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EXECUTIVE SUMMARY

The purpose of this white paper is to explore the issue of debt imputation. It is written for EEI
members and regulatory staff, to understand the issue, and review options for addressing it in the rate

making process.

Section I, Introduction, defines “imputed debt” as a measure of the financial risk shifted to a utility
when it enters into a purchase power agreement (“PPA”). Use of PPAs can undermine the utility’s

credit worthiness, if no financial adjustment is made to its capital structure.

Section I, Wholesale Market Developments Increase the Importance of Imputed Debt, explains that the
use of PPAs was spurred by PURPA and the Energy Policy Act of 1992. With a few exceptions, the
original concept of a fully competitive wholesale market (i.e., in which all generation is owned by
independent power producers - IPP), has given way to a hybrid wholesale market in which generation is

owned both by regulated utilities and IPPs.

Section III, How is Imputed Debt Calculated?, reviews Standard & Poor’s (S&P) updated methodology
for calculating the debt equivalence of PPAs and imputing it onto a utility’s balance sheet and income
statement for the purpose of assessing credit worthiness. The debt equivalence value is calculated as the
present value of the fixed (capacity) portion of annual payment, discounted at the utility’s average cost
of debt, and multiplied by a risk factor. The risk factor is intended to reflect the probability that PPA
costs will be fully recovered in rates and varies depending on state-specific legislative and/or regulatory
policy. Greater certainty of recovery is reflected in a lower risk factor which results in a smaller amount
of equivalent debt per contract. Imputed interest expense, calculated as the equivalent debt times the
embedded debt cost, is added to the utility’s interest expense. An annual amount of depreciation is also
estimated as the difference between the capacity payment and the imputed interest for the year. Imputed
debt, imputed interest expense and imputed depreciation affect the three key ratios S&P uses to assess
credit worthiness (i.e., debt/total capital, funds from operations (“FFO’’)/average total debt, and
FFO/interest expense).

Section IV, Is Debt Equivalence a Real Problem?, demonstrates that imputed debt is a problem whose



potential severity should be of concern to regulatory authorities. Like debt, PPAs increase the utility’s
financial risk by obligating future cash flow. Fixed payment obligations, like interest payments and the
payments for a PPA, reduce financial flexibility and increase the probability that the utility will default
on its obligations. For proof that PPAs transfer risk to utilities, we need only examine the reciprocal
effect that PPAs have on the suppliers (the counterparties to PPAs). According to S&P, PPAs reduce
supplier risk. This can only be true if supplier risk is being transferred to the utility and its customers
via the terms of the PPA. For policy makers, debt equivalence should be of concern because it can
affect credit ratings by either impeding upgrades and/or triggering down grades. Weaker credit ratings,

in turn, can increase borrowing costs and/or restrict borrowing capacity, both of which harm rate payers.

Section V, How Big A Problem is Imputed Debt?, shows that for utilities whose credit ratings are
marginally investment-grade, imputed debt can be a big problem. For such utilities, imputation of PPA-
related debt equivalence could push their credit below investment-grade status. For the seven electric
utilities whose data S&P publishes, average debt to equity was 58% before imputation and 63% after.
Even for utilities with a business risk profile of “Excellent” or “Strong”, a 58% ratio corresponds to an
“aggressive” financial risk indicator and a low BBB to high BBB- credit rating, while a 63% ratio

corresponds to a “highly leveraged” financial risk indicator and a BB to BB- rating.

Section VI, Mitigation of the Impact of Imputed Debt, describes three options for addressing debt

imputation. These are summarized in Table ES-1.



Table ES-1: Options for Addressing Imputed Debt

Method

Considerations

1. INCREASED EQUITY - Increase
equity, decrease debt to restore
pre-PPA capital structure

Mitigates PPA financial risk

Does not completely restore FFO/interest,
FFO/debt ratios

e Expensive to use for each PPA

e Incurs cost to issue new equity
2. INCREASED ROE - Increase e Compensates shareholders for increased risk
allowed ROE so that e Does not fully restore any ratios
pre-PPA- ATWACC = post-PPA e Not sufficient for utilities with low credit
ATWACC ra‘[ings
3. RATIO RESTORATION - Impute e Compensates shareholders for increased risk
new equity sufficient to restore e Mitigates financial risk
selected ratio to pre-PPA level, e Can be applied for each PPA
collect this via an adder to the e Helps utilities with low credit better than

PPA payment

methods # 1 and 2
More expensive than methods # 1 and 2
Requires choice of which ratio to restore

Section VII, Conclusions, suggests five overall conclusions for policy makers, as follows: (1) Long-
term purchase power agreements (PPA) transfer financial risk from the seller to the buyer; (2) Policy
makers should be particularly sensitive to PPA-related risk transfer in situations where the utility’s credit
rating is minimally investment-grade; (3) Regulatory policies which provide assurance of PPA cost
recovery can effectively mitigate the impact of imputed debt on the credit rating of purchasing utilities;
(4) There is no perfect solution to the problem of PPA-related risk transfer and imputed debt; and (5)

In competitive procurement situations, it is important that imputed debt be addressed in a competitively-

neutral way.

Appendix A, Treatment of Imputed Debt in Certain States, surveys recent precedent involving PPAs and

imputed debt. Recent state decisions are summarized in Table ES-2.




Table ES-2: Recent State Precedent

CA Has retreated from an earlier policy that allowed IPP bids | Opinion Adopting Pacific Gas
to be adjusted to account for risk transfer. Now and Electric Company'’s,
considers debt equivalence after-the-fact in the utilities’ | Southern California Edison
costs of capital. Company'’s, and San Diego Gas

& Electric Company’s Long-
Term Procurement Plans,
Decision 07-12-052, December
20, 2007.

DE Allowed Delmarva to assign a cost adder to bid prices Order No. 7081, 11/21/06
based on imputed equity equal to 30% of the NPV of
capacity payments, and a portion of the energy payment
if the Company concludes that energy payments will be
imputed as debt by rating agencies.

FL Allowed FPL to increase its equity thickness to offset Order Approving Stipulation and
PPA-related imputed debt. Also requires utilities to Settlement, Docket No. 990067-
include the cost of incremental equity in comparing PPAs | EI, Order No. PSC-99-0519-AS-
to other resource options. EIl, 3/17/99. See also 70 F.A.C.

Rule 25-22.081, paragraph 7.71
Order No. PSC-99-1713-TRF-
EG, Docket No. 990249-ET,
9/2/99. (7?7)

NV Promulgated rules that allow PPA adders tied to the cost | NRS 704.7821(7) (b), issued
of offsetting equity. To date, no adders have been pursuant to Assembly Bill No. 3,
approved. passed June 2005.

NM Denied a PPA adder tied to the cost of offsetting equity. | Final Order on Exceptions, Case
Apparently, the commission found insufficient evidence | No. 06-00340-UT, 12/18/06
that the utility’s credit rating would fall below
investment-grade as the result of imputation.

WI Allowed WI Public Service Corp. to add new equity to Final Decision, 6690-UR-118,

offset imputed debt from long term PPAs and operating
leases.

1/15/08




I. INTRODUCTION

With the growth and importance of competitive wholesale markets, many regulated electric utilities
enter into long-term purchased power contracts (“PPAs”) to meet the power supply needs of their
customers in a least cost and reliable manner.! Regulated utilities have traditionally passed (or
attempted to pass) all purchased power costs through to ratepayers on a dollar-for-dollar basis without
any compensation accruing to the utility. However, full recovery is contingent on approval by the
utility’s regulatory body, including any regulatory lag.”> The financial community and the rating
agencies recognize that there are different regulatory risks involved in the different state regulatory
approaches to the recovery of purchased power (and fuel) costs.” This means that signing a long-term
PPA increases the financial risk of the purchasing utility commensurate with the size and length of the
fixed-cost obligations in the contract. The amount of financial risk also depends on the likelihood of full
recovery of the costs of the contract, which in turn depends on the supportiveness of the regulatory and

legislative climate.

The financial risk inherent in signing a long-term PPA is measured by the credit rating agencies and is

known as “imputed debt” or “debt equivalence”.* (This paper will use the term “imputed debt” for ease

" The authors are aware of the current controversies about the functioning of the U.S. wholesale power markets but
believe that the issues discussed here will continue to be important in whichever direction state and national
competitive policy moves.

?In this context, regulatory lag refers to the delay between the time costs are incurred and the time those costs are
recovered in rates. If there is a substantial delay in recovery, the utility would not be fully compensated for the cost
of the PPAs unless the PPA balances receive a carrying cost. In other words, the utility would lose the time value of
money.

3 For example, S&P’s, “Fuel and Purchased Power Cost Recovery in the Wake of Volatile Gas and Power Markets —
U.S. Utilities to Watch”, Report, March 22, 2006 and S&P’s, “Request For Comments: Imputing Debt To Purchased
Power Obligations,” November 1, 2006.

* Credit rating agencies have generally treated long-term PPA contracts differently from short-term power contracts. In
the past, credit rating agencies did not believe that short-term contracts (in particular those signed in retail access
states for Provider of Last Resort (“POLR”) service, which are generally three-month to three-year contracts and are



of exposition). One credit rating agency, Standard & Poor’s (S&P), has clearly stated its view for many
years that long-term PPAs impose financial risk on the utility and has developed and publicized a
standard procedure for calculating imputed debt and its impact on the financial ratios used to measure a
utility’s creditworthiness.” If nothing were done, the imputed debt resulting from a large portfolio of
PPAs may lead to a credit rating downgrade. In addition, the imputed debt resulting from a large
portfolio of PPAs could lead to a credit downgrade. In addition, the weakened credit ratings (i.e.,
increased financial risk) would increase the purchaser’s cost of equity and debt capital assessed by

financial markets.

In light of the continuing importance of long-term PPAs, this paper reviews and illustrates the financial
risk of concern to the credit rating agencies. In particular, the paper addresses the issue of whether the
financial risk from long-term PPAs is a real concern, and if so, how big a problem it is likely to be. If
the problem is real and large enough to be of concern, what can regulators do to mitigate its effects?
Below, the paper discusses several alternative ways to mitigate the adverse effects of imputed debt on
the purchasing utility. The goal of any mitigation effort should be to treat shareholders and rate payers
fairly, but mitigation will also benefit ratepayers and shareholders by neutralizing the negative effects

from PPAs, including the weakening of the company’s credit metrics and the increased cost of capital.

