW range for the coming decade. |n addition, the
number of new project announcements has been growing, as well, including many
competitive power projects.

An interesting aspect is the resurgence of coal projects. DOE’s National Energy
Technology Laboratory (NETL) shows a total of 106 coal-fueled projects under
development at the end of 2004,° with a combined capacity of 65,000 MW, about
36,000 MW of that capacity is associated with projected in-service dates between
2006 and 2012. Another 20,000 MW has no announced start-up date. Obviously,
there is no assurance that all these projects will be built, but this, nonetheless,
reflects a resurgence in coal-fueled power plant development.

The same data show a subset of 55 competitive coal projects accounting for a
potential combined capacity of 36,000 MW (slightly over half of the total). About
54 percent of that competitive coal-based capacity has in-service dates announced
between 2006 and 2010, and 82 percent of that capacity is associated with a total
of 33 project announcements over 500 MW.

4 F Energy met with Goldman Sachs, Merrill Lynch, Morgan Stanley and UBS,

5 Energy Informeation Administration, AEOR005 Naetionel! Energy Modeling Systerm run;
hm2005.d102004a; pp. 38-43.
8 WETL coal project date base, update of December 22, 2004,
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his section covers the genesis of the debt equivalency issue, then
summarizes the current views of the rating agencies on the issue,
and finally, discusses how rating agencies assign debt equivalency
amounts to PPAs. Second, various types and ranges of debt equivalency
impacts on utilities, their customers and the generation sector, as a whole,
are examined.

GENESIS

Rating agencies started dealing with debt equivalency in the early 1990s. S&P pub-
lished its first rule in 1990 and updated it in 1993 (after the passage of the
National Energy Policy Act of 1992). No other changes occurred until 2002.

The idea, as explained by Standard & Poor’s, was to allow more meaningful com-
parisons with utilities that build generation, as opposed to buying their power
from third-party sources. S&P considers a long-term power purchase contract to be
a fixed commitment, basically similar to entering into a plant lease agreement.

When a utility enters into a lease agreement, there is a capital lease entry on the
utility’s balance sheet to reflect the increased risk, since the utility now has fixed
payment obligations to honor. S&P reasons that this should be the same as with
PPAs: a PPA creates risk by triggering an obligation to pay a minimum amount in
the future (via a capacity payment). Debt equivalency generally becomes an issue
for rating agencies with PPAs of greater than three years.

As a result, S&P applies a risk factor to the future value of expected payments,
which is a measure of the likelihood of payment by the buyer. While some argue
that the risk factor is subjective in nature, it is derived from an analysis of regulato-
ry treatment and timeliness in full cost recovery for purchased-power costs. S&P
considers the resulting product of the risk factor (expressed as a percentage) and
the net present value of the PPA’scapacity payments as the equivalent of a debt
component for purposes of calculating more appropriate rating ratios. These
adjusted ratios can then be compared to the ratios of utilities that do not purchase
power (or that purchase less power).

S&P adopted this methodology, initially, because early evaluative criteria that
assessed PPAs against rate-based, self-build generation always favored the PPA.
Without the imputed debt penalty, self-build generation could not compete on a
straight financial basis. S&P considered this to be a problem because it would lead
to unbalanced utility supply portfolios and asymmetrical risk calculations.
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Although S&P has continued to use this methodology, its thinking has evolved on
how to determine and apply the appropriate risk factor, in large part as the result
of the financial crisis that struck the US. power sector in 2001-2002:

« First, S&P released a new guideline in August 20027 to deal with debt equivalency
for PPAssigned by merchant energy companies (whose rates and prices, predomi-
nantly, are not regulated on a cost-ofservice basis). The intent was to deal with
the growing number of power contracts (especially tolling agreements) that
energy merchants had entered into between 2000 and 2002.

» Next, S&P released a second guideline® in May 2003 with further modifications
designed to reflect the changes that took place in the industry as a result of the
significant growth in the competitive power sector. In particular, S&P acknowl-
edged the increase in performance-based contracts (“take-and-pay” PPAs), the
proven history of performance and reliability of third-party generators and the
low likelihood of non-delivery from independent generators.

GENERAL VIEWS OF CREDIT RATING AGENCIES ON

DEBT EQUIVALENCY

To support its research, GF Energy held meetings with all three rating agencies
(S&P, Moody’s and Fitch) in late 2004. Although they recognize that their method-
ologies are different in implementation, they expressed similar opinions on debt
equivalency. Here are five key points that came out of these meetings:

1. The rating agencies all intend to continue assighing debt equivalency amounts
to PPAs.

2. They justify doing so on the basis that PPAs expose the buyer to risk that the
ordinary balance sheet does not capture, apparently reflecting a view that cost
recovery for longer-term PPAs is less certain than cost-recovery for a long-lived
utility-owned plant.

3. They consider the time lag between the execution of a PPA and the application
of the debt-equivalence impact on the utility’s balance sheet to be a significant
issue, again because of uncertainty surrounding eventual cost recovery.

4. In their opinion, the imputation of debt to PPAs is not intended to question the
quality of the seller, but rather to capture the exposure that otherwise doesn’t
show on the buyer’s balance sheet.

7 Standard & Poor's, Research: Evaluating Debt Aspects of Power Tolling Agreements,
August 26, 2002,

Standard & Poor's Ressarch: "Buy vs. Build®, Debt Aspects of Power Purchese Agreements,
May & 2003

o
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5. They assume that the assignment of debt equivalence is not to be seen as a
negative penalty on the PPA (unless it is specifically noted as such), but, rather,
as an adjustment.

6. Except in extreme cases, debt equivalency is not to be viewed as questioning the
concept of PPAs generally or the efficacy of PPAs as a resource planning tool.

7. They assume that state regulators may choose to adjust debt/equity ratios to
equalize the impact of PPA debt equivalencies and, in discussions, had no objec-
tions to regulators adopting this approach.

8. Finally, and in many ways most important, all three agencies agreed and
assumed that PPAs would continue to be an important way for utilities to
acquire generation as part of a balanced power supply portfolio approach. All
suggested in these discussions that such balance in the utility’s supply portfolio
would be reflected in its credit ratings.

Electric Power Supply Association 16
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PSA believes that debt equivalency assessments will become more

m prevalent and more sophisticated in regulatory proceedings. At a min-
imum, the competitive power sector believes that debt equivalency, if not
considered in the framework of a broad evaluation of the costs, risks and
benefits of all supply options, is an unwarranted penalty on competitive
bids for long-term PPAs. In the absence of a comprehensive evaluative
framework, debt equivalency should be a component of the utility cost-
of-capital proceeding, not part of a resource procurement program.

There are a number of reasons for this position:

1. From a cost-recovery standpoint, the debt-like risk of PPAs should not create
more financial exposure for the utility customer than the debt and equity risk of
utility-sponsored power plants. The reason is that state approval for PPA cost
recovery has been generally consistent and certain for the past 20 years.

2. Imposing debt-like risks on PPAs during the competitive bidding process, but not
on the utility-sponsored self-build or own option, creates an unfair bias that can
mask the true benefits to consumers of the PPA option.

3. One can look at debt equivalence as a creation of rating agencies in response to
a fear that state PUCs will not follow through on cost recovery guarantees for
the entire term of a long-term contract. The record to date belies this fear, and
the perception of increased risk of cost non-recovery for the PPA is not justified.

4. The cost-of-capital proceeding addresses the utility’s financial position, the inter-
ests of bondholders and shareholders, and the levels of debt and equity it should
carry on its balance sheet. When the rating agencies consider debt equivalence
and the application of risk factors to PPAs, they are addressing the exclusive
interests of debt investors, not utility customers. As such, debt equivalence can
be more suited for cost-of-capital cases, not just procurement.

5. PPAs provide a measure of protection for utility shareholders because they do
not assume the risks of contract non-performance — that risk is transferred to
the PPA sponsor’s owners and shareholders.

6. Cost-of capital proceedings evaluate the utility’s financial position on a portfolio
basis, not one aspect of the position in a “one-off” contract. Because the impact
of debt equivalency should be demonstrated on the entire portfolio of risk and
debt obligations, and not on asingle tranche of supply, consideration in the cost-
of-capital proceeding is entirely appropriate.

17 WWW.EFSA.ORG
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7. Just as there are financial obligations that increase a utility’s financial risk, there
are also factors that will decrease that risk. The cost-of-capital proceeding is the
best arena to balance these considerations and determine the best net effect.

A collaborative effort to solve these problems will result in a more systematic, codi-
fied and perhaps more precise methodology, which would also meet other regula-
tory concerns regarding the need to properly measure the price risk and need for
available risk capital for each regulated utility. However, it is also possible that the
issue will become increasingly balkanized, with each jurisdiction adopting its own
band-aid approach — an outcome to be avoided.

DEBT EQUIVALENCY AND RESQURCE PROCUREMENT:
AN EX-ANTE APPROACH IS BEST

EPSA believes that the debt equivalency issue should be managed in the cost-of-
capital process if the resource planning and procurement proceeding lacks a quan-
tifiable analysis of the costs, risks and benefits of all supply options. If state regula-
tors do include debt equivalency in resource procurement proceedings, then it
should be resolved “up-front” in a cost-benefit analysis of all the supply options in
the RFP design and not “after-the-fact” in the bid evaluation process. Under this
scenario, debt equivalence should be resolved through the regulatory process. The
way debt equivalency is being handled now in various states raises several issues
that should provoke a re-examination of the current status quo.

First, EPSA’sreview of current rating agency practices points to several issue areas
that must be resolved before applying debt equivalency to competitive procure-
ment:

» Which contracts to include;

» More precise determination of generation capacity payments;
+ What discount rate to use in calculating imputed debt; and,

» Better justification of the risk factors applied.

Second, future risk factor determinations should take into account the realities of
new PPAs, including special PPA contract provisions such as contingent liabilities,
guarantees or put options.

Third, utilities are becoming more aggressive in regard to the types of collateral
requirements they apply to PPAs. To the extent they increase these requirements,
there should be adjustments that decrease the risk factors attributed to these PPAs;
otherwise there will be some form of double counting. Again, the end result
should be a comparable cost-recovery risk profile between PPAs and utility-
sponsored facilities.
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Fourth, more and more utilities are being encouraged or required to better esti-
mate and be more transparent about their own risks so that an accurate assess-
ment can be made between PPAs and their own generation. Some pertinent

questions are:

@

@

How much capital do they have at risk?

How much cash they should have at hand to protect their cash flow?

What is their price risk?

How should they comply with the new provisions (e.g., Section 404) of the

Sarbanes-Oxley Act?

Along these lines, the California Public Utilities Commission (CPUC) has already
indicated in a 2003 proceeding® that it was concerned with better measurement of

the procurement risk of the utilities under its jurisdiction:

“82. The utilities’ short-term focus in the planning and procurement process should
be based on measuring the price risk exposure of its open portfolio position and

managing that position, within a specified consumer risk tolerance level, in a man-
ner that ultimately leads to the procurement and dispatch of power in a least-cost

manner.

83. Portfolio risk should be reported using total expected value at-risk

84. The Commission recognizes the importance of standardized risk reporting. By
establishing a common benchmark, the Commission can assure itself that California's
ratepayers, regardless of utility, are equally protected from adverse risk, and thereby

can reap the benefits of reliable energy at low and stable rates.”

Likewise, a recent PG&E Long-Term Request for Offers (RFO — issued on March 18,
2005)*° refers to new SEC rules and the provisions of the Sarbanes-Oxley Act:

“New Securities and Exchange Commission rules for reporting power purchase
agreements may require PG&E to collect and possibly consolidate financial informa-
tion for the facility whose output is being purchased under long-term contractual
arrangements. Some general guidelines for determining whether consolidation must

occur include:

i) Determination of allocation of risk and benefits;

i) Proportion of total project output being purchased by PG&E;

9 california Public Utiities Commission; Rulemaking 01-10-024; Notice of Availability of
Proposed Decision and Alternative Decision of Commissioner Peevey, Nov. 18, 2003 p. 226

10 pacific Gas and Electric Company, 2004 Long-Term Reqguest for Offers — Power Purchass,

March 18, 2005 p. 28,
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iii) Proportion of expected project life being committed to PG&E; and

iv) Pricing provisions of contract; that is, does the contract contain fixed long-term
prices or does pricing vary over the term of the agreement based on market condi-
tions or other factors?

For any PPA that meets the applicability criteria, PG&E is obligated to obtain infor-
mation from successful participants to determine whether consolidation is required.
If PG&E determines that consolidation is required, PG&E shall require the following
during every calendar quarter for the term of a PPA:

i) Complete financial statements and notes to financial statements;

ii) Financial schedules underlying the financial statements, all within 15 days of the
end of each quarter; and,

iii) Access to records and personnel, so that PG&E's independent auditor can conduct
financial audits (in accordance with generally accepted auditing standards) and
internal control audits (in accordance with Section 404 of the Sarbanes-Oxley Act

of 2002).”

