A T BISON PLLC

L T R e )

421 West Main Street
Post Office Box 634
Frankfort, KY 40602-0634
[502] 223-3477

[502] 223-4124 Fax
www.stites.com

February 26, 2010

Mark R. Overstreet

(502) 209-1219

(502) 223-4387 FAX
HAND DELIVERED moverstreet@stites.com

Jeff R. Derouen

Executive Director

Public Service Commission
211 Sower Boulevard

P.O. Box 615

Frankfort, KY 40602-0615

RE: P.S.C Case No. 2009-00459 - Kentucky Power Company's Responses to Data
Requests

Dear Mr. Derouen:

Enclosed please find and accept for filing the original and ten copies of Kentucky Power
Company’s Responses to the following Data Requests:

(a) Second Data Requests by Commission Staff;

(b) First Data Requests by Community Action Kentucky, Inc.;

() Attorney General’s Initial Requests for Information;

(d) First Data Requests by Wal-Mart Stores East, LP. and Sam’s East, Inc.; and
(e) First Data Requests by Kentucky Industrial Utility Customers, Inc.

Also enclosed is the original and ten copies of the Company’s Petition for Confidential
Treatment of certain portions of the Company’s Responses to the Attorney General’s First Set,
Nos. 47 and 51, and Kentucky Industrial Utility Customers, Inc. First Set, Nos. 15 and 17, along
with a sealed envelope containing the unredacted responses for which confidential treatment is
being sought.

Copies of the public Responses are being served on the persons below. In addition, )
copies of the Responses for which confidential {reatment is being sought are being served on the
Attorney General, counsel for Kentucky Industrial Utility Customers, Inc. and Mr. Kollen, in
accordance with the non-disclosure agreement signed by each.

Please do not hesitate to contact me if you have any questions.

Alexandria, VA Atlanta, GA Frankfort, KY Jeffersonville, IN Lexington, KY Louisville, KY Nashville, TN Washingten, DC
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AFFIDAVIT

William E. Avera, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that
said answers are true.

William E. Avera

State of Texas ‘ )
)ss
County of Travis )

Subsg'r}tlged and sworn to before me, a Notary Public, by William E. Avera this
2057 dayof Tl rueas — 2010,

/\Q\*’&&%Q

Notary Public

My Commission Expires 1/ 1O ( 2o

ADRIEN MCKENZIE
Notary Public
STATE OF TEXAS
My Comm Exp Jan. 10, 201




AFFIDAVIT

Dennis W. Bethel, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that

said answers are true.
Ui 1y Gl

Dennis W. Bethel

State of Ohio )
)ss
County of Franklin )

Subsm 1bed and sworn to before me, a Notary Public, by Dennis W. Bethel this
o day of g'(fﬁxruw 2010.

éh&m@gz?? [/,ZU/IU%

Notaxy Public

My Commission Expires z %/)Lu,i il ‘ 20!/




AFFIDAVIT

Jay F. Godfrey, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that

said answers are true.
! A Y
£
Jay F. Godfyey
State of Ohio )
)ss

County of Franklin )

Subscrmfore me, a Notary Public, by Jay F. Godfrey this 9?725 XL

day of < 2010.

b K AW el lorn

Notary Public

My Commission Expires @@ZW@ /[, Ho/3

BARBARA R. PLETCHER
NOTARY PUBLIC « STATE OF OHIC
Recor'ded in Franklin County
My commission expires Get 1, 2013



AFFIDAVIT

Diana L. Gregory, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to her at a hearing before the Public Service Commission of
Kentucky, she would give the answers recorded following each of said questions and that

said answers are true.

Diana L. Gregory

State of Ohio )
)ss
County of Franklin )

Subscribed and sworn to before me, a Notary Public, by Diana L. Gregory this

2444 dayof “5lbeupe., 2010.

Notary Public

My Commission Expires & # 2 /&7

/LOWELL P. McCOY
NOTARY PUBLIC - STATE OF OHID
MY COMMISSION EXPIRES JUNE 29, 2010




AFFIDAVIT

James E. Henderson, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that

<»7/‘<) fz;/

Tarfies E. Hendefon

State of Ohio )
)ss
County of Franklin )

Subscribed and sworn to before me, a Notary Public, by James E. Henderson this

Notary Publs ‘
otary Public My Comssion g 115201/

My Commission Expires




AFFIDAVIT

Daniel E. High, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that

said answers are true.

Daniel E. High

State of Ohio )
)ss
County of Franklin )

Subscribed and sworn to before me, a Notary Public, by Daniel E. High this A %&L
day of DOMW 2010.

7
boben QD (frin G

Notary Public

My Commission Expiresﬂ_M fa if 1 A04/




AFFIDAVIT

David A. Jolley, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that
said answers are true.

David A. Jolley V
State of Ohio )
)ss
County of Franklin )

Subscribed and sworn to before me, a Notary Public, by David A. Jolley this /? L/ /i,
day of _Felsnary 21 o 2010, N

T —
/; R
s o

Néte(ry’PUblic ’

O QW7 waRTIN ROSENTHAL

Attorney at Law
i Notary Public, State of Ohio
of My Commission Has No Expiration
& Section 147 03 RC.

My Commission Expires e 7

v
",
“eugygyyett



AFFIDAVIT

Hugh E. McCoy, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that
7 said answers are true.

Nl S 21y

Hugh E. McCoy

State of Ohio )
)ss
County of Franklin )

Subscribed and sworn to before me, a Notary Public, by Hugh E. McCoy this Q 3\(&
day of /Xﬁ j VW(;U\/VU/V‘ 2010.

]O«L'\QL&/ \%IQ

Notary Public PAULINE A LUTZ
NOTARY PUBLIC
My Commission Expires ATE OF OHIO



AFFIDAVIT

Timothy C. Mosher, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that

said answers are true.

7. C /7;5%%

Timothy C. Mosher

Commonwealth of Kentucky )
) Case No. 2009-00459
County of Franklin )

dwyof%ﬂ/é/zaw __2010.

Q/Z//I),u % %%4%71

euy Pﬁvhc

Subscri?ed and sworn to before me, a Notary Public, by Timothy C. Mosher this

My Comimission ExpneJ ot 10/ P 23 3




AFFIDAVIT

Thomas M. Myers, upon first being duly sworn, hereby makes oath that if the foregoing

questions were pr opounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers 1e001ded followmg each of said questions and that
said answers are true.

e =
State of Ohio ) <‘\\
)ss T
County of Franklin )

Subscribed and sworn to before me, a Notary Public, by Thomas M. Myers this
"4 #  dayof EI'J ruici ] 2010.

%/WmA | NI
Kotary Public ( Y/ N

My Commission Expires /(}/’,’ Uets £, 0/

-
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AFFIDAVIT

Everett G. Phillips, upon first being duly sworn, hereby makes oath that if the foregoing

questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that
said answers are true.

W#/?W

Everett G. Phillips

Commonwealth of Kentucky )
) Case No. 2009-00459
County of Pike )

Subscribed and sworn to before me, a Notary Public, by Everett G. Phillips this

ZS dayof F£8u4na 2y 2010.
,,
frlows . Aoy
Notary Public

My Commission Expires K-7-2a//




AFFIDAVIT

David M. Roush, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that
said answers are true.

:’\ - /s 7
M O

David M. Roush’

State of Ohio )
)ss
County of Franklin )

Subscribed and sworn to before me, a Notary Public, by David M. Roush this & 5[;&4_
day of 2 oo 2010.

7
Ddn & E i G

Notary Public

A X
My Commission Expires QWM [t Aot/




AFFIDAVIT

Errol K. Wagner, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that

said answers are true.

Euol K. Wagnel

Commonwealth of Kentucky )
) Case No. 2009-00459

County of Franklin )

Subscribed and sworn to before me, a Notary Public, by Errol K. Wagner this Q/Z f %
day of _“Fehtreaes 2010,

L, & %% o

Otaly /Pul

My Commission Expires Q/ 2y A 3 )= '




AFFIDAVIT

Scott C. Weaver, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that
said answers are true.

State of Ohio

County of Franklin

Subscribed and sworn to before me, a Notary Public, by Scott C. Weaver this 5 ﬂ/\

day of g e\ wuw./\L/ 2010.

pile vl

Notary Public

My Commission Expires




AFFIDAVIT

Ranie K Wohnhas, upon first being duly sworn, hereby makes oath that if the foregoing
questions were propounded to him at a hearing before the Public Service Commission of
Kentucky, he would give the answers recorded following each of said questions and that

said answers are true.
Q%w/ / &%Z__,

Ranie K Wohnhas

Commonwealth of Kentucky )
) Case No. 2009-00459
County of Franklin )

Subscribed and sworn to before me, a Notary Public, by Ranie K Wohnhas this

ASY4_day of 2010.
Q,/J//%M % / ﬂﬂ%///g/f
otary Plﬂ) A

My Commission Expire S s 45/ F0) B






KPSC Case No. 2009-00459

Commission Staff’s Second Set of Data Requests
Order Dated February 12,2010

Item No. 1

Page 1 of 4

Kentucky Power Company

REQUEST

Refer to the revised proposed tariff filed on January 15, 2010.

a.

(D

@)
3
(4

Refer to Original Sheet No. 6-8, Tariff RS - TOD2.

Provide a narrative explanation for how the service charge and energy charges were
developed.
Explain the reason for the 500-customer limit.
State how Kentucky Power will market this tariff to its customers.
The Roush Testimony indicates that a customer under this tariff would be required to pay
$3.55 per month to pay for the cost of a more sophisticated meter. Explain why this
requirement is not included in the tariff.

Refer to Original Sheet No. 7-1, Tariff SGS. This tariff page, as well as Tariffs MGS,
MGS-TOD, LGS, QP, CS-IRP, and CIP-TOD, includes a change in the "Delayed
Payment Charge" Section. The current language states, "[t]his tariff is net if account is
paid in full within 15 days of date of bill." The proposed language states, "[t]his tariff is
due and payable in full on or before the due date stated on the bill". A similar change is
being made to Tariffs MW and OL. Explain the reason for the change and the effect it
will have on customers.

Refer to Original Sheet Nos. 7-3 and 7-4, Tariff SGS-TOD.

Provide a narrative explanation for how the service charge and energy charges were
developed.

Explain the reason for the 500 customer limit.

State how Kentucky Power will market this tariff to its customers.

In the "Special Terms and Conditions" section, it is stated that, existing customers may
initially choose to take service under this tariff without satisfying any requirement to
remain on their current tariff for at least 12 months." Explain the meaning and purpose of

this statement.



d.

KPSC Case No. 2009-00459

Commission Staff’s Second Set of Data Requests
Order Dated February 12,2010

Item No. 1

Page 2 of 4

Refer to Original Sheet 9-4, Tariff LGS-TOD.

(1) Provide a narrative explanation of how all tariff charges were developed.
(2) Explain the reason for the 500 customer limit.
(3) State how Kentucky Power will market this tariff to its customers.

Refer to Original Sheet No. 15-1, Tariff SL. Under the "Fuel Adjustment Clause”
Section, a text change was made by adding "Capacity Charge" to the last sentence. Explain
the reason for this change.

Refer to Original Sheet Nos. 24-1 through 24-6, Rider ECS-C&E.

(1) Explain why this tariff is proposed to be available only through May 31, 2012.
(2) Explain all differences between this tariff and the current Rider ECS.
(3) Provide the effect this proposed tariff would have on customers currently taking service

under Rider ECS.

Refer to Original Sheet Nos. 25-1 though 25-3, Rider EPCS. Provide the effect the
proposed changes would have on customers currently taking service under this tariff.

Refer to Original Sheet No. 27-4, Tariff NMS. The Commission established interconnection

and net metering guidelines in Case No. 2008-001691. These guidelines state that no
application fee may be charged for Level 1 applications and that a utility may require
each customer to submit a fee of up to $100 for Level 2 applications. Kentucky Power
filed, and the Commission subsequently approved, tariffs in accordance with these
guidelines. Explain why the Commission should now approve a $50 application fee for
both Level 1 and Level 2 applications.

Refer to Original Sheet No. 35-1, Tariff TA. State whether the Balancing Adjustment
Factor would be a separate line item on the customer bill.

RESPONSE

a.

(1) The Tariff RS-TOD?2 service charge is the sum of the proposed Tariff RS service
charge of $8.00 and the $3.55 incremental cost of the special metering required. The
Tariff RS-TOD?2 energy charges were designed in a manner that would produce the same
revenues as Tariff RS based upon the average residential customer. The differentiation in
the energy charges by pricing period was based upon the relationship between market
prices in each pricing period.



b.

C.

d.

KPSC Case No. 2009-00459

Commission Staff’s Second Set of Data Requests
Order Dated February 12,2010

Item No. 1

Page 3 of 4

(2) The proposed 500 customer limit was due to the experimental nature of the proposed
tariff.

(3) Specific marketing plans have not been developed at this time.

(4) The requirement is not stated in the proposed tariff since the service charge in the
proposed tariff reflects the inclusion of this incremental cost.

The reason for the change was to make the language consistent among the tariffs and
consistent with the presentation on the bills. The due date as stated on the bill will
continue to be 15 days from the date of the bill. It will have no impact on customers.

(1) The Tariff SGS-TOD service charge is the sum of the proposed Tariff SGS service
charge of $11.50 and the $3.55 incremental cost of the special metering required. The
Tariff SGS-TOD energy charges were designed in a manner that would produce the same
revenues as Tariff SGS based upon the average SGS customer. The differentiation in the
energy charges by pricing period was based upon the relationship between market prices
in each pricing period.

(2) The proposed 500 customer limit was due to the experimental nature of the proposed
tariff.

(3) Specific marketing plans have not been developed at this time.

(4) Item 13 of Kentucky Power's Terms and Conditions of Service provides that
customers that change their initial rate schedule selection must remain on such
subsequent selection for 12 months before any other selection may be made. The
language in Tariff SGS-TOD is intended to waive this requirement should a customer
wish to take service under Tariff SGS-TOD.

(1) The Tariff LGS-TOD rates were designed in a manner that would produce the same
revenues as Tariff LGS based upon the average LGS customer. The Tariff LGS-TOD
service charges are the same as the proposed Tariff LGS service charges. The Tariff
LGS-TOD demand charges were designed to recover 100% of secondary and primary
demand (fixed) costs and 10% of transmission demand costs. The off-peak energy
charges were designed to collect variable costs plus $0.01 per kWh for fixed costs. The
on-peak energy charges were designed to collect variable costs plus all fixed costs not
otherwise collected through the demand and off-peak energy charges.

(2) The proposed 500 customer limit was due to the experimental nature of the proposed
tariff.

(3) Specific marketing plans have not been developed at this time.



KPSC Case No. 2009-00459

Commission Staff’s Second Set of Data Requests
Order Dated February 12, 2010

Ttem No. 1

Page 4 of 4

e. The text change was made to clarify that customer billings for the Capacity Charge,
which is a per kWh charge, uses this same table of monthly kWh consumption.

f. (1) Proposed Rider ECS is a very new service offering for the Company. The
curtailment demand credit is based upon the Reliability Pricing Model auction price. For
the year beginning June 1, 2012, this price dropped dramatically. Given these
circumstances, the Company believes that a revised or new emergency curtailable service
offering may be needed beginning June 1, 2012 and thus has requested that proposed
Rider ECS expire May 31, 2012.