The rest of this paper is organized as follows: Section II briefly describes the development of the
wholesale generation market and the coming generation “build out”. Section III describes the credit

rating agencies’ views and illustrates the calculation of imputed debt based upon the method published

rebid periodically to keep prices closer to the spot market), carried the same negative financial impact as a long-term
PPAs. However, S&P recently announced that it is will impute debt from most such “evergreen” contracts going
forward. See, Imputed Debt Calculation for U.S. Utilities” Power Purchase Agreements, S&P RatingsDirect, March
30, 2007. S&P excludes PPAs in which the utility merely acts as a conduit for delivery of power. See Standard &
Poor’s Encyclopedia Of Analytical Adjustments for Corporate Entities, July 9, 2007 p. 24.

> Periodically S&P has revised its procedures for calculating imputed debt. This paper reflects S&P’s current policy.



by S&P and its effect on a utility’s credit ratios. Section IV addresses the issue of whether imputed debt
is a problem that should be of concern to regulators, and Section V illustrates how large the problem
could be given the increase in PPA type contracts. Section VI describes the approaches that a regulatory
agency might adopt to mitigate the effects of imputed debt on the financial ratios of a utility should it
chose to do so, and Section VII provides concluding remarks. Appendix A contains a discussion of the
current treatment of imputed debt in the states of California, Delaware, Florida, Nevada, New Mexico

and Wisconsin. The appendix reports how these states have chosen to deal with the issue at this time.

II. WHOLESALE MARKET DEVELOPMENTS INCREASE THE IMPORTANCE OF
IMPUTED DEBT

Long-term wholesale power purchase contracts have been a source of supply for regulated utilities for
many years, but before the 1980's, most utilities met their obligation to serve through their own
generation resources. Growth in long-term purchased power contracts was spurred by PURPA® policies
in the 1980s and became wide reaching after the Energy Policy Act of 1992 began the process of
providing open access to the FERC-regulated transmission grid. The Energy Policy Act also created the
category of exempt wholesale generator (“EWG”) which is a generator that is permitted to sell electricity
only in the wholesale market.” Long-term contracting for supply from EWGs by regulated utilities
became a standard part of wholesale power markets. In the early 1990s, S&P as well as some financial
analysts recognized that there is a risk transfer from the seller to the buyer inherent in long-term

purchased power contracts resulting from PURPA and the growth of the role of EWGs in the wholesale

% The Public Utility Regulatory Policies Act of 1978
"See U.S. Code, Title 15, Chapter 2C, Section 79z - 5a.



power market.® Over the last twenty years, independent power producers (“IPPs”) have become major
builders of power plants, owners of existing generation resources, and potential low-cost developers of
new resources. Many states now require that a utility proposing to build its own plant demonstrate that
the proposed plant is in the ratepayers’ interest by being lower in expected future revenue requirements

than competitive bids for comparable supply from IPPs.

The original 1990's concept of a fully competitive wholesale power market envisioned that eventually all
electric generation plants (outside the public power sector) would be owned by independent power
producers (some of whom would possibly be affiliated with regulated distribution utilities), selling under
long-term contracts, short-term contracts, or in the spot market.” A corollary of that vision was that all
new electric generation assets would be built with private investment in the form of independent
merchant plants or plants with contracts from retail marketers or large customers. There would be little

or no role for plants built under cost-of-service regulation.

In fact, the history of the development of a competitive wholesale market has not been smooth and
includes the California energy crisis (with eight FERC Settlements and $3-5 billion in refunds) and the
heightened concerns about market power abuse and the need for its mitigation. Moreover, there has not

been the full development of a competitive retail market for all customers in most retail access states

¥ S&P first published its criteria for evaluating long-term PPAs in 1990, updated them in 1993, and most recently in
early 2007. See “ ‘Buy Versus Build’: Debt Aspects of Purchased-Power Agreements,” Utilities & Perspectives, May
12, 2003, p. 2. See also “Imputed Debt Calculation for U.S. Utilities’ Power Purchase Agreements,” S&P
RatingsDirect, March 30, 2007, “Purchased Power - Hidden Cost or Benefits?”, The Electricity Journal, September
1994, pp. 74-83, by A. L. Kolbe, S. Johnson, J.P. Pfeifenberger and D. M. Weinstein, and “A Simplified Procedure
for Costing the Risks of Purchased Power Contracts,” The Electricity Journal, April 1997, pp. 70-75 by William B.
Tye and Marvin A. Hawthorne.

? “Keeping up with retail access? Developments in U.S. Restructuring for Regulated Retail Service,” The Energy
Journal, December 2004, by J. Pfeifenberger, A. Schumacher and J. Wharton. The authors note that states in the U.S.
can be divided into three groups: the retail access states share this vision, the traditional regulation states do not share
this vision, and the transition states which started toward retail competition and stopped (e.g., California) or did
partial retail access for only large customers (Nevada and Oregon). The third group and possibly the second procure
long-term resources for their portfolios using PPAs or both PPAs and utility-owned generation plants.
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during the transition periods. Texas and some other states continue to pursue the original vision of
wholesale competition, generation investment by independent producers, and price rationing of scarce
supplies should a shortage come to pass. However, policy makers in many states have questioned the
efficacy of actual, or potential, shortage premiums in spot prices as effective and reasonable long-range
signals for new generation investment and resource adequacy. The majority of states never adopted

retail access and some of those that did are reviewing the policy in light of recent developments. '

Fitch Ratings (“Fitch”) has come to be skeptical about the amount of new generation that will be built by

IPPs without long-term contracts with regulated utilities. In a 2005 report, Fitch concluded that:'"

. . . states are unlikely to test the fourth alternative of competitive [wholesale] markets,
allowing the competitive market to work and waiting to see the result. . . . Evidently the
public is unwilling to accept the volatility associated with a purely competitive wholesale
market. It would appear that competition is politically acceptable when it lowers prices,
but not when it raises them. [Emphasis added]

A “hybrid wholesale market” model has now emerged where, over the long term, policy makers will
encourage a balance of new generation plants that are owned and operated (and sometimes built) by
regulated utilities and generation plants that are owned and operated by independent power producers
with or without long-term contracts. California is prominent in pursuing the hybrid market structure.'?
Long-term contracts will continue to play a major role in the hybrid wholesale markets, so imputed debt

will continue to be an important issue in assessing utility financial strength."

' See discussion of Delaware in the Appendix for a development in the direction.
" Fitch Ratings, “Stimulating Generation Additions in Deregulated States,” Corporate Finance, Nov. 4, 2005.

2 See CPUC Decision 06-07-029, Opinion on New Generation and Long-Term Contract Proposals and Cost
Allocation, July 20, 2006.

' As is reflected in Appendix A, utilities’ dependence on long-term PPA’s is also increasing because of the impact of
renewable resource portfolio standards.
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III. HOW IS IMPUTED DEBT CALCULATED?

Imputed debt, or debt equivalence, is a term used by credit rating agencies and financial analysts to
describe and quantify the financial risk inherent in the fixed financial obligation resulting from signing
long-term contracts, such as purchased power agreements or operating leases. Under current FASB
standards, these obligations are not reported on the company’s balance sheet although the accompanying
notes do disclose these arrangements.'* However, these contracts have debt-like characteristics because
they commit the utility to pay periodically a fixed amount to an outside party. Because these obligations
have features similar to debt, they are treated as such to some degree by the credit rating agencies. S&P
has developed and publicized a standard procedure for calculating the amount of imputed debt resulting
from signing a long-term PPA contract and for determining its impact on a utility’s creditworthiness.
Other credit rating agencies, such as Moody’s or Fitch Ratings, have been less forthcoming in how they
evaluate the effect of a long-term PPA contract on a utility’s credit rating. Consequently, this paper
relies primarily on S&P’s published materials to illustrate the calculation of imputed debt and its impact

on a utility’s financial ratios."

Another way to view the risk characteristics of imputed debt is to recognize that building and operating
an electric generating plant entails substantial risk. This is true whether the plant is built by a utility or
by an IPP. Frequently, the only way an IPP developer can secure financing to construct a power plant is
by first contracting with a credit-worthy regulated utility. The fixed, contractual PPA payments serve as
the basis for the developer to obtain financing at reasonable rates. If built by a utility, the debt and
equity used to finance construction of the plant would appear on the regulatory books of the utility, but

not if the same financial commitment is made through a PPA. The concept of imputed debt simply

'* Recent financial accounting standards appear to be moving in the direction of greater scrutiny of PPA contracts that
has the potential for some contracts to be classified as capital leases which would require them to be reported on the
utility’s balance sheet.
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recognizes that there is a risk transfer from the developer to the regulated utility inherent in the
commitment to make the PPA payments and attempts to recognize the underlying economics of the
transaction. Without recognition of the increased financial risk from the PPA, signing a PPA would
have the illogical result of seeming to make the risk of investing in electric generating plants disappear.
Moreover, all else equal, electric power plants proposed by IPPs may be incorrectly chosen as least
expensive in a head-to-head competition with a regulated utility if the risk transfer were not
recognized.'® Thus, the calculation of imputed debt recognizes that the mechanism of a PPA does not
eliminate risk, but merely transfers the risk to the utility and its ratepayers. The division of the risk
transfer between the utility and its ratepayers depends upon the regulatory mechanisms in place for
recovery of the costs of the PPA as measured by S&P using its so-called “risk factor” which is described

below.

A. STANDARD & POOR’S IMPUTED DEBT METHODOLOGY

In the electric industry, S&P imputes debt for purchased power contracts, operating leases, and the
unfunded portion of post-retirement obligations. S&P is specific about its calculations. To understand
how imputed debt is assessed, it is helpful to review S&P’s explicit approach as it has been defined in
publications over the years. The calculation of imputed debt for PPAs parallels the treatment of

operating leases, which is discussed first.

' Below, the other two credit rating agencies, Moody’s and Fitch, are briefly discussed in comparison on some points.