Finally, debt equivalency could be addressed by the Financial Accounting Standards
Board (FASB). In 2003, FASB’sEmerging Issues Task Force (EITF) reached a consensus
on EITF 01-8, whereby “arrangements or contracts that traditionally have not been
viewed as leases may contain features which would require them to be accounted
for as leases under FASB 13, Accounting for Leases.” Some have already said that
examples of arrangements that may fall under these rules include power purchase
arrangements.™

DEBT EQUIVALENCY WILL APPEAR IN MORE STATE
PROCEEDINGS

Debt equivalency is likely to appear in more regulatory proceedings over time and
in more states. It is an issue that will become more pronounced as it is considered
in cost recovery, capital cost and competitive procurement proceedings. This will be
the result of several factors:

» Rating agencies have stepped up their rate monitoring, and they are issuing new
ratings reports more often;

+ More utilities are applying for rate increases after the general hiatus during the
past decade, and are seeking recovery of all their power supply obligations;

M ptentioned by Wayne Oliver, an employee of Merrimack Energy Group, in hig testimony on
behalf of the Utah Division of Public Utilities in Docket No. 04-035-30 before the Public
Service Commission of Utah, September 27, 2004. This was in connection with the competitive
bid FFP process menaged by FacifiCorp.
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Interest rates are increasing, thus increasing the utilities’ cost of capital;

» There is a growing consensus that many utilities need to shore up their equity
positions, especially in light of new requirements to better measure price risks;

* The need for electric power is increasing, and more competitive solicitations will
be issued; and,

@

State regulatory commissions that include debt equivalency in competitive solici-
tations will need to find ways to develop acceptable bid evaluation methodolo-
gies, especially for comparison of the merits of more capital intensive plants
(e.g., coal-fueled facilities).

Debt equivalency has also become more visible because, since the 2000-01 energy
crisis, rating agencies have changed their ratings more often, often issuing down-
grades. Prior to the 2001 crisis, the ratings horizon (i.e., the period between rating
changes) was considered to be about three to five years. After the crisis, that rating
horizon shrank, in some cases, to a matter of months.

Even though the ratings horizon can be expected to stretch again as the industry
returns to more normal times, credit ratings may be reviewed and changed more
often, as rating agencies step up their monitoring efforts. Each time there is a rat-
ing change, the debt equivalency impact can be raised as an issue, especially if that
is the precisely the “cusp” or marginal amount that can explain the difference
between two ratings.

IMPLICATIONS FOR THE ELECTRIC POWER INDUSTRY

As discussed earlier, there is increasing pressure to secure new generation capacity
to either meet future demand growth or replace aging capacity. It is likely that as
much as 80,000 MW of new capacity may be sited and built in the next 10 years,
with a significant percentage to be coal-fueled.

It is critical that the best proposed plant options — that is the ones that best fit the
needs of consumers — be selected through open, transparent, fair and efficient
power sourcing processes. If this doesn’t happen, billions of dollars could be wasted
in poor project definition (e.g., wrong plant size), potential project cost overruns,
costly project delays, expensive fuel costs and, ultimately, higher costs to consumers.
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ebt eguivalency is reaching a crossroads, as more generators,
utilities and regulatory agencies become involved in the issues and
debates. At the same time, it will become more prevalent as an increasing
number of utilities file for rate adjustments or consider new long-term
power supply. 8o far, there have been only a few rate cases that even
addressed the issue of whether and how debt equivalency should

be considered.

In the past 15 years, much progress has been achieved in designing and using com-
petitive solicitations that evaluate bids on both price and non-price criteria to meet
specified needs, generally expressed in terms of a certain number of MWs to be
available by a given year. Since 1985, it is estimated that more than 100,000 MW of
power were supplied through competitive bids (or RFPs), probably involving more
than 50 utilities. In some cases, all proposals were non-utility proposals, but in oth-
ers, there were one or more proposals sponsored by the utilities or their affiliates.

Past experience has demonstrated the merits of using bid management approaches
that have now become more accepted. Among the desired traits for fair and credi-
ble competitive solicitations are:

» A transparent process from the beginning;

» Use of an independent monitor (especially if there are utility or affiliate bids in
the solicitation);

» Appropriate treatment of price and non-price criteria in the evaluation process
(i.e., price-only auctions are best for markets in which there are standardized
products, meaning that all aspects of the non-price bid evaluation should be set-
tled beforehand);

+ Maximum comparability for all bidders so that all proposals are judged against
the same requirements and evaluated using the same criteria; and,

» Comparable treatment — as accurately as possible — for the risks associated with
all the proposals, not only on their own, but also as they become integrated in
the utilities’ supply portfolios.

Meanwhile, RFPs have become more sophisticated and customer-responsive, both
in terms of needs (e.g., three-year load-following dispatchable capacity), time
frames (short, medium and long-term), and in the range of issues involved (e.g.,
various energy forms with different economics and environmental impacts). The
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competitive procurement processes now include several steps and are generally
overseen by independent monitors.

For a while, the increase in sophistication to the creativity of competitive genera-
tors, who proposed highly customized deals in an effort to best respond to utilities’
needs and to address all the criteria spelled out in the RFP. Now, the proposals
offered by utilities often have the same level of sophistication — multiple build
options, multiple products being solicited, multiple time frames in some instances,
and the desire to evaluate each proposal not only on its own, but also as part of its

ta 4

entire supply portfolio. This is the essence of today’s “smart planning.”

In addition, utilities are proposing new approaches for self-build and
turnkey options:

» Having a pre-approved program to add capacity under certain load
growth conditions;

» Entering into a turnkey plant agreement — the utility purchases the plant (after
it is sited, permitted, financed and built by an affiliate or a turnkey contractor)
once it is operational under specified terms;

» Having the right to recover interest costs during construction (as opposed to
after the plant has entered commercial operation);

» Entering into a lease arrangement with an affiliate or third party that builds and
leases the plant back to the utility;

» Receiving assurances of certain cost recovery or minimum levels of returns on the
new equity invested in the plant.

Another likely trend is that utilities will build new plants in joint ventures with
other utilities or with public entities to share their risks, or build large plants while
allocating the plants’ output among several utility offtakers.

With all this activity, there is a growing need for a uniform and fair competitive
bidding evaluation process that can focus, among other things, on the true com-
parative financial risk impacts of PPAs and utility-build options. Much progress is
still required to achieve this goal, depending on the type of solicitation:

» Bidding management and evaluation process are not consistent with respect to
debt equivalency.

« PPA risk can often be overstated.
+ Utilities have the opportunity to steer the process in mid-course.

+ At the end, it can become a negotiated deal among non-competitive stakehold-
ers (and that deal is not always balanced).
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On the first point, this paper documents how the treatment of debt equivalency
needs greater standardization. There must be more transparency, consistency and
evenness in determining the true debt equivalency of PPAs. At its core is the
amount of the utility’s future cash flows that are at risk and how that amount
should be calculated for both PPA and self-build options — the difference would
be a better measure. This may indeed be a new way for rating agencies to look at
the issue.

Next, there should be a consensus on the issue of return on the additional equity
that is required to cover additional purchase obligations — what is the return,
when it becomes available and how it is being calculated.

Third, even after having applied a risk factor on the PPA, some utilities will, in
effect, double count that risk by cumulatively adding other third-party risks that
should have been included in that risk factor originally, such as the risk of counter-
party financial default or the risk of contract non-compliance by the counterparty.

Likewise, there have been several proceedings where the competitive project is
subject to so many sensitivities that one ends up with a huge estimated range that
becomes meaningless and useless; except that it leaves an after-taste that the proj-
ect is unduly risky. However, a similar uncertainty range could be derived when
assessing the utility self-build option.

Some utilities will add risks that have little to do with the merits of the competitive
projects, but more with the procurement process itself. For example:

» The risk of delay because the utility has to negotiate with the competitive gener-
ator after having made a decision; and,

» The risk of contracting with a larger competitive plant (even though it is within
the requirement of the bid) versus a smaller self-build plant.

Fourth, and more generally, the utilities typically find ways to steer the process in
mid-course. Even though changes are an inevitable part of process, and being able
to react to changes is generally a profitable skill, it should be done in a way that
maintains equity between the surviving bidders.

It appears that a diversified PPA/self-build approach is emerging in some regions.
The rating agencies certainly see it this way. Regulators have stated their prefer-
ence for balanced supply portfolios. Others have indicated that exclusive utility-

owned generation in the future is too risky for consumers.
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t this point, it is still too early to draw definitive conclusions on
what will happen at the state level in terms of the final policy
decisions on the effect and cost recovery treatment associated with debt
equivalency. It is significant that California has taken the lead on the issue
because a definitive policy now exists at the state level.

Although the California PUC determined in its long-term procurement rulemaking*
that it would continue to consider debt equivalency in resource procurement pro-
ceedings and adopt a straight 20 percent risk factor® | the conclusions drawn in
that proceeding validate the efficacy of the PPA option, particularly its role in
satisfying future electricity needs. The industry will have to wait on how other
states react to the CPUC decision and how regulators will deal with other

threshold issues:

+ How to calculate the debt equivalency impact;

+ What type of equity adjustment will be adopted;

+ What type of return on that equity adjustment will be allowed;

» Whether the equity and/or return adjustment(s) applies(y) to all PPAs; and,
* Whether such adjustments should vary by PPA type or vintage.

There is reason to believe that other regulatory jurisdictions will address this
same broad slate of issues. Thus, the potential exists for a generic resolution
of these issues over time that will not involve a continuing “reinvent-the-
wheel” phenomenon.

A reasonable position for regulators is that if they properly recognize the benefits
of competitive procurement and properly account for the impact of PPA debt
equivalence, then they can agree to an allowed rate of return on the amount of
equity that isshown to have been required to cover the PPA impact, commensurate
with the degree to which the utility is effectively managing supply risk on behalf
of its retail customers.

120rder Instituting Rulemaking to Promeote Policy and Program Coordination and Integration
in Electric Utillty Resource Planning, Decision 04-12-048; December 16, 2004,

3ibid: p. 145,
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This approach was suggested by Larry Eisenstat and Christopher O’Hara in the
May/June 2004 issue of Electric Light & Power.™ They recommended that FERC and
the states should undertake “a collaborative effort to allow an investor-owned util-
ity to earn a profit substantially equivalent to what it would earn (via a return) on
its own asset when it makes an economically efficient decision to purchase energy.”

To illustrate the point, GF Energy conducted sensitivity analyses showing that
allowing utilities to earn a normal rate of return on additional equity, recognized
as required to offset a new PPA debt equivalency amount, would yield an average
additional yearly return that would tend to fall:

- Between 4% and 28.5% of the fixed capital costs likely to be included in the
PPA contract; and,

» Between 5.5% and 78% of the return it would earn if it had built that
plant itself.

This is based on use of the following parameters:

» Capital costs between $600/kw and $1,800/kW;

» PPA contracts between 15 years and 30 years;

+ Fixed-bid capital costs in PPAs between $70/kW-yr and $150/kW-yr;
» Assigned risk factors between 10 percent and 50 percent;

+ A 10 percent discount rate; and

* An 18.75 percent pre-tax allowed rate-of-return on equity.

The earned return is thus not likely to be higher than a PPA-fixed capital cost
unless one was to assume extreme unlikely conditions.

14 Benefit of counsel — Carrots and competition: shouldnt utilities earn a “return” on

purchased power?” Larry Eisenstat end Christopher Q'Hara, Dickstein Shapiro Morin &
Oshinsky, LLFY Electric Light & Fower Pennwell Publishing, May 2004
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The most obvious consequence of this wave of activity on procurement is that debt
equivalency issues will now be considered more before the fact, i.e., before PPAs
have been signed. The impact of debt equivalency on PPAs can be quite significant,
as EPSA has already illustrated in a previous publication.” In that previous analysis,
EPSA showed an example where the debt equivalency impact would increase the
cost of a 20-year PPA by nearly 14 percent on a comparative NPV value.

Since then, EPSA has seen other examples where the debt equivalency impact is in
the 25-30 percent range on a comparative NPV value. Such differences can work
very much against the award of a PPA versus a self-build option. An expert witness
analysis of the results of the recent PacifiCorp RFP confirms this point. The debt
equivalency impact resulted in a halving of the economic benefit calculated for the
most competitive PPA (which ended up losing against the proposed self-build
and/or own option).

Debt equivalency has thus assumed a new level of importance, since it is likely that
utilities will need to show, in future RFP evaluations, the impact of debt equivalen-
cy on the total cost and merit of every PPA versus other PPAs, or other procure-
ment alternatives (including self-build option). This puts a premium on ensuring
that the debt equivalency calculation process remains as fair as possible.

Debt equivalency also will become more prominent in future power supply RFPs as:

» Power needs increase in size and RFP allotments get bigger (some utilities are
now saying they need to procure more than 2,000 MW or secure 3,500 MW of
new capacity — not just 500 MW or 800 MW);

@

Supply alternatives will become more capital intensive as larger, coal-fueled proj-
ects are offered and considered, as well as the emergence of larger renewable
resource RFPs.

Since more and more utilities will be securing new capacity, there is an additional
impetus to further harmonize the approaches followed by the various rating agen-
cies. This impetus may come from more competing project sponsors when they
realize that a 10 percent difference in a risk factor could be enough to render their
project unable to compete.

7§“c&:@zmg the Best Deal for Electricity Utility Customers”, A Concise Guidehook for the Design,
Implementation and Monitoring of Competitive Power Supply Solicitetions, Electricity Power
Supply Association, 2004,
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The issue is whether this will be a RFP-by-RFP process or whether there will be a
more systematic debt equivalency treatment in future RFPs, as California has deter-
mined. The evidence suggests that a more holistic approach to resolving all of the
related issues — possibly under the auspices of the National Association of

Regulatory Utility Commissioners or the National Regulatory Research Institute —
is an optimal approach.
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‘onsideration of debt equivalency is growing at the state level, and it
'is increasingly debated on two fronts: in cost-recovery or cost-of-cap-
ital proceedings and in competitive power supply solicitations. The inclu-
sion of PPA debt equivalency in resource procurement programs should
only occur if the costs, risks and benefits of all supply alternatives are
quantified on a comparable basis from the standpoint of the utility’sretail
customers and if these issues are resolved during the RFP design, not the
bid evaluation. Without such a comprehensive review of the supply
options being considered, debt equivalency should be managed in

the utility’s cost-of-capital proceeding.