(2) Current Rider ECS was a stand-alone offering developed by the Company. The
proposed Rider ECS is entirely different and similar to a PJM Interconnection, LL.C
offered program. The difference is that current Rider ECS compensated customers for
energy reduced when they were called upon during an emergency, whereas proposed
Rider ECS compensates customers for committing to curtail during an emergency and
reduces such compensation should there be non-performance.

(3) There are no customers currently taking serving under the current Rider ECS.

There are no customers currently taking serving under the current Rider PCS.

S

1. Upon further consideration of the Commission's order, the Company now believes that
there should be not be a Level 1 application fee and there should be a $100 Level 2

application fee.

1. No. The balancing adjustment factor will be combined the Tariff TA factor and shown as
a single line on the bill.

WITNESS: David M Roush






KPSC Case No. 2009-00459

Commission Staff’s Second Set of Data Requests
Order Dated February 12, 2010

Item No. 2
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Kentucky Power Company

REQUEST
Refer to 'Volume 1 of the application, pages 339 and 340 of 367. For each of the last five (5)

years ending September 30, provide the amount of total Sales for Resale, Other Electric
Revenue, Rent from Electric Property, and Miscellaneous Revenues.

RESPONSE

For the requested information, please refer to attached pages 2 through 3 of this response.

WITNESS: Errol K Wagner



KPSC Case No. 2009-00459
KPSC 2nd Set of Data Requests
Order Dated February 12, 2010
item No. 2

Page 2 of 3
Kentucky Power Company
Other Revenue Analysis
Twelve Months Ended September 30:

Account Description 2005 2006 2007 2008 2009
4470001 Sales for Resale ~ Assoc Cos 2,249,276.60 1,979,621.73 1,078,726.14 1,867,236.78 (120,938.21)
4470002 Sales for Resale - NonAssoc 29,646,525.06 38,372,466.48 37,311,417.79 25,641,776.17 11,673,535.45
4470004 Sales for Resale-Nonaff-Ancill 31,075.75 28,476.87 25,452.02 26,086.76 69,408 .04
4470005 Sales for Resale-Nonaff-Transm 831,802.29 518,145.24 770,964 49 738,241.82 760,169.91
4470006 Sales for Resale-Bookout Sales 384,821,946.78 217,408,927 .32 136,887,970.56 139,768,733.20 73,697,187.82
4470007 Sales for Resale-Option Sales 4,465,953 33 632,846 07 94,478 05 - -
4470010 Sales for Resale-Bookout Purch (381,761,801.21) (206,583,031.91)  (133,090,089.62) (133,608,171.50)  (66,738,445.19)
4470011 Sales for Resale-Option Purch (3,322,628.76) (502,713 47) (46,396.81) - -
4470019 Tier | Steam Revenue - - - - -
4470026 Sale for Resl - Real from East (5,706,360 00) (882,215.58) (13,863.15) (1,000.31) -
4470027 Whsal/Muni/Pb Ath Fuel Rev 1,613,311.01 1,581,988 04 2,222,087.08 2,134,062.59 2,854,516 67
4470028 Sale/Resale - NA - Fuel Rev 28,790,289.36 31,540,768 74 34,108,063.28 30,620,204 15 31,911,329.75
4470033 Whsal/Muni/Pub Auth Base Rev 1,773,237 45 1,971,999.69 2,386,828.29 2,358,004.68 3,301,778 88
4470035 Sls for Rs! - Fuel Rev - Assoc 3,203,957 50 3,733,161.04 2,691,372.17 2,459,287.94 412,583.53
4470064 Purch Pwr PhysTrad - Non Assoc (10,195,734.98) (12,014,587.20) (21,859,277.21) (11,942,590.05) (3,450,109 87)
4470066 PWR Trding Trans Exp-NonAssoc (228,926.02) (276,388 38) (214,397.63) (60,506.40) (116,216.67)
4470072 Sales for Resale - Hedge Trans (3,243,892.00) (2,604,141.00) (86,175.45) - -
4470074 Sale for Resale-Aff-Trnf Price - - - - -
4470081 Financial Spark Gas - Realized {1,911,729.39) (2,773,019.69) 1,622,322.38 (1,204,349.85) (362,053.13)
4470082 Financial Electric Realized (629,193.09) (2,571,904.80) 3,993,844 45 (979,419.69)  (10,093,809.29)
4470083 Dedicated Finan Spark-Realzd - - - - -
4470086 Sales for Resale-Affil Pool 8,263,958.85 - - - -
4470088 Pool Sales to Dow Plt- Affil 5,072.00 42,973.08 - - -
4470089 PJM Energy Sales Margin 10,131,343 52 3,424,474.15 6,607,913.31 31,004,719 59 (1,706,496.71)
4470090 PJM Spot Energy Purchases (23,858,766.36) (10,416,793.18) (14,414,503.86) 12,112,614.10 -
4470091 PJM Explicit Congestion 0SS (379,759.12) (486,715.53) (352,475.29) (510,837.71) 22,986.66
4470092 PJM Implicit Congestion-0SS (1,528,826.81) (2,376,035.05) (611,690.78) - -
4470093 PJM Implicit Congestion-LSE (9,280,539.34) (15,500,248.14) (6,255,616.51) (8,749,287 04) (7,166,538.48)
4470094 PJM Transm. Loss - 0SS (4,688.56) 91,632.80 39,994 22 - -
4470095 PJM Ancillary Serv.-Reg 675,287 68 - 0.66 - -
4470096 PJM Ancillary Serv -Spin 45,310.53 131,734.26 - - -
4470087 PJM Ancillary Serv.-Sync 0.00 - - - -
4470098 PJM Oper Reserve Rev-0SS 664,924.78 810,695.73 838,670.94 495,088.54 1,188,378.76
4470099 Capacity Cr. Net Sales ‘ 1,375.06 3,515.23 547,889.03 2,231,92340 1,874,847.01
4470100 PJM FTR Revenue-0SS 1,603,808.21 3,029,265.69 3,724,934.36 6,119,416.34 2,577,156.93
4470101 PJM FTR Revenue-LSE 13,827,760.68 25,400,816.95 6,789,086.69 8,448,914.80 7,620,773.43
4470103 PJM Energy Sales Cost 50,994,937.08 42,852,198 93 50,999,638 24 67,269,400.72 23,737,605.72
4470104 PJM OATT Ancill.-Reactive - - - - -
4470105 PJM OATT Ancill.-Black 0.00 - - - -
4470106 PJM Pt2Pt Trans.Purch-NonAff (418,455.52) (53,088.93) (43,575.25) (20,078.15) (5,751 .54)
4470107 PJM NITS Purch-NonAff 6,893.67 (11,877 .11) (106,218.43) 151,832 21 8,824.42
4470108 PJM Oper.Reserve Rev-L.SE (2,015,255.99) (1,592,472.15) - - -
4470109 PJM FTR Revenue-Spec 111,201 04 (64,569.79) 30,474.20 804,288.30 (366,048.52)
4470110 PJM TO Admin. Exp.-NonAff. (57,621.29) (23,472 .29) (15,477 .50) (31,825.15) 6,077.38
4470111 Buckeye Excess Energy-0SS 0.00 - - - -
4470112 Non-Trading Bookout Sales-0SS 6,349,293 35 15,274,314 65 15,131,035.72 20,280,892.72 6,345,982.83
4470113 PJM Non-ECR Purchases-0SS - - - - -
4470114 PJM Transm. Loss - LSE (116,007 41) 232,716 80 113,456 72 - -
4470115 PJM Meter Corrections-08S (17,819.37) (31,863.37) (57,011.67) 296,062.89 (183,877.10)
4470116 PJM Meter Corrections-LSE (86,997.97) 252,437.04 §9,698.80 12,008.93 {30,860.45)
4470117 Realiz. Sharing-447 Optim 2,311,487.00 (1,255,125.00) 6,964.33 - -
4470118 Realiz. Sharing-PJM 0SS 124,025.00 (454,221.25) 3,340 86 - -
4470119 PIM SECA Transm. Expense (1,283,000.40) {719,942.94) - - -
4470124 PJM Incremental Spot-0SS (69,119.53) (73,472.12) (13,855.12) (69,993.00) (6,816 .60)
4470125 PJM Incremental Exp Cong-0SS (5,061.76) (76,774.78) 49,436.86 (43,779.13) (91,553 .03)
4470126 PJM Incremental Imp Cong-08S (555,849 41) (966,858.59) (5,974,937.06) (14,080,295.50) (549,832 55)
4470128 Sales for Res-Aff. Pool Energy 36,799,611.00 55,114,724 00 54,843,604.71 66,756,438.01 60,627,897.00
4470131 Non-Trading Bookout Purch-OSS (5,802,153.69) (8,065,017.61) (3,828,571.78) (3,234,425.66) (520,843 .63)
4470132 Spark Gas - Realized 348,565.64 (654,657.17) - - -
4470141 PJM Contract Net Charge Credit - - - (12.79) 12.83
4470143 Financial Hedge Realized - 4,426,992 36 1,113,748.01 (1,968,168.32) 2,885,619.01
4470144 Realiz.Sharing - 06 SIA - (24,913.00) (4,393.00) 12,968.00 {7,457 00)
4470145 PJM Hourly Net Purch -FERC - (0 00) - - -
4470146 Pur Power (Trading) ERCOT Area - - - - -
4470150 Transm. Rev.-Dedic. Whisl/Muni - 235,540.25 502,087.77 527,193.55 621,801.97
4470155 OSS Physical Margin Reclass - - 1,844,666.18 (342,627.41) (9,932,835.72)
4470156 0SS Optim. Margin Reclass - - (1,844,666 .18) 342,627.41 9,932,835.72
4470166 Marginal Explicit Losses - - (65,320.97) (298,981.10) 3,583.85
4470167 MISO FTR Revenues 0SS - - - 32,357.42 7,747.63
4470168 Interest Rate Swaps-Power - - - (593.95) (11,292.38)
4470169 Capacity Sales Trading - - - 64,086 20 (89,351.87)
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Twelve Months Ended September 30;

Account Description 2005 2006 2007 2008 20098
4470170 Non-ECR Auction Sales-088 - - - - 14,849,736.72
4470174 PJM Whise FTR Rev - 088 - - - - 24,802.97
4470202 PJM OpRes-LSE-Credit - 60,740.21 234,22318 293,479 50 2,692,643.16
4470203 PJM OpRes-LSE-Charge - (376,545.80) (2,122,751.66) (2,398,129.85) (3,138,016 .35)
4470204 PJM Spinning-Credit - 917 97 12,535.52 (819.46) 79,184.72
4470205 PJM Spinning-Charge - (2,967.10) (5,914.42) - (13,392.11)
4470206 PJM Trans loss credits-0SS - - 1,745,213.05 4,530,806.68 1,415,681 34
4470207 PJM transm loss charges - LSE - - (7,680,760.26) (24,798,901.34)  (14,632,644.64)
4470208 PJM Transm loss credits-1.SE - - 2,874,121.69 11,927,955.21 8,273,650.08
4470209 PJM transm loss charges-0SS - - (3,252,304.38) (10,831,477 84) (2,446,622 98)
4470210 PJM ML O8S 3 Pct Rev - - - 17,707,528.64 2,742,144.70
4470211 PJM ML OSS 3 Pct Fuel - - - (6,549,792.75) (1,871,743.17)
4470212 PJM ML 0SS 3 Pct NonFuel - - - (1,050,049.41) (340,198.90)
4470214 PJM 30m Suppl Reserve CR 0SS - - - 34,214 36 77.467.12
4470215 PJM 30m Suppl Reserve CH 0SS - - - - {11,558.96)
4470216 PJM Explicit Loss not in ECR - - - (400,560.37) (440,418.54)

Total Sales for Resale 137,212,042 23 177,718,458 40 169,346,017.76 233,893,679.08 147,753,239.42
4500000 Forfeited Discounts 1,523,385.27 1,717,192.78 1,707,395.19 1,669,864.92 1,809,068.04
4510001 Misc Service Rev - Nonaffil 137,681.36 231,118.06 369,373.70 445,851 85 395,705.89
4510007 Service Rev-Indirect Cost-NAC 1,436.02 1,852.22

Total Misc Revenues 1,662,502.65 1,850,163.08 2,076,768 .89 2,115,716.77 2,204,773.93
4540001 Rent From Elect Property - Af 328,507 .14 273,359.79 292,140.15 266,616.51 248,838.69
4540002 Rent From Elect Property-NAC 2,600,641.75 2,850,390 54 3,108,276.78 10,347,367.59 4,776,989.86
4540004 Rent From Elect Prop-ABD-Nonaf 72,999.00 102,984.74 95,372.38 80,784.50 81,331.10

Total Rent from Elec Prop 3,002,147.89 3,226,73507 3,495,789.31 10,694,768.60 5,107,159 65
4560007 Oth Elect Rev - DSM Program (2,283,347.66) 818,791.48 995,300.52 1,027,945.12 1,149,667 .95
4560012 Oth Elect Rev - Nonaffiliated 17.310.26 13,103.06 (511.22) 73,981.89 (45,532 57)
4560013 Oth Elect Rev-Trans-Nonaffi 145,292 .37 162,769 58 69,756 00 13,892.00 -
4560014 Oth Elect Revenues - Ancillary 5,753.63 - - - -
4560015 Other Electric Revenues - ABD 1,647,885.78 863,540.05 697,180.77 433,609.04 3,006,371.40
4560016 Financial Trading Rev-Unreal 0.01 - - - 140,522 74
4560031 MTM Credit Risk Reserve - - - - -
4560041 Miscellaneous Revenue-NonAffil 41,506.04 29,310.96 (10.34) 6.68 056
4560043 Oth Elec Rv-Tm-Aff-Trnf Price - - - - -
4560049 Merch Generation Finan -Realzd (346,981.24) (1,130,193.35) (129,929.41) 26,247.01 1,264.02
4560050 Oth Elec Rev-Coal Trd Rizd G-L. 1,256,709.27 (152,325.71) (835,734.11) (282,175.52) 685,787 01
4560052 Realized Spark/MGG Transfer - - - - -
4560058 PJM NITS Revenue-NonAff 3,175,403 71 3,682,04157 1,071,512.10 675.98 -
4560059 PJM NITS - Affilate - - - - -
4560060 PJM Pt2Pt Trans Rev -NonAff. 1,764,297.28 1,060,344 54 104,371.92 - -
4560061 PJM TO Adm. Serv.-Affiliate - - - - -
4560062 PJM TO Admin. Rev..-NonAff. 247,408.30 215,783.92 35,361.74 (2.08) -
4560063 PJM P{2Pt Transm. Serv.-Affil - - - - -
4560064 Buckeye Admin. Fee Revenue 117,546.26 80,913.72 5,857.20 - -
4560066 PJM Transm Dist /Meter-Affil - - - - -
4560067 OthElecRev Phys Coal Purch Exp (1,183,206.24) - - - -
4560068 SECA Transmission Revenue 9,294,380.81 4,508,234 30 (1,161,707.40) (409,216 25) -
4560070 Wires Revenue - Affiliated - - - - -
4560072 Hedge Ineffectiveness Revenue - - - - -
4560084 MTM-Coal Procurement - - - - -
4560085 PJM Expansion Gost Recov 5,157 66 111,472.33 19,791 .48 - -
4560086 LSE FTR MTM - - - - -
4560087 0SS FTR MTM - - - - -
4560095 RTO Form. Cost Recovery - 19,489 22 3,971.98 - -
4560097 Sales of Renew. Energy Credits - - 355 59 - -
4560109 Interest Rate Swaps-Coal - - - (3.43) (653.53)
4560111 MTM Aff GL Coal Trading - - - - (140,522.74)
4560112 Realized GL Coal Trading-Affil - - - - (208,389.40)
4561002 RTO Formation Cost Recovery - - 11,81552 16,173.22 13,648.10
4561003 PJM Expansion Cost Recov - - 61,843.55 79,182 .19 77,303.15
4561005 PJM Point to Point Trans Svc - - 702,469 82 1,208,822.32 995,822.07
4561006 PJM Trans Owner Admin Rev - - 146,754.27 211,498.46 160,808.27
4561007 PJM Network Integ Trans Svc - - 3,079,652.32 3,550,513.08 3,757,983.22
4561019 Oth Elec Rev Trans Non Affil - - - 51,516.00 70,920.00

Total Other Electric Revenues 13,805,116.24 10,283,275.67 4,878,102.30 6,002,765.68 9,665,000 25






KPSC Case No. 2009-00459

Commission Staff’s Second Set of Data Requests
Order Dated February 12, 2010

Item No. 3

Page 1 of 1

Kentucky Power Company

REQUEST

Refer to Volume 1 of the Application, page 349 of 367. Explain the large increases in the
amounts charged Kentucky Power by Appalachian Power Company, Indiana Michigan Power
Co., and Public Service Co. of Oklahoma over the four (4) year period shown.