'® There is not universal agreement on this point. For example, The Electric Power Supply Association (“EPSA™)
believes that acknowledging the risk of imputed debt risks tilting the competition between IPPs and regulated utilities
in favor of utilities if construction risk and other risks accepted by IPPs are not recognized. See for example,
“Impacts of Credit Requirements, Cost of Capital and Debt Equivalency Issues on Power Supply Acquisition
(Remarks by EPSA President and CEO John E. Shelk at the Western Power Supply Forum - May 9, 2006). The
authors of this paper believe that an accurate judgment in the build-versus-buy decision requires consideration of al/
of the risks including construction risk and imputed debt.
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For operating leases,'” S&P calculates the present value of future minimum lease payments using the
utility’s average embedded interest rate. The resulting amount is added to the utility’s reported long-
term debt for purposes of calculating the utility’s financial ratios.'® In addition, an implicit (or imputed)
interest expense is calculated as the average net present value of the contract payments multiplied times
the utility’s average interest rate. This implicit interest is added to the reported interest expense for the
purpose of calculating ratios. An imputed depreciation amount is also determined as the average of the
year-one minimum lease payment in the current and previous year minus the implicit interest expense. *

This amount is added to the reported depreciation expense.*’

Fitch Ratings also calculates adjusted ratios for operating leases. Fitch uses one of two methods to value
off-balance sheet lease obligations.”’ One method relies on a multiple of the minimum annual lease
obligation (typically 8 times the annual obligation). A second method calculates the present value
(“PV”) of non-cancellable future lease obligations. When enough information is available to calculate
both estimates of the lease obligations, Fitch Ratings takes both into account. Fitch Ratings uses the

adjusted figures in calculating leverage and coverage ratios using the adjusted debt amount and

7 Under current accounting standards, capital leases are recognized on a company’s balance sheet while operating
leases are not. A lease is classified as a capital lease if it satisfies one of four criteria: (1) ownership of the asset is
transferred to the lessee, (2) the lease contains a bargain purchase option - - i.e., the lessee can purchase the asset at
below fair market value, (3) the lease term is equal to 75% or more of the asset’s economic life, or (4) the present
value of the minimum lease payments equals or exceeds 90% of the fair value of the leased property. Leases that do
not meet any of these criteria are operating leases.

'® This amount is also added to assets, to reflect the implicit value the utility has from using the asset, when calculating
ratios that involve assets.

' To ensure that expenses properly reflect the imputed debt amount rather than the reported amount, the average of the
current and previous year’s minimum lease payment minus the implicit interest expense is added to the reported
expenses. This is simply to avoid double-counting of any amount.

** Moody’s Investor Service appears to be using a similar approach. S&P’s and Moody’s use analytical models to
convert leases using present value of minimum lease payments. Moody’s capitalizes full notional value of ‘essential’
or ‘core’ assets, 1* Annual ELA/SEC Meeting, September 8, 2005.

2! Fitch Ratings, Corporate Finance, “Operating Leases: Updated Implications for Lessees,” Credit, December 20,
2006.
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including the total lease expense in the interest expense.”? Fitch states that the adjustment is significant
for about half the entities they follow. This paper focuses on imputed debt arising from PPAs; therefore,

the treatment of operating leases and unfunded pension liabilities is not discussed further.

S&P’s method for calculating imputed debt begins by determining the PV of the fixed payment
(capacity) portion of the PPAs, using the utility’s average embedded cost of debt as the discount rate.
“If capacity payments are not specified, S&P will use a proxy capacity charge, stated in $/kW, to
calculate an implied capacity payment associated with the PPA. The $/kW figure is multiplied times the

number of kilowatts under contract.”*

S&P next determines a so-called “risk-factor” which is a company-specific measure of the likelihood of
full recovery of the costs of the PPA. S&P determines the risk factor based upon characteristics of the
company and its regulatory environment. Risk factors vary between 0 and 100 percent, but they are
typically in the range of 25 to 50 percent. For rate-regulated utilities, the risk factor depends primarily
on the regulatory environment and especially on the mechanism used to recover capacity costs. As a
benchmark, S&P states the risk factor “will generally be 25% for capacity payments that are recovered
924,25

through fuel adjustment clauses and 50% for capacity payments that are recovered in base rates.

Unregulated energy companies that enter into a tolling arrangement are generally assigned a risk factor

*? Fitch Ratings discusses a third method which is primarily applied to entities in bankruptcy or reorganizing. In this
case Fitch Ratings looks at the liquidation value.

3 See “Standard & Poor’s Methodology for Imputing Debt for U.S. Utilities’ Power Purchase Agreements,” S&P
Commentary Report, May 7, 2007, p. 5.

24 «Request for Comments: Imputing Debt to Purchased Power Obligations,” Standard & Poor’s, November 1, 2006.

» Error! Main Document Only.S&P believes that vertically integrated, regulated electric utilities with a fuel
adjustment clause have moderate risk and recently adjusted the risk factor for such utilities downward to 25% (from
30%). In jurisdictions with true-up mechanism but no pure fuel adjustment clause, vertically integrated electric
utilities generally are assigned a risk factor between 25% and 50%. In jurisdictions where recovery of PPA-related
capacity costs is guaranteed by a legislative mechanism, the timeliness of the mechanism affects the risk actor which
may be as low as 0%. See “Request for Comments: Imputing Debt to Purchased Power Obligations,” Standard &
Poor’s, November 1, 2006. Merchant generators are assigned a higher risk factor than vertically integrated regulated

15



of 100%.%° The risk factor multiplied by the PV of the fixed capacity payments equals the amount of
imputed debt that is added to the utility’s reported long-term debt for the purpose of calculating financial

ratios.

Imputed interest expense is calculated by multiplying the calculated amount of imputed debt by an
interest rate. S&P changed its methodology to use the utility’s average embedded cost of debt as the
discount rate instead of a standard 10 percent.”” The imputed interest expense is added to the utility’s
interest expense for the purpose of computing ratios. Finally, S&P determines imputed depreciation as
the risk factor times the capacity payment minus the imputed interest expense. Example 1 below

illustrates the process.

Example 1:
Assume that Utility ABC enters into a 20-year PPA that has annual capacity payments of $39.2 million. Utility

ABC has embedded cost of debt of 6.7%. Finally assume that Utility ABC has been assigned a risk factor of 25%
from S&P.

Using a discount factor of 6.7%, the PV of the 20-annuity would be about $425 million. In the first year, S&P
imputes debt of about $106 million ($425 million x 25%) and an interest expense of approximately $7 million
($106 million x 6.7%). Finally, S&P imputed depreciation would be about $2.7 million ($39.2 x 25% -$7 million
of interest expense) in the first year.

B. FINANCIAL RATIOS CONSIDERED BY S&P

The calculation of imputed debt and imputed interest expense results in an adjusted balance sheet and an
adjusted income statement that are then used to calculate the utility’s financial ratios. Currently, S&P
relies primarily on three ratios plus qualitative factors to evaluate a utility’s credit worthiness or default

risk. The three key ratios® are

utilities, and tolling contracts are assigned a risk factor of 100%. See “Imputed Debt Calculations for U.S. Utilities’
Power Purchase Agreements,” Standard & Poor’s, March 30, 2007.

% See, Standard & Poor’s Encyclopedia of Analytical Adjustments for Corporate Entities, July 9, 2007.

27 See, “Imputed Debt Calculations for U.S. Utilities’ Power Purchase Agreements,” Standard & Poor’s, March 30,
2007.

% A detailed description of each ratio can be found in S&P’s Corporate Ratings Criteria 2007.
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(1) Debt to total capital,

(2) Funds from Operations (FFO) to average total debt,”” and
(3) FFO interest coverage = FFO / (interest expense).

In the past, S&P also considered the Earnings before Interest and Taxes (EBIT) interest coverage ratio,

but this ratio has been de-emphasized.

While other credit rating agencies have been less forthcoming about their methodology, all have
publications that indicate that they take debt equivalence seriously. For example, “Fitch policy dictates
that operating leases be capitalized™’, and Moody’s explicitly includes “operating lease adjustment,”
“under-funded pension liabilities” and “other debt-like items” in their adjusted debt amount.”’ Both
Moody’s and Fitch discuss the impact of PPAs in their publications regarding electric utilities although
both seem to generally be less concerned about the impact of PPAs than is S&P.** In addition, it is
noteworthy that utilities generally have comparable ratings from the different rating agencies, and
utilities frequently furnish the same non-public information regarding their PPAs to all credit rating

agencies.

IV. IS DEBT EQUIVALENCE A REAL PROBLEM?

A key concept in finance is that financial risk increases with leverage (i.e., the use of debt), and as a
company increases its financial leverage, its cost of equity also increases. Therefore, a company’s

financial risk depends on the manner in which the company finances its operations. The more debt the

¥ Average total debt is usually calculated as the average debt over the past 12 months.

3% Fitch Global Power Methodology and Criteria: Debt-like obligations and contracts other than funded debt, April
2004.

*! Moody’s Investor Service, Ratings Methodology: Global Regulated Electric Utilities, March 2005.

32 See, for example, Moody’s Investor Service, Ratings Methodology: Global Regulated Electric Utilities, March 2005,
and Fitch Ratings, U.S. Utility Financial Peer Studies. Investor-Owned and Public Power Utilities, June 2005.
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company has in its capital structure, the greater its financial risk. If a utility builds a power plant, an
asset appears on its balance sheet along with the associated sources of financings, either equity, debt, or
both. If a utility enters into a capital lease, an asset and an offsetting long-term liability appear on its
balance sheet. Similarly, if a utility enters into a long-term operating lease or PPA, it has made a
commitment to make fixed payments as if it had incurred a debt obligation, but no debt appears on its
balance sheet.®> The addition of a PPA (or portfolio of PPAs) and the associated fixed payments create a
debt-like obligation and increases the utility’s financial risk just as would the addition of debt to the
utility’s capital structure. The PPA payments decrease the utility’s financial flexibility and increase the
variability of the return on the utility’s equity. S&P merely recognizes the underlying economics of the

situation by adding a “debt equivalent” amount when it assesses the utility’s financial strength.