This review of the subject indicates that there are positive developments occurring.
First, a number of state regulatory commissions are considering ways to reduce
debt equivalency impacts by improving the utilities’ ability to recover power pur-
chase costs in a timelier and more certain manner. Some state regulators are also
looking into ways to compensate for debt equivalency impacts by letting utilities
earn a rate of return on the additional equity required to rebalance their debt-
to-equity ratios.

When PPA debt equivalency is properly assessed in the context of a comprehensive
analysis of all supply options, there will be comparability in the evaluative process
between PPAs and rate-based power plants. This comparability should have the
objective of rendering utilities indifferent as to whether they procure power, build
their own generation, or employ a combination of both.

Second, the impact of debt equivalency in competitive solicitations can be signifi-
cant if not properly applied because new PPAs may not be awarded, regardless of
their economic and consumer benefits. For these reasons, and the others discussed
earlier, if debt equivalence is included in resource procurement, PPAs and self-build
options should be evaluated using the same approach to measure the true risk
impact of both on consumers and on the buying utilities’ future cash flows and
financial position. If not, then debt equivalency should be reserved for cost-of-
capital proceedings.
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THE CURRENT DEBT EQUIVALENCY DETERMINATION PROCESS

This section describes how S&P applies its process, because S&P is the rating agency
that has published the most and is the most specific and formulaic about its debt
equivalency determination approach. It is also the approach that is the most often
discussed in regulatory hearings and proceedings. Further, some utilities (e.g., SCE
and PG&E, recently) have explicitly requested the use of the S&P methodology as
their benchmark. The approaches followed by Moody’s and FitchRatings are also
discussed, followed by a specific example. Finally, this section delves into the
mechanics of how each rating agency determines its risk factors.

RATING AGENCY APPROACHES TO DEBT EQUIVALENCY CALCULATIONS

THE S&P METHODOLOGY

The S&P methodology involves five basic steps. First, S&P only considers power pur-
chase contracts of more than three years. Second, the process issupposed to be
contract-specific, but it can be done on a bundled basis, at times, if the utility has
a portfolio of existing contracts (e.g., SCE or PG&E in California).

The first step in the process involves a calculation or estimation of the annual
capacity payments that have to be made under the contract. S&P does not
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capitalize the energy component of the contract, even though it recognizes that in
many cases it is also a nondiscretionary fixed payment because of the need “to
equate the comparison between utilities that buy vs. build — i.e., S&P does not
capitalize utility fuel contracts.”

In contracts where the capacity and energy components are not broken out sepa-
rately, S&P considers that half of the fixed payment is used as a proxy for the
capacity payment.

Second, S&P calculates the Net Present Value (NPV) of the annual capacity pay-
ments over the life of the contract by using a discount rate of 10 percent (that rate
has not changed since the early 1990s, and S&P recognizes that this is a high rate
that gives a break to utilities when they do their calculations; this is a rate higher
than some utilities’ cost of capital or many utilities’ marginal cost of debt).

Third, S&P determines a risk factor (in most cases between 10 percent and 70 per-
cent, as discussed later) for each PPA, based on its view of the salient factors affect-
ing cost recovery. It then multiplies each contract’'s NPV by that factor. The result is
what is called the PPA debt equivalency.

Fourth, S&P imputes an associated interest expense of 10 percent by adding 10 per-
cent of the debt equivalent amount to reported interest expense to calculate inter-
est expense ratios. On one hand, the 10 percent interest rate can be considered
high, but, on the other hand, it is applied against a debt value calculated with a
high discount rate. Therefore, it is equivalent to using a lower interest rate against
a debt equivalency amount determined with a lower discount rate, as well.*®

Fifth, it adds the debt equivalency amount(s) to the actual amount of debt shown
on the utility’s balance sheet and calculates an adjusted debt amount and an
adjusted interest expense amount, both of which are then used to recalculate four
key utility ratios, including:

» Debt as a percentage of total capital
» Funds from operations (FFO) to debt
» Pretax interest coverage’

* FFO interest coverage.

187his point was recognized by Mr. Campbell, PGEE witness before the CPUT in the
Commission scost of capital proceeding evidentiary hearing of September 13, 2004, On that
basis, P wished to continue using thet spproach (what wes called the S&F approsch in this
proceeding).

T riowever, in July 2004, SEP stopped using the pretax interest coverage in e rating
determination because |t deamed thet celoulation could include items that can be misleading.
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There is no set frequency for carrying out debt equivalency assessments.® Rating
agencies are continually watching utilities for any change that can affect a utility’s
ratings. Technically, and assuming an annual reassessment and no new purchase
contract, the NPV base (upon which the debt equivalency is calculated) would
decrease as the remaining life of the signed power contracts gets shorter and even-
tually get null (or dropped since S&P, for one, stops considering a contract whose
remaining life has decreased below the three-year threshold).

METHODOLOGIES FOLLOWED BY OTHER RATING AGENCIES

The two other rating agencies, Moody’s and FitchRatings, have generally similar
approaches. They both calculate a NPV value for future fixed (capacity) payments
on PPAs and then apply a risk factor. However, the two rating agencies differ on
how they assign their risk factors and what risk factor they use in various contract
situations.

MOODY'’S

Moody’s calculates the NPV base by including all power purchase contracts, even if
their maturity is less than three years.” It also uses a 10 percent rate for calculating
the deemed interest expense impacts. Next, Moody’s applies the numbers with a
100 percent risk factor to see the maximum debt equivalence impact. What hap-
pens next, however, is unclear: parties that have dealt with Moody’ssay that the
rating agency uses its own judgment as to which number (along the 0-100 percent
continuum) to use as a risk factor to calculate debt equivalency; so, Moody’s does
not apply a formula.®

Moody’s appears to have remained consistent with the way that it has always
described its assessment of the “risk continuum” associated with purchase-power
contracts (i.e., the level of applicable debt equivalence), since 1992:

“We then identify the critical issues that need to be qualitatively assessed in order to
determine just where on that continuum reality lies. The degree to which a compa-
ny’s financial flexibility is affected by a portfolio of purchased-power commitments is
therefore determined by a qualitative assessment of the inherent risks in the portfo-
lio.”* (Moody’s Special Comments, September 1992)

This is why Moody’s approach has been characterized as more subjective than that

of S&P*

1845 pointed in & recent CPLUIC hearing (September 2004},
1945 described by one witness in the CPUCs cost of capitel procesding evidentiary hearing of
September 13, 2004

20sse, for example, the testimony of My Abbott of New Harbor at the CPUC cost of capital
procesding, evidentiary hearing, Sept. 13 2004, The witness previously worked for 10 years af
Moody's

mt"\/fﬁ}c}dy‘ﬁé;pmia[ Comments, September 1992,
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FITCHRATINGS

Fitch has been more specific regarding its methodology, especially in two recent
presentations made in November 2004 and April 2005,® where the agency indicates
that its key objective is to “consistently capture real economic risks of energy sup-
ply,” while “avoid[ing] excessive contractual ‘debt’ attribution.”

FitchRatings’ approach is to “take a comprehensive portfolio approach [based on]
long and short exposures; volumetric risk; market risk; counterparty credit risk;
[and] concentrations of tenor, seller, source, fuel.”

The rating agency’s two main concerns are:

» Does the [buying] utility have a high likelihood of recovering costs under the
contract (from consumers or other counterparties)?

+ Is the contract “in-the-money” or “out-of-the-money” for the purchaser, based
on Fitch’s wholesale power forecasts?

FitchRatings’ approach is selective, however. For example, it does not value in-the-
money positions; rather, it focuses on debt adjustments associated with obligations
for out-of-the-money portions of major, long-term contracts that are not hedged
or are uniikely to have regulatory tariff recovery.

Therefore, FitchRatings does not always assign debt equivalence to a lease, for
example, in the case where it considers that the operating lease rental is recover-
able from utility customers with a high probability. In addition, FitchRatings values
long-term tolling contracts of a merchant energy company in the same manner as
an operating lease in terms of both gross present value of tolling contract pay-
ments and net present value after offsetting sales contracts by counterparties with
equal or superior credit ratings.

Whether they are PPAs, leases or tolling agreements, FitchRatings’ approach is to
map these major long-term obligations against two dimensions:

* Modeled market value
» Likelihood of cost recovery

The result is displayed in a 2X2 matrix. The agency then assigns its risk factor per-
centage, based on where each obligation falls on the map:

220P0C cost of capital proceeding. evidentiary hearing, Sept. 13, 2004. The witness says that
Moody'stends to be “recognized as belng more of an artist while B&P is muore & spientist.”

23G10bal Power: Methodology and Criteria, Debt-like obligations and contracts, FitechRatings,
Novermber 2004, "Power Supply Contracts, Leases, Tolling Agreements,” April 2008, Ellen
Lapsorn at the Platt's Globel Powsr Conference.
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MODELED MARKET VALUE
Out the Money

In the Money

Low High
Likelihood of Cost Recovery

Source: GF Energy schematics, based on FitchRatings information

FitchRatings also says that when there is limited information, it bases its debt
equivalency calculation on 30 percent of total contract payments (not like 50 per-
cent for S&P). That means there will be a 40 percent lower debt-equivalent
amount.

HOW THE PROCESS WORKS

This section provides an example (again from S&P) of how a long-term PPA can
change the deemed debt-equity ratio of a typical utility for rating purposes, and
what financial impact it can have if the utility wants to maintain its rating.

In its 2003 paper® , S&P used the example of a utility with $2.6 billion in assets,
including $1.4 billion in deb{, and thus a 54/46 debt/equity ratio. At that level of
debt, the utility has pretax interest coverage of 2.6 times.

It then assumed that the utility entered into a 20-year PPA requiring an annual
payment of $90 million, rising at 5 percent per year throughout the life of the con-
tract. The NPV of this purchasing obligation was calculated at $1.09 billion, using

24bid. (a)
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the 10 percent discount rate. Assuming a 30 percent risk factor, the debt equivalent
value of the PPA was $327 million.

As a result, the utility’s debt position increased to $1.727 billion, and its debt ratio
increased to 59/41. In addition, the utility’s pretax interest coverage dropped

from 2.6 times to 2.3 times as the result of imputing an extra $33 million in
interest expenses.®

THE MECHANICS OF DETERMINING THE APPROPRIATE

RISK FACTOR

The S&P approach is discussed first because it is the most explicit and most codified.
S&P’s approach is then contrasted to the two other rating agencies.

S&P’S RISK FACTOR LOGIC

Prior to 2003, S&P applied risk factors that differed mostly in terms of the nature of
the PPA — i.e., whether it was a take-or pay contract (TOP) or take-and -pay con-
tract (TAP). S&P used to consider the TAP obligations as substantially less debt-like,
and applied risk factors as low as 5 percent or 10 percent to them. The rationale
for such low factors was that the buying utility did not have to pay if the seller did
not perform, or had to pay less if the utility chose not to buy as much power. In
contrast, S&P applied risk factors of generally 50 percent to TOP obligations since
the purchaser had to pay whether it took delivery or not.

However, S&P has observed that this distinction is no longer valid since the risk of
non-delivery was found to be minimal, and since the asset underlying the contract
amounted to capacity insurance for the utility. As such, the question of whether
the facility was actually producing energy at any given time was much less signifi-
cant than being sure that the plant was available to produce energy.

So, buyers were basically expected to make their payments regardless of the form
of contracts (i.e.,, TOPs or TAPs). It further observed that a 5-10 percent risk premi-
um was just too low given the financial risks involved. In fact, in most cases, such
low levels did not change the financial ratios and thus did not have any impact on
credit ratings. For both reasons, S&P decided to recalibrate its approach and apply
higher levels.

It first started in 2002 by applying higher risk factors to merchant energy compa-
nies that were buying power from IPPs. For example, S&P decided to apply a 70
percent risk factor to a competitive merchant company that entered into a power

280pue cost of capital proceeding, evidentiary hearing, Sept. 13, 2004, In June 2004,
S&F announced that it has stopped considering pretax interest coverage ratios in its
rating determinations.
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tolling agreement, under the assumption that such an agreement basically exhibits
characteristics of both PPAs and leases.

With a tolling agreement, the merchant toller assumes dispatch control over a
facility and gets power from that plant (or a portfolio of plants) on demand from a
plant operator, generally a competitive generator that guarantees plant availability
and efficiency (typically through a contractually specific heat rate). Usually, the
toller provides or arranges for the fuel deliveries to the plant(s) and assumes

the fuel risks. However, that arrangement does not always have to be the case
(nonetheless, fuel procurement is covered under other contractual arrangements).

Under these conditions, S&P believes that the fixed payments paid by the merchant
toller are higher because they have to cover several factors and risks:

» The higher debt financing generally incurred by competitive plant operators
when they build the plant (often leveraged at 70 percent or more,
according to S&P)

» The toller’s counterparty risks (if the plant operator does not deliver when
needed or the plant owner becomes financially insolvent), and

» The toller’s risk exposure to fuel procurement issues, fuel acquisition prices and
power sales prices.