RESPONSE

The increase in charges from Appalachian Power is due primarily to Appalachian Power
Company's payments on behalf of Kentucky Power of $0.9 million in the test year and $1.0
million in the 12 months ended December 2008 for a transformer and related materials for the

Dwale, KY substation.

The increase in charges from Indiana Michigan Power is due primarily to employee labor and
expenses for storm damage restoration expenses of $0.2 million related to the severe storms in
Kentucky in January 2009 and February 2009.

The increase in charges from Public Service Company of Oklahoma 1s due primarily to
employee labor and expenses of $0.3 million for storm damage restoration expenses related to

the February 2009 severe storm.

WITNESS: Errol K Wagner
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Page 1 of 1

Kentucky Power Company

REQUEST

Refer to Volume 2 of the application, Section III. Provide a copy of pages 1-62 in electronic
form on CD-Rom with the formulas intact and unprotected.

RESPONSE

Please see the attached electronic file.

WITNESS: David M. Roush
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Kentucky Power Company

REQUEST
Refer to Volume 2 of the application, Section III, page 10 of 488.
a. Refer to column 1. Explain the "Book to Bill Adjustment."

b. Column 1 contains a row titled "Fuel" which shows a total of $9,513,955. Explain what this
row represents.

¢. When the "Fuel” row reaches column 9, titled "Revenue with Annualized Fuel,” the amount
is reduced to $5,704,918. Explain the difference in these two amounts.

d. Refer to column 9. Explain how the .0023217 fuel rate was calculated.

RESPONSE

a. The book to bill adjustment reflects the difference between the kWh recorded on the
Company's books and the kWh that when multiplied by test year rates match the revenue as
recorded on the Company's books.

b. Column (4) of the row labeled "Fuel" represents the test year billing under the Company's
monthly fuel adjustment clause assuming the current fuel basing point was in effect for the
entire period.

c. Column (9) of the row labeled "Fuel" represents the test year billing at the Company's
annualized fuel factor of $0.0023217.

d. The Company's annualized fuel adjustment factor is calculated as the jurisdictional total fuel
cost of $219,625,727 as shown on Exhibit EKW-4, Column (5), divided by Billed and
Accrued kWh of 7,148,876,499 kWh as shown on Exhibit EKW-4, Column (11) less the
current base fuel amount of $0.0284 per kWh as shown on Exhibit EKW-4, Column (12).

WITNESS: David M Roush
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Kentucky Power Company

REQUEST
Refer to Volume 2 of the application, Section 11, page 11.

a. Refer to column 1. Explain what is meant by "Customer Charge - NH" and "Customer
Charge - HT."

b. Explain the employee discount policy.

RESPONSE

a. The service charge for employees is different depending upon whether their residence has
electric heat "HT" or does not have electric heat "NH".

b. Company employees that are also customers of the Company receive a discount on the

service charge portion of their electric bill. Employees with electric heat "HT" do not pay the
service charge. Employees without electric heat "NH" pay one-half of the service charge.

WITNESS: David M Roush
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Kentucky Power Company

REQUEST

Refer to Volume 2 of application, Section III, page 29 of 488. Column 3 shows a current
"Alternate Feed" rate of $4.04. Provide the location of this rate in Kentucky Power's tariff.

RESPONSE

The rate cannot be found in KPCo's current tariff. Such service is currently being provided
under a KPSC approved special contract.

WITNESS: David M Roush
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Page 1 of 1

Kentucky Power Company

REQUEST
Refer to Volume 2 of the application, Section III, page 38 of 488.

a. Explain how the Employee Discount of ($59,120) in the Proposed Revenue column was
calculated.

b. Confirm that the reason Environmental Surcharge revenues go from $4,762,458 to $0 is due
to Kentucky Power's proposal to roll environmental costs into base rates.

RESPONSE

a. The discount was calculated as 1,854 Employees Without Electric Heat Bills x $4 + 6,463
Employees With Electric Heat Bills x $8 = $59,120.

b. Yes, the environmental surcharge revenues fall to $0 because the Company is proposing to
include the test year level in base rates.

WITNESS: David M Roush
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Kentucky Power Company

REQUEST

Refer to Volume 2 of the Application, Section V, Workpaper S-6, page 1 of 4. Provide an
explanation for the two adjustments in column 4 or provide the location of same in the

Application.
RESPONSE

Section V, Workpaper S-6, Line No. 4, Distribution Plant, Column 4 amount of ($1,149,668)
relates to the test year revenues associated with the DSM activities (Please See Section V,
Workpaper S-6, Page 2 of 4, Line No. 7). This adjustment removes the revenues which include
the cost recovery, lost revenues, and incentives associated with the DSM activity from the test
year annual revenue requirement. These revenues should be excluded from base rates due to the
fact that DSM revenues are recovered through the DSM surcharge. The DSM activity cost
should have also been removed from the test year cost of service as stated in the Company
response to Commission Staff 1 st Set Item No. 58.

Section V, Workpaper S-4, Page 1 of 4, Line 5, Various Trans. Agreement, Column 4 amount of
($5,005,564), relates to the items listed on Section V, Workpaper S-6, Page 2 of 4, lines 17
through 21. These various transmission agreement revenues were removed from the Operating
Revenue because these same transmission revenues were included in Section V, Workpaper S-7,
Line 10 in the amount of $5,005,565 as a negative expense. These transmission revenues are
used to reduce the annual cost-of-service. This is a reclassification of the test year transmission
revenues to a negative expense.

WITNESS: Errol K Wagner
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Page 1 of 2

Kentucky Power Company

REQUEST

Refer to pages 5 and 9-10 of the Direct Testimony of Timothy C. Mosher.

The sentence at line 7 of page 5 refers to "[i]ncreasing efficiencies . . . ," while the answer
starting at line 21 of page 9 and continuing to page 10 refers to Kentucky Power meeting its goal
of providing reliable cost-effective service "[tThrough effort, efficiencies and commitment . ."
Provide a list of all efficiencies, cost-saving measures, best practices programs, etc. that have
been implemented by Kentucky Power since its last general rate case and, for each efficiency,
measure or program, quantify the dollar impact of the benefit it has provided Kentucky Power's
customers.

RESPONSE

Since our last general rate case in 2006, Kentucky Power has implemented the following
programs, procedures or processes that are designed to produce more reliable service:

[. Improvement of performance within station breaker zones: We focused tree trimming efforts
to establish a four year cycle within the station zones. We've also concentrated on identifying
and replacing faulty cutouts within the station zones. These two activities were undertaken
primarily to improve reliability by stabilizing SAIFI (System Average Interruption Frequency
Index) and reducing the number of large outage cases.

2. Crew productivity and job site efficiency goals were established for the field personnel to
better understand how their individual and team performance preparing for work and working a
specific plan affected service to the customer. Jobsite efficiency increased from 68% in 2005 to
82% in 2009, while the utilization measurement stabilized during the same timeframe. The net

effect is more maintenance work completed and services installed faster.

3. LEAD (Line Equipment Analysis Device) equipment, a tool that AEP developed and patented
to identify distribution hardware in the beginning stages of deterioration and failure, was
employed to detect (EMI), electro-magnetic interference. EMI detection allows failing cutouts
and lightning arrestors to be located and replaced before an outage occurs.

4. Utility vehicle standardization was introduced and followed, reducing the overall costs of new
vehicles.
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5. A Kentucky (DDC), Distribution Dispatch Center, was established to centralize the daily
dispatch operation as well a create a more efficient function during storm restoration. A total of
thirteen employees cover Kentucky operations on a twenty-four hour basis. During major
storms, dispatching is returned to the local areas and the DDC functions as the clearinghouse

between distribution and transmission.

6. Kentucky Power was reorganized into an operating company with three Customer and
Distribution Services Managers respectively in Ashland, Pikeville and Hazard. The managers
report to a Customer Operations Director who reports to the company President and Chief
Operating Officer. The new organization has allowed a closer relationship in the communities
and a direct responsibility for service reliability.

7. The Company has spent more for reliability each year since the last rate than was included for
the purpose of designing rates.

Savings have not been quantified.

WITNESS: Timothy C Mosher






KPSC Case No. 2009-00459
Commission Staff’s Second Set of Data Requests
Order Dated February 12, 2010
Item No. 11
Page 1l of 52

Kentucky Power Company

REQUEST
Refer to the Direct Testimony of William E. Avera ("Avera Testimony") at page 9.

The information in footnotes 4 and 5 is a year old. If available, provide more recent utility sector
analyses from Fitch Ratings, Ltd. and Moody's Investor Services.

RESPONSE

Copies of the most recent publications from Fitch Ratings Ltd. and Moody’s Investors Service in
Dr. Avera’s possession are contained on the CD attached to this set of Data Requests.

WITNESS: William E. Avera
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The U.S. Utilities, Power, and Gas (UPG) sector 2010 outlook is framed in the context of
Fitch Ratings’ outlook for a slow U.S. economic recovery in 2010, with stable outlooks
for most of the business segments within the UPG universe except for negative 2010
credit outlook for competitive generators and retail propane distributors. Forces driving
the credit outlook are summarized below:

(-]

Growth in power sales adjusted for weather will resume after the declines of 2008-
2009. Natural gas sales volume is expected to be relatively flat year on year.

Market prices for natural gas and electric power and capacity are likely to remain in
a low band. Relatively low prices are:

o Beneficial or neutral for electric and gas utilities.

o Unfavorable for competitive power generators and natural gas storage and
midstream services.

While non-energy commodity prices are up from their trough in 2009, we do not
foresee an overheated economy with rapid expansion in the prices of construction
materials; however, U.S. dollar weakness is likely to raise costs of imported
machinery and equipment, and could eventually raise prices of U.S. construction
materials, increasing capital investment cost pressures.

Electric utilities reduced their 2010 capital expenditure budgets from earlier
planned amounts, but the overall level of investment remains greater than internal
funding and will require external financing, including raising equity capital.

Continued good access to debt and equity capital markets is expected, along with
gradual improvement in bank market conditions.

Electric and gas utilities are in a long-term cycle of rising unit costs, requiring
frequent base rate increases to maintain stable financial results.

While Fitch expects that most utilities will achieve reasonable regulatory outcomes,
the dependence on rate increases exposes utilities to potential resistance from
regulators, state politicians, and consumers/voters.

Fitch expects passage within two years of national laws limiting greenhouse gas
(GHG) emissions and possibly a national renewable portfolio standard, as well as
more stringent environmental regulations on other emissions. This will have little
effect on cash flow in 2010, but longer-term consequences for many competitive
power generators are unfavorable, especially for owners of coal-fired generation,
and it will add to cost pressures for integrated electric utilities and their
consumers.

The “Credit Outlook Summary by Segment” table on page 2 of this report delineates the
outlook and median rating with supporting bullet points for each business segment in
the UPG sector. Fitch’s business segment outlooks are formulated based on an analysis
of fundamental factors, not by tallying the current rating outlooks of individual issuers
in the business segment. Rating Outlooks for individual companies often vary from

www.fitchratings.com

December 4, 2009
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segment outlooks due to the specific circumstances of each entity. As of Dec. 1, 2009,
more than 86% of individual issuer Rating Outtooks in the UPG sector are Stable.

Resilient Performance in 2009

Companies in the UPG sector weathered the recession and financial crisis of 2008-2009
with considerably less pain than sectors such as financial institutions, cyclical
industrials, and retailers. The absence of significant defaults in the sector is in stark
contrast to the upswing in defaults and bankruptcy filings across the rest of the U.S.

Credit Outlook Summary by Segment

The segment credit outlooks in the left column reflect fundamental analysis of factors influencing developments in the segment, not the aggregate Rating
Qutlooks of the entities in the segment. Median ratings indicated are based on the issuer default ratings (IDR) of entities rated by Fitch Ratings, with the
exception of the public power utility segment, which is based on senior instrument ratings. Public power utilities are not assigned IDRs.

Segment Drivers in Credit Outlooks for 2010

Utility Parent Companies o Continued cost cutting for earnings and cash flow growth.

Median IDR: BBB o Investment focus on organic growth, investments in transmission, and renewables.

Credit Outlook o MEA activity will be limited.

Stable (One Year) o Focus on core businesses; selective divestitures.

Negative (Longer Term) « Equity issuance needed to maintain balanced capital mix.

Electric Utilities, Investor-Owned o Sustained high capital spending for the majority of companies.

Median IDR Integrated Electric: BBB o Relatively low gas and power prices will mitigate effect of rising infrastructure costs in 2010.
Median IDR Electric Distribution: BBB o Rising unit costs longer term due to new infrastructure and carbon regulations.

Credit Outlook o Serial base rate cases to recover infrastructure investments in 2010 and longer term.

Stable (One Year) o Significant new debt, hybrids, and equity issuance to fund capex.

Stable to Negative {Longer Term)

Gas Distributors, Investor-Owned o QOversupply of gas into the 2010 winter season will relieve rate pressure.

Median IDR: A~ o Sales growth constrained by continued weakness in the housing sector.

Credit Outlook o (Capital expenditures will remain fairly low and manageable.

Stable (One Year and Longer Term) s Expect consistent regulatory treatment and manageable external funding.

Competitive Generation Companies ¢ Excess power reserve margins will linger with modest demand growth.

Generating Companies and Energy Trading o Low das and power price environment will hold down margins for most generators.

Median IDR: BB~ » Need to replace expiring hedges and contracts in a weak pricing environment.

Credit Outlook o Uncertainty surrounding carbon legislation remains a key operating and credit issue for this group.
Negative (One Year)

Negative o Stable (Longer Term)

Natural Gas Midstream Companies

Midstream and Pipeline Companies o Development of low-risk, contractually supported pipelines to connect increased shale gas
Median IDR: BBB~ production to high-demand eastern markets.

Credit Qutlook: Pipelines o Midstream processing volumes and margins likely to be supported by significant price advantage
Stable (One Year and Longer Term) of NGLs over oil-based naptha as ethylene feedstock.