Additional evidence of an increase in financial risk by the buyer of PPAs is the reduction of risk for the
seller. Electric generating plants built by IPPs without long-term PPAs are considered to be of high risk
(as discussed by Fitch, reported in Section II above). Signing a long-term contract with a credit-worthy
utility considerably lowers the risk premium the plant’s investors would have to pay to finance the
project. In fact, having a long-term contract in place is often the only way a potential power plant
builder can finance the investment. Fitch recognizes this:**

The traditional method for independent generators was to rely on the strength of a PPA

with a creditworthy off-takers (usually a utility) to help finance the construction cost of a

new power plant. Take or pay contracts or firm capacity payments under the PPA would

allow the developer to raise debt financing for the project, either using single asset project
financing or under a portfolio financing approach. In general, power developers of this

Standard & Poor’s, Fuel And Purchased Power Cost Recovery In The Wake of Volatile Gas And Power Markets - -
U.S. Electric Utilities To Watch, March 22, 2006,

3 The asset from the regulator’s promise to allow the recovery of the PPA costs does not appear on the balance sheet
either, but the PPA payments represent a contractual obligation the utility cannot avoid while recovery of the PPA
costs is uncertain. It is precisely the contrast between the commitment to make the PPA payments and the uncertainty
of full cost recovery that is creating the increased financial risk.

3* Fitch Rating, “Stimulating Generation Additions in Deregulated States,” Corporate Finance, Nov. 4, 2005, p. 2.
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type have lower credit rating than those of the power purchaser. These developers can
raise financing on more favorable terms if they can take advantage of the credit
enhancement that comes from contractual cash flows from credit worthy counterparties.

Clearly, if the PPA seller has less risk, the PPA buyer and its customers have more. Risk has been
transferred to the utility and its customers. The distribution of the transferred risk between the utility
and its customers depends upon the strength of the cost recovery mechanisms in place. The more

uncertain is full recovery of the costs of the PPA, the more risk the utility bears.

Although the use of leverage through fixed-cost capital, operating leases, or PPAs can be advantageous
and reduce costs, it also increases financial risk due to the fixed contractual obligations associated with
the leverage. PPAs, like debt, create a fixed obligation that revenues must support before any earnings
can be made available to common shareholders. The credit rating agencies (S&P, Moody’s and Fitch)
have noted that the commitment to pay for these contract costs increases the financial risk of the utilities
involved. Although the rating agencies’ specific concern is that the risk of default on the utility’s debt
could be adversely affected by the requirement to make payments on the PPAs, the increased financial
risk affects the risk (and required return) of the utility’s equity capital as well. Investors’ recognition of
the presence of imputed debt affects the terms and costs under which the utility can raise debt and equity
capital.”> Therefore, it is essential that regulators also consider the presence of such obligations.
Because S&P (and possibly the other rating agencies) determine the risk factor for a utility based in part
on the regulatory treatment of purchased-power costs in the jurisdiction in which the utility operates,
legislative and regulatory policy directly affect the magnitude of the imputed debt.”® The additional

leverage from PPAs influences the utility’s cost of equity, the terms under which it can raise debt, and

3> One indication that investors consider the presence of off-balance sheet obligations such as imputed debt to be
important is that Generally Accepted Accounting Principles (“GAAP”) currently require companies to disclose
information about upcoming operating lease payments as well as the funding status of pension obligations.

3% Fitch Ratings and Moody’s also consider the likelihood of cost recovery. See, Fitch Ratings, Global Power
Methodology and Criteria: Debt-Like Obligations and Contracts Other Than Funded Debt, April 2004 and Moody’s,
Ratings Methodology: Global Regulated Utilities, March 2005.
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possibly the terms under which it can sign additional PPAs. At the margin, if a utility is deemed not to

be creditworthy, it may not be able to raise debt or sign PPAs under reasonable terms.

In a recent publication, S&P illustrated how the regulatory environment and fuel/purchased power
interact. Rating the regulatory recovery mechanism from “Historically Challenged” through “No or
Weak Fuel Adjustment” to “Rate Freeze” and operating risk from Low to High, S&P indicated that
entities with High Operating Risk in a “Rate Freeze” environment are at high risk for cash flow volatility

and thus credit risk. The study identified six utilities as being at “considerable risk.”’

The higher the level of purchased power and imputed debt, the greater the potential impact on adjusted
utility financial ratios and ratings. The S&P adjustments to existing debt and the resulting calculation of

key ratios can have the following effects on a utility:

a. Consideration of the cost of imputed debt affects integrated resource planning in the buy-
versus-build decisions.

b. For some utilities, it may impede credit rating upgrades or lead to debt rating downgrades
that would, in turn, lead to

1. Restricted borrowing capacity and/or higher costs of capital for utilities and
customers;

2. Restrictive prepayment terms with fuel and purchased power counterparties; and

3. An overall decrease in market value as utility common equity share price and debt
price may be ultimately impacted.

Because all of the above affect the utility’s financing and operating decisions, it is important to
recognize and to mitigate the potential adverse effects of imputed debt. In particular, the risk transfer
from power generators to utilities through long-term PPAs must be acknowledged and taken into

account in regulatory proceedings.

37 Standard & Poor’s Credit Ratings, Fuel and Purchased Power Cost Recovery in the Wake of Volatile Gas and Power
Markets- - U.S. Electric Utilities to Watch, March 22, 2006.
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V. HOW BIG A PROBLEM IS IMPUTED DEBT?

Long-term wholesale power purchase contracts have been a source of supply for regulated utilities for
many years, but before the 1980's most traditionally regulated utilities planned to meet their obligation to
serve through their own generation resources. Growth in long-term purchased power contracts was
spurred by PURPA policies in the 1980s and became wide reaching after the Energy Policy Act of 1992
began the process of opening access to the FERC-regulated transmission grid. Over the last twenty
years, IPPs have become major builders of power plants, owners of existing generation resources, and
potentially low-cost new resources although the progress in this regard has been neither as smooth nor

extensive as originally envisioned.

Regardless, the percentage of the power that utilities procure through PPAs has increased, particularly in
jurisdictions where utilities have divested generation assets or where jurisdictions have levied a
requirement that a specified portion of a utility’s power supply be from “renewable” energy resources.
Currently 24 states and the District of Columbia have adopted renewable energy standards requiring that
a fraction of the state’s electricity be supplied by renewable energy resources.”® California recently
advanced its goal of having 20 percent of its energy supply from renewable resources to 2010 from 2017,
and it also increased the goal for 2020 to 33 percent from renewable energy sources. The vast majority,
if not all, renewable resources are expected to be developed under long-term, fixed-price PPAs. See

Appendix A for a review of recent state precedent on this issue.

3% Edison Electric Institute as of June 7, 2007.
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The graph above clearly shows that the percentage of sales to ultimate customers from PPAs has
increased over time. In addition, S&P recently published tables that show how S&P adjusts a utility’s
financial ratios to account for off-balance sheet liabilities.”> For the seven companies for which S&P
provides data in the report, the average book debt-to-capital ratio was about 58 percent prior to S&P’s
adjustments and about 63 percent after S&P’s adjustments. In other words, the average debt-to-capital
ratio used by S&P to evaluate the companies’ credit rating is five percentage points higher than prior to
S&P’s adjustments. Depending on the business risk profile of the utility in question, this increase in the

debt ratio could result in the utility’s ratios being consistent with a lower credit rating.

39 «S&P Introduces Reconciliation Tables to Show Analytical Adjustments to Global Utilities’ Financial Statements,”
S&P Credit Ratings, Credit FAQ, October 11, 2006. This document was prepared prior to S&P’s adoption of its most
recent practices for determining imputed debt.
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For example, if a utility currently has an “Aggressive” financial risk indicator based upon its financial
ratios, a change from a 58 percent to debt-to-capital to one with 63 percent places the utility in the
“Highly Leveraged” financial risk indicator category for that ratio. Even if the utility had one of the two
highest S&P business risk profiles of “Excellent” or “Strong”, the change from “Aggressive” to “Highly
Leveraged” changes the utility’s likely credit rating from a low BBB to a low BB.* Other combinations
of changes in financial ratios that could result in a change in the financial risk indicator could have
similar effects. Of course, the rating agencies all caution against relying strictly on ratios to estimate the
company’s likely credit rating, but because a credit downgrade (particularly one from BBB to BB)
would materially affect the terms and costs under which the utility could raise capital, it is important for

ratepayers, the company and the regulator to be aware of the issue - imputed debt can be a big problem.

VI. MITIGATION OF THE IMPACT OF IMPUTED DEBT

Imputed debt increases a utility’s financial risk and weakens its financial ratios. If the credit ratios
weaken enough, the utility’s credit rating may be downgraded or may be prevented from being upgraded.
The increased cost of debt from a credit rating downgrade would be clear evidence of the adverse impact

of imputed debt, but if there were no credit down grade, is there any effect from imputed debt?

Yes. Debt holders and equity holders will require a higher return to compensate for the increased risk of
default and increased financial risk.*' Debt ratings are discrete, but the range of ratios for any particular
rating is continuous. As a company’s ratios weaken, the utility’s credit strength approaches the next

lower credit rating. If the ratios are allowed to continue to deteriorate, the credit rating will ultimately be

% See “U.S. Utilities Ratings Analysis Now Portrayed in the S&P Corporate Ratings Matrix”, Standard & Poor’s,
Ratings Direct, November 30, 2007.

*! Even though both the cost of debt and the cost of equity increase, the overall after-tax weighted-average cost of
capital (“ATWACC”) will remain constant unless the increase in financial risk is sufficiently large to move the
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downgraded. Moreover, the utility’s credit ratios are known to the market. As the ratios weaken
(strengthen), debt costs will increase (decrease) commensurately even though the credit rating has not
yet been affected. The same logic applies to the cost of equity as acknowledged by, for example, the
California PUC.** As financial risk increases, investors will require a higher expected rate of return on
the company’s stock. The increased cost of debt and equity from imputed debt cannot be avoided

. . . 43
because the market will require compensation one way or another.

Recognition by the regulator of the increased financial risk resulting from signing long-term or
Evergreen PPAs* leads to the question of “what the regulator can and should do to mitigate the effect of

imputed debt on the utility and rate payers?”’

One task for regulators is to ensure that decisions regarding whether the utility should build a generator
or sign a PPA are not unfairly weighted in favor of a PPA by ignoring the risk transfer to the utility.
Ignoring the increased financial risk inherent in signing a long-term (or an evergreen) PPA would risk

skewing the competition in favor of the PPA.

A. METHODS TO MITIGATE THE NEGATIVE FINANCIAL EFFECTS OF LONG-TERM PPAS

The overall goals of mitigating the negative effects of imputed debt should be to insure that investors,

bondholders and equity holders, are treated fairly, while at the same time ensuring that the utility’s

company into financial distress. Companies in financial distress frequently have a higher cost of capital than would
be possible if the company had an investment grade credit rating.