When it comes to utilities, S&P now considers a broader range of factors to base its
risk factor determination:

» The nature of the contract (i.e., tolling agreement, TOP or TAP)

» The regulatory environment (favorable or not to the utilities, certainty of the
local regulatory process in general)

@

The ability (and mechanisms used) to recover power purchase costs (through
tariff or automatic; when it is automatic, whether it isin real time or with a
substantial lag)

» The type of utility (i.e., with generation or not)

» The counterparty risk (i.e., performance and credit-quality)

@

Other risks (e.g., possible stranded cost “clawbacks” that could influence the
utility’s FFO and cash flow).

Of these, the two most important factors are cost recovery ability and counterparty
risk. Together, they will dictate whether the risk factor that is assighed falls above
or below 50 percent, which is what could be considered in many ways the default
risk factor value for a PPA.
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As a generic guideline, S&P assigns a 50 percent risk factor to utilities sighing long-
term TAP or TOP PPAs (i.e., longer than 3 years), which can be included as an oper-
ating expense in their base tariffs. This implies a reasonably favorable regulatory
treatment and thus a low risk of non-recovery of fixed obligations.

However, S&P can apply a higher risk factor, notably based on two
important factors:

» The prevailing regulatory environment for the buying utility. The risk factor can
be increased if that environment is not deemed favorable. S&P monitors the reg-
ulatory environment at the state level and has been concerned about the treat-
ment of stranded costs, whether there are clear policies on nonbypassable
charges, and the extent to which there are upfront standards for procurement
decisions that lower the risk of after-the-fact changes.®

@

The utility’s counterparty risk, especially if the PPA represents a material portion
of the utility’s total needs and, in case of non-delivery by the PPA seller, it would
have to purchase replacement power at prices higher than the PPA rates (and
whether the utility could recover that extra cost through its tariffs).

On the higher end, for example, is a case with a high debt-financed tolling agree-
ment and an undercapitalized provider, which accounts for, say, more than a third
of the utility’s total supply requirements. The risk factor could be 50 percent or
more. On the lower end, S&P may assignh a risk factor as low as 30 percent, or even
10 percent, depending on the quality of the cost recovery prospects.

For example, it will assign 30 percent if purchased power costs can be recovered
through an automatic fuel-adjustment clause (for example, an adjustment
mechanism that would ensure 100 percent recovery without expressed
regulator approval). This is why S&P assigns a 30 percent factor to PPAs

with California utilities.”

S&P considers automatic cost recovery mechanisms superior to base tariff treatment
— the default case — where there is often a lag in cost recovery proceeds, and
where higher unit costs would not be compensated for if the total purchase cost is
lower than expected because demand has decreased (for example, if weather con-
ditions have been inclement).®

Likewise, it may also assigh a lower 30 percent risk factor to utilities that have no
such automatic adjustment, but are in “supportive regulatory jurisdictions with a

2641 tactors that were mentioned in CPLIC hearings, for example.
zyﬂawemn BEF wag assigning a 10 percent factor before its May 2003 guideline change.

2Bepue cost of capital proceeding, evidentiary hearing, Sept. 13 2004 20However, 5&F was
assigning a 10 percent factor before /s May 2003 guideline change.
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precedent for timely and full cost recovery for fuel and purchase power costs.”
Along the same line of thinking, S&P will tend to assign a 30 percent factor to a
Qualifying Facility contract, since utility payment recovery is backed up by federal
legisiation and rules.

Now, the risk factor can be lower, down in the 10-20 percent range, if cost recovery
is not only automatic and 100 percent complete, but also timely — ideally on a
monthly basis. Also, cases for the 10-20 percent risk factor require a significant his-
tory of passing PPA costs through without regulatory interference. Most of these
cases also include some legislative mandate that prohibits regulators from interfer-
ing with the recovery of these costs (e.g., Pennsylvania). This point was brought up
in the cost-of-capital proceeding in California, which was the designated forum for
dealing with the debt equivalency issue in that state.

S&P'S PPA RISK FACTOR SPECTRUM AND LOGIC

10%

P:‘;/rl::stleues Factor for PPA Factor for PPA Default Value Tolling
gctober 2003 with automatic with complete for TOP contract Agreement
change and timely fuel fuel adjustment with merchant

Factor for PPA adjustment clause clause supplier

with distribution

utility where

cost recovery

is legislated

Source: GF Energy schematics, based on S&P information

In testimony before the California Public Utilities Commission® | rating agencies
were said to be most comfortable with any mechanism that allows for the contin-
ued pass-through of additional costs on a regular basis. The witnesses for both SCE
and PG&E touted the merits of having monthly power procurement cost adjust-
ments in their tariffs, “as is the case now for natural gas procurement,” as opposed
to the current practice of a balancing account, which calls for regulatory review
only when a certain amount of cost has not been recovered.

That practice means that cost recovery can be several months later or even up to

29¢pUC cost of capital proceeding, evidentisry hearing, Sept. 13, 2004,
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one year. The result is that S&P would not assign risk factors below 30 percent,
as asserted by the SCE witness:

“... Instead, here what we have is balancing accounts where a company can under-
recover for a period of months or even a year. And that, from the rating agency's
perspective, is not strong enough to warrant a risk factor of less than 30 percent.”

The PG&E witness testified that a monthly adjustment treatment would be likely to
reduce the risk factor that rating agencies use in their debt equivalency determina-
tions. He also said that such monthly tariff adjustment is probably the most notable
change that could most reduce rating agencies’ concerns about debt equivalence
of long-term contracts (statement of Mr. Campbell).

Finally, S&P will assign a low risk factor of 10-20 percent for distribution utilities
where cost recovery is legislated. However, S&P says that it is unlikely that it would
assign a zero risk factor.

HOW OTHER RATING AGENCIES ASSIGN RISK FACTORS

As noted previously, Moody’s assigns a risk factor after having calculated for a 100
percent risk factor and then adjusting the result, based on its judgment. As a for-
mer Moody’s employee said:*

“So they look at zero percent risk factor and a hundred percent risk factor and then
they say, well, the truth lies somewhere in between [...] but we have no way of
knowing where Moody's lands in between.”

When it has information, FitchRatings appears to be more contract-specific, and it
also uses a broader range of possible risk factor values, based on its latest summary
document.®* FitchRatings may be more specific since it says that it calculates the
mark-to-market (MTM) value of the contract, based on FitchRatings’ market fore-
cast. Otherwise, it also adjusts the amount being capitalized according to two fac-
tors:

» Contractual offsets and counterparty credit quality.

» The level of regulatory support and recovery mechanisms; lag in regulatory
recovery; probability of disallowance.

Based on its document, FitchRatings also uses a broader spectrum (i.e., 0-100 per-
cent). For example:

|t assignhs a 100 percent risk factor to a tolling agreement unless it can be fully

HoPUC cost of capital proveading, evidentiary hearing, Sept. 13, 2004,
Halobal Power: Methodology and Criteria, Debb-like obligations and contracts, FitchRatings,
November 2004.
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recoverable through tariffs) — instead of the 70 percent default value used by
S&P for merchant facilities. That’s what FitchRatings did when it reviewed
Aquila’s PPA with Elwood Energy (FitchRatings considered the contract to be
“over market” — i.e., the contract payments for energy and capacity are in
excess of the current spot energy prices in the relevant wholesale market). But if
there is strong cost recovery, it appears that the assigned risk factor could be
lower than 50 percent or 70 percent, for example:

» |t may tend to assign lower ratios for PPAs that are near or below market, as
opposed to cases where S&P may be more inclined to assignh a 30 percent factor.

» |t has assigned 0 percent risk factor to PPAs between Florida Power & Light and a
Qualifying Facility (QF), even though the PPA is over market.®

Two examples of the last point:

» FitchRatings assighed a 10 percent factor to a near-market PPA between Florida
Power & Light (buyer) and Jacksonville Electric Authority and Southern Co. (sellers).

» FitchRatings assighed no debt equivalency to a below-market PPA between West
Penn and Potomac Edison (buyers) and Allegheny Energy Supply (seller), but the
risk of seller’s default affected Fitch’s rating of the two utilities.

IMPACT OF THE DEBT EQUIVALENCY ISSUE

Since it has been applied now for more than 10 years, the debt equivalency process
is recoghized as normal by most utilities and commissions. As the CPUC recently
wrote:

“Rating agency views of debt equivalence are a fact. They will impute debt from
long-term procurement contracts in their credit analysis. The Commission can choose
to recognize this impact before the fact or after the fact. But lack of recognition will
not affect the behavior of the rating agencies or the response of investors to pub-
lished ratings.”

However, the process is somewhat arbitrary and not necessarily well understood, as
recent regulatory proceedings in some states have shown. Part of the reason is the

“arcane” nature of debt equivalency; also, many parties have complained that the

process lacks transparency. For example, the CPUC found that “rating agencies use

qualitative (i.e., subjective) approaches for assessing debt equivalency. The method-
ology and risk factors applied vary according to the particular credit rating agency.
[...] The rating process is not transparent.”

258 has assigned 30 percent risk factors to PPA QF contracts with the same utility, but they
may not be the same QF contracts.
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Upon request, the rating agencies will provide evidence of their calculations to the
utilities that they have rated, and they will indicate the risk factor that they have
assigned. However, they generally do not delve in the details of how they arrived
at their final assessments (Fitch may have become the most specific in some
instances).

In the following, types of impacts and their ranges are discussed.

TYPES OF IMPACTS

Theoretically, an increase in debt equivalency could have several impacts on pur-
chasing utilities:

» Forcing them to inject equity to maintain their debt-to-equity ratios in order
to keep their ratings; and, monitoring their own acceptable debt-to-equity
ratio bands;

» Reducing the utilities’ financial flexibility by forcing them to issue additional
equity that could have been used for other investments;

» Triggering, if not well or sufficiently mitigated, a change in its credit rating that
in turn would result in:

» higher borrowing costs;

+ less borrowing capacity.

» Affecting future power supply procurement decisions not only between utility
build options versus PPAs, but also among PPA alternatives of various types and
maturities and price formula characteristics.

Furthermore, the impact is not always as formulistic as it may seem. The rating
agencies have emphasized that credit ratings are not derived solely from the appli-
cation of quantitative ratios. For example, in an October 14, 2003, document
addressing the credit implication of power purchases,® S&P states that its ratings
have never relied solely on quantitative measures. Rather, S&P’s analysis of electric
utilities’ credit quality (private or public) focuses heavily on qualitative factors that
define the strength of the financial performance that a utility must demonstrate to
support a given credit rating. S&P goes on to state that its qualitative analysis for
all utilities is predicated on an assessment of six principal areas:

» The utility’s operational profile;

+ An examination of the markets served by the utility;

Frhe same points had already been made in an October 2003 lssue paper by David Bodek, S&F
Fatings Direct, tHiled "Credit implications for Power Utilities Power Purchases ™
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» The utility’'s competitive posture;

» An examination of regulatory issues, including ratemaking flexibility and policies
that govern the amount of general funds transferred;

» The strength that the management team brings to the table; and
» The strength of the bondholders' protection provided by the bond indenture.

S&P further indicated in an October 14, 2003, publication addressing the credit
implications of power purchases that the conversion process from debt equivalency
adjusted ratios to a new credit rating determination is, in fact, a hybrid of quanti-
tative and qualitative factors and, thus, case-specific:

“Based on the analysis of the amalgamation of these factors, [S&P] will assess the
quantitative implications of debt associated with the prepayment of electric supply
or other purchases of electricity from third-parties. The extent of the rating implica-
tions, if any, will be resolved case by case with reference to the qualitative and
gquantitative considerations cited.”

Therefore, the relationship between a change in the debt equivalency amount
and a change in credit rating is only indirect. This is why, in a September 2004
hearing about a PacifiCorp RFP, the independent monitor (Navigant) that helped
oversee the RFP process could say that “utilities have latitude in how they
interpret the guidance that has been provided by S&P” when it comes to
assessing debt impacts.®

For example, it is not hard to see that a utility that may be buying 15-25 percent of
its power needs could have its debt ratio increase from a typical 52 percent level to
55-58 percent. Yet, this would be still within the 50-60 percent band that would be
consistent with maintaining the same rating.

However, it is also not difficult to see that some of the reasons that would cause a
rating agency to assess a high risk factor for debt equivalency would be the very
same reasons that would cause that rating agency to become increasingly worried
about a potential change in credit rating. In particular:

» An unfavorable cost-recovery regulatory climate would affect the debt equiva-
lency risk factor (see previous discussion) and the utility’s operational profile and
regulatory flexibility.

* An unfavorable change in markets, which could affect the financial standing of
the PPA seller (for debt equivalency reasons) and the utility’s competitive posture
(for its credit rating).

Hag reported in Wayne Oliver's testimony on behalf of the Utah Division of Public Utilities in
Docket Mo, 04-035-30 before the Public Service Commission of Uteh, September 27, 2004,
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Therefore, the link between debt equivalency and credit rating becomes tighter in
cases like:

+ A utility with a credit rating right above investment grade level (any change in
debt-equity ratio becomes far more sensitive and more consequential);

+ A utility that wants to replace short-term power purchases with a longer contract
(under the S&P approach and some regulatory formulas, short-term power pur-
chases are not counted, even though they may have been contracted under less
economical terms that what could be negotiated under a new long-term replace-
ment contract);

+ A utility where the regulatory regime does not allow timely cost recovery.

Unfortunately, all these impacts tend to become quickly co-mingled. That’s why the
issue can become very complicated. Regulators have tried in some cases to separate
these various effects — for example, in terms of actual cost recovery versus accept-
able change in return (see discussion later).

