
Strong levels of government ownership in Asia Pacific (ex­
Japan) provide rating uplift

Strong levels of government ownership dominate Asia Pacific (ex-Japan) power utilities and remain one of 
their key rating drivers. The current majority state ownership levels are expected to remain largely unchanged 
for the near to medium term, thereby providing rating uplift to a majority of the government-owned Asia Pacific 
(ex-Japan) utilities under the Joint Default Analysis methodology.

Appendix H: Treatment of Power Purchase Agreements 

("PPA's")
Although many utilities own and operate power stations, some have entered into PPAs to source electricity 
from third parties to satisfy retail demand. The motivation for these PPAs may be one or more of the following: 
to outsource operating risks to parties more skilled in power station operation, to provide certainty of supply, to 
reduce balance sheet debt, or to fix the cost of power. While Moody’s regards these risk reduction measures 
positively, some aspects of PPAs may negatively affect the credit of utilities.

Under most PPAs, a utility is obliged to pay a capacity charge to the power station owner (which may be 
another utility or an Independent Power Producer - IPP); this charge typically covers a portion of the IPP’s 
fixed costs in relation to the power available to the utility. These fixed payments usually help to cover debt 
service and are made irrespective of whether the utility requires the IPP to generate and deliver power. When 
the utility requires generation, a further energy charge, to cover the variable costs of the IPP, will also be paid 
by the utility. Some other similar arrangements are characterized as tolling agreements, or long-term supply 
contracts, but most have similar features to PPAs and are thus analyzed by Moody’s as PPAs.4

Factors determining the treatment of PPAs

Because PPAs have a wide variety of financial and regulatory characteristics, each particular circumstance 
may be treated differently by Moody’s. The most conservative treatment would be to treat the PPA as a debt 
obligation of the utility as, by paying the capacity charge, the utility is effectively providing the funds to service 
the debt associated with the power station. At the other end of the continuum, the financial obligations of the 
utility could also be regarded as an ongoing operating cost, with no long-term capital component recognized. 
Factors which determine where on the continuum Moody’s treats a particular PPA are as follows:

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

■ Pass-through capability: Some utilities have the ability to pass through the cost of purchasing power 
under PPAs to their customers. As a result, the utility takes no risk that the cost of power is greater 
than the retail price it will receive. Accordingly Moody’s regards these PPA obligations as operating 
costs with no long-term debt-like attributes. PPAs with no pass-through ability have a greater risk 
profile for utilities. In some markets, the ability to pass through costs of a PPA is enshrined in the 
regulatory framework, and in others can be dictated by market dynamics. As a market becomes more 
competitive, the ability to pass through costs may decrease and, as circumstances change, Moody’s 
treatment of PPA obligations will alter accordingly.

■ Price considerations: The price of power paid by a utility under a PPA can be substantially below the 
current spot price of electricity. This will motivate the utility to purchase power from the IPP even if it

4 When take-or-pay contracts, outsourcing agreements, PPAs and other rights to capacity are accounted for as leases under US GAAP or IFRS, they are 
treated by Moody’s as such for analytical purposes.
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does not require it for its own customers, and to sell excess electricity in the spot market. This can be 
a significant source of cash flow for some utilities. On the other hand, utilities that are compelled to 
pay capacity payments to IPPs when they have no demand for the power or when the spot price is 
lower than the PPA price will suffer a financial burden. Moody’s will particularly focus on PPAs that 
have mark-to-market losses that may have a material impact on the utility’s cash flow.

■ Excess Reserve Capacity: In some jurisdictions there is substantial reserve capacity and thus a 
significant probability that the electricity available to a utility under PPAs will not be required by the 
market. This increases the risk to the utility that capacity payments will need to be made when there 
is no demand for the power. For example, Tenaga, the major Malaysian utility, purchases a large 
proportion of its power requirement from IPPs under PPAs. PPA payment totaled 42.0% of its 
operating costs in FY2008. In a high reserve margin environment existing in Malaysia, capacity 
payment under these PPAs are a significant burden on Tenaga, and some account must be made for 
these payments in its financial metrics.

■ Risk-sharing: Utilities that own power plants bear the associated operational, fuel procurement and 
other risks. These must be balanced against the financial and liquidity risk of contracting for the 
purchase of power under a PPA. Moody’s will examine on a case-by case basis which of these two 
sets of risk poses greatest concern from a ratings standpoint.