2 See, for example, California PUC, Decision 04-12-048, Interim Decision, (“CA D.04-12-048”), Rulemaking 01-10-
024, Dec. 14, 2004, p. 83. See Appendix A for further explanations.

* From a theoretical point of view, this statement is not generally controversial, but it is difficult to substantiate
empirically. The problem is that estimating the cost of capital is difficult. All estimation methods are subject to
estimation error so distinguishing the effect of imputed debt on the cost of capital from other factors is hard. A full
explanation of the reasons is beyond the scope of this paper.

* As noted earlier, a series of short-term PPA contracts is termed “evergreen” when it is expected that the contracts will
be replaced with an equivalent contract on a continuous basis as one contract expires.
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customers are not overcharged. Although these goals are not controversial, the implementation of

mechanisms that achieve them requires balancing the needs of investors and customers.

One method by which regulators can reduce the amount of imputed debt that results from a PPA is by
adopting automatic cost recovery options that may influence S&P (and perhaps the other credit rating
agencies) to reduce the risk factor assigned to the utility. For example, if the utility’s risk factor were
reduced from 50 percent to 25 percent, the amount of imputed debt would be reduced by 50 percent (i.e.,
25/50). In other words, the regulator can reduce or perhaps eliminate the financial risk imposed on a
utility from PPAs by adopting measures that decrease the level of uncertainty regarding full recovery of

the costs of the PPA.

The remainder of the discussion focuses on mitigating the effects of imputed debt from having signed a
long-term PPA. Focusing on the increased financial risk or the weakened credit ratios suggests that
there are two broad approaches to mitigation.”> The first is to compensate the utility for the increase in
financial risk, and the second is to restore one or more of the weakened financial ratios to its preexisting

level prior to entering into the PPA.

Compensating for financial risk is the simplest (and generally the least expensive) way is to mitigate the
effect of imputed debt, and this method is usually appropriate for utilities that have an investment grade
credit rating. For non-investment grade utilities (or utilities that may suffer an imminent credit
downgrade without mitigation) additional compensation based upon restoring some of the company’s
credit ratios may be appropriate. Regardless of the method chosen, it is essential that the utility’s credit

rating not be allowed to be adversely affected by signing long-term PPAs, because this would clearly

* The credit rating agencies have taken no position on whether or how mitigation for the increased financial risk from
PPA contracts could be provided. Some states such as Wisconsin, Colorado and Florida have essentially adopted
mitigation in the form of an increase in the allowed regulatory equity ratio.
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increase the cost of the utility’s debt (and its equity). The remainder of this section discusses the two

broad approaches to mitigating the effects of imputed debt.

1. Mitigation Focused on the Increased Financial Risk

This first broad approach is best viewed a being part of a general rate proceeding. If a utility’s credit
rating is currently investment grade and not in danger of becoming non-investment grade, mitigation of
financial risk is sufficient. To understand this approach, keep in mind that the return on equity (or ROE)
investors require is a function of both the business risk and the financial risk of the utility in question.
Imputed debt increases the financial risk of the company and thereby increases the required return on
equity. There are two basic ways to compensate for the increased financial risk: the company can
substitute equity for debt to restore the adjusted balance sheet (the balance sheet including imputed debt)
to its pre-contract ratios of debt and equity, or the allowed ROE for the entire existing equity rate base

can be increased. These two methods are discussed in more detail below.

a) Increase the Amount of Equity in the Rate Base

Signing a long-term PPA is equivalent in some ways to financing a new investment completely with
debt. As a result, the ratio of debt to equity in the company’s “adjusted” balance sheet is increased. For
example, consider a utility’s whose rate base consists of 45 percent equity and 55 percent debt before a
contract was signed, and after signing the contract, whose adjusted balance sheet consists of 41 percent

equity and 59 percent debt. In other words, the imputed debt from the PPA increased the adjusted debt
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ratio by four percentage points.*® An obvious solution is to add enough real equity and reduce real debt

to restore the adjusted capital structure to its pre-contract ratio of debt and equity.

To implement this approach, the utility would first calculate the total amount of imputed debt from its
PPA contracts.”” The utility could then issue an amount of equity and reduce an equivalent amount of
actual debt that restores the adjusted capital structure to the level before any debt was imputed or to a

level that is deemed appropriate for the utility in question.*®

For this approach to work, the regulator must allow an increase in the equity component of the rate base
without simultaneously reducing the allowed ROE. The regulatory capital structure (with no recognition
of imputed debt) now has a higher percentage of equity than it did before signing the PPA. The allowed
rate of return on the adjusted rate base must be sufficient to compensate the utility’s investors for the
financial risk they carry from the “on the books” debt as well as the “off the books” (i.e., imputed) debt.
The mitigation benefit would be eliminated if the allowed rate of return were reduced as soon as
additional equity was issued by the utility. This approach restores the utility’s debt ratio and its Earnings
Before Interest and Taxes (EBIT) interest coverage ratio but will not restore its FFO/interest ratio and
FFO/average debt ratio exactly.”” The following example illustrates this point using S&P’s calculation

for imputed debt, depreciation™ and interest expense.

* In S&P’s publication, S&P Introduces Reconciliation Tables to Show Analytical Adjustments to Global Utilities’
Financial Statements, op. cit., the average “S&P adjusted” capital structure included approximately five percent more
debt than did the non-adjusted capital structure.

*"If the amount of imputed debt were expected to vary substantially over time, it may be more appropriate to estimate
an average or levelized amount of imputed debt, so that the amount of compensating equity would not have to change
each year.

* A variation on this method is to establish a hypothetical capital structure and allow a return on the hypothetical equity
component that compensates for the increased financial risk. This will be discussed in the second broad method.

* In general, the FFO/Interest ratio will be over or under restored depending upon the starting values of the ratio.

** In the examples, average imputed depreciation (equivalent to straight line depreciation) is used. This is a
simplification because in the S&P method imputed depreciation expense varies each year which makes the
calculations more complicated.
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Example 2: Recall Utility ABC had entered into a PPA with an amount of imputed debt of $106 million
under S&P’S methodology. Assume that Utility ABC had a $1,000 million rate base consisting of 45

percent equity ($450 million) and 55 percent debt ($550 million).
Table 1

Regulatory Capital Structure Without Imputed Debt

Debt $550 55%
Equity $450 45%
Total $1,000 100%

Adjusted Regulatory Capital Structure Reflecting Imputed Debt

Debt $656 59%
Equity $450 41%
Total $1,106 100%

As shown in Table 1, the “adjusted” rate base ($1,106 million) consists of $450 million in equity but now $656
million in debt with an equity ratio of 41 percent and a debt ratio of 59 percent. To restore the adjusted rate base
to its pre-contract values would require that the utility issue $47 million in equity and recall $47 million in debt
resulting in an adjusted balance sheet of $608 million debt and $498 million in equity. See Table 2.

Table 2

Restored Capital Structure to Pre-Contract Level (with imputed debt)
Rate ATWACC

Debt $608 55% 6.70% 2.21%
Equity $498 45% 10.50% 4.73%
Total $1,106 100% 6.94%

Restored Capital Structure (without imputed debt)
Rate ATWACC

Debt $502 50% 6.70% 2.02%
Equity $498 50% 10.50% 5.23%
Total $1,000 100% 7.25%

As can be seen in Table 3, the additional equity fully restores the Debt to Total Capital ratio and the

EBIT Interest Coverage ratios, but the other ratios are not fully restored.
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Table 3

Ratios Before and After PPA
With PPA and With PPA and

Before PPA No Mitigation Mitigation
Debt to Total Capital 55% 59% 55%
FFO to Total Debt 0.27 0.23 0.26
FFO Interest Coverage 5.0 4.5 4.9
Adj. EBIT Interest Coverage 3.14 2.8 3.14

While the approach of issuing compensating equity is financially sound, it cannot easily be implemented
on a contract by contract basis, because the cost of issuing small amounts of equity would be prohibitive.
This method is best viewed as a means to mitigate a portfolio of PPAs in the context of a general rate

case.

b) Increase the Allowed Return on Equity

The second method to mitigate the increased financial risk from imputed debt is to increase the allowed
return on equity. The increased return also mitigates some of the adverse impact on the utility’s
financial ratios, but does not fully restore any ratio. The question is how much to increase the allowed
return on equity? The answer to this question is relatively easy to estimate and is based upon the fact
that a company’s after-tax weighted-average cost of capital or ATWACC is constant for changes in
capital structure within a broad middle range of capital structures for the companies in an industry.”!

Consider the following equation to calculate the ATWACC:™
ATWACC =ryx(1-T ) )xD+r,xE (1)

Where rp = market cost of debt,

> For a complete discussion of this topic see “The Effect of Debt on the Cost of Equity in a Regulatory Setting,”
prepared by The Brattle Group for the Edison Electric Institute, January 2005.

>2 Note that this equation assumes that only debt and equity are in the capital structure, but one can add preferred equity
to the equation if appropriate.
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rg = market cost of equity,

Tc= corporate income tax rate,
D = percentage of debt in the capital structure, and
E = percentage of equity in the capital structure.

The cost of equity consistent with the ATWACC, the market cost of debt and equity, the marginal
corporate income tax rate and the amount of debt and equity in the capital structure can be determined

by solving the equation above for 7.

The change in the return on equity necessary to compensate for the increase financial risk from the PPA
can be determined by first, calculating the pre-contract ATWACC based upon the pre-contract allowed
rate of return on equity, debt costs and tax rate, and then calculating the new allowed return on equity
that results in the same pre-contract ATWACC affer the amount of imputed debt is added to the capital
structure. This method results in exactly the same revenue requirement as the first method, but none of
the utility’s ratios would be fully restored to their pre-contract values because there is no reduction in
interest expense from substituting equity for debt. This method recognizes the increased financial risk as

if the utility had financed its investment completely with debt.”

Example 3
Recall Utility ABC had a capital structure consisting of $550 million debt and $450 million equity for a rate base

of $1,000 million prior to entering into a PPA with an amount of imputed debt of $106 million (using S&P’s
methodology). Also assume that Utility ABC prior to entering into the PPA had an allowed return on equity of
10.50% and an embedded cost of debt of 6.7 percent. As shown in Table 2 above the pre-contract ATWACC fro
Utility ABC was 6.94%. Table 4 illustrates how much the allowed return on equity should be increased to
compensate the utility for the financial risk represented by the PPA.