RANGE OF IMPACTS

The range of impact will vary depending on several factors:

» Financial position of the utility;

» Size of the utility and ratio of new assets to its existing rate base;
» Capital intensiveness of the project;

+ Maturity of the PPA;

» Size and nature of the project; and

» Type and scope of contractual terms in the PPA.

In the previous example, to maintain the same debt-to-equity ratio, the utility
would have to raise more than $275 million of additional equity. However, the util-
ity may do so over a certain period of time, and it may not want to match it one-
for-one depending on how it is positioned in its rating bracket (e.g., more in the
middle of the bracket rather than on the cusp).

More generally, the impact would be substantial if all utilities had to rebalance
their debt-to-equity ratios. A detailed financial analysis for the entire investor-
owned utility sector is beyond the scope of this effort, but it is reasonable to pre-
dict that the impact would probably be in the order of several billion dollars.
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STATE DEBT EQUIVALENCY-RFIL ATED PROCEEDINGS

WASHINGTON OREGON

COLORADO CALIFORNIA

UTAH

LOUISIANA | FLORIDA

HOW UTILITY REGULATORS ARE DEALING WITH THE ISSUE

There are two types of regulatory proceedings where the debt equivalency issue
has been raised:

» cost recovery and capital cost proceedings;
» power procurement and resource supply planning proceedings.

The first venue has been more traditional, but the issue is becoming more and
more prevalent in the second venue. So, there may be a trend toward considering
debt equivalency in both types of proceedings, or on a separate, but more or less,
coordinated basis. In California, some utilities have been emphasizing the inter-
related nature of both proceedings and, while the CPUC first decided that the next
cost-of-capital proceeding would be the proper forum to investigate debt equiva-
lency, the commission has most recently agreed to consider the issue in both types
of proceedings. The CPUC also acknowledged that its stance may change as it gains
more experience with debt equivalency.®

Here is how the issue plays out in both types of proceedings.

FePUC Decision 04-12-048, page 145,
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IN COST RECOVERY AND CAPITAL COST PROCEEDINGS

There are several instances (e.g., California, Florida, Washington, Wisconsin) where
state commissions are shown on a regular basis (e.g., as part of annual financial
audits) the impact of PPAs on the utilities’ balance sheet structures and are
briefed about the two sets of financial ratios, with and without debt

equivalency adjustments.®

However, there are relatively few cases where regulatory proceedings recognize
the cost of debt equivalency and then make adjustments to offset that cost.
Yet, the types of possible regulatory adjustments have already been identified,
courtesy of S&P:

» Authorization of return on the amount of additional common equity needed
to offset the debt equivalency of a proposed new PPA commitment;

» Authorization of return on existing common equity (to capture the impact of
having raised additional equity to cover existing PPAs); and,

» Provision of incentive return mechanisms for economic purchases.
Technically, such return adjustments could be sought in two types of proceedings:

» Cost recovery proceedings when utilities want to recover the cost of higher equi-
ty offsets, as the result of increases in risk factors assigned by rating agencies —
even if this did not trigger a change in rating; and,

» Cost-of-capital proceedings or financial audits when utilities update their finan-
cial capital structure parameters and may petition for a return on the higher
amount of equity that they may have had to post to maintain post debt equiva-
lency adjustments.

As far as GF Energy was able to ascertain, California and Florida are the two states
that seem to have made the most effort to acknowledge the cost of debt equiva-
lency and recognize the need for their utilities to make financial adjustments in
their cost of capital and equity return applications.

California is dealing with the issue prospectively in deciding how to proceed as the
utilities recover from the 2000-01 energy crisis; the CPUC reached an important
decision in December 2004, which will guide the way this issue will be handled
from now on.

Florida already dealt with it when it allowed an additional return on the equity
needed to cover QF contracts.

"3550;”‘5@3& the same financial audit presentation will show the full impact of what iscalled off-
balance sheet ohligations one compuonent of which is FPA debt squivalency. Other
companents may include the impeact of preferred stock or other capilal leases.
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CALIFORNIA

In California, the issue is most acute since it is a state where utilities have tradition-
ally purchased large amounts of power (both in-state from third parties and QF
plants and from out-of-state resources). Purchased power represents a large por-
tion of their needs, and, though improving, they are still in less-than-ideal financial
conditions. So, credit ratings are key factors for them. The CPUC started dealing
with the debt equivalency issue in 2003 and issued an important decision in
December 2004 after holding lengthy hearings in Summer-Fall 2004.

The issue was first raised in 2003 when, in the CPUC’s long-term planning proceeding,
D.04-01-150, both SCE and PG&E raised the issue of how to recover debt equivalency
costs. Subsequently, SDG&E was then encouraged by the CPUC to join the debate.

In D.04-01-050, the CPUC decided that “the appropriate forum to address debt
equivalency is in the Cost of Capital proceeding for each utility.” In D.04-06-011,
the CPUC deferred the debt equivalence issue to the next cost-of-capital case
“because the issue of premium adders for new utility-owned generation assets, as
well as the issue of the alleged need for utilities to receive equity adjustments to
recoghize the debt equivalence of long-term power purchase agreements, is likely
to be addressed in cost of capital proceedings for SCE as well as for PG&E that will
be taking place in 2005.”

The result was a consolidated cost-of-capital proceeding for SCE and PG&E (A.04-
05-021 and A.04-05-023), which was decided on December 16, 2004.*” To kick off
the process, a week-long evidentiary hearing took place in August-September
2004. During the hearing, both SCE and PG&E pressed the issue quite hard. PG&E
asked the CPUC to pronounce itself on the issue of debt equivalency. In its testimo-
ny before the Commission, Mr. Campbell, PG&E’s witness on debt equivalence, said
that the utility “want[ed] a formal policy recognition by the Commission that debt
equivalence is a real economic phenomenon, which can affect the company’sor a
utility’s financing costs, and therefore costs to customers.”

Both SCE and PG&E suggested that the effect of debt equivalence be mitigated by
changing their authorized capital structures so that the percent debt will decrease
and the percent of common or preferred equity will increase. The hearing® shed
some light on the type of issues of interest to the CPUC:

Decision 04-12-047, Issued December 16, 2004, the Commission (acting on a proposed
MNovember 16, 2004 decision by Administrative Law Judge (ALJ) Galvin) decided regarding SCE
and PGEE s return-on-equity applications for test years 2006 and 2004, respectively, (04-05-021
and A.04-05-023)

39&@@%@55/ hearing of Southern Callfornia Edison Company and Pacific Gas and Electric
Company's cost of capitel procesdings (04-05-021 and 04-05-023% respectively), San Francisco, CA,
September 13, 2004
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» Discrepancies between the various rating agencies’ approaches (utilities generally
favor S&P, can’t explain Moody’s and do not know much about Fitch); and,

» How to decrease the risk factors from 30 percent to a lower percentage if there
is a better PPA cost recovery regime.

From a contextual standpoint, the CPUC also inquired about the way rating agen-
cies assign debt equivalency amounts to preferred stock (they use a 50 percent fac-
tor), and how they cluster utility performances, assign profile scores to various utili-
ties and more generally establish or change their ratings.

In parallel, the CPUC also encouraged SDG&E to participate in those proceedings to
the extent that SDG&E “seeks resolution of the cost-of-capital issues raised in this
proceeding.” SDG&E subsequently joined the two other utilities. SDG&E became
involved in the issue, given its recent decision to enter into a PPA with Calpine on
the new Otay Mesa power plant. The proposed 10-year contract is a supply-side
procurement resource that will provide firm, dispatchable capacity and energy to
SDG&E’s bundled service customers. SDG&E is now argues that:

“For this reason, consistent with the manner in which SDG&E's existing purchase
power agreement costs are recovered currently, the costs relating to Calpine’s power
purchase contract should be recorded in the Electric Resource Recovery Account
(ERRA) for the purpose of recovering those costs through commodity rates (SDG&E’s
schedule EECC). As explained in the testimony of SDG&E’s witness Charles
McMonagle, those costs must include a return on the accumulated equity SDG&E
must recoghize to offset the debt equivalency rating agencies assign to SDG&E as a
result of the PPA.

As an electricity procurement contract, the costs and expenses related to this PPA are
subject to Public Utilities Code Section 454.5, subsection (1) and (d) (2). This contract
results from an open and adequately subscribed auction process and isin further-
ance of, and consistent with, SDG&E'’s [long-term resource planning]. Therefore,

once approved by the Commission, SDG&E is guaranteed full recovery of the costs
and expenses related to this contract and those costs and expenses are not subject to
after-the-fact reasonableness reviews.”

In its decision, the Commission found that found that “the inclusion or exclusion of
PPA debt equivalence impacts did not adversely impact the SCE or PG&E's interest
coverage or cash flow to debt resuilts presented in this proceeding.”® As a result, it
concluded that “debt equivalence does not have a material impact on either SCE or
PG&E's credit ratios or capital structure presented and considered in this proceed-

IThe exact Finding was that ‘While Appendix A [data] showed the inclusion of PPAs would
fower SCE and PGEE g interest coverage and cash flow to debt coverage, the utilities Interest
coverage would remaln within 867 A credit ratio range and thelr cash flow to debt ratio would
remeain within S5&Fs BBB credit ration rangs.’
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ing.” It also found that “SDG&E [had] provided no information on its current credit
ratings and insufficient information to enable us to assess the debt equivalence
impact on its overall credit ratings and capital structure.”

The proposed decision also endorsed the principle that “the utilities should
include debt equivalence impacts as part of their ROE applications” and added that
“Debt equivalence should be considered with other financial, regulatory, and oper-
ational risks in setting a fair ROE and balanced capital structure reasonably suffi-
cient to assure confidence in the financial soundness of the utility to maintain and
support investment grade credit ratings.” At the same time, the Commission wants
“the major utilities to include in their annual cost of capital applications recom-
mendations for improving and maintaining their credit ratings.

Finally, the CPUC also expressed the desire to deal with all three utilities for test
year 2006 by indicating that “SDG&E should file a test year 2006 ROE application
by May 9, 2005, along with SCE and PG&E, so that we may properly assess what
impact, if any, that debt equivalence has on its credit ratings and capital structure,
including mitigation recommendations.”

Interestingly, a November 2004 proposed ALJ decision on the issue of how to deal
with debt equivalency in competitive power supply solicitations (see later in this
section) provided an indirect comment that could lend credence to the belief that
resolution of this issue is likely to be very utility-specific:

“In their cost of capital proceedings, the IOUs [investor-owned utilities] will need to
demonstrate that DE [debt equivalency] has a material impact on their credit rating,
and therefore their borrowing costs on a case-by-case basis.”*

The final ensuing CPUC decision, issued on December 20, 2004, amplifies on
this point:

“The 10Us will [...] need to demonstrate, on a total portfolio basis, the DE impact of
the PPAs in the Cost of Capital Proceeding.”*

In the same order, the CPUC recognized that its approach may evolve:

“As the rating agencies’ views on DE change, or as we gain more experience with DE
evaluation in the [Cost of Capital] proceedings, we may adjust the DE methodology
used in the future. Inasmuch as DE captures any increased financial risk to the IOUs,
we may also — in future COC proceedings — want to consider factors that decrease
their risks or are of benefit to the utilities when determining their rate of return.”*

41 Decision of Administrative Law Judge Brown, November 16, 2004 — Rulemaking 04-04-003.
42 CRUC Decision 04-12-048, page 145,
43 Ibid.
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FLORIDA

In Order No. PSC-99-0519-AS-E|, issued March 17, 1999, the Florida Public Service
Commission (PSC) approved the Stipulation entered into by Florida Power & Light
Co. (FPL), the Office of Public Counsel (OPC), the Florida Industrial Power Users
Group (FIPUG), and the Coalition for Equitable Rates (the Coalition).

That Stipulation:

* Recognized the effect that purchased power contracts have on the utility's finan-
cial ratios, as calculated by S&P, which had then applied a 10 percent risk factor,
capped FPL's adjusted equity ratio at 55.83 percent for surveillance purposes (this
adjusted ratio equates to an actual ratio of 65.7 percent as reported by FPL for
1998); and,

+ Allowed for the recovery of the “equity adjustment” through base rates.

The PSC chose not to deal with the broader policy issue at that time of who should
bear the incremental cost of additional equity to compensate for purchased power
contracts; so, it was not addressed. The PSC recognized that:

“... a utility can add capacity by buying power with a long-term contract or by build-
ing generating plants. Both alternatives have advantages and disadvantages.
Regarding financial risk, building capacity can involve adding debt to finance the
construction, cost overruns, and regulatory lag. Buying power increases the utility's
fixed charges, which, in turn, can reduce financial flexibility. Standard & Poor's (S&P)
notes that, 'regardless of whether a utility buys or builds, adding capacity means

incurring risk.’

The discussion of the perceived need for utilities to increase the level of equity in
the capital structure to offset the adjustment made to the financial ratios by rating
agencies and how this affects the overall cost of capital has not been specifically
addressed. We note, however, that there are persuasive arguments on both sides of
the issue of who should be responsible for the incremental cost of additional equity
to compensate for these contracts. Given the terms of the recently approved
Stipulation and Settlement (Stipulation) involving FPL, we believe FPL's current cost
of capital includes recognition of this cost.”