■ Default provisions: In most cases, a default under a PPA will not cross-default to the senior facilities of
the utility and thus it is inappropriate to add the debt amount of the PPA to senior debt of the entity. 
The PPA obligations are not senior obligations of the utility as they do not behave in the same way as 
senior debt. Flowever, it may be appropriate in some circumstances to add the PPA obligation to 
Moody’s debt, in the same way as other off-balance sheet items.5

■ Accounting: From a financial reporting standpoint, very few PPA’s have thus far resulted in IPP’s being 
consolidated by the off taker. Similarly, very few PPA’s are treated as lease obligations. Due to 
upcoming accounting rule changes6, however, coupled with many contracts being renegotiated and 
extended over the next several years, we expect to see an increasing number of projects being 
consolidated or PPA’s accounted for as leases on utility financial statements. Many of the factors 
assessed in the accounting decision are the same as in our analysis, i.e. risk and control. Flowever, 
our analysis also considers additional factors that the accountants may not, such as the ability to pass 
through costs. We will consider the rationale behind the accounting decision and compare it to our 
own analysis and may not necessarily come to the same conclusion as the accountants.

Each of these factors will be weighed by Moody’s analysts and a decision will be made as to the importance of 
the PPA to the risk analysis of the utility.

Methods of accounting for PPAs in our analysis

According to the weighting and importance of the PPA to each utility and the level of disclosure, Moody’s may 
analytically assess the total debt obligations for the utility using one of the methods discussed below.

■ Operating Cost: If a utility enters into a PPA for the purpose of providing an assured supply and there 
is reasonable assurance that regulators will allow the costs to be recovered in regulated rates, 
Moody’s may view the PPA as being most akin to an operating cost. In this circumstance, there most 
likely will be no imputed adjustment to the debt obligations of the utility. In the event operating costs 
are consolidated, we will attempt to deconsolidate these costs from a utility’s financial statements.

■ Annual Obligation x 6: In some situations, the PPA obligation may be estimated by multiplying the 
annual payments by a factor of six (in most cases). This method is sometimes used in the 
capitalization of operating leases. This method may be used as an approximation where the analyst 
determines that the obligation is significant but cannot be quantified otherwise due to limited 
information.

5 See “The Analysis of Off-Balance Sheet Exposures - A Global Perspective”, Rating Methodology, July 2004.
6 SFAS 167 “Amendments to FASB Interpretation No. 46(r)” will be effective Q1 2010.
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■ Net Present Value: Where the analyst has sufficient information, Moody’s may add the NPV of the 
stream of PPA payments to the debt obligations of the utility. The discount rate used will be the cost 
of capital of the utility.

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

■ Mark-to-Market: In situations in which Moody’s believes that the PPA prices exceed the spot price and 
thus a liability is arising for the utility, Moody’s may use a net mark-to-market method, in which the 
NPV of the net cost to the utility will be added to its total debt obligations.

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

In some circumstances, Moody’s will adopt more than one method to estimate the potential obligations 
imposed by the PPA. This approach recognizes the subjective nature of analyzing agreements that can 
extend over a long period of time and can have a different credit impact when regulatory or market conditions 
change. In all methods the Moody’s analyst will account for the revenue from the sale of power bought from 
the IPP. We will focus on the term to maturity of the PPA obligation, the ability to pass through costs and 
curtail payments, and the materiality of the PPA obligation to the overall cash flows of the utility in assessing 
the effect of the PPA on the credit of the utility.

Moody's Related Research

Industry Outlooks:
■ U.S. Regulated Electric Utilities, Six-Month Update, July 2009 (118776)

■ U.S. Investor-Owned Electric Utility Sector, January 2009 (113690)

■ EMEA Electric and Gas Utilities, November 2008 (112344)

■ North American Natural Gas Transmission & Distribution, March 2009 (115150)

Rating Methodologies:
■ Unregulated Utilities and Power Companies, August 2009 (118508)

■ Regulated Electric and Gas Networks, August 2009 (118786)

Special Comments:
■ Credit Roadmap for Energy Utilities and Power Companies in the Americas, March 2009 (115514)

To access any of these reports, click on the entry above. Note that these references are current as of the date of publication 
of this report and that more recent reports may be available. All research may not be available to all clients.
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