>3 A depreciation expense equal to the annual capacity payment minus the imputed interest expense is added to the
numerator in the FFO ratios. Therefore, the impact on these ratios has been moderated with S&P’s recently revision
of its imputed debt methodology.
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Table 4

Regulatory Capital Structure Without Imputed Debt

Dollar Percent Cost ATWACC
Debt $550 55% 6.70% 2.21%
Equity $450 45% 10.50% 4.73%
Total $1,000 100% 6.94%

Adjusted Regulatory Capital Structure
Reflecting Imputed Debt and Constant ATWACC

Debt $656 59% 6.70% 2.38%
Equity $450 41% 11.19% 4.55%
Total $1,106 100% 6.94%

Regulatory Capital Structure Without Imputed Debt at Higher ROE

Debt $550 55% 6.70% 2.21%
Equity $450 45% 11.19% 5.03%
Total $1,000 100% 7.25%

Notice that the ATWACC is identical in Table 2 and Table 4, but the cost of equity has increased from 10.50%
to 11.19%. Notice also the increase in the overall revenue requirement is $5.17 million for both. The increase in
dollar return on equity is (11.15% - 10.50%) multiplied by $450 or $3.10 million after tax which result in $5.17
million before tax ($3.10/ (1-tax rate)) assuming a marginal income tax rate of 40 percent.

Increasing the allowed return on equity does not fully restore any of the financial ratios as can be seen in
Table 5 below, but increased equity return is compensation for the increased financial risk. The

advantage of this method is that the cost of issuing new equity is avoided.

Table 5
Ratios Before and After PPA

With PPA and With PPA and

Before PPA No Mitigation Mitigation
Debt to Total Capital 55% 59% 59%
FFO to Total Debt 0.27 0.23 0.24
FFO Interest Coverage 5.0 4.5 4.5
Adj. EBIT Interest Coverage 3.1 2.8 2.9

2. Mitigation Focused On Restoring Financial Ratios

The second broad approach focuses on (partially) restoring some of the financial ratios to their pre-
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contract values. Because this approach is, in general, more expensive for rate payers than the first
approach, it is only appropriate for a utility that does not have an investment grade credit rating or which
is in danger of a downgrade to a non-investment grade rating if the negative effects of signing long-term

PPAs are not addressed.

The distinguishing feature of the second approach is that mitigation is achieved by allowing a return on
an amount of “imputed equity” that is calculated to offset the negative effects of imputed debt. The
amount of imputed equity necessary can be targeted at compensating for any of the financial ratios.
Unfortunately, there is no one solution that will restore all of the ratios that S&P relies on or the three
ratios most heavily relied upon because calculation of the ratios relies upon different parts of the balance
sheet and income statement. Therefore, the second approach requires a decision on which ratio should

be restored or alternatively on what hypothetical capital structure to allow a return.

Because this method focuses on the utility’s financial ratios, it can be applied as a “contract adder” on a
contract by contract basis. Unlike the case in which new equity is issued or the appropriate ROE for the
entire rate base is adjusted, the second method allows an equity return on an amount of imputed equity
so there are no additional transactions costs with this method other than the process of approving the
PPA and the determining the associated amount of imputed equity. Nor is it necessary to have a general

rate case because the equity return on the imputed equity is simply the most recent commission-allowed

ROE.

The “Financial Ratio Method,” or ratio restoration, is designed to provide sufficient additional equity
return to restore the utility’s financial ratios to their pre-contract values over time. As mentioned above,

S&P focuses on three financial ratios when evaluating the impact of imputed debt.”* Restoring each

" S&P has de-emphasized the EBIT ratio. See S&P’s Research: “New Business Profile Scores Assigned for U.S.
Utility and Power Companies: Financial Guidelines Revised,” June 2, 2004.
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particular ratio requires a different amount of imputed equity. Although the EBIT interest coverage ratio
is not currently among S&P’s key financial ratios, it is the easiest (least expensive) ratio to restore to its
preexisting value. Restoring the EBIT ratio will also partially restore the other three ratios. Assuming
that the additional earnings are invested in additional assets that are recognized in the rate base, over
time the other three ratios will also improve although they need not ever be fully restored. In general,

the most expensive ratio to restore is the FFO/debt ratio.

One way to view this approach is to convert the PPA and its resulting imputed debt into a “mini-firm”.
The PPA generates the imputed debt and depreciation. The task is to determine an amount of imputed
equity on which to earn an equity return that will restore the target ratio. Because the present value of
future contract payments declines over the life of the contract, so does the amount of imputed debt.

Therefore, the amount of imputed debt declines as well.

Implementing the financial ratio method requires the following steps:

. First, calculate the amount of compensating equity return that restores the target ratio when
imputed interest expense and imputed depreciation are considered. The return earned on the
compensating equity is assumed to be the same as the utility’s allowed rate of return on equity

rate base from the most recent rate case.

e Second, calculate an adder to the cost customers pay per MWh (rate) for the contract(s).

Example 4: Continuing the previous example, assume that the utility expects to receive about 1.4
million MWh per year from the PPA contract. It is possible to calculate the additional cost per MWh for
each year the contract is in effect to restore the EBIT interest expense ratio. This is done in Table 6
below.
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Table 6

Compensating Compensating
Present Value of Hypothetical ~ Before-Tax Equity Contract Adder
Year Capacity Payment Imputed Debt Equity Return ($/MWh)
1 $425.1 $106.29 $87.0 $15.2 $10.9
2 $414.4 $103.61 $84.8 $14.8 $10.6
3 $403.0 $100.75 $82.4 $14.4 $10.3
4 $390.8 $97.70 $79.9 $14.0 $10.0
5 $377.8 $94.45 $77.3 $13.5 $9.7
6 $363.9 $90.97 $74.4 $13.0 $9.3
7 $349.1 $87.27 $71.4 $12.5 $8.9
8 $333.3 $83.32 $68.2 $11.9 $8.5
9 $316.4 $79.10 $64.7 $11.3 $8.1
10 $298.4 $74.60 $61.0 $10.7 $7.6
11 $279.2 $69.80 $57.1 $10.0 $7.1
12 $258.7 $64.67 $52.9 $9.3 $6.6
13 $236.8 $59.21 $48.4 $8.5 $6.1
14 $213.5 $53.37 $43.7 $7.6 $5.5
15 $188.6 $47.15 $38.6 $6.8 $4.8
16 $162.0 $40.51 $33.1 $5.8 $4.1
17 $133.7 $33.42 $27.3 $4.8 $3.4
18 $103.4 $25.86 $21.2 $3.7 $2.6
19 $§71.2 $17.79 $14.6 $2.5 $1.8
20 $36.7 $9.18 $7.5 $1.3 $0.9

In the table, the imputed debt is the present value of the capacity payments multiplied by 25% counting only the
remainder of the contract. The compensating equity is calculated as Utility ABC’s regulatory equity to debt
percentage multiplied by the imputed debt. Compensating equity return is calculated as the after-tax cost of
equity (10.5%) divided by (1 — tax rate) or (1 — 40%). Finally, the contract adder is calculated as the
compensating equity return divided by the expected MWh per year.

As noted above this method restores the EBIT interest coverage ratio but it does not fully restore other
ratios. Of course, as each year passes, the amount of imputed debt for a contract declines because there
are fewer future contract payments, so the dollar amount of compensation also declines. This happens
even though the formula to calculate the amount of mitigation is unchanged. Depending on the
individual utility’s circumstances, it may make sense to levelize the adder, so that the same dollar
amount is added to the cost of electricity each and every year during which the contract is in effect. This
method can be adjusted to focus on any of the other financial ratios. The required compensation will be

greater depending upon which ratio is the focus of the compensation.

Example 4 Continued: Table 7 below shows the amount of compensating equity that is needed to restore

34



each of the four ratios in the first year. Because this method envisions using imputed equity, the debt
ratio is never affected.

Table 7
Equity Required to Restore Ratios
S&P Metholodogy
Debt to Total Capital na
FFO to Total Debt $220
FFO Interest Coverage $220
EBIT Interest Coverage $87

The EBIT Interest Coverage ratio requires the least compensation to restore. The reason that the two FFO ratios
require the same amount of imputed equity is that the calculations assume imputed depreciation is recovered
straight line as opposed to S&P’s method for ease of exposition.

B. COMPARISON OF MITIGATION METHODS

The advantage of the method utilizing imputed equity to offset imputed debt is it can be applied on a
contract-by contract basis between rate cases and does not require the utility to issue additional equity.
Restoring the three main financial ratios is generally more costly than compensating for financial risk,
but hypothetical equity can restore any particular financial ratio. For a utility with a non-investment
grade credit rating, restoring the financial ratios will help prevent a credit downgrade more than simply
compensating for financial risk. However, both methods compensate the utility for the risk inherent in
PPAs and improve its financial ratios relative to doing nothing. Focusing solely on the increased
financial risk is less costly to consumers than is the financial ratio method, but it also takes longer to

restore the company’s other financial ratios to their pre-contract levels.

VII. CONCLUSION

(1) Long-term purchase power agreements (PPA) transfer financial risk from the seller to the buyer.

This is because PPAs obligate the buyer’s future cash flow, just like a debt service obligation.
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(2) Policy makers should be particularly sensitive to PPA-related risk transfer in situations where the

utility’s credit rating is minimally investment-grade. For such utilities, entering into PPAs without

addressing debt imputation could trigger credit downgrades which push the utility below investment-
grade - with consequences that are far more harmful to customers than downgrades to levels that are
still investment-grade. The risk transfer from PPA contracts must still be considered for utilities
which are strongly investment-grade although the consequences of a credit rating downgrade are not

likely to be as severe.

(3) Regulatory policies which provide assurance of PPA cost recovery can effectively mitigate the

impact of imputed debt on the credit rating of purchasing utilities. S&P’s methodology, in

particular, applies a risk factor to the debt calculation which is intended to reflect the probability that
PPA costs will be fully recovered in rates. The greater the probability, the smaller the risk factor,

and the smaller the amount of imputed debt from a particular set of contracts.

(4) There is no perfect solution to the problem of PPA-related risk transfer and imputed debt. There are

at least three possible approaches to addressing the problem. Unfortunately, none simultaneously

maximizes the protection of credit worthiness, while minimizing the cost to consumers.