Credit Qutiook: Midstream o Modest increase in volumes on natural gas and refined products pipelines due to recovering
Stable (One Year and Longer Term) economic activity.

Credit Outlook: Propane « Companies are likely to continue to pursue conservative financial practices.

Negative (One Year and Longer Term)

Public Power Utilities o Benefit from less state regulatory oversight; local control over rate-setting.

Municipal, State, and Federal o Continued lower usage and decreased revenues from surplus power sales anticipated for 2010.
Agencies and Cooperatives o Growing pressure for local governments to slow rate increases and boost transfers from the utility
Median Rating® (Retail Systems): A+ system to replace lost city tax revenue and fund pension obligations.

Median Rating® (Wholesale Systems): A = Generation investment will continue, albeit at a slower pace.

Credit Qutlook o Rising unit costs longer term due to new infrastructure and carbon regulations.

Stable {One Year) o Improving access to third party liquidity; expect extension of federal stimulus program which
Stable to Negative (Longer Term) provides for issuance of taxable Build America Bonds by municipal entities.

*Median ratings shown for Public Power Utilities are senior unsecured debt ratings.
Source: Fitch.

2 U.S. Utilities, Power, and Gas 2010 Outlook December 4, 2009
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economy, consistent with the defensive reputation of the sector.

In general, companies in the UPG sector entered 2009 in reasonably sound financial
condition; some drew down their bank credit facilities during the banking crisis in late
2008 and repaid the loans as the bank and financial markets stabilized during 2009.

Rate-regulated utilities benefited during the market disruption from bond investors’
preference for low-risk infrastructure investments. Regulated utilities and holding
companies with higher investment-grade ratings had adequate to robust bond and
commercial paper market access throughout 2009, and the bond market became more
open to funding companies with speculative-grade ratings at progressively lower
spreads during the second half of 2009.

Electric and gas utilities’ sales volumes were reduced as a result of cyclical sales
declines, especially lower industrial consumption of gas and power, with greatest
impact in the Midwest. Residential demand was also lower, particularly in markets with
the greatest impact from the housing collapse. While reduced sales hurt cash flow,
lower costs of natural gas and power purchases, combined with timing differences in
cost recoveries and collections of prior fuel deferrals, helped support operating cash
flow and reduced working capital needs. Some integrated electric utilities that rely on
spot sales of excess power into the wholesale market and rely on profits from wholesate
sales suffered from a material decline in spot market prices.

Competitive generators and midstream gas processors were exposed to oversupply of
natural gas and declines in power and gas spot and forward prices to the extent
production was unhedged. However, generators and midstream processors that entered
2009 with their sales significantly hedged avoided most of the impact of lower margins.

Key Drivers of the 2010 Outlook

Fitch’s 2010 credit outlook for the Utilities, Power, and Gas sector incorporates the
following framing economic and capital market assumptions:

e General economic recovery continues over the course of 2010.

o Capital market conditions are expected to be open and the bank market to have a
gradual improvement in spreads.

o Interest rates are expected to rise over the course of the year from very low levels.

e Weather-adjusted power demand expected to return to growth in 2010-2011.
Power is expected to form a longer-term growth trend averaging about 1.4% to 1.6%
per annum. Recovering industrial and commercial demand for natural gas should
offset increased efficiency, resulting in flat sales overall for gas.

Fitch’s 2010 U.S. economic outlook is for a slow recovery, with a projected modest 1.8%
rise in GDP. Industrial production and GDP appear to be gaining, albeit from a low base.
Fitch expects the pace of expansion to remain weak by the standard of prior recoveries.
While job losses are slowing, unemployment is not improving, and could weigh on
consumer sentiment and spending for several quarters. While there is a risk of a
double-dip recession, which would continue to suppress sales growth in the sector and
would result in a more adverse near-term credit environment, this is not Fitch’s base
case.

Interest Rates

U.S. Treasury interest rates in 2009 were at historically low levels, with short-term
rates near zero for the first half of the year. Later in 2009, the long end of the yield
curve began to move up. In the low rate environment, utilities achieved low-cost long-
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term debt financing, with 20- to 30-year taxable utility operating company issues at
5.50%-6%. As long as U.S. Treasury policy keeps rates low, the dollar would remain
under pressure. Assuming that the economic recovery takes hold, the Federal Reserve
would have to devise an exit from its easy-money monetary policy, allowing short-term
interest rates to revert to a more normal level, and long-term rates to move up as well.

Access to Capital and Credit Markets

Access to the debt capital market is expected to remain open to the UPG sector issuers
in 2010-2011.

Access to equity capital in addition to debt will be critical for utilities and utility
holding companies to maintain stable credit profiles, given the forecast for capital
expenditures in the sector in excess of internal cash flow. The utility sector will have
difficulty to satisfy equity investors’ expectations for growth in a general economic
recovery. Companies with strong market valuations or better growth fundamentals are
better positioned to raise equity without excessive dilution. Many utilities are
considering the use of hybrid securities to minimize dilution.

Fitch is monitoring expiring bank credit facilities and the pricing, covenants and terms
of new and replacement facilities. A recent Fitch study tallied approximately
$163 hillion of credit facilities of companies in the UPG sector expiring in 2010-2014,
with approximately 40% (565 billion) of maturities concentrated in 2012. Fitch
concluded that expiring credit facilities are not likely to create a liquidity issue for the
sector, although credit costs are likely to be higher than prior to the credit crisis. Fitch
expects that companies with expiring credit facilities will close the gap by means of
alternatives such as diversifying credit providers and using new types of credit facilities,
relying more on capital market debt and less on bank facilities for direct funding or
back-up, and altering cotlateral-intensive business practices to reduce needs for back-
up credit. (For more on this topic, please refer to “Fitch Review of Bank Credit
Facilities in the Utilities, Power, and Gas Sector,” published on Oct. 28, 2009.)

Gas and Power Demand

The trend over the past decade has been for declining natural gas consumption by
industrial users to be offset by higher usage for power generation. In 2009, extremely
low natural gas prices caused the dispatch of gas combined-cycle units to displace some
production by less-efficient coal plants. Assuming somewhat higher gas prices in 2010,
gas is likely to give back some share to coal at the margin. Beyond 2010, Fitch expects

U.S. Natural Gas Consumption by Customer Sector
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that use of natural gas for power generation will be growing and taking share away
from coal, offsetting shrinkage in primary demand for gas as a fuel for residential,
commercial, and industrial applications. On balance, weather-adjusted sales of natural
gas are forecasted to be approximately flat.

On a weather-adjusted basis, Fitch expects that U.S. electricity sales will rise in 2010
by 1% to 2%, largely due to a rebound in industrial usage straddling 2010-2011 that
would recover some but by no means all of the industrial demand lost in 2008-2009.
Longer run, Fitch foresees U.S. power consumption growing at 1.4%-1.6% annually.
Growth in U.S. per capita electricity consumption has been in a long-term secular
decline since 1960, and that trend is likely to continue as state and federal policies
increasingly favor energy-efficiency and demand-reduction programs. In those states
with aggressive policies promoting demand reduction, electric utilities are likely to
press for tariff decoupling mechanisms to replicate those already in effect for many
natural gas distributors and in a few jurisdictions for electricity.

U.S. Electricity Consumption by Customer Sector
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Commodity Prices

While market prices of gas and electric power are expected to rise from the 2009
trough, prices are likely to remain well below the levels that prevailed in early 2008.
Relatively low gas and power prices are a favorable element in the credit outlook of
most electric and gas distribution utilities and many integrated electric utilities, but
form a more challenging market environment for competitive generators with
conventional power generation assets and midstream gas processors to the extent that
sales are dependent on market prices rather than contracts signed at more favorable
prices.

Producers of steam coal remain in a pinch between their own rising production and
pension costs and the gas-on-coal competition at the margin for power production. Coal
stockpiles at power plants will enter 2010 materially above historical levels. While
demand and prices for met coal can rise with global economic recovery, steam coal
prices are likely to be constrained.

Prices of steel, cement, and other construction materials are up somewhat from their
trough in early 2009, and prices are expected to increase over the course of 2010,
especially due to the weak U.S. dollar. However, we see no basis for a return in 2010 to
the runaway inflation of construction materials of early 2008.
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Natural Gas Price Environment

Natural gas supply has exceeded demand for much of 2009, reflecting a combination of
lower consumption, high production, and historically high gas inventory levels. Rapid
expansion of shale gas production as well as greater accessibility to Rockies’ gas
production contributed to the 2008-2009 collapse of U.S. gas prices as the recession
depressed industrial demand. Fitch believes that price weakness will continue
throughout 2010 as the industry works through high inventory levels and demand
remains weak; the dramatic reduction in rig count during 2009 may only gradually
reduce the gas oversupply, especially since new shale production tends to have very
high initial production tevels.

Weather is a dominant factor in natural gas demand in the residential and commercial
markets. Fitch does not forecast the weather; however, given the drops in natural gas
demand in the industrial sector of the economy, it is not clear that even a colder-than-
normal winter would be enough to support materially higher natural gas prices in 2010.

Wholesale Electricity Prices

As a result of the decline in U.S. power consumption in 2009 along with some new
power capacity coming on line, capacity reserve margins have increased to the extent
that all U.S. power regions are currently oversupplied, with capacity reserve margins in
excess of 30% in most regions. Additions of renewable resources (largely wind) and a
few large coal plants that came on line in 2009 or will enter service in 2010 also tend to
prolong the industry overcapacity. Excess power capacity will only gradually be
absorbed by the modest increase in power demand.

The relatively low band of natural gas prices foreseen for 2010-2011 is expected to
combine with high capacity reserve margins to keep electric power and capacity prices
in a moderately low range in 2010 compared with the prices that prevailed in 2007
through mid-2008. Increasing output of wind and solar generation over the next several
years will also play a role in reducing round-the-clock energy prices and market clearing
heat rates, especially in those markets with the most abundant resources of wind
(Midwest and Plains, Texas) if transmission is adequate to move power to load centers.
In 2010-2013, 30% or more of the new power generation coming on line in the U.S. will
be wind, solar or other renewable generation, stimulated by tax subsidies, state
renewable portfolio standards, and feed-in tariffs in some states. Finally, construction
of new electric transmission facilities in New England and PJM and in ERCOT over the
next five years is expected to begin to lower electricity prices in congested zones and
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to raise prices outside the congestion zones.

Capital Expenditures

Overall, companies in the UPG sector responded to the recessionary environment and
reduced gas and power demand by deferring capital expenditures (capex) budgeted for
2009 and 2010 or cutting out discretionary projects, but the effects differ by segments
within the sector. Overall, capex in the sector will remain well in excess of
depreciation charges relating to the existing asset hase.

Q@

Capex for the competitive power generation sector remains in excess of
depreciation charges, despite more limited access to capital by the independent
generators as well as the court overturn of the Environmental Protection Agency’s
(EPA) Clean Air Interstate Rule (CAIR) and Clean Air Mercury Rule (CAMR)
regulations, which caused some companies to delay environmental compliance
projects. In 2010, capex will include more environmental compliance work,
investments in renewable power sources that carry abundant tax incentives and up-
rates of existing nuclear plant capacity.

Constrained by uncertain access to capital, gas midstream companies, and master
limited partnerships (MLPs) reduced capex very sharply in 2009, cutting back to
maintenance levels and completion of major projects already under construction.
Some major pipeline infrastructure projects are under construction, and these have
put some stress on credit ratios of their sponsors. In 2010, companies will spend to
complete major pipeline projects and to extend gathering lines to new shale-
producing areas, and could ramp up discretionary capex if funding is available and
market conditions improve with enhanced economic activity.

Gas distribution utilities generally have modest capex budgets, averaging around 1.5x
annual depreciation charges. Spending is expected to decline year on year in 2010.

Electric utilities have been in a pattern of increasing capex from 2005-2008 and had
budgeted to continue to grow in 2009. In 2009, the investor-owned electric utilities
reduced their aggregate capex by 10% from the originally budgeted 2009 levels, and
cut their 2010 plans by 9% from the original plans for 2010. After those cuts, 2010
capital expenditures for the segment as a whole are now budgeted to be essentially
flat with the record $84 billion level of 2008, and Fitch expects to see some growth
in capex in 2011. The ratio of capex to annual depreciation and amortization
charges will on average be higher for integrated utilities than for utilities that are
pure transmission and distribution (T&D) providers. Fitch notes that there is
considerable divergence in capital investment among the T&D utilities, including
some that are investing heavily for advanced metering or transmission and grid
reliability projects and several with very minimal capex. (For more information on
this topic, please refer to “Electric Utility Capital Expenditures: The Show Will Go
On,” published on Oct. 14, 2009).

Ratio of Capital Expenditures to Depreciation and Amortization
(12 Months Ended Sept. 30, 2009)

Average Minimum Maximum
Parent Companies (Consolidated) 2.3 0.7 4.9
Electric Integrated Utilities 2.7 0.8 6.7
Electric Distribution Utilities 1.5 0.3 4.6
Gas Distribution Utilities 1.5 0.9 3.0
Competitive Generators 2.8 0.9 7.0
Pipeline and Midstream Gas 2.5 1.0 7.6

Source: Fitch Ratings, company financial statements.
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Public Policy Will Drive Fundamental Changes

While it is still uncertain whether a major energy bill will be enacted in 2010, the
presidential administration and Congressional leadership are intent upon enacting a law
to address climate change, including limits on GHG emissions using a cap-and-trade
program, implementing standards for energy efficiency and conservation, and
promoting investments in renewable resources. However, it has so far proven difficult
to find bipartisan support or to muster sufficient support within the Democratic
majority to pass a Senate bill that will raise costs for consumers and disadvantage some
states more than others.

If the Congress is unsuccessful in passing new laws on these matters, the EPA has the
authority to take a more vigorous approach to carry out the federal court mandate
defining carbon dioxide and other GHGs as dangerous pollutants subject to regulation
under the Clean Air Act. Compliance with an EPA rule is likely to be more difficult and
costly for electric power generators and integrated utilities than a compromise bill
crafted by Congress; thus, the electric industry has united to support Congressional
action. Also, EPA is expected to act on new regulations to replace vacated Clean Air
Interstate Rule and Clean Air Mercury Rule with important effects on coal-fired
generating units, though not likely to have material effect in 2010.

Fitch assumes that there will either be a national law within the next two years that
will regulate carbon emissions, or the EPA will step in with new regulations with more
severe impact. If the EPA establishes rules, they are likely to take several additional
years of litigation and implementation. Fitch conducts sensitivities of the effects of
possible emissions prices or a tax on carbon emissions in its credit reviews of power
generators, but has not developed stress cases around potential EPA regulations.

Renewable Energy and Technology Innovation

Roughly half the states have adopted renewable portfolio standards (RPS) requiring
utilities to source a larger share of their electric power from defined renewable
sources, and more continue to jump on the bandwagon. There is growing pressure in
some states to establish feed-in tariffs and/or net metering of electricity. The longer-
term effect of these requirements may be adverse for electric utility credit if utilities
become loaded up with costly and inflexible power purchase obligations, akin to the
problems that occurred in the 1980s-1990s following the implementation of the Public
Utility Regulatory Policy Act of 1978. As higher costs of renewable resources and
related transmissions are pushed into consumer tariffs, it could make it more difficult
for utilities to achieve base rate increases to recover other rising cost elements and
maintain satisfactory equity returns.