Then, in September 1999, the PSC approved FPL's proposal to adjust its standard
offer contract rates to avoid possible double recovery (they were based on a 20
percent risk factor). In its decision, the PSC took the time to reiterate that its deci-
sion was the product of unique circumstances and that the issue remained very
much open on principles:

“We recognize the effect that purchased power contracts have on the utility’s finan-
cial ratios as calculated by S&P. To be consistent with the terms of the Stipulation
approved in Order No. PSC-99-05 19-AS-E1, which allows for the recovery of the
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“equity adjustment” through base rates, we approve FPL'sadjustment to its standard
offer contract to recognize the effect of purchased power contracts and to avoid
possible double recovery.

However, while we are approving FPL'srequest in the instant case due to the unique
circumstances surrounding FPL'sStipulation, the broader policy issue of who should
bear the incremental cost of additional equity to compensate for purchased power
contracts has not been addressed.”

Some would assert that the incremental cost of additional equity must be weighed
against the risk-transfer benefits that accrue to customers when their utility opts
for a PPA. Quantifying the lower risk profile for the utility against the presumed
need for additional equity will give the regulator the proper context for determin-
ing that incremental amount. At that point, the cost of that incremental equity can
measured against both the lowered risk and the increased benefits to customers.

Nonetheless, the PSC found sufficient rationale to continue the same treatment in
several occasions over the past three years, as summarized by the PSC itself:

“The certain “unique circumstances”™ mentioned above are still relevant in the
instant case. By Order No. PSC-02-0501-AS-E1, issued April 11, 2002, in Docket No.
001148-El, In Re: Review of the Retail Rates of Florida Power & Light Company and
Docket No. 020001-El, In Re: Fuel and Purchased Power Cost Recovery Clause with
Generating Performance Incentive Factor, we approved the Stipulation and
Settlement entered into by FPL and various intervenors to these dockets. The 2002
Stipulation approved in Order No. PSC-02-0501-AS-E1 extended certain “terms” ini-
tially set forth in the 1999 Stipulation approved in Order No. PSC-99-05 19-AS-E1,
issued March 17, 1999, in Docket No. 990067-El, In Re: Petition by the Citizens of the
State of Florida for a Full Revenue Requirement Rate Case for Florida Power & Light
Company. Namely, paragraph 4 of the 2002 Stipulation states that the “adjusted
equity ratio” will be calculated in the same manner as provided for in the 1999
Stipulation.”

More recently, in 2004, the PSC essentially endorsed S&P’s 2003 change in
risk factor to FPL's QF contracts from 10 percent to 30 percent with the
following rationale:

“We have repeatedly found that consideration of any application of an equity
adjustment should be evaluated on a case-by-case basis. We have reviewed FPL’s
petition, the cited S&P article, and past Commission decisions regarding the applica-
tion of an equity adjustment in general, and for purposes of determining capacity
payments under a Standard Offer Contract, in particular. At our request, FPL provid-
ed additional support for its position in the form of a second S&P report dated
October 21, 2003. In this report, S&P indicates that it applies a 30 percent risk factor
in its evaluation of purchased power obligations as part of its determination of the
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consolidated credit profile of FPL Group. Based on the above, we believe it is appro-
priate in this instance for FPL to make an equity adjustment as stated in the determi-
nation of capacity payments in its Standard Offer Contract.”

N POWER PROCUREMENT AND RESOURCE SUPPLY
PLANNING PROCEEDINGS

So far, the debt equivalency issue has not been considered as much as one might
think in recent competitive power procurement proceedings. In fact, one expert
witness in a recent proceeding (who was project manager for more than 20 com-
petitive bidding assighments), held in September 2004, said that he was “not
aware of widespread application in states in which the utility imputed a debt
equivalence adjustment in the evaluation of electric supply resource options” . *

Probably the main reasons for the lack of widespread application recently are that
most competitive procurement activity in recent years has been of the short and
medium-term variety (less than three years), that the surplus capacity that exists in
most regions has mitigated against the use of longer-term contracts, and that some
state regulatory commissions have been reluctant to approve contracts with more
than a three-year time horizon.

The same witness did not think there were precedents in other jurisdictions (i.e.,
outside of Utah) for having passed judgment on the appropriate methodology to
use to assess debt equivalency impacts. He even said that he “was not aware of any
public utility commission that has approved a methodology for calculating debt
equivalence measures in evaluating power supply proposals.”

In this same recent proceeding, the independent consultant (Navigant) that helped
oversee the recent PacifiCorp RFP process said that “this has become an increasing-
ly common issue that has become part of competitive bidding processes, but it is
not well understood by the majority of market participants.”*

The conclusion reached at that September 2004 hearing was that there was “a lack
of precedent at the regulatory level regarding the appropriate methodology.”

At this juncture, the issue of debt equivalency is being increasingly raised in com-

petitive bid and new procurement planning or resource proceedings. For example,
EPSA has found in its research so far that the issue has already surfaced in the fol-
lowing seven states:

tentioned by Wayne Gliver in hig testimony on behalf of the Utah Division of Public Utilities
in Docket Mo, 04-0358-30 before the Public Service Commission of Utah, Beptember 27, 2004,

4Bpg reported in Wayne Oliver's testimony on behalf of the Utak Division of Public Utilities in
Diocket No. 04-035-30 before the Public Service Commission of Utah, September 27, 2004
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» In California, where the CPUC recently decided that the three largest investor-
owned utilities under its jurisdiction had to consider debt equivalence in their
long-term RFPs;

@

In Colorado, as part of the 2003 least-cost resource planning process of Public
Service Company of Colorado (PSCo);

» In Florida, where the issue was brought up in a recent RFP managed by
Florida Progress;

» In Louisiana, where Cleco Power issued an RFP for 800 megawatts of long-term
resources in October 2004, and where it said it wants to take into account debt
equivalency impacts in its bid ranking;

* In Oregon, where the issue has been raised in connection with an RFP issued by
Portland General Electric;

» In Utah, where PacifiCorp has conducted a competitive solicitation. The issue
arose when it came to the final selection between a rate-based alternative and
fwo PPAs;

* In Washington, where the issue arose in the context of a new RFP issued by
Puget Sound Energy.

In some of these cases, the independent consultants hired to administer or oversee
the review process of the submitted bids are using, or are proposing to use, various
types of adjustments. A review of these various proceedings indicates that there is
still a lack of consensus about what to achieve and a lack of process uniformity as
well. This is what was found:

» Regulators in most states have recognized the need to deal with the issue.

» There are various approaches being applied, and they all differ from the rating
agencies’ approaches. For example, different risk factors or discount rates are used.
In one instance (Louisiana), the proposed methodology was modified even before
the RFP was issued — and regulators still did not agree with the proposed approach.

» There is no guarantee that utilities’ credit ratings will either be improved or sus-
tained if regulators adopt an “imputed debt penaity.” ©

EPSA has not been in favor of such an approach, as stated before.# Its position has
been that, in competitive bid evaluations, the balance sheet effect of a proposed

46 Point forcefully raised by James A Ross, witness in the PECo P2003 FFP proceeding, in his
prepared direct testimony on behalf of the Colorade Independent Energy Association. Ross
added that "PSCo does not state uneguivocally thal thelr credit reting will be downgraded if
their proposal o penalize power purchasss s denied.”

47 “etting the Best Desl for Electric Utility Customers”, A Concige Guidebouok for the Design,
Implemerntation and Maonitoring of Competitive Power Supply Solicitations, 2004.
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PPA should be calculated from the viewpoint of the utility’s customers, since that’s
the constituency that will ultimately benefit from and be responsible for the costs
of the new generation. Therefore, state commissions should not simply adopt the
approach of the rating agencies. This issue is important because the impact of debt
equivalency in competitive bidding solicitations can be significant, if not properly
applied. It can result in significant penalties assighed to the calculated NPV of a
PPA. As a result, it becomes difficult for a PPA to remain competitive with the build
option, especially as contract lengths grow beyond 10 years.

To date, there is much confusion on the issue and significant arbitrariness on how
to calculate and apply debt equivalents for new PPAs. Clearly, debt equivalency,
misapplied and miscalculated, could preclude the award of new PPAs, regardless of
their economic, environmental, efficiency or risk management benefits.

Instead, PPAs and utility self-build options should be evaluated using the same
approach to measure the true risk impact of both on the buying utilities’ future
cash flows and financial posture

The following section outlines the various state proceedings and actions.

CALIFORNIA

In July 2004, the CPUC considered the issue of how to use debt equivalency in
future RFPs. It then decided that “the [three] utilities should not employ debt
equivalency considerations in evaluating Renewable Portfolio Standard (RPS) bids
at this time, as the Commission has no approved methodology for doing so, and
such an analysis may discourage the long-term renewable energy contracts the
Commission has indicated it favors.”*

However, the issue has now progressed, as noted in the December 2004 CPUC deci-
sion* that basically endorses the use of the S&P methodology in future utility RFPs.
However, the CPUC did order the use of a different, and lower, risk factor than that
of S&P.

This decision followed a proposed decision® by Administrative Law Judge Brown
on November 16, 2004, after four weeks of evidentiary hearings that were “replete
with testimony and cross-examination on the subject of debt equivalency. In fact,
except for the subject of QFs, no other subject received as much hearing time as
[debt equivalency].”

LEOPINION ADOPTING CRITERIA FOR THE SELECTION LEAST-COST AND BEST-FIT RENEWABLE
FESOURCES, Decision 04-07-029 July 8, 2004 as part of the Order Instituting Rulemeking to
Implement the California Renewables Portfolio Standard Program.

necision 04-12-048, December 20, 2004, Rulemaking 04-04-003.

S0administrative Law Judge Brown proposed decision, November 16, 2004, regarding rulemak-
ing 04-04-003.
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The ALJ then indicated that all three California utilities had recommended that
debt equivalency be factored into bid evaluations.

“As SDG&E argues, “[I]t is essentially undisputed that the credit analysts treat the
utilities' long-term non-debt obligations, such as PPAs, as if they are in fact debt
when they assess a utility's debt capacity.” PG&E proposes that the impact of [debt
equivalency] on the utilities’ financial condition should be addressed in the Cost of
Capital (COC) proceeding, but that in this proceeding the Commission should estab-
lish that the [debt equivalency] impacts of new long-term commitments may be con-
sidered in the contract selection and approval process. This will allow for full disclo-
sure of the financial effects of contracts on the utilities and promote equal consider-
ation of competing procurement choices.”

The ALJ opined that:

@

“Debt equivalency should be considered when evaluating individual PPAs bids;”

“It is reasonable to make some acknowledgement that [debt equivalency] is a
factor in utility creditworthiness, but not to the degree shown in the S&P
methodology;”

“It is recommended to use a modified version of S&P methodology (“which is the
most well-developed”), adjusted for lower risk factors. [The ALJ] “believe[s] that
the S&P risk factors are too high to be reasonable and fair to all PPAs.”

“We believe the regulatory climate (a significant factor in S&P's qualitative 30
percent factor methodology) is improving in California. We also do not want to
create an unfair burden on or a disadvantage for independent power sources
over utility-owned, especially in the case of renewable resources.”

“Weighing all of these factors, we will require the utilities to employ a method-
ology of using one-third of S&P's 30 percent risk factor, which results in a 10 per-
cent risk factor being applied to all PPAs.”

The ALJ also opined that this methodology should be used by the utilities and/or
the independent evaluator when evaluating bids in an all-source Request for
Offers. However, the ALJ also acknowledged that this approach could be

refined as more experience is gained, not only from administering bids, but

also from the results of dealing with the debt equivalency issue in the cost-of-
capital proceedings.

“Then in the IOUs' cost of capital proceedings, the IOUs will still need to demon-
strate that DE has a material impact on their credit rating, and therefore borrowing
costs, on a case-by-case basis. As we gain more experience with DE evaluation in the
cost of capital proceedings, we may adjust the DE methodology to be used for bid
evaluation in procurement going forward to future solicitations.”
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This opinion came after having heard various positions:

= All three California utilities rejected the idea of resource-specific debt equivalen-
cy risk factors — they argued that all resources should have the same debt equiv-
alency risk factor.

+ SDG&E had the proposal that received the most interest from the ALJ. It suggest-
ed establishing a mechanism using the S&P debt equivalency methodology, but
only using 65 percent of S&P's 30 percent risk factor, and applying it equally to
all resources.®

+ Union of Concerned Scientists (UCS), for example, argued against using debt
equivalency when evaluating renewable PPAs, and if the CPUC does decide to
adopt debt equivalency, then it should use a lower risk factor for renewable
PPAs. UCS fears that if debt equivalency is used for renewable PPAs, then the
beneficial hedging attributes of renewables will not be properly evaluated, and
the utilities may not reach their RPS targets.

California Cogeneration Council and Cogeneration Association of California do
not want debt equivalency applied to existing QF contracts because of the bene-
ficial properties associated with existing Qualifying Facilities.

» Independent Energy Producers Association, Calpine and Western Power Trading
Forum all argued against considering debt equivalency in procurement since it is
a subjective factor, one that could change over time in an improving regulatory
climate, and one where there is no guarantee that by considering it, the credit
ratings of the utilities will improve.

@

Lastly, while ORA urges that debt equivalency only be considered in the COC pro-
ceeding, TURN supports the use of debt equivalency in procurement — assuming
it is adopted in the COC proceeding. Others just asked that the issue be resolved
one way or the other now so it does not stand in the way of reliability and
resource adequacy.

Although the final Commission decision (December 20, 2004) retains much of the
ALJ proposed decision, it decided to opt for a 20% risk factor.