(5) In competitive procurement situations, it is important that imputed debt be addressed in a

competitively-neutral way. Imputed debt should not be used to exclude merchant generators from

the market, but neither should it be ignored. Adjustments should be based on the true costs involved
(e.g., by increasing bid prices by no more than is required to restore interest coverage ratios to pre-

PPA levels).
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APPENDIX A

TREATMENT OF IMPUTED DEBT IN CERTAIN STATES

This appendix discusses selected states where policy makers, i.e., legislatures or regulatory
commissions, have looked at the issue of imputed debt, or debt equivalence, for long-term purchased
power contracts. One application is in cost of capital hearings and deals with the impact of imputed debt
on the financial strength of the utility, its regulatory capital structure, and the allowed return on equity.
A second application is the mitigation of increased financial risk with a cost adder to the price upon
signing specific long-term PPAs. A third area is in the evaluation of “buy versus build” situations
comparing the competitive bids of independent power producers and regulated utilities for new
generation in states with hybrid generation markets.”® Policy makers analyzing imputed debt generally
recognize that credit rating agencies, especially S&P, calculate imputed debt and adjust critical financial
ratios accordingly. The policy outcomes are varied, with some states providing for explicit mitigation of
imputed debt, and some states choosing not to mitigate in the cases reviewed. States discussed here

(California, Delaware, Florida, Nevada, New Mexico, and Wisconsin) have all considered how and

P A buy-versus-build situation occurs when a competitive procurement proceeding is held and the decision on which is
the lowest cost alternative (i.e., lowest present value of future revenue requirements) includes making a choice
between the lowest cost power purchase option in comparison with the utility’s best self-build option. The utility’s
self-build option will include its proposed capital structure, which will help determine its final cost. The new
generation addition would normally mirror that of the utility as a whole and leave the utility’s financial risk profile
unchanged. If, purely hypothetically, the utility were to use 100 percent debt financing with no additional equity and
equity return, the utility’s financial risk would go up, as measured by the S&P financial ratios. As a general
proposition (before looking at the specifics of a given situation), the signing of the long-term PPA has the effect of
increasing debt equivalence without increasing return (mediated through the imputed debt calculus discussed above).
Therefore, in comparing that PPA alternative with self-build options at allowed capital structure, the mitigation of
cost of imputed debt to the utility needs to be added to the contract the utility signs to make the comparison “apples to
apples.” See Standard & Poor’s Utilities & Perspectives, “’Buy Versus Build’: Debt Aspects of Purchased-Power
Agreements,” May 2003 and, for an opposing view, Electric Power Supply Association, Electric Utility Resource
Planning - The Role of Competitive Procurement and Debt Equivalency, prepared by GF Energy LLC, July 2005.

% A hybrid generation market, which, as discussed below, California has become and Delaware could now become
under new law, is where resource procurement for new supplies is accomplished with open bidding among
independent power producers and regulated, cost-of-service utilities.
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whether to address imputed debt.”’ Brief summaries of these states’ treatments are provided below.

There is first an indicative discussion of the reasons why many states have not addressed imputed debt.
States for which Imputed Debt is not Currently an Issue

Although S&P applies its imputed debt methodology to all utilities issuing debt, state regulatory
commissions or legislatures are not likely to consider imputed debt to be a material policy issue if the
state’s utilities do not have significant existing or prospective long-term PPAs. States in this situation
include primarily states with a traditional industry structure where utilities own and continue to build all
generation necessary to meet their obligation to serve. Additionally, in “retail access” states, of which
there are currently seventeen, the utilities first obligation is to provide reliable, low-cost transmission
and delivery service, and, in many such states, to purchase a substantial amount of electric power to
meet their obligations as Provider of Last Resort (“POLR”). Most of the POLR contracts have
historically been for short terms, generally three years or less.”® Before S&P changed its methodology,
such shorter term contracts generated little or no imputed debt. This has changed, and S&P now treats
short-term contracts in an “evergreen” manner, i.e., assuming they will be renewed indefinitely and
therefore warrant imputed debt treatment. Policy makers in retail access states are now likely to be

asked to address the resulting effect of imputed debt on the credit ratings of the states’ utilities.”

Moreover, heavy reliance on short-term contracts for power procurement does not appear to be a viable
long-term policy for all of the retail access states for two reasons. First, the higher level of electric price

volatility may be unacceptable to ratepayers and regulators, as experienced in the recent period of

°" This discussion is not intended to be exhaustive. It omits discussion of several states where the discussion has begun,
but where the authors are not aware of the final outcome, including OR, LA. UT is also omitted.

> Note: the term “state” is always used in these discussions to include the District of Columbia (DC), for convenience
of exposition. The seventeen “retail access” states are: CT, DE, DC, ME, MD, MA, MI, NH, NJ, NY, OH, OR, PA,
RI, TX, VA. The situation in DE may be changing, as discussed below.

%9 Standard & Poor’s, “Imputed Debt Calculation for U.S. Utilities’ Power Purchase Agreements,” March 30, 2007.
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natural gas price inflation and the resulting higher electric prices. Second, short-term contracts and spot
market sales do not appear to provide strong enough incentives for investment in adequate new
generation. The Fitch rating agency stated its view position on short-term contracts: . . . the one-to-
three-year term of such supply agreements is, in Fitch’s view, too short to provide a financial foundation

on which to fund the construction of new independent power generation.”*

In contrast, there is little question that long-term contracts signed under regulatory guidance by
financially sound utilities can be used to finance new power plants. Fitch goes also predicts that retail
access states within regional transmission organizations (RTOs) may have to become more active and
may well move toward hybrid market structures, with long-term procurement processes more akin to
what are found in California. Moreover, the authors of this report conclude that the Fitch analysis
recognizes the transfer of risk from the power producer to the purchasing utility by the signing of a long-
term purchased power contract. This risk transfer is related to the risk that S&P identifies in its

calculation of imputed debt for the contract buyer.

California

The Public Utilities Commission of California (CPUC) revised its policy recently so that utilities are no
longer allowed to adjust (increase) independent power producers’ (IPP) bid prices to account for the cost
of risk transfer in comparing them to self-build options. The Commission continues to consider debt

equivalence in determining utilities’ costs of capital.®!

5 Fitch Ratings,“Stimulating Generation Additions in Deregulated States,” Op. Cit., November 4, 2005, at p. 2. This
was discussed above in Section II.

' CPUC, Opinion Adopting Pacific Gas and Electric Company’s, Southern California Edison Company’s, and San
Diego Gas & Electric Company’s Long-Term Procurement Plans, Decision 07-12-052, December 20, 2007.

40



The CPUC previously had recognized that debt equivalence is a real economic cost that can impact a
utility’s credit rating and cost of borrowing, and had allowed utilities to use a 20% debt equivalence
factor in comparing PPAs to self build options. In December, 2007 the Commission changed its policy

13

out of concern that explicitly recognizing the cost of PPA risk transfer “...creates a disparity between
the treatment of PPAs and utility-owned projects in the procurement process...” because no such adder
is applied to self-build options. For the 2005 test year, the Commission did approve a 4% increase in
southern California Edison’s preferred equity ratio, and a corresponding decline in SCE’s long-term debt
ratio (all measured on a ratemaking basis). More recently, the Commission has rejected attempts by San

Diego Gas & electric to establish an automatic mechanism to increase SDG&E’s equity ratio to offset

the FIN(46) effects of PPAs.

In effect, the policy in California now is to ignore PPA risk transfer during procurement decision making
and address its consequences after the fact: “We recognize that at some point, DE may reach a point
where it can affect the utilities’ credit rating and cost of capital, and it is not disputed in this proceeding
that the potential effect of DE on credit ratings, if any, is an appropriate topic for the utilities’ cost of
capital proceedings.” (Note that all three large California electric utilities have applied for rehearing of

this decisions, so it is possible that the Commission will revise its policy once again.)

Delaware

Delaware has been among the states pursuing a policy of retail competition, but had the misfortune to
end its capped-price transition period on May 1, 2006, after the recent inflation in electric prices.
Apparently, the majority of residential and small commercial customers were forced to move to a higher
priced “Standard Offer Service,” which was procured through short-term auctions and that reflected the

volatility that is inherent in a short-term strategy.
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The General Assembly passed a revision to the restructuring legislation entitled "The Electric Utilities
Retail Supply Act of 2006." The Act provides that all regulated electric distribution companies will
henceforth be designated as the standard offer service supplier and returning customer service supplier in
their respective territories. Moreover, the distribution companies now are given new opportunities and

responsibilities to enter into long-term and short-term supply contracts, to own and operate generation

facilities, to build generation and transmission facilities, to make investments in demand-side resources
and to take any other Commission approved action to diversify their retail load supply [emphasis added].

This has ushered in the issue of imputed debt in an essential way.

On August 1, 20006, in response to Commission directives, Delmarva Power and Light (Delmarva) filed
a draft RFP. There has been a substantial amount of discussion about the terms and conditions of the
RFP, particular in three areas: imputed debt cost factors in bid evaluation, credit and operational
security requirements, and variable interest entity treatment under FASB Interpretation No. 46.%
Delmarva has proposed that in order to account for the effect of imputed debt on its balance sheet and
credit rating, there would be a cost adjustment added to each long-term bid. This adjustment would be

based on an S&P calculation of imputed debt.

Delmarva argued that where a bid is compared with Delmarva’s self-build option, the NPV of revenue
requirements would generally include the impact of additional debt and equity in proportion to
Delmarva’s allowed capital structure and debt and equity costs from the most recent rate decision. The
need to maintain the appropriate equity thickness is built into the cost structure of the self-build options.
The cost adder puts contracts on a comparable footing in terms of mitigating the degradation in

Delmarva’s financial ratios.

62 See New Energy Opportunities, Inc et al., Analysis and Recommendations Regarding Delmarva Power and Light
Company’s RFP, September 18, 2006, “Section viii. Imputed Debt Offset” and Concentric Energy Advisors, An

42



On November 21, 2006, the Delaware Public Service Commission issued Order No. 7081, which found

that Delmarva’s (DP&L) imputed debt adjustment should be used in their RFP. The Order says®

145. We believe that the RFP should provide that DP&L will be permitted to assess the
incremental equity amount to be equal to 30% of the net present value of the bid’s
capacity payment, and that a portion of the energy price may also be included if DP&L
concludes that a portion of the bid’s energy component would be imputed as debt by
rating agencies in their assessment of DP&L’s creditworthiness.