In 2009, significant tax incentives (see the Federal Tax Matters section on page 9) have
begun to stimulate a sharp increase in investments in wind, solar, biomass, and other
resources defined as renewable power. Federal loan guarantees for renewable
resources, advanced clean energy technologies, and electric transmission, as well as
grants from the Department of Energy for advanced metering and Smart Grid projects
are additional sources of stimulus.

We have entered a period of high technology innovation in renewable energy resources,
demand reduction, energy efficiency, and electric power transmission networks. A
significant amount of work is underway to prepare for potential charging of plug-in
electric vehicles, a development that would require substantial new investments in the
utility distribution grid. The industry is testing technologies for carbon capture and
storage, integrated gasification with combined cycle electric production (IGCC), battery
storage, and pursuing licensing of new nuclear reactor designs. The U.S. has increased
federal funding for energy-related research at the national laboratories. Burgeoning
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and often conflicting policies and technology changes will lead to fundamental and
largely unpredictable changes in the energy and electricity sector over the next five to
10 years, but with relatively small impact in 2010.

Federal Tax Matters

Many companies in the UPG sector will lower their tax bills for 2009 and 2010 as a
result of a host of economic stimulus tax provisions. Tax credits for investments in
renewable energy and extended tax loss carry-backs will temporarily turn the tax
return into a profit center for several companies in the sector.

The American Recovery and Reinvestment Act of 2009 (ARRA), an economic stimulus
package, extended and expanded tax benefits available to specific project investments,
particularly for various renewable energy technologies:

o Renewable Energy Production Tax Credits (PTC): ARRA extended eligibility dates
of a tax credit for facilities producing electricity from wind, biomass, geothermal
energy, municipal solid waste, and qualified hydropower and marine renewable
energy. The “placed in service date” for wind facilities was extended to
Dec. 31, 2012, and for the other types of facilities to Dec. 31, 2013.

s Election of Investment Tax Credits in Lieu of PTC: Businesses that place in service
facilities that produce electricity from wind and some other renewable resources
can choose either the energy investment tax credit (generally a 30% tax credit for
investments in energy projects) or the PTC, which provides a credit per kWh for
electricity produced from renewable sources. A business may not claim both credits
for the same facility. A taxpayer electing the ITC in lieu of PTC receives a cash
payment 60 days after achieving the commercial operation date.

o Bonus Depreciation: Businesses can deduct half the adjusted basis of qualifying
property in the year it is placed in service. The extension applies to qualifying
property placed in service in 2009 (2010 for long production period property and
certain transportation property).

Net operating loss (NOL) carry-back was extended for a maximum carry-back of 5 years
rather than the normal two-year period applicable to nearly all companies, except for
recipients of TARP relief, as a provision of the Homeownership and Business Assistance
Act of 2009 (November 2009). The carry-back can be applied to NOLs generated in
either 2008 or 2009 but not for both years. The effect is an immediate increase in
available cash for the taxpayer.

Meanwhile, the prior administration’s dividend tax cut is scheduled to expire at the end
of 2010, and there is wide speculation that additional taxes or higher tax rates will be
applied to fund the federal deficit, including eliminating the current favorable
treatment of capital gains and dividend income. Given the sector’s heavy capex
requirements, Fitch would consider any such changes in federal income and capital
gains tax rates to be unfavorable developments that would likely lower equity
valuations of regulated utilities and utility holding companies.

Pension Funding

Many companies that entered 2009 with severe erosion in the value of their pension
funds relative to projected benefit obligations opted to make cash contributions to
comply with the U.S. Pension Protection Act of 2006, as moderated by the Worker,
Retiree, and Employer Recovery Act of 2008. Cash contributions in 2009, combined with
the recovery in bond and stock market values, have reduced the gap, but a number of
companies will need to continue cash contributions in 2010 (absent a significant run-up
in market values of investments).
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Bankruptcy and Restructuring

There were no notable defaults or bankruptcy filings in the UPG sector in 2009. That
stands in sharp contrast to the upswing in defaults and bankruptcy filings in other
corporate sectors as a result of the severe national and global recession. A peak default
period in the UPG sector was from 2001-2003.

SemGroup restructured and emerged from bankruptcy as a new public company in early
December 2009, approximately 16 months after the company and its major wholly
owned subsidiaries filed a bankruptcy petition on July 22, 2008. Pre-petition lenders
were estimated to recover 100% on some secured obligations and secured trading
exposures, an estimated 55% on one secured working capital loan facility, and 75% on a
secured revelving credit. Unsecured lenders and general creditors were estimated to
recover 5% to 10% of their exposure via the allocation of 5% of the equity in the new
public company to the unsecured class.

SemGroup’s 2008 insolvency resulted from its inability to post required margin
collateral to trading counterparties. The company adopted a trading strategy based on
the sale of naked call and put options that did not adhere to the SemGroup risk
management policy and violated the terms of its pre-petition credit agreement. When
SemGroup experienced trading losses, it increased and rolled forward its options
positions, causing increased losses and occasioning growing demands for margin
collateral that the company could not satisfy.

Utility Parent Companies
2010 Outlook — Stable
Longer-Term Outlook — Negative

The utility parent companies (UPCs) are poised for an improved economic and financial
environment as compared to that of a year ago. With economic activity picking up,
industrial sales have shown signs of stabilization in the third quarter. As industrial sales
recover, it is likely that the commercial sales, which have been weak in certain regions,
could follow suit. However, with revenue growth rates well below historical levels,
Fitch expects UPCs to continue their cost-cutting focus in both their regulated and
unregulated businesses to drive earnings and cash flow growth or support stability.

UPCs have withstood the credit crisis well. Qverall, the companies were in a financially
sound situation before the credit crisis hit, and liquidity during 2009 was bholstered by
reduced working capital needs due to falling commodity prices, reduction in
discretionary capex, and capital market issuances. Access to capital markets remains
open and relatively low cost for creditworthy borrowers. Fitch expects UPCs to extend
their conservative balance sheet stance in 2010, given the current fragile nature of
economy and recovering credit markets, combined with the stated intentions of most
management teams to maintain a stable credit profile. For regulated businesses, Fitch
expects the utility parent companies to use a judicious mix of debt and equity to
finance high levels of planned investments, most of which is mandated and earmarked
for reliability, environment compliance, and renewable energy projects. For
unregulated businesses, UPCs will need to balance the capital structure against rising
business risk due to lower cash flows brought on by a fall in commodity prices and
increasing proportion of unhedged output in the outer years.

Fitch expects climate change to remain a predominant focus for most UPCs despite the
uncertainty around the contents and timing of passage of a national law. While some
UP(Cs have been more proactive than others, Fitch expects more and more companies to
pursue low/zero carbon technologies more aggressively than before. This could be
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manifested in both regulated and unregulated businesses investing a greater proportion
of total capex in clean technologies and renewable generation as well as associated
transmission, energy efficiency, and smart grid investments, and in retirements of older
coal-fired power plants that cannot be economically retrofitted.

Parents of utilities are generally taking advantage of opportunities to invest in
regulated rate base, driven by legislative/regulatory mandates as well as a strategic
pursuit of cleaner technologies as highlighted above. Fitch expects UPCs to seek out
those investment opportunities where prospects of cost recovery are high and the
prospect is for a reasonable return on equity (ROE).

As of late November 2009, utility stocks as measured by the Philadelphia Utility Index
(UTY) have declined 3% in 2009 and underperformed the S&P 500 by 18%. The increase
in risk appetite among investors clearly worked against the defensive utility sector as
signs of economic recovery emerged. Utility stocks that have a greater proportion of
unregulated businesses have lagged their regulated peers due to a sharp fall in
commodity prices. The sunset of reduced dividend tax rates on Dec. 31, 2010 further
reduces the investment appeal of utility equity and is expected to increase the cost of
equity capital.

Notwithstanding the turmoil in the economy and the adverse capital market conditions,
especially in the early part of 2009, ratings in the UPC sector have remained generally
stable. The UPC’s median ‘BBB’ issuer default rating (IDR) and senior unsecured ratings
are the same as a year ago. Year to date, there have been three upgrades and seven
downgrades in the sector. Approximately 82% (37 of 45 observed companies) of Fitch’s
UPC issuers have Stable Rating Outlooks and 16% (seven of 45) have Negative Outlooks,
while only 2% (one of 45) has a Positive Outlook.

Sector downgrades in 2009 reflect a challenging operating and financial environment
due to both weak industrial sales and rising operating costs (NiSource Inc.; IDR
‘BBB-’/Stable), financial pressure, and associated execution risk from plans to build
new nuclear plants (SCANA Corp.; IDR ‘BBB+’'/Stable), weak commodity prices, and
lower profitability of the unregulated generation portfolio (PEPCO Holdings Inc.;
‘BBB’/Negative), and reassessment of financial and liquidity risk (Constellation Energy
Group, Inc. (CEG); ‘BBB-'/Stahle) among others. Fitch upgraded only three IDRs of
parent holding companies in 2009. Two reflected gradually improved financial ratios
and favorable state regulatory developments (Avista Corp.; IDR ‘BBB-’/Stable and DPL
Inc.; IDR ‘A-’/Stable), and one resulted from demonstration of support by a foreign
parent (Energy East Corp.; IDR ‘BBB+’/Stable).

Ratings are not anticipated to change meaningfully in 2010. Fitch expects the overall
ratings for the UPCs to be stable primarily due to modestly rising economic activity,
and managements’ relatively conservative financial and business strategies. Concerns
would be a fall in economic activity and power demand, an increase in populist
regulatory decisions, volatile commodity prices, adverse climate change mandates, and
shareholder-friendly decisions that result in increased leverage.

Mergers, Acquisitions, and Divestitures

Fitch expects limited merger & acquisition (M&A) activity in the near term given
uncertainties that remain around economic recovery, commodity prices, state
regulatory responses, and carbon legislation, combined with the high costs of bank
financing and relatively low equity valuations. Exelon Corporation’s (EXC) failed bid to
acquire NRG Energy, Inc. (NRG) in 2009 highlights the difficulty in pulling off a hostile
deal. The ongoing delay for Entergy Corp.’s spinoff of Enexus is reflective of the
difficult state regulatory environment related to M&A activities. Electricité de France’s
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investment in a 49.99% joint venture interest in Constellation Energy Group’s nuclear
fleet was consummated late in 2009, after a controversial state regulatory proceeding
that highlighted the regulatory hazards of merger/divestiture activity. That said, the
case for industry consolidation remains strong given the fragmented industry, the scale
of capital investments needed relative to the size of the companies, and the potential
for operational synergies to drive down rates for consumers.

Fitch expects a majority of the UPCs to focus on organic growth, especially as regulated
businesses take advantage of the attractive incentives for renewables and transmission
development to drive rate base growth. As demands on capital increase, some UPCs
could shed non-core assets, including businesses that are collateral intensive.

On the unregulated generation side, while there are good arguments for consolidation
of smaller gencos, we see greater potential for asset acquisitions given low valuations.
This could be driven by unregulated generators seeking “tuck-in” acquisitions or
utilities short of generation seeking to grow their rate base. An emerging trend seems
to be for unregulated generators to acquire renewable assets, such as the recent
announcements by NRG to acquire an offshore wind developer and a solar farm in
California and CEG to purchase wind assets in Maryland. It is quite possible that
different forms of partnerships develop between traditional utility companies and the
new generation clean technology companies to exploit relative strengths. Finally, a
weaker dollar could spur cross-border asset acquisitions by foreign buyers or joint
venture investments with foreign participants. Notable recent announcements of cross-
border partnerships are AES Corporation selling a 15% stake to China Investment
Corporation and Duke Energy signing agreements with several Chinese companies to
develop a variety of renewable and clean energy technologies.

Electric Utilities

2010 Outlook —- Stable
Longer-Term Outlook — Stable to Negative

Fitch’s near-term outlook for the utility sector is stable, despite some challenges. The
combination of high capital expenditures and relatively weak electricity demand will
continue to pressure credit quality and require base rate increases in 2010 and beyond.
Favorably, most regulated utilities are entering 2010 on sound financial footing.
Moreover, overall rate pressures are mitigated by low fuel prices, strong capital market
access, and low interest rates. Fitch’s stable outlook assumes most states will continue
the constructive regulation of recent years. However, given the lingering rate of
unemployment and voter concerns about the economy, there could well be pockets of
adverse rate decisions, and those companies with little financial cushion could suffer
adverse effects.

Regulation

Decisions by state regulators will continue to be a key driver of individual company
credit ratings in 2010. In general, state regulation is likely to continue to be even-
handed; however, there could be isolated cases of adverse regulatory or politically
motivated decisions on utility rates in an election year, which is considered to be event
risk rather than a sector trend. Positively, low fuel costs should largely offset the
impact of rising base rates in 2010. However, even with modest electricity demand
growth next year, total customer demand is expected to remain below 2007 levels, and
under-earning seems likely, even in the case of some companies that have base rate
cases decided in 2009 and 2010. Some of the rate requests filed in late 2008 or early
2009 and still pending were made prior to the recognition of the full impact of
recessionary load loss on demand; consequently, utilities are already playing catch up
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by seeking ways to cut operating costs and/or defer capex.

Numerous electric utilities have filed for base rate increases to recover costs of
investments in system growth and reliability, as well as to adjust the allocation of
operating and maintenance costs and capital recovery to lower demand levels. In
addition, a number of multi-year rate settlement periods will end, enabling these
utilities to deal with the rising costs and loss of load. Numerous state commissions are
expected to reach decisions on new base rates in 2010. (See the “Electric Rate Case
Pending 2010 Decision” table below.)

Electric Rate Cases Pending 2010 Decision

Arizona Public Service Company Indiana Michigan Power Company
Atlantic City Etectric Company Monongahela Power Company

Black Hills Power, Inc. New York State Electric & Gas Corp.
Central Hudson Gas & Electric Corp. Northwestern Corporation
Connecticut Light and Power Co. PacifiCorp

Consotidated Edison Co. of New York® Potomac Edison

Delmarva Power & Light Co. Potomac Electric Power Company
Duke Energy North Carolina Public Service Co. of New Hampshire
Empire District Electric Company (MO and AK) Public Service Electric and Gas Co.
Florida Power and Light Co. Rochester Gas and Electric Corp.
Florida Power Corp. Southwestern Electric Power Company (AK and TX)
Georgia Power Company Union Electric Co.

IU"inois Power Company Western Massachusetts Electric Co.

*A settlement proposal is pending.
Source: C Three Regulatory Database, Fitch Ratings.

An emerging regulatory trend for integrated electric utilities is the initiation of
electricity revenue decoupling in response to the recent softness of demand and state
policies that include ambitious energy-efficiency targets. Tariff mechanisms that
mitigate the effect of variances in sales are common among gas utilities, which have
experienced declining demand for many years and whose sales have an extreme
weather sensitivity; in gas distributors, this may take the form of minimum bills that
recover a large part of fixed costs, fixed/variable tariff components, or explicit
weather normalization or volume decoupling mechanisms. While such tariffs have not
been common for residential consumers of electric utilities, Fitch sees states beginning
to implement some mechanisms of this sort on the electric side, although in a few cases
at a pilot scale. States that allow or initiated electric decoupling programs include:
California; Ohio (Ohio utilities can request decoupling under existing rules), Vermont,
New York (Consolidated Edison of NY, Orange & Rockland Utilities, Central Hudson Gas
and Electric ), Maryland (Baltimore Gas & Electric); and pilot scale programs in
Wisconsin and Idaho. In Fitch’s view, volume decoupling reduces cash flow volatility
and lowers business risk, and will be particularly meaningful in states that have set
aggressive energy reduction goals.