“Regarding DE [Debt Equivalency] imputation methodology, all three IOUs used the
S&P methodology as the starting point for their proposed DE calculations because it
is the most developed and transparent approach to calculating DE. We agree with

the IOUs and adopt the same methodology for calculating DE, but with some modi-

5in that proceeding, PGEE and SCE said they wanted debt equivalency to be considered in
evaluating long-term contracts, recommending that the S&F methodology be applied to
individual PPA bids. PGEE went Turther by proposing separate solicitations for FPAs and
turnkey/utility-owned bids so thet the FPAs will notl be et & disadvantage, as they might
in an all-source solicitation
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fications. Specifically, we believe that the 30% risk factor is too high to be reason-
able and fair to all PPAs. We find it logical to make some acknowledgment that DE
is a factor in utility creditworthiness, but not to the degree shown in the S&P
methodology. We believe the regulatory climate (a significant factor in S&P’s qualita-
tive 30% factor methodology) is improving in California. We also do not want to cre-
ate an unfair burden on or a disadvantage for independent power sources over utili-
ty-owned, especially in the case of renewable sources.

Therefore, the IOUs will use a modified S&P methodology that employs a 20% risk
factor for all PPAs, rather than S&P’s 30% risk factor. While several parties endorse
resource-specific DE risk factors (i.e. lower for renewables), we reject this approach
because, as SCE ad SDG&E have noted, the rating agencies are indifferent to
resource type when calculating the DE impact of a PPA.”**

Meanwhile, California utilities have started to apply the new debt equivalency
imputation approach. For example, PG&E said that it intended to apply debt equiv-
alency adjustments in its ongoing long-term RFP® |n that RFP, it mentioned that
“PG&E will consider debt equivalence impacts of an Offer.” PG&E adds that “debt
equivalence in this context refers to the debt-like characteristics of contracts not
classified as interest-bearing liabilities under Generally Accepted Accounting
Principles.” Debt equivalence is one factor among a total of eight factors. The
seven others are: market valuation; portfolio fit; credit; viability; transmission
impact; environmental characteristics; and participant qualifications.

The debt equivalency issue will be critical in California where the wholesale market
there is returning to normalcy, where utilities are trying to improve their credit rat-
ings and where they depend on significant amounts of purchases (because of
California’s long-term dependency on external resources and the CPUC’s policy of
encouraging the utilities to enter into long-term PPAs).

COLORADO

The debt equivalency issue was discussed at some length in the regulatory proceed-
ings associated with Public Service Company of Colorado’s (PSCo) 2003 RFP process,
which ended up with a settlement and PSC decision that will allow PSCo’s to build
Comanche 3, a 750-MW, coal-fueled power plant.

This case is particularly relevant because PSCo argued for a special “regulatory
plan” (or treatment) to be in place to be able to secure its long-term needs. That
plan included three key elements:®

52pecember 20, 2004 California Public Utilities Commission, Decision 0d-12-048, pages 144-145.
S3z008 Long-Term Power Purchase - Request for Offers — PG&E; Issued March 18, 2005 at
httpwww. pge.com/docypdistuppliers purchesing/wholesale_electric_supplier_solicitation/PGE_
LT _RFO_PP_3-18-05 pdf.
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» An electric rate rider to recover the financing costs of Comanche 3 during its con-
struction period plus the inclusion of the CWIP (cost of work in progress) in rate
base without an AFDUC offset when PSCo resets its electric base rates in the
2006 rate case;

@

Acknowledgment by the commission of the reasonableness of PSCo’s plan to
increase the level of equity in its regulatory capital structure to approximately
56 percent (60 percent if Comanche is not built) to offset the debt-equivalence
impact of PPAs;

» Recognition of the imputed debt costs in PSCO’s screening evaluation process of
the bids submitted in its RFPs.

This three-point plan highlights why the debt equivalency debate is so important:

+ First, the PSCo plan will influence the acquisition of a large amount of new
capacity — as much as 3,600 MW of long-term resources to be secured over the
next ten years.

» Second, PSCo was asking for a pre-approved assurance that the Commission is
willing to put cost recovery mechanisms into place to offset the adverse effect
that construction on Comanche 3 will have on PSCo’s cash flow.

» Third, PSCo wanted to have the Commission act expeditiously and provide regu-
latory relief on its Comanche 3 proposal rather than wait for the next rate case.
The utility’s sense of urgency stemmed from its desire to protect its investment
grade corporate credit rating (it was just at the minimum level of BBB) and to
possibly move it its unsecured debt rating from BBB- to BBB+. PSCo argued that
it “had no cushion between its current unsecured debt credit rating and a rating
that would be below investment grade.”*

» Fourth, PSCo asked for maximum asymmetry: it did not submit the Comanche 3
proposal to the competitive solicitation process (and in fact asked for favorable
treatment) while it asked for debt-equivalence adjustments for PPAs to be evalu-
ated in competitive solicitations.

» Fifth, debt equivalency adjustments, as proposed by PSCo, impacted the capital
intensive PPA projects, such as coal-fired projects, the very type of capacity that
the utility was interested in. At the same time, PSCo argued that no coal project

5448 mentioned by Bernjamin G.S. Folke I, vice president and chief financial officer of Xcel
Energy Services before the Public Utilities Commission of the State of Colorado, Dockets Od4-
214E, 04A-215E and 04A-216E.

5845 mentioned by Benjamin 6.5 Folke I, Viee President and Chief Financisl Officer of Xeel
Energy Services before the Public Utilities Commission of the Stete of Colorado, Dockets Od4-
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could be secured competitively, in spite of testimonies by developers (e.g. LS
Power Associates)® that they were able and willing to propose coal-fired proj-
ects on competitive terms with the Comanche 3 proposal.

Two witnesses in the proceeding testified that “imputing a debt equivalence cost
in resource bid evaluations amounted to a “penalty” that could ultimately under-
mine the selection of least-cost resources. One of them (James A. Ross, on behalf of
the Colorado Independent Energy Association) emphasized the point even further:

“The high capital-intensive, low energy cost long-term projects would receive the
highest penalty under [PSCo]’s proposal. In other words, the very coal-fired resources
that [PSCo] has touted as being the most desirable, both from an economic and fuel
diversity standpoint, would be the projects that [PSCo]’s proposed penalty would
tend to eliminate from the category of winning bidders. Clearly, this is not the result
that this Commission should enable if the Commission agrees that PSCo needs base-
load coal resources on its system.”

That witness compared two 30-year 500-MW PPAs, one with high capacity payment
(but low energy payment versus one with low capacity payments (but high energy
costs). Prior to the debt-equivalence adjustment, the first project has a NPV that is
7.7% lower than the second project; after DE adjustment, the second project has
an NPV that is 2.7% than the first project. The DE adjustment results in a swing of
10% in comparative NPV value.

An interesting issue brought up in the proceeding® was the arbitrariness of using
a fixed risk factor for a long-term PPA when, in fact:

» One can only speculate about the risk factor that the rating agencies may assign
once the PPA (or the plant) is in place.

» The risk factor will be dynamic in nature, after the PPA has come into effect.
Rating agencies may change the value of the risk factor as a function of many
factors such as the economy as a whole, the then-prevailing regulatory regime
and the future financial situations of both buyers and sellers, all of which will
change over time.

FLORIDA
The debt equivalency issues arose in the context of the most recent 400-MW RFP
that Progress Energy of Florida (PEF) issued in October 2003 and reviewed by the

5557"&%:&2‘:‘/’2?0/’;3/ by Lawrence J. Willick before the Public Utilities Commission of the State of
Colorado,

5T pvirect testimony of Steven 8. Schleimer of Calpine Corporation af the procesding.
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Florida PSC as part of Docket 040817. The final decision was reached on November
23, 2004% and the utility chose Hines 4 as the preferred option. In the following
we review the proceeding which includes a rather detailed discussion of the debt
equivalency impact on the company’s final choice.

PEF issued the RFP on October 7, 2003 to seek proposals that could compete with
the Company's self-build alternative, Hines Unit 4, to be in service by December 1,
2007. PEF was “looking for the proposals to come from experienced, financially-
sound developers that would be able to secure the necessary approvals and per-
mits, and that had planned for an adequate fuel supply”.

PEF’s RFP used by PEF for Hines 4 had a number of differences with the previous
RFP (which had resulted in the company’s choice of Hines 3). First, PEF started the
process by circulating a draft of the RFP and holding a meeting to discuss the RFP;
it factored in some of the comments received in the final RFP. Second, PEF provided
more flexibility to bidders by offering several new bidding stipulations®. Third, it
described its evaluation process in even more detail but, at the same time, also
added a new “equity adjustment” requirement

“[W]e added a discussion about the calculation of the equity adjustment in the
Hines 4 RFP because imputed debt is a cost of purchased power and, therefore, we
must calculate it, when necessary. In the Hines 3 RFP, we did not apply an equity
adjustment in our evaluation because Hines 3 was significantly more cost effective
than any other proposal without the adjustment. In this RFP evaluation ... we did
apply the equity adjustment because we said we would in the RFP, even though
Hines 4 can be shown to be more cost effective without it.”

PEF received seven proposals (Proposal A, Proposal B, Proposals C1, C2, and C3, and
Proposals D1 and D2) from four bidders. Four of the seven proposals were New
Unit Proposals and two were Existing Unit Proposals. One proposal was best
described as a combination Existing/New Unit proposal. The New Unit Proposals
involved building new combined cycle units. Two of these proposals involved sell-
ing only a portion of the output to PFE. The proposals varied in length from five to
25 years, and all but one would be fueled primarily with natural gas. The start date
for all the proposals was December 1, 2007 with the exception of one proposal,
which could start as early as December 1, 2006.

58nscision PSCO4-1168-FOF-EL

5870 cpen up the RFEF to more participants, FEF eliminated the minimum 100 MW capacity
reguirement of a proposal which was in the Hineg 3 RFF i allowed proposals fo have g start
date as early as December 1, 20006, a year before the projected Hines 4 in-service date; it also
allowed bidders to increase the capacity of their proposal after the first vear, it shortened
the minimum term of the proposal from five years by one year for proposals that did not
require a need determination hegring. Finally, it allowed bidders to proposse & fuel tolling
arrangement whereby PEF would be responsible for scquiring fuel for the project.
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PEF evaluated all proposals by following a seven-step process:
1) Screening of the proposals for Threshold Requirements.

2) Segregation of bids into categories distinguished by the type of bid and term (to
ensure a consistent and fair evaluation by categorizing “like type” proposals and
allowing PEF to identify the best proposals in each category).

3) Economic Evaluation of the proposals based on the fixed, variable, and start pay-
ments and PEF’s optimization analyses. Proposals that were significantly higher in
cost compared to other proposals could be eliminated from further evaluation.

4) Technical Evaluation. In this step, proposals that passed the economic screening
were evaluated on a technical basis to assess their feasibility and viability against
a set of Minimum Evaluation Requirements (which were different from the
Threshold Requirements) and included non-price attributes as described in the
RFP (PEF described its preferences with regard to these attributes).

5) Selection of Short List based on the Economic and Technical Evaluations.

6) Detailed Evaluation. Short-list proposals were compared to PEF’s self-build alter-
native, Hines Unit 4. Proposals were subjected to a more detailed assessment,
and transmission cost impacts would be incorporated into the analysis. Scenario
and sensitivity analyses would also be conducted, if deemed appropriate based
on the proposals submitted.

7) Selection of Final List to identify bidders with which PEF would begin contract
negotiation.

One proposal from a bidder did not pass PEF’s Threshold Screening. The remaining
four proposals and two variations from the four bidders were narrowed down to
one proposal from each bidder and were compared to Hines Unit 4. PEF evaluated
both price and non-price attributes of the alternatives. The final evaluation of the
non-price attributes showed Hines Unit 4 to be one of the top two ranked alterna-
tives in most of the categories.

In step 6, the detailed economic analysis, PEF factored in the cost of imputed debt
in order:

“[...] to assure that the total costs of proposals include the marginal impact of the
fixed future commitment on PEF's capital structure. This additional cost is the direct
result of incurring fixed future payment obligations. Rating agencies make these
adjustments to a utility’s balance sheet to reflect the existence of debt-like commit-
ments. Also, Rule 25-22.08 I(7) F.A.C. requires a utility to include a discussion of the
potential for increases or decreases in its cost of capital should a purchase power
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agreement with a nonutility generator be made. The cost of imputed debt quanti-
fies that potential.” ®

On that basis, PEF’s witness stated that “In terms of cumulative present value of
revenue requirements (CPVRR), Hines 4 was found to be approximately $55 million
less expensive than the least cost alternative (Proposal D2). Hines 4 was found to
be more than $95 million less expensive than the least cost New Unit Proposal
(Proposal C2). ... Hines 4 isclearly the most cost-effective alternative for supplying
generation to meet the needs of the Progress Energy Florida customer.”

The same witness attributed Hines 4 cost-effectiveness to three factors:®

+ Lower generation costs ($35 million less expensive than the Base Case’s genera-
tion costs and $53 million less than any other alternative) ... due largely to its
lower O&M costs (less manpower) and because of the common site facilities at
the Hines Energy Complex.

» Second, PEF has a better credit rating that the other bidders, giving Hines 4 a
financial advantage.