Florida

The Florida Commission first addressed imputed debt in 1999 by approving a stipulation and settlement
that explicitly mitigated the impact of imputed debt. The settlement did so by setting the level of equity
that Florida Power & Light (FP&L) was allowed in its capital structure for surveillance reporting
requirements and all regulatory purposes, on a basis that was adjusted for imputed debt.** This policy of
having an explicit equity adjustment in the capital structure was continued with the approval of

subsequent orders, including that in 2005, where in Paragraph 15 states:®’

15. For surveillance reporting requirements and all regulatory purposes, FPL’s ROE will
be calculated upon an adjusted equity ratio, as follows. FPL’s adjusted equity ratio will
be capped at 55.83% as included in FPL’s projected 1998 Rate of Return Report fro
surveillance purposes. The adjusted equity ratio equals the common equity divided by
the sum of common equity, preferred equity, debt_and off-balance sheet obligations. The
amount used for the off-balance sheet obligations will be calculated per the Standard &
Poor’s methodology. [Emphasis added]

Thus, the Florida Commission mitigates the financial impact of imputed debt by increasing the utility’s

Assessment of the Risks of the Independent Consultant’s Proposed Modifications to Delmarva’s RFP for New
Generation Resources, Oct. 30, 2006.

53 Delaware PSC, PSC Docket No. 06-2111, Order No. 7081, Nov. 21, 2006, p. 4.

% Florida Public Service Commission, Order Approving Stipulation and Settlement, Docket No. 990067-EI, Order No.
PSC-99-0519-AS-EI, issued on March 17, 1999.

% Florida PSC, Order Approving Stipulation and Settlement, Docket No. 050045-EI, Docket No. 050188-EI, Order No.
PSC-05-0902-S-EI, Issued Sept. 14, 2005; and Stipulation and Settlement, Same Dockets, dated Aug. 22, 2005,
Paragraph 15.
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equity “thickness.” The approach is based directly on the S&P methodology for calculating imputed
debt. The Commission explicitly recognized the effect that purchased power contracts have on the
utility’s financial ratios as calculated by S&P. The Commission approved the 1999 settlement that
capped FPL’s adjusted equity ratio at 55.83 percent — which at that time equated to a ratio of 65.7
percent based on the regulatory books absent imputed debt.®® Thus, to offset the greater financial
leverage associated with its imputed debt, FP&L was allowed to increase its actual equity ratio as long
as the “adjusted equity ratio” (i.e., the equity ratio calculated to include imputed debt) did not exceed

55.83%.

The Florida Commission also considered imputed debt in its approach to making long-term resource
planning decisions. The Florida Commission requires its utilities to account for the costs that purchased
power contracts impose on utilities through imputed debt.”” To do this, FP&L employs an equity
adjustment to calculate the additional costs associated with the amount of imputed debt based on S&P’s
imputed debt calculation for the specific contract under discussion. This cost is added to the cost of the
contract for making comparisons with other resource options. The 1999 order approved the use of a 10
percent risk factor, noting that this was the factor then assigned by S&P.®® However, in 2004 the Florida
Commission increased the risk factor to 30 percent, explaining that six months earlier S&P had issued a
report stating that it now applied a 30 percent risk factor in the determination of the consolidated credit

profile of the FPL Group.®

Nevada

In 2001, Nevada adopted what was at the time one of the country's more aggressive renewable portfolio

% Order No. PSC-99-1713-TRF-EG, Docket No. 990249-ET, September 2, 1999, p. 9. See also Provision 4 of
Stipulation and Settlement, Before the Florida Public Service Commission, Docket No. 990067-EI, March 10, 1999.

7F.A.C. Rule 25-22.081, paragraph 7.
%8 Order No. PSC-99-1713-TRF-EG, Docket No. 990249-ET, September 2, 1999, p. 9.
% Florida PSC, Order No. PSC-04-0249-TRF-EQ, issued on March 5, 2004, in Docket No. 031093-EQ
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standards (“RPS”). The law requires that 15 percent of all electricity generated in Nevada be derived
from new sources of renewable energy by the year 2013. This required that the state’s utilities, Nevada
Power Corp and Sierra Pacific Power Corp, sign a substantial number of new, long-term contracts for
renewable power. Early progress was modest, in part because these utilities were emerging from a
period of financial distress with below investment grade bond ratings, stemming from the western

energy crisis.

In June 2005, the Nevada legislature passed Assembly Bill 3 (“AB3”) that modified Nevada’s RPS. The
new law increased the target percentages for energy from renewable resources, now requiring that by
2015, 20 percent of all electric power be from renewable energy resources. At the same time, the
legislature recognized that the goal of significantly increasing the number of renewable energy contracts
signed would be difficult without proactively addressing the issue of imputed debt. The utilities were
concurrently engaged in strong efforts to regain an investment grade bond rating. AB3 addresses

imputed debt directly by requiring the following:”°

7. The Commission shall adopt regulations that establish:

(a) Standards for the determination of just and reasonable terms And conditions for the
renewable energy contracts and energy efficiency contracts that a provider [of electric
service| must enter into to comply with its portfolio standard.

(b) Methods to classify the financial impact of each long-term renewable energy contract
and energy efficiency contract as an additional imputed debt of a utility provider. The
regulations must allow the utility provider to propose an amount to be added to the cost
of the contract, at the time the contract is approved by the Commission, equal to a
compensating component in the capital structure of the utility provider. In evaluating
any proposal made by a utility provider pursuant to this paragraph, the Commission
shall consider the effect that the proposal will have on the rate. [Emphasis added]

The Public Utility Commission of Nevada (PUCN) implemented this requirement in a set of rules, NRS

704.7821(7) (b).
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In May 2006, Sierra Pacific Power Company (SPPC) filed for the approval of a renewable contract
negotiated to partially meet the renewal portfolio standard. The filing included the request for mitigation
of imputed debt through a cost adder, which followed SPPC’s interpretation of the AB3. However,
SPPC withdrew the request for mitigation of imputed debt of the contract in late summer of 2006,
reserving the right to re-file. Therefore, at this time, there has been no test of whether the PUCN would
approve any particular cost adder on a renewable contract as imputed debt mitigation based upon their

interpretation of the 2005 law.
New Mexico

The New Mexico Renewable Energy Act (REA), at NMSA 1978, § 62-16-4(D), requires New Mexico’s
investor-owned electric utilities to file a procurement plan each year that includes the cost of any new
renewable energy resource required to comply with the renewable portfolio standard (“RPS”). The 2007
Plan of Public Service of New Mexico (PNM) requested that the New Mexico Public Regulation
Commission (NM Commission) approve both the “Biomass PPA,” a long-term purchased power
agreement for renewable energy from a biomass plant, and the recovery of the costs of the Biomass
PPA.”" In addition to the costs for capacity and energy, PNM sought approval to mitigate the financial
impacts of imputed debt through the approval of an adder, which would be later collected in rates when

the biomass plant was built and renewable power began to be supplied.
The statutory language on cost recovery for renewable energy, in NMSA 1978, § 62-16-6, states:

(A), A public utility that procures or generates renewable energy shall recover, through
the rate-making process, the reasonable costs of complying with the renewable portfolio
standard. Costs that are consistent with commission approval of procurement plans . . .

" See State of Nevada, Assembly Bill No. 3 — Committee of the Whole, Section 29.7 (b), p. 2I.
http://www.leg.state.nv.us/22ndSpecial/bills/AB/AB3_EN.pdf.

! Public Service Company of New Mexico, Notice of Filing of “Renewable Energy Portfolio Procurement Plan for
2007,” Case No. 06-00340-UT, August 16, 2006.
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shall be deemed to be reasonable.

PNM’s proposal analyzed the Biomass PPA’s imputed debt impacts in terms of the S&P methodology,
which was used to determine the degree to which the three key financial ratios would be degraded
(Funds from Operations (FFO) interest coverage; the FFO to Debt ratio; and the Total Debt to Total
Capital ratio). The mitigation requested was a cost adder equal to the net return on a “compensating
equity adjustment.” This is the amount of equity that, if PNM were to issue and use to retire real debt,
would restore PNM’s debt-to-capital ratio to its pre-Biomass PPA level. The concept and formula used
were generally the same as used in the state of Florida to make imputed debt adjustments discussed

above.

However, the Commission approved only the energy and capacity costs of the Biomass Contract and
denied approval of the cost of imputed debt in the context of this proceeding, which covered renewable
plan and contract approval.”> No party contested the fact that signing the Biomass contract would
degrade PNM’s financial ratios, other things equal. The Commission appears to have reasoned that the
degradation of financial ratios in the degree indicated is not sufficient without evidence that a bond
downgrade was likely to follow. Although PNM had an S&P rating of BBB/Negative, the Company did
not contend that signing this long-term Biomass contract alone would be likely to change its credit
ranking. The Commission also appeared to determine that the degraded financial ratios were also
insufficient evidence that the cost of capital would increase, and therefore, rejected the cost adder
sought. In accordance with the Recommended Decision of the Hearing Examiner, PNM was left with
the opportunity to raise the issue of the financial impact resulting from the Biomass contract (and
possibly other off balance sheets obligations) in another docket. The Recommended Decision states

“While we deny PNM’s request in this case concerning imputed debt, PNM will have a full and fair

2 New Mexico Public Regulation Commission, Final Order on Exceptions, Case No. 06-00340-UT, Dec. 18, 2006.
There are many other issues discussed.
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opportunity to present this matter in its next rate case.””

Wisconsin

Wisconsin sets a common equity ratio target based on what they call a “Financial Capital Structure” that
includes off balance sheet items (including imputed debt on PPA's) that supports, in their view, a given
rating. This then sets the amount of equity that will be included in the "Regulatory Capital Structure" in
setting rates. The effect is to allow the company to carry a thicker equity ratio and have it considered
within the ratemaking process. In WPSC's last case its financial equity target was 52%. This ratio is
intended to support a credit rating between an A and an AA, and translated into a regulatory equity target
ratio (close to GAAP) of 57.46%. The difference (5.46%) represents equity that has been added to offset

imputed debt associated with purchase power and operating lease commitments.”*

" Lee Huffman, Recommended Decision of the Hearing Examiner, NMURC Case No. 06-00340-UT, Nov. 29, 2007, p.
20.

" PSC of Wisconsin, Final Decision, 6690-UR-118, January 15, 2008.
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