For electric T&D utilities in states that restructured their electricity markets, staggered
power auctions or other competitive power procurement processes are becoming more
customary and standard. Staggered contracts for up to three years create realized
prices that are a blend of past and future prices, which moderates single-year
commodity price volatility for customers. Most states that deregulated generation
supply have already completed or are nearing completion of full transition to market-
based generation rates. Solicitations for energy, capacity, and/or other services in the
next six months are expected to include Duquesne, Metropolitan Edison/Penelec, Penn
Power, PPL Electric Delivery, Philadelphia Electric Co., Illinois Power Agency, West
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Penn Power, and the New Jersey Basic Generation Service auctions for the state’s
electricity utilities. While in prior years’ outlooks, Fitch noted significant uncertainty
regarding the ability of electric T&D utilities to obtain full and timely pass-through of
generation costs in tariffs, this risk has subsided as auctions that place the price risk with
consumers have become routine; the significant decline in wholesale market power prices
has also helped to make the transition less controversial than in prior years.

Capital Spending

While many utilities responded to the economic downturn and court decisions that set aside
the CAIR and CAMR by reducing or deferring capital spending budgets for 2009 and 2010,
capital spending remains high relative to historical trends. In many cases, utility
managements responded to weak demand by adjusting budgeted expenditures to
accommodate lower demand curves and deferring, but not cancelling, new generation
projects; however, projects to enhance distribution reliability generally were not delayed.
Despite these deferrals, Fitch forecasts spending will continue to run at more than double
depreciation on average. To fund the system investments, internal cash flow will need to
be supplemented with external capital, and management will face choices of increasing
leverage or shoring up the capital structure with new equity issuance.

Drivers of 2010 capital spending levels for electric utilities include: increasing
environmental compliance mandates; new transmission lines needed to serve
intermittent renewable power sources located far from load, reduce basis differentials
within regional transmission organizations (RTO), or improve system reliability;
advanced metering; and self-building for renewables mandates. Fitch notes that for
integrated utilities with responsibility for generation as well as power distribution, 2009
capital spending averaged approximately 2.7x depreciation of existing assets, while for
restructured electric T&D utilities, capex averaged a more manageable 1.5x
depreciation charges (see the “Capital Spending Relative to Depreciation Charges”
table on page 6). Fitch notes that utilities have good track records for full and timely
recovery of environmental spending and that recovery of the transmission investments
is often supported by RTO orders to build and constructive Federal Energy Regulatory
Commission (FERC) tariffs, which are both significant spending categories for 2010.

Fitch believes capital investments will remain elevated for several years. Global
climate change and GHG legislation is going to present enormous challenges to the
industry over the intermediate to longer term, as utilities consider their options to
comply with anticipated reductions in emissions, such as carbon capture and
sequestration, integrated gasification combined-cycle power generation (IGCC), up-
rates of existing nuclear plants or new-build nuclear, or renewable energy resources (27
states, and counting, have enacted RPS standards). While the low gas price
environment makes power generation with natural gas an easy choice for near-term
capacity needs and to back up intermittent wind or solar power, utility managements
and state regulators are leery of renewed gas price volatility if eventually the
oversupply of natural gas should self-correct. Moreover, gas is not a carbon-free choice,
and longer term carbon goals under a national energy bill would not be met if load
growth is mainly met through gas-fired capacity additions. Uncertainty about what to
build and when is exacerbated by unknown impacts of energy efficiency and electric
car efforts, and when pressures on customer bills from carbon atlowances will ramp up
to a meaningful level. The rating impact of these longer-term developments will be
case by case, based on legislative and regulatory integrated resource plans and cost
recovery decisions. For example, Ohio passed a law requiring future costs of carbon
laws to be passed through to customers in the fuel adjustment mechanism, an
encouraging sign for the credit of integrated electric utilities in the state.
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Natural Gas Distributors

2010 Outlook — Stable
Longer-Term Outlook — Stable

Fitch’s 2010 outlook for local gas distribution companies (LDCs) remains stable with
expectations for continued operating, regulatory, and financial stability within the
space in the long term. Natural gas prices have moderated as the quantity of gas in
storage has hit historic highs heading into the 2009-2010 winter heating season. This
will mean lower rates for consumers, alleviating some concern regarding rising bad debt
expense given high unemployment and weakness in the economy. Additionally, state
regulatory relations continue to be constructive for gas LDCs; many LDCs continue to
successfully pursue progressive rate design crafted to stabilize financial exposure to
changes in volumes sotd.

Overall, gas LDCs weathered last year’s capital market turmoil maintaining liquidity and
access to capital markets. Gas prices were well off their mid-2008 highs by the start of
the 2008-2009 heating season, and LDCs had delayed building inventory. Also, Fitch’s
concerns about increased bad debt expense in 2009 did not meaningfully materialize.
Sales growth for the sector slowed significantly as the recessionary economy and a
weak housing market slowed customer growth across the board. Continued weakness in
the housing sector will constrain demand throughout 2010. Sales volumes have also
been affected by a significant decline in industrial demand, particularly in the U.S.
Midwest.

Fitch expects that moderate economic growth should help return industrial demand to
more normalized levels in the second half of 2010. As a result of slower growth and
slackened demand, LDC capital expenditures are expected to be focused on system
maintenance rather than expansion and should remain fairly low (averaging
approximately 1.5x depreciation charges), so there is not a need for significant external
funding. The relatively low capital spending, coupled with lower rates charged to
consumers via purchased gas cost adjustment mechanisms, will reduce the chance for
any potential rate shock to customers and limit LDC exposure to adverse regulatory
developments. Additionally, competitive energy sources, including fuel oil and propane,
are correlated to crude oil prices and thus remain priced well above natural gas,
limiting the potential for fuel-switching during 2010.

Conservation and the impact of weather on usage remain industry-wide concerns for
natural gas LDCs, many of which have pursued rate designs in their regulatory jurisdictions
intended to help address usage volatility. Currently, 18 states have approved the
implementation of revenue decoupling, which helps prevent margin erosion stemming from
declines in customer usage due to conservation or energy-efficiency increases. Additionally,
more than half of U.S. states have some form of either full decoupling or weather
normalization, which helps stabilize revenues from the effects of weather. These rate
designs help insulate the utility’s cash flow from changes in volume of sales, providing
earnings and cash flow consistency and stability. Fitch continues to view the
implementation of rate mechanisms that reduce cash flow volatility favorably; more
predictable cash flow translates to lower business risk for LDCs.

Competitive Generation Companies
2010 Outlook — Negative
L.onger-Term Qutlook — Stable

Fitch’s 2010 outlook for competitive generation companies is negative, as continued
demand and price weakness will weigh on cash flow and credit metrics. Fitch typically
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views the competitive generators in two distinct subgroups: affiliated generators, which
are subsidiaries of large utility holding companies or financial institutions and typically
have investment-grade IDRs; and independent generators, which are standalone
companies that typically have speculative-grade IDRs. Fitch’s 2010 outlook is negative
for both subgroups. Fitch expects that continued power price weakness, slack demand,
and uncertainty surrounding carbon legislation will all weigh on the credit outlook for
the competitive generating space throughout 2010. Fitch believes that earnings and
cash flow, while likely improved over 2009 results, will continue to be muted, barring
any significant recovery in commodity prices or industrial demand.

Last year proved to be a challenging environment for competitive generators across the
spectrum. Lower demand and wholesale power prices pressured earnings and cash flow,
particularly for some of the more highly levered independent generators, who in some
cases were forced to sell assets, pay down some debt, and amend credit facility
covenants. Dynegy Inc., for example, amended the covenants under it secured credit
agreement and announced an agreement with LS Power to sell assets in exchange for
cash and LS Power’s class B units in Dynegy. These moves precipitated a negative rating
action by Fitch in August when the transaction was announced. Negative rating and
Outlook actions, in fact, were prevalent for many of the independent generators and
affiliated generators under Fitch coverage, with a downgrade to Dynegy inc. (DYN; IDR;
‘B-’/Negative Outlook) and Outlook changes to Ameren Energy Generating Co. (IDR:
‘BBB+’/Negative Outlook), Brookfield Renewable Power (BRPI; IDR ‘BBB-'/Negative
Outlook), Edison Mission Energy (EME; IDR: ‘BB-’/Rating Watch Negative), Midwest
Generation (IDR: ‘BB’/Rating Watch Negative}, RRl Energy (RRI; IDR ‘B’/Negative
Outlook) and Texas Competitive Electric Holdings (TCEH; IDR: ‘B’/Negative Outlook).

Despite the discouraging fundamentals for this business segment, Fitch believes that
the competitive generators have taken steps that will tend to mitigate further
downside should wholesale power prices continue to languish through the year. The
independent generators, in particutar, have focused on cutting operating costs and
hedging or contracting significant amounts of their expected generation for 2010 and
2011, actions that some of the companies had not previously taken in a more robust
wholesale power pricing environment. Liquidity across the space remains adequate with
most companies possessing sizable cash balances and revolver availability. Fitch also
notes that despite declines in value from the peak in early 2009, enterprise valuations
for most power generators are strong relative to outstanding indebtedness, which
would lead to strong recoveries for secured debt for all but the most highly leveraged
competitive generator issuers in a case of default.

Capital spending will remain muted as generators continue to take a conservative
approach to growth spending, and environmental spending is delayed given the
uncertainty surrounding carbon legislation and absent new mercury and sulfur dioxide
rules. Notable exceptions include NRG, which continues to pursue its Repowering NRG
capex program and has recently been an active investor in renewable resources; TCEH,
which is in the process of completing the third of three large baseload power plants;
and Exelon Generation Co., which is pursuing a large-scale nuclear up-rate program.
Additionally, Fitch sees the potential for opportunistic asset sales and acquisitions, as
more highly leveraged generators look to shore up balance sheets or more stable names
look to grow and diversify their portfolios. With equity prices not reflecting the value of
underlying assets, Fitch continues to believe there is a compelling argument for
consolidation and acquisition within the space.

Longer term, looming carbon legislation remains a key operating and credit issue for
the competitive generating space. The financial impact could be significant depending
on the individual company’s generation portfolio, as well as the specific form and cost
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assigned to emissions under proposed legislation and the direction of commodity prices.
While the impacts of carbon legistation will vary for individual companies and in
different power regions, it is reasonable to assume that less-efficient coal-fired
generation will begin to be displaced first by gas-fired generation and, in the longer
term by renewable projects, new nuclear, and potentially by carbon capture and
sequestration clean coal technology (should that technology prove to be economically
viable). Emission-free competitive generators with low variable-costs will be the
biggest beneficiaries of carbon legislation. More-efficient natural gas-fired competitive
generators are likely to see their generation dispatched more frequently as well.

Longer-term concerns include debt, credit facility, and term loan B maturities in the
2013-2016 timeframe; the roll off of current hedges; and the ability of competitive
generators to recontract expected generation at levels that would support ratings. Debt
maturities in 2010 are manageable, as most issuers do not face any significant
refinancing. Additionally, with capital markets returning to a more normal pattern,
access to capital should be open. However, particularly for the speculative-grade
independent generators, capital will likely be significantly more expensive than prior to
the financial crisis, reflecting changes in the bank market conditions, higher financing
costs and weak equity valuations.

Public Power Utilities

2010 Outlook — Stable
Longer-Term Outlook — Stable to Negative

Fitch’s Public Power and Electric Cooperative 2010 Outlook — Stable

Fitch’s 2010 outlook for the public power and electric cooperative sectors continues to
be stable despite the pressures that correspond with the national economic recession.
After a rocky first half of 2009, capital market access has stabilized. However, there
appears to be a lagging ripple-effect from the economic downturn that is working its
way through local governments and creating downward rate pressure on public power
utility systems that will persist well into 2010. Other credit pressures on the sector
include: declining energy consumption related to the economic downturn, the need for
rate increases in a difficult economic climate, limited/costly access to external
liquidity, and state specific mandates — with the potential for federal mandates in
2010-2011 — regarding renewable energy sources and GHG emissions.

These pressures coincide with declines in natural gas and purchased power prices that
have reduced the expenditure levels and provided some relief to many retail utilities.
However, a softening of power market prices has resulted in lower-than-budgeted
revenues from surplus power sales for several utilities. Growth levels have favorably
slowed to more manageable levels in certain regions, providing an opportunity to adjust
and re-evaluate system capital needs. While these current trends have not resulted in
significant changes to the credit quality of the overall public power and electric
cooperative sectors, Fitch intends to monitor variations specific to regions. Fitch notes
that events in the next five to 10 years primarily related to expected environmental
legislation could increase the cost structures of many electric utilities and potentially
place pressure on credit ratings. Decisions regarding timely rate recovery of increased
costs and the subsequent change in a utility’s competitive position within its regional
market will be key credit drivers. Fitch believes that the public power business model
will continue to allow these utilities to perform well in 2010 and provide investors with
a generally stable credit sector. Fitch’s outlook for the sectors over the long term
remains stable yet recognizes that increasing negative pressures are affecting the
industry, primarily due to environmental mandates related to increased renewable
energy resource requirements and GHG emissions restrictions. The possibility of carbon
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legislation being enacted looms over the public power industry and the specter of the
proposed legislation is already impacting decisions on whether to build additional fossil-
fuel baseload generation.

Short-Term Public Power Outlock

While there have been noticeable downward trends in financial metrics such as debt
service coverage, cash-on-hand, and operating margins for both wholesale and retail
public power systems, overall the sectors continue to benefit from solid credit
fundamentals, including: essentiality of electric service, local control over rate-setting
without state commission oversight, a cost advantage compared to neighboring
investor-owned utilities, and benefits associated with a predominantly residential and
commercial customer bases. Fitch expects that the average ratings for wholesale and
retail utility systems, including electric cooperatives, will continue to be ‘A’ and ‘A+’,
respectively. Fitch has noted in certain regions an increase in efforts by local
governments to slow electric rate increases and boost transfers from the utility system
to replace lower tax revenues and to fund the growing local government pension
obligations. If unchecked, this trend could result in public power utilities with reduced
liquidity and credit protection.

While varying in degree from region to region, overall the economic downturn and
financial market disruptions have not yet resulted in material credit pressure on public
power utilities. Public power and electric cooperatives have continued to have access
to the capital markets, although borrowing costs have been higher than budgeted.
Construction costs have declined and, in some cases, capital spending has been delayed.
Generation investment is continuing, albeit at a slower pace, both through direct
ownership and long-term bilateral contracts. Supply-related investments have been
designed not only to meet load growth but increasingly to comply with local and state
renewable resource requirements. Many utilities continue to realign their debt
structure by reducing outstanding variable-rate exposure, given the disruptions in that
market and the contraction/costliness in available liquidity facilities.

The economic contraction in many markets resulted in slower growth levels and
consumption declines. Collection delinquencies and turn-off actions have increased only
slightly despite the negative economic conditions, rising unemployment levels, and
home foreclosures. Public power and electric cooperative utilities that are commodity
purchasers have benefited from the recent decline in natural gas and wholesale power
prices. However, several utilities that typically sell excess power into these markets
have experienced lower-than-budgeted revenues from surplus sales, but many have
maintained their financial margins through the use of conservative forecasting and
budgeting practices, given the volatility of these revenue sources.