» Third, “Hines 4 also has an advantage over the other proposals because of the
additional equity costs associated with purchased power agreements. The costs
associated with imputed debt are small for three out of the four proposals. The
additional equity costs for Proposal C2 are larger than the other proposals
because the term of the proposal was longer than the other proposals and the
capacity of the project was greater than that of the other proposals.”®

During the hearing, another witness® for PFE discussed in detail the rationale for
PFE’s equity adjustment:

“Since long-term PPAs can have the same effect as issuing debt and equity to build a
power plant, analyzing the all-in costs of a PPA should include the full impact on the
capital structure of PEF. Therefore, including an adjustment to costs for the addition-
al equity that would be required to ensure we meet our target capital structure is

Opaniel J. Roeder, Froject Leader in the Resource Systern Planning Section of the System
Planning and Operations Department for Progress Energy Carolinas (also Involved in the
resource planning of PEF)Y. Hearing of Nov, 3, 2004 in Docket 040817-E]

ated Energy was not able to find any document providing detalls on the results of the economic

analysis Hself. One document (11126-04. pd¥, which seemed to be refevant to that point) hes
been redacted.

2paniel J. Roeder, Project Leader in the Resource System Flanning Section of the System
Flanning and Operations Department for Progress Energy Carolines (alsy irnvolved in the
resource planning of PEF). Hearing of Nov. 3, 2004 in Docket 040817-El. 59

m{}reg Beuris, Director of Financigl Operations for Progress Energy. Hearing of November 3,
2004 in Docket 040817-El
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appropriate in the evaluation of the proposals in the RFP analysis. The adjustment
PEF has made is consistent with S&P’s methodology for imputing debt associated
with PPAs.”

The witness justified its company’s decision to follow the S&P methodology because
it is the one that makes the biggest adjustment (using a 30% risk factor) and thus
could yield the lowest rating.

“...the capital markets generally price debt securities based on the lowest

rating when there is a difference among rating agencies on the rating assighed.
Therefore, in order to achieve the benefits of PEF's long-term target debt rating of
single A, the lowest rating must be single A. This market convention forces us to
recoghize S&P's methodology as it pertains to the treatment of long-term PPAs.”

When asked how S&P’s treatment of PPAs affect PFE’s financial policy,
PFE’s witness answered:

“{PFE’s} financial policy must take S&P’s adjustments into consideration if we are to
achieve our target debt rating for PEF. This means that when developing target capi-
tal structure ratios, we must consider the impact of off-balance sheet items, in par-
ticular long-term power supply agreements due to their materiality and the impact
it has on PEF’s leverage.

S&P clearly adjusts PEF’s credit ratios and Progress Energy’s consolidated credit ratios,
since PEF is a wholly-owned subsidiary of Florida Progress, which is wholly-owned by
Progress Energy. If we were to ighore long-term purchase power contracts, as well as
other off-balance sheet obligations, we would be setting target leverage ratios
which would be inconsistent with S&P’s view of our leverage.

How should your financial policy affect the evaluation of long-term PPAs?

We manage Progress Energy’s and PEF’s capital structure to achieve a certain long-
term credit rating. The amounts of leverage associated with a particular credit rating
and how it is calculated are established by the rating agencies, and | must recognize
their methodology if we are to achieve our goals.

In particular, for PEF, long-term PPAs are material off-balance sheet obligations
and have a significant impact on our leverage ratios. Under S&P's methodology,
every additional PPA would increase the amount of imputed debt and, all else
being equal, require additional equity to offset the effect of the incremental
imputed debt.”®

M{Emg Beuris, Director of Finencigl Operations for Progress Energy. Hearing of November 3,
2004 in Docket 040817-El
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The PFE case clearly shows how the debt equivalency issue (and credit rating
issues) is now being applied and can significantly influence the results of the
detailed economic evaluation of the short-list bids. They were two of the three
reasons mentioned in the final analysis for the cost effectiveness of the self-build
Hines-4 option.

LOUISIANA

The debt equivalency issue has been raised as one evaluative criterion in Cleco
Power’s (CP) 2004 RFP process, although there is still uncertainty as to how the
Louisiana Public Service Commission (LPSC) will act and how this criterion will be
applied.® CP described its proposed bid, economic evaluation approach as follows:

“The Economic Analysis Team will use output data from the production cost evalua-
tion, combined with fixed costs for each bid, along with any other applicable costs,
to determine a total system benefit or burden for each bid. [CP] proposes that fixed
costs for power purchase agreements (PPAs) will include imputed common equity
required to maintain [CP]'s current debt-equity ratio using Standard and Poor’s (S&P)
published guidelines as a basis of the imputation. [CP] will assume that it will add
equity to the capital structure in an amount necessary to offset the imputed debt
associated with a PPA. That net equity cost will be included as an additional cost to
all PPA bids.”

As part of planning the RFP process, CP had posted on its website a numerical
example of how it expected the debt equivalency calculation to be performed.
However, CP acknowledged in the final version of its RFP® | and on its website a
few days later, that the exact methodology to follow was still to be determined:

“[CP], LPSC Staff and the [Independent Monitor] IM® have reviewed [CP]’s debt
imputation proposal [to include PPA-induced incremental costs of new equity in the
evaluation of PPA bids. These costs result from Standard & Poor's credit review poli-
cyin which a portion of a PPA's fixed charges are imputed as debt to the utility pur-
chaser for credit review purposes. Cleco Power's position is that such incremental
costs to PPAs will be included in the evaluation of PPA bids]. The LPSC Staff and the
IM are not at this time in full agreement with [CP] on this issue or how the factor
can be accurately measured. Therefore, [CP] will rank PPA bids both with and with-
out the debt imputation costs, and will consult with LPSC Staff and the IM about the
relative soundness of the two approaches. The final decision regarding resource
selections will remain with [CP] in consultation with Staff and the M, per the
Commission‘s Market Based Mechanism Order in Docket No. R-26172, Subdocket A.

S5t ECO POWER LLC 2004 RFP FOR GENERATING CAPACITY RESOURCES, Comments of the
Loulsiana Public Service Commission Staff, August 30, 2004,

86¢ps website notice dated October 1, 2004. 61

67!‘?@@5;!:“{9& because there is likely to be an affiliate bid involved.
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Any remaining book value of asset purchases and self-build proposals at the end of
the evaluation period (2035) will be added as the unit's salvage value and included
in the NPV calculation.”

This caveat followed the LPSC staff's findings of August 2004 that it did not
understand the numerical example CP had released, and even believed then

that the example that was provided “may have been flawed.” For example, it was
pointed out that the cost calculation should be based on the difference between
the cost of debt and cost of equity, not the cost of equity by itself. The LPSC
agreed, however, with CP’s RFP that “debt equivalence should be taken into
account in some reasonable manner since potentially this is a very real financial
cost to CP and its customers.”

The LPSC staff indicated that it intended to work with CP and the independent
monitor to develop a fair and practical procedure and it emphasized that “any
agreed upon procedure will be made publicly available.” In a published Q&A
fact sheet, CP indicated that it “intends to use the methodology used by S&P
to calculate the debt equivalence. Based on comments received from the

LPSC, Cleco Power plans to work closely with the LPSC and IM to redevelop

a numeric example to which the LPSC, IM, and Cleco Power can agree conveys
the proper methodology.”®

On October 10, 2004, CP posted another change on its website, making public the
fact that “in accordance with recent FERC guidelines requiring companies to pro-
vide information on discount rates, [CP]’'s assumed discount rate for RFP net pres-
ent value and modeling purposes will be 8.38 percent. However, the company's
debt imputation example uses a discount rate of 10 percent, as this rate has
appeared in related articles issued by Standard and Poors. [CP] has reviewed its dis-
count rate with the LPSC Staff and the [IM] and has agreed that the company will
use the same capital structure as used in its self-build modeling. The debt imputa-
tion examples have been reposted to reflect the use of a new 8.38 percent
discount factor.

Finally, on October 20 2004, CP posted a spreadsheet example® that shows how to
calculate debt imputation percentages for 5-, 15- and 30-year PPAs. The selected
example assumed a 40 percent risk factor and displayed calculated imputation per-
centages as high, in the first year of the contract, as 15.97 percent and 23.33 per-
cent for the 15- and 30-year PPAs, respectively.

On April 26, 2005, CP announced on its website that it was in the process of
preparing bidder letters to inform short-listed bidders of the status of their bids in
the Long-Term RFP.

580p cp's website: kttpfweww . cleco . com/uploads/LPSCQandA.pdf
590 oF's wabsite: hitpwww. cleco com/uploadsySandP examplest02004
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OREGON

In Oregon, Portland General Electric issued an RFP in 2003 mentioning that “it
would add the costs associated with the fixed obligations for purchased power into
its bid price analysis as debt equivalents”.™ That position was subsequently chal-
lenged by the Oregon Public Utility Commission when it ruled:™

“The leverage adjustment described [in] the RFP will not take place. Instead, a lever-
age adjustment will be considered during the post-bid process.”

As one regulatory expert said, “while it did not [authorize] the use of a debt
equivalence or leverage adjustment during the bid process, the [Oregon]
Commission recognized that some consideration for use of such an adjustment
may be warranted.” ™

UTAH

The issue arose recently in a hearing reviewing the results of the 2003 RFP spon-
sored by PacifiCorp. The utility’s decision considered three major types of factors in
selecting the winning bidder: the bidder’s ability to meet the in-service date dead-
line; the economics of the bid relative to the next best alternative; and the risk fac-
tors of the bid, including inferred debt.”™

As described in that proceeding, the final choice was between a turnkey project (to
be owned and operated by PacifiCorp after construction) and a tolling service
agreement, both for a 35-year term. The utility imputed a cost to the toll agree-
ment by essentially treating it as a capital lease arrangement, following the advice
of its external auditors.

The utility recognized the net present value of the minimum fixed payments under
the agreement (net of executory costs such as taxes, insurance and the like) as

“direct debt.” The utility also noted that the rating agencies were likely to impute
an inferred debt to the tolling arrangement. As a result, PacifiCorp decided to eval

70ag reported in the direct testimony of Wayne Oliver on behalf of the Utah Division of
Fublic Utilitles in Docket No, 04-085-30 before the Public Service Commission of Utah,
September 27, 2004

Tlin Urt 1080, Order No. 03-387, as reported by Wayne Oliver testifying before the Public
Service Commission of Utah, Beptember 27, 2004.

?‘?W&vyr;@ Cliver, Merrimack Energy Group, ex-principal with Reed Consulting Group
ard Navigant.

mfl%‘xp[ic:f’ify stated as such, along with another risk factor (OO Hability), which was also
Highlighted in the same way.
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uate the tolling bid by “develop[ing] a methodology that calculates the cost of
rebalancing its capital structure to account for the inclusion of this “direct or
inferred debt.”™

However, it was not clear whether that methodology had been approved by the
utility’s accountants or the credit rating agencies. In fact, it was reported that the
independent consultant hired by the utility to help guide the RFP process,
Navigant, raised some concern about the methodology used:®

“It is important to note that PacifiCorp made the judgment that issuing equity suffi-
cient to offset the debt associated with the NPV of the capacity payments [for the
tolling bid] would be excessive. Instead, PacifiCorp assumed that an amount of equi-
ty would be issued to offset the total capital cost of the project net of the equity
associated with the {Summit Power} purchase only. This subjective decision greatly
benefited the economics of the [other bid].”

Navigant also recommended that, in the future, “if [inferred debt] is going to be a
part of the economic valuation prepared by PacifiCorp, bidders should be made
aware of how this calculation is made and what it means to the competitiveness of
their offer.””

The witness for the Utah Division of Public Utilities also concluded that it was [his]
“view that the appropriate methodology for incorporating debt impacts in assess-
ing resource option needs further consideration.” That same witness calculated the
impact of imputing a debt equivalent and found it significant enough to render
the economics of the tolling bid favorable relative to the turnkey bid alternative.

WASHINGTON

Puget Sound Energy (PSE) explicitly dealt with the issue of imputed debt in its lat-
est RFP by saying that it will consider the cost of imputed debt when comparing
power purchase options:

“The financial evaluation of Power Purchase Agreements will include a cost for
imputed debt. The Standard and Poor’s debt rating agency considers long-term take-
or-pay and take-and-pay contracts equivalent to long-term debt; hence, there isa
cost associated with issuing equity to rebalance the company’s debt/equity ratio. The

74 s reported in the direct testimony of Wayne Oliver on behalf of the Utah Division of
Public Utilities in Docket No. 04-035-30 before the Public Service Commission of Utah,

September 27, 2004,

mﬁag@ 22 of the MNavigant's document, as guoted by Wayne Oliver in his testimony, however,
we have not seen the Navigan! document.

mf%gﬁ 30 of the Mavigent document.
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imputed debt cost has been a factor of financial consideration by the debt rating
agencies for at least 10 years. Imputed debt for potential PPAs s calculated using a
similar methodology to that applied by Standard and Poor’s. The calculation begins
with the determination of the fixed obligations that are equal to the actual contract
demand payments, or 50 percent of the expected total contract payments. This year-
ly fixed obligation is then multiplied by a risk factor. PSE’s current contracts have risk
factors between 15 percent and 40 percent. The 40 percent risk factor applies to
contracts where PSE is obligated to pay even if the power is not available for deliv-
ery. The 15 percent risk factor applies to other utility and non-utility PPAs where PSE
must take and pay for the energy that is offered and available. Imputed debt is the
sum of the present value, using a 10 percent discount rate, of this risk adjusted fixed
obligation. The cost of imputed debt is the equity return on the amount of equity
that is required to offset the level of imputed debt to maintain the Company's capi-
tal ratios.” "

In parallel, the Washington Utilities and Transportation Commission is investigating
adjustments to PSE’s equity.

??F’ugm Saund Energy, AlbSource RFF Pre-Proposal Conference, Febiruary 11, 2004, Meeting
Notes See hitpdwww. pse.com/labout/pdlis/ifp-albsource _prebid-meeting notespdf.
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