Long-Term Public Power Outlook

Fitch’s long-term outlook for the sectors is stable but recognizes increasing negative
credit pressures. Approval of national environmental mandates is still pending; however
many utilities already face pressure from state or locally established renewable
portfolio standards and must assess how to meet long-term load growth within an
evolving environmental and generally more restrictive and costly regulatory framework.
The growing pressure to enact carbon emissions restrictions to combat global climate
change is expected to result in the enactment of national carbon legislation in the near
future, but the structure, timing, and implementation schedule is still uncertain.
Utilities, however, are already making decisions based on the anticipated legislation.
Several large, baseload coal-fired power plants have been cancelled, and some of this
planned future capacity is being replaced by natural gas and renewable generation. To
the extent public power utilities rely mainly on natural gas-fired resources going
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forward, Fitch believes there could be a renewed risk of over-reliance on natural gas
and the associated volatile fuel price exposure.

While Fitch believes that the public power and electric cooperative business models
will continue to allow these utilities to perform well and prove to be stable credit
sectors, increasingly negative market and industry factors could adversely impact some
regions more than others. The utilities with greater credit exposure are those that have
large capital improvement needs, relatively high leverage, below-average financial and
rate flexibility, and a heavy reliance on fossil fuel generation. Conversely, systems that
show stable to improving financial metrics, have limited new capital needs, and have a
greener generation portfolio are expected to maintain Stable Outlooks and in some
cases realize improved credit profiles.

Pipeline and Midstream Sector

Companies in the Pipeline/Midstream segment in 2009 faced the following pressing
concerns: adequacy of liquidity, access to capital markets, the oncoming recession and
its effects on demand for energy products, ability to defer capital spending, and
commodity price trends. In response to these difficult operating conditions, companies
overwhelming “played defense” and adopted cautious financial practices. In the face of
a weakening economy and constrained capital markets, companies issued high-cost
debt and equity to shore up their liquidity positions. Discretionary spending was cut to
sustainable levels. Many MLPs adopted more conservative distribution practices to
increase cash retention.

Entering 2010, business fundamentals are better than they were six or 12 months ago,
but many challenges remain. Growth has slowed. Several large pipeline projects,
burdened by increased construction and capital costs, will generate lower-than-
expected, single-digit returns. The economy remains fragile. Given this backdrop, Fitch
expects companies to stay the course by avoiding excess leverage and maintaining
disciplined operating and growth strategies.

Natural Gas Pipelines
2010 Outlook — Stable
Longer-Term Outlook— Stable

Fitch foresees stable short-term and longer-term outlooks for interstate and intrastate
natural gas pipelines. However, credit measures for companies funding large expansion
projects will likely remain under pressure through 2010.

During 2008, completions of new natural gas pipelines and expansions of existing pipelines
in the U.S represented the greatest amount of pipeline construction in more than 10 years.
The added capacity for each of the top 15 projects exceeded 1 billion cubic feet per day
{Bcf/d). The U.S. Energy Information Administration (EIA) reports that the number of
proposed projects suggests construction activity will remain strong through 2011, with 2009
potentially showing the second-highest level of capacity additions in the decade. More than
10,200 miles of potential new gas pipelines are scheduled to be added in 2009-2011, but a
portion of these projects will likely be delayed or canceled.

Even with cuts in discretionary spending by sponsor companies, weak commodity prices,
and a slowly recovering economy, there is still a demand for new pipeline infrastructure to
access unconventional resources, particularly natural gas from shale formations.
Additionally, the costs of steel pipe, equipment, labor, and financing have declined from
20082009 highs, which will help companies attain adequate returns on their investments.
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New North American Pipeline Capacity

Proposed for 2010 Proposed for 2011

Added Estimated Added Estimated

Capacity Cost Capacity Cost
(MMcf/d) (S Mil.) Miles (MMcf/d) (S Mil.) Miles
Central 3,655 1,820 871 1,528 491 290
Midwest 0 0 0 2,067 1,416 254
Northeast 2,491 1,276 249 4,318 2,465 599
Southeast 9,911 2,006 601 9,364 3,748 1,000
Southwest 6,283 577 293 13,915 2,162 688
Western 345 107 27 5,276 5,377 1,686
Mexico/Canada 1,920 N.A. 29 980 49 41
Total 24,605 5,786 2,070 37,448 15,707 4,528

N.A. - Not available.
Source: Energy Information Administration.

Products Pipelines
2010 Outlook — Stable
Longer Term — Stable

The pace of the economic recovery will affect demand for oil products and
transportation volume, affecting crude oil and refined products pipelines. However,
following reduced throughput in 2009, Fitch expects product demand to stabilize.

Midstream Services
2010 Outlook —- Stable
Longer Term — Stable

For natural gas gatherers, both the short-term and long-term outlooks are stable, while for
gas processors the short-term outlook is negative. After several years of high processing
margins, in late 2008 natural gas liquids (NGL) unit margins dropped. While margins have
recovered back to more historical norms, future commodity margins are uncertain.
Financial performance for some companies will also be affected by hedging practices and
their economic sensitivity to natural gas prices. Fitch expects natural gas to trade in a
relatively low price range, which is unfavorable to most processors. Moreover, in some
production basins, price-induced drilling reductions are expected to lower gathering
volumes until demand recovers, an adverse trend for both processors and gatherers.

Retail Propane
2010 Outlook — Negative
Longer-Term Outlook— Negative

Fitch maintains a modestly negative short- and long-term outlook for the retail propane
sector. Given propane’s strong correlation to crude oil prices, Fitch remains concerned
that retail propane prices could spike, particularly with a weak dollar, and margins
could contract from current levels. Additionally, continued weakness in housing starts
and a warmer winter could weigh on volumes sold. If sales volumes show a greater post-
recession recovery and product margins hold up, the credit outlook would move toward
stable.

For more information on the credit outlook for these businesses, please refer to
Fitch’s report, “Pipeline/Midstream/MLP 2010 Outlook,” published on Dec. 3, 2009.
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Appendix: Ratings and Rating Outlooks by Segment

Utility Parent Companies

Company Name IDR Rating Outlook Senior Unsecured Rating
Above Segment Median Rating

WGL Holdings, Inc. A+ Stable A+
FPL Group, Inc. A Stable A
NICOR Inc. A Stable A
OGE Energy Corp. A Stable A
Sempra Energy A Stable A
Southern Company A Stable A
AGL Resources, Inc. A- Stable A~
DPL Inc. A- Stable A-
KeySpan Corporation A- Stable A-
Laclede Group, Inc.(The) A- Stable NR
MDU Resources Group, Inc. A~ Negative A
National Fuel Gas Company A~ Stable A-
NSTAR A- Stabte A
Wisconsin Energy Corporation A- Negative A-
Ameren Corporation BBB+ Stable BBB+
Consolidated Edison, Inc. BBB+ Stabie BBB+
Dominion Resources, Inc. BBB+ Stable BBB+
Energy East Corporation BBB+ Stable NR
Exelon Corporation BBB+ Stable BBB+
MidAmerican Energy Holdings Co. BBB+ Stable BBB+
Public Service Enterprise Group Inc BBB+ Stable BBB+
SCANA Corporation BBB+ Stable BBB+
Xcel Energy Inc. BBB+ Stable BBB+
At Segment Median Rating

American Electric Power Company BBB Stable BBB
Black Hills Corp. BBB Stable BBB
DTE Energy Company BBB Negative BBB
FirstEnergy Corp. BBB Stable BBB
IDACORP, Inc. BBB Negative NR
Northeast Utilities BBB Stable BBB
PEPCO Holdings BBB Negative BBB
PPL Corporation BBB Stable BBB
Progress Energy, Inc BBB Stable BBB
Below Segment Median Rating

Allegheny Energy, Inc. BBB~ Stable BBB~
Avista Corporation BBB-— Stable BBB
CenterPoint Energy Inc. BBB~ Stable BBB-
CILCORP, Inc. BBB- Stable BBB-
Constellation Energy Group, Inc. BBB- Stable BBB-
Edison International BBB- Stable NR
IPALCO Enterprises, Inc. BBB- Stable BBB—
NiSource Inc. BBB~ Stable BBB
Otter Tail Corporation BBB~ Stable BBB-
Pinnacle West Capital Corporation BBB-~ Negative BBB—
TECO Energy, Inc. BBB- Stable BBB-
CMS Energy Corporation BB+ Stable BB+
PSEG Energy Holdings, Inc. BB+ Stable BB
PNM Resources BB Stable BB
NV Energy Inc. BB- Positive BB-
Energy Future Holdings Corp. B Negative B
Energy Future Intermediate Holding Company LLC B Negative B+

NR - Not rated. Note: Bold indicates senior secured.
Source: Fitch.
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Investor-Owned Electric Utilities
Integrated Electric Utilities

Company Name DR Rating Outlock Senior Unsecured Rating
Above Segment Median Rating

Mississippi Power Company A+ Stable AA-
Oklahoma Gas and Electric Company A+ Stable AA~
Alabama Power Company A Stable A+
Dayton Power & Light Company A Stable AA-
Florida Power and Light A Stable A+
Georgia Power Company A Negative A+
Wisconsin Electric Power Company A Negative A+
Carolina Power & Light Co. A- Stable A
Florida Power Corp. A- Stable A
Gulf Power Company A- Stable A
MidAmerican Energy Company A- Stable A
Northern States Power Company (MN) A- Stable A
Northern States Power Company (W1) A- Stable A
Pacific Gas and Electric Company A- Stable A
Southern California Edison Company A- Stable A
AEP Texas North Company BBB+ Stable A-
Columbus Southern Power Company BBB+ Stable A-
Public Service Company of Colorado BBB+ Stable A~
South Carolina Electric & Gas Co. BBB+ Stable A-
Union Electric Co. BBB+ Stable A-
Virginia Electric and Power BBB+ Stable A-
At Segment Median Rating

AEP Texas Central Company BBB Negative BBB+
Black Hills Power, Inc. BBB Stable BBB+
Central Ilinois Light Company BBB Stable BBB+
Detroit Edison Company (DECo) BBB Stable A-
Idaho Power Company BBB Negative BBB+
Ohio Power Company BBB Stable BBB+
Otter Tail Power BBB Stable BBB+
PacifiCorp BBB Stable BBB+
Public Service Company of New Hampshire BBB Stable BBB+
Public Service Company of Oklahoma BBB Stable BBB+
Southwestern Etectric Power Company BBB Negative BBB+
Southwestern Public Service Company BBB Stable BBB+
Tampa Electric Company BBB Stable BBB+
Below Segment Median Rating

Appalachian Power Company BBB-— Stable BBB
Arizona Public Service Company BBB- Stable BBB
Consumers Energy Company BBB- Stable BBB
Empire District Electric Company BBB— Negative BEB
Indiana Michigan Power Company BBB- Stable BBB
Indianapolis Power & Light Company BBB- Stable BBB
Kansas Gas and Electric Company BBB- Stable BBB+
Kentucky Power Company BBB- Stable BBB
Monongahela Power Company BBB- Stable BBB~
Northern Indiana Public Service Co. BBB- Stable BBB
Northwestern Corporation BBB- Stable BBB
Westar Energy, Inc. BBB— Stable BBB
Nevada Power Company d/b/a NV Energy BB Positive BB
Public Service Company of New Mexico BB Stable BB+
Sierra Pacific Power Company d/b/a NV Energy BB Positive BBB-
Tucson Electric Power Company BB Positive BB+

Note: Bold indicates senior secured. Continued on next page.
Source: Fitch,
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Investor-Owned Electric Utilities (Continued)
Electric Distribution Companies

Company Name IDR Rating Outlook Senior Unsecured Rating
Above Segment Median Rating

NSTAR Electric Co. A+ Stable AA-
San Diego Gas & Electric Company A+ Stable AA-
American Transmission Company A Stable A+
Central Hudson Gas & Electric Corp A~ Stablte A
Orange and Rockland Utilities, Inc. A~ Negative A
Rockland Etectric Co. A- Negative NR
Consolidated Edison Co. of New York BBB+ Stable A
Delmarva Power & Light BBB+ Stable A
PECO Energy Company BBB+ Stable A
Potomac Electric Power Company BBB+ Stable A-
Public Service Electric and Gas Co. BBB+ Stable A

At Segment Median Rating

Atlantic City Electric BBB Stable BBB+
Baltimore Gas and Electric Company BBB Stable BBB+
CenterPoint Energy Houston Electric, LLC BBB Stable BBB+
Connecticut Light and Power Co. BBB Stable BBB+
Jersey Central Power & Light Co. BBB Stable BBB+
New York State Electric & Gas Corp BBB Negative BBB+
PPL Electric Utilities Corporation BBB Stable A-
Western Massachusetts Electric Co. BBB Stable BBB+
Below Segment Median Rating

Central Ilinois Public Service Co. BBB- Stable BBB
Itlinois Power Company BBB- Stable BBB
Metropolitan Edison Company BBB- Stable BBB
Ohio Edison Company BBB~ Stabte BBB
Oncor Electric Delivery Company BBB- Stable BBB—
Pennsylvania Electric Company BBB- Stable BBB
Pennsylvania Power Company BBB- Stable BBB
Potomac Edison Company (The) BBB- Stable BBB+
Rochester Gas and Electric Corp BBB- Stable BBB
West Penn Power Company BBB~ Stable BBB-
Cleveland Electric Illuminating Co. BB+ Stable BBB-
Commonwealth Edison Company BB+ Stable BBB-
Texas New Mexico Power Company BB+ Stable BBB-
Toledo Edison Company BB+ Stable BBB-

NR — Not rated. Note: Bold indicates senior secured.
Source: Fitch.
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Competitive Generation Companies

Company Name IDR Rating Outlook Senior Unsecured Rating
Above Segment Median Rating

AmerenEnergy Generating Company BBB+ Negative BBB+
Exelon Generation Company, LLC BBB+ Stable BBB+
PSEG Power, LLC BBB+ Stable BBB+
Southern Power Company BBB+ Stable BBB+
FirstEnergy Solutions Corp. (FES) BBB Stable B88
PPL Energy Supply BBB Stable BBB+
Allegheny Energy Supply Company BBB- Stable BBB-
Allegheny Generating Company BBB~ Stable BBB-
Brookfield Renewable Power, Inc. BBB~- Negative BBB
Midwest Generation, LLC B8 RWN BBB-
At Segment Median Rating

Edison Mission Energy BB- RWN BB~
Mission Energy Holding Co. BB- Stable BB-
Below Segment Median Rating

AES Corporation B+ Stable BB
Mirant Americas Generation, LLC B+ Stable B
Mirant Corporation B+ Stable NR
Mirant Mid-Atlantic, LLC B+ Stable BB+
Mirant North America, LLC B+ Stable BB~
NRG Energy, Inc. B RWE B+
Reliant Energy Inc B Negative B+
Texas Competitive Etectric Holdings B Negative B
Dynegy Holdings, Inc. B- Negative B
Dynegy, Inc. B- Negative NR

NR - Not rated. RWN - Rating Watch Negative. RWE — Rating Watch Evolving. Note: Bold indicates senior secured.
Source: Fitch.
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Pipeline and Midstream Companies

Company Name IDR Rating Outlook Senior Unsecured Rating
Above Segment Median Rating

Northern Natural Gas Co. A Stable A
Centennial Energy Holdings, Inc. A- Negative A-
LOOP LLC A- Stable A-
EQT Corporation BBB+ Stable BBB+
Texas Eastern Transmission, LP BBB+ Stable BBB+
Texas Gas Transmission, LLC BBB+ Stable BBB+
Boardwalk Pipelines, LLC BBB Stable BBB
CenterPoint Energy Resources Corp. BBB Stable BBB
DCP Midstream LLC BBB Stable BBB
Enogex Inc. BBB Stable BBB
Kinder Morgan Energy Partners, L.P. BBB Stable BBB
Northwest Pipeline Corporation BBB Stable BBB
Rockies Express Pipeline LLC BBB Stable BBB
Transcontinental Gas Pipe Line Corp BBB Stable BBB
At Segment Median Rating

Colorado Interstate Gas Co. BBB- Stable BBB-
El Paso Natural Gas Co. BBB- Stable BBB--
Energy Transfer Partners, L.P. BBB- Stable BBB-
Enterprise Products Operating, LLC. BBB-~ Stable BBB-
NGPL PipeCo LLC BBB- Stable BBB-
NPOP (Kaneb Pipe Line Operating Partnership, L.P.) BBB- Stable BBB-
NuStar logistics, L.P. BBB- Stable BBB-
Panhandle Eastern Pipeline Co. BBB- Stable BBB~
Southern Natural Gas Co. BBB- Stable BBB-
Southern Union Company BBB- Stable BBB--
Tennessee Gas Pipeline Co. BBB- Stable BBB-
TEPPCO Partners L.P. BBB- Stable BBB-
Williams Companies, Inc. BBB~ Stable BBB-
Below Segment Median Rating

AmeriGas Partners, L.P. BB+ Stable BB+
El Paso Corp. BB+ Stable BB+
El Paso Exploration & Production Co. BB+ Stable BB
Kinder Morgan Inc. BB+ Stable BB+
Williams Partners, LP BB Stable BB
Energy Transfer Equity, L.P. BB- Stable BB
Enterprise GP Holdings L.P. BB~ Stable BB
Star Gas Partners L.P. B Stable BB~

Note: Bold indicates senior secured.
Source: Fitch.

U.S. Utilities, Power, and Gas 2010 Qutlook December 4, 2009 25



KPSC Case No. 2009-00459
Staff 2nd Set of Data Requests
Oder dated February 12, 2010

FitchRatings

KNOW YOUR RISK

Natural Gas Distribution Companies

Company Name IDR Rating Outlook Senfor Unsecured Rating
Above Segment Median Rating

Southern Catlifornia Gas Company A+ Stable AA—
Washington Gas Light Company A+ Stable AA-
Brooklyn Union Gas Co. A Stable A+
Nicor Gas Company A Stable A+
Wisconsin Gas Company, LLC A Stable A+
At Segment Median Rating

Atlanta Gas Light Co. A- Stable A
Cascade Natural Gas Corporation A- Negative A
KeySpan Gas East Corporation A- Stable A
Laclede Gas Company A- Stable A+
NSTAR Gas A- Stable A
UG! Utilities, Inc. A Stable A
Below Segment Median Rating

Berkshire Gas Company BBB+ Stable A-
Central Maine Power Company BBB+ Stable A
Connecticut Natural Gas BBB+ Stable A
Public Service Company of North Carolina BBB+ Stable A-
Atmos Energy Corporation BBB Stable BBB+
Southern Connecticut Gas BBB Negative A~
Southwest Gas Corporation BBB Stable BBB
Michigan Consolidated Gas Company BBB- Stable BBB-+
Mountaineer Gas Company BB Stable BB

Note: Bold indicates senior secured.
Source: Fitch,
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Public Power Companies — Retail Segment

Company Name Rating Qutlook  Senior Unsecured Rating
Above Median (A+)

Chelan County Public Utility District No. 1 (Wash.) Stable AA+
San Antonio (Texas) (CPS Energy) Stable AA+
Chattanooga — Electric Power Board (Tenn.) Stable AA
Colorado Springs Utilities Stable AA
Grant County Public Utility District No. 2 (Wash. ) — Electric System Stable AA
Lincoln (Neb.)— Electric System Stable AA
Memphis (Tenn.)— Memphis Light, Gas & Water Stable AA
Nashville (Tenn.) — Electric System Stable AA
Omaha Public Power District (Neb.) Stable AA
Orlando Utilities Commission (Fla.) Stable AA
Springfield (Mo.) — City Utitities (Electric) Stable AA
St. Cloud (Fla.)— Utility System Stable AA
Anaheim Public Utilities Department (Calif.) Negative AA-
Austin Combined Utility System (Texas) Stable AA-
Austin Energy (Texas) Stable AA-
Concord (N.C.) Utilities System Stable AA-
Hydro-Quebec Stable AA—
JEA (Fla.) — Electric Stable AA-
Los Angeles Department of Water and Power (Calif.) Stable AA-
New Braunfels Utilities (Texas) Stable AA-
Pasadena (Calif.) — Water and Power Department Stable AA-
Richmond (Va.) Stable AA-
Riverside Pubtic Utilities (Calif.) Stable AA-
Rochester Public Utilities (Minn.) Stable AA-
Snohomish County Public Utitity District No. 1 (Wash.) Stable AA-
Tallahassee (Fla.) — Energy System Stable AA~
At Median (A+)

Anchorage Municipal Light & Power (Alaska) Stable A+
Bryan, Texas Utilities Stable A+
California Department of Water Resources Positive A+
Dover (Del.) Stable A+
Eugene Water and Electric Board (Ore.) Stable A+
Farmington (N.M.) Utility System Stable A+
Garland Power & Light (Texas) Stable A+
Glendale (Calif.) — Water and Power Stable A+
Georgetown (Texas) Stable A+
Greer (5.C.) — Commission of Public Works Stable A+
Imperial Irrigation District (Calif.) RWN A+
Jacksonville Beach (Fla.) — Combined Utility System Stable A+
Kansas City (Kan.)— Board of Public Utilities Stable A+
Kerrville Public Utility Board (Texas) Stable A+
Lakeland Energy System (Fla.) Stable A+
Muscatine Power & Water (lowa) Stable A+
Ocala (Fla.) Stable A+
Pedernales Electric Cooperative, Inc. (Texas) Stable A+
Redding (Calif.) Stable A+
Roseville Electric System (Calif.) Stable A+
Tacoma Power (Wash.) Stable A+
Turlock frrigation District (Calif.) Stable A+
Below Median (A+)

Benton County Public Utility District No. 1 (Wash.) Stable A
Brownsville Public Utility Board (Texas) Stable A
Bryan, Rural Electric Stable A
Floresville (Texas) — Electric Light and Power System Stable A
Gallup (N.M.) — Utility System Stable A
Granbury (TX) Negative A
Grays Harbor County Public Utility District No. 1 (Wash.) Stable A
Kissimmee Utility Authority (Fla.) Stable A
Modesto Irrigation District (Calif.) Stable A

RWN — Rating Watch Negative. Continued on next page.
Source: Fitch,

U.S. Utilities, Power, and Gas 2010 Outlook December 4, 2009 27



KPSC Case No. 2009-00459
Staff 2nd Set of Data Requests
Oder dated February 12, 2010

FitchRatings Cofpordtées

KNOW YOUR RISK

S,

&

Public Power Companies — Retail Segment (Continued)

Company Name Rating Outlook  Senior Unsecured Rating
Below Median (A+) (Continued)

Overton Power District No. 5 (NV) Stable A
Paducah (Kent.) Stable A
Reedy Creek Improvement District (Fla.) Stable A
Sacramento Municipal Utility District (Calif.) Stable A
Silicon Valley Power (Calif.) Stable A
Vero Beach (Fla.) Stable A
Winter Park (Fla.) Negative A
Alameda Power & Telecom (Calif.) Positive A~
Batavia (Ill.) — Electric Utility Stable A-
Boerne Utility System (Texas) Stable A-
Chugach Electric Association, Inc. (Alaska) Stable A-
Cowlitz CO Public Utility District Stable A~
Fort Pierce Utilities (Fla.) Stable A-
Klickitat County Public Utility District No. 1 (WA) Stable A-
Long Island Power Authority (N.Y.) Negative A-
Los Alamos County (N.M.) — Utility System Stable A-
Lubbock Power & Light (Texas) Stable A-
Pend Oreille County Public Utility District No. 1 (Wash.) Stable A-
Seguin (Texas) Stable A-
Leesburg (Fla.) — Electric System Stable BBB+
Lodi (Calif.) — Electric Utility Positive BBB+
Puerto Rico Electric Power Authority Stable BBB+
Virgin Islands Water & Power Authority Negative BBB
Vermont Electric Cooperative Inc. Stable BBB-
Guam Power Authority Positive BB+

Source: Fitch,
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Public Power Companies — Wholesale Segment

Company Name

Rating Outlook

== ltem No. 11
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Senior Unsecured Rating

Above Median (A)

Tennessee Valley Authority

Associated Electric Cooperative Inc. (MO)

Energy Northwest (Wash) — Bonneville Power Agency
Grant County Public Utility District No. 2 {Wash.) — Hydro Projects
New York Power Authority

Platte River Power Authority {Colo.)

South Carolina Public Service Authority (Santee Cooper)
Basin Electric Power Cooperative

Intermountain Power Agency {Utah)

Western Minnesota Municipal Power Agency

Arkansas Electric Cooperative Corp.

Connecticut Municipal Electric Energy Cooperative
Florida Municipal Power Authority — All Requirements Project
Florida Municipal Power Authority — Stanton |

Florida Municipal Power Authority — Stanton Ii

Florida Municipal Power Authority — Tri-City Project
Illinois Municipal Electric Agency

Indiana Municipal Power Agency

Lower Cotorado River Authority (Texas)

Municipal Electric Authority of Georgia (CC/CT Proj)
Municipal Electric Authority of Georgia (General Res)
Municipal Electric Authority of Georgia (Project One)
Municipal Electric Authority of Georgia (Telecom)
Nebraska Public Power District

Walnut Energy Center Authority (Calif.}

Wisconsin Public Power Inc,

Buckeye Power, inc (Chio)

At Median (A)

American Municipal Power — Issuer Rating

American Municipal Power-inc. — Joint Venture No. 5
American Municipal Power-Inc. - Prairie State Project
Berkshire Wind Power Cooperative Corporation (MA)

Brazos Electric Power Cooperative, Inc. {Texas)

Florida Municipal Power Authority — St. Lucie Project

Grand River Dam Authority (Okla.)

Massachusetts Municipal Wholesale Elec Co. (Nuclear Mix No. 1}
Massachusetts Municipal Wholesale Elec Co. (Project 3)
Massachusetts Municipal Wholesale Elec Co. (Project 4)
Massachusetts Municipal Wholesale Elec Co. (Project 5)
Massachusetts Municipal Wholesale Elec Co. (Project 6)
Massachusetts Municipal Wholesale Elec Co. (Stoney Brook Intermediate)
Massachusetts Municipal Wholesale Elec Co. {(Wyman)

Missouri Joint Municipal Electric Utility Commission {latan 2 Project)
M-S-R Public Power Agency (Calif.)

Municipal Energy Agency of Nebraska

North Carolina Municipal Power Agency No. 1

Northern California Power Authority — Geothermal Project
Northern California Power Authority - Hydroelectric Project
Oglethorpe Power Co. (Ga.)

Oglethorpe Power Co. (Ga.) — Scherer Facilities

0Old Dominion Electric Cooperative (Va.)

Texas Municipal Power Agency

Tri-State Generation & Transmission Association, Inc. (Colo.)

Below Median (A)

American Municipal Power-inc. - Joint Venture No. 2

Central lowa Power Cooperative

Delaware Municipal Electric Cooperative

Energy Northwest {(Wash.) — Wind Project

Golden Spread Electric Cooperative, Inc. (Texas)

Great River Energy (MN)

Missouri Joint Municipal Electric Utility Commission (Plum Point Project)
Missouri Joint Municipal Electric Utitity Commission (Prairie State Project)
Northern Itlinois Municipal Power Agency

PowerSouth Energy Cooperative, Inc.

South Texas Electric Cooperative

Continued on next page.
Source: Fitch.
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Public Power Companies — Wholesale Segment (Continued)

Senior Unsecured

Company Name Rating Outlook Rating
Wholesale Segment — Below Median (A) (Continued)
Western Farmers Electric Cooperative (Okla.) Negative A-
Central Valley Financing Authority {Calif,) Stable BBB+
North Carolina Eastern Municipal Power Agency Positive BBB+
Piedmont Municipal Power Agency (5.C.} Stable BBB+
Sacramento Cogeneration Authority (Calif.) — P&G Project Stable BBB+
Sacramento Power Authority (Calif.) — Campbell Project Stable BBB+
Sacramento Municipal Utility District Financing Authority (Calif.) —

Cosumnes Project Stable BBB
Big Rivers Electric Corporation (Kent.) Stable BBB—
Sam Rayburn Municipal Power Agency (Texas) Stable BBB—

Source: Fitch.
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expresses Moody’s expectations for the fundamental credit conditions in the industry
over the next 12 to 18 months.

»  The U.S. investor-owned electric utility sector is well positioned within investment-
grade range, and its business fundamentals should remain intact over the near term.

»  The U.S. regulatory structure continues to benefit the sector with recovery assurances for

operating costs and capital investments—itranslating into roughly a three-notch “lift”
over non-utility, capital-intensive industrial issuers, solely from a financial metric
perspective.

»  While the financial profile remains relatively stable overall, expecrations for modest

The outlook for the U.S. investor-owned electric udlity sector is stable. This outlook

deterioration in key credit metrics will erode positioning for issuers within a given rating

category.

»  Liquidity remains a high priority and will become even more critical as the year
progresses, with sizeable credit-facility expirations scheduled for 2011-2012.

Key longer-term challenges include:

»  Political risks from growing consumer intolerance for steadily increasing rates—a

condicdion that could be intensified by prolonged high unemployment.

»  Regulatory risks associated with the recovery of costs or investments, and from
increasingly stringent environmental mandates, especially potential carbon dioxide

emission restrictions.

»  Technological risks from distributed generation, energy efficiency, renewable
generation sources, sizeable new transmission capacity needs, or other technological
developments that could weaken the traditional business model.
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The fundamental credit outlook for the U.S. investor-owned electric utility sector remains stable, thanks
to a supportive regulatory framework that provides good transparency into operating cost and capital
investment recovery; adequate liquidity profiles; relatively unfettered access to the capital markets; and
reasonably stable financial credic metrics. The investor-owned utility business model remains well
positioned within its investment-grade rating category for 2010 and at least the first half of 2011.

The sector’s key financial credit metrics are generally stable, but are not improving. In fact, for many
sub-sectors the metrics have shown a modest but steady decline over the past few years. This erosion of
financial strength may ultimately lead to lower ratings for individual companies, but does not warrant
a change to our near-term stable sector outlook. As a whole, the sector can withstand some modest
deterioration to its financial profile for some time, but declining metrics will eventually erode much of
the “cushion” that utilities currently enjoy within their respective rating categories

Graph A: Rolling three-year average cash flow to debt (by sub-sector) scaled to the Regulated Electric and Gas

Utility Rating Methodology
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Summary of sectors

The U.S. electric urility sector is relatively large in terms of revenues, assets and debt, and is extremely
capital intensive. In general, the sector is primarily considered regulated, reflecting its monopoly status
as a provider of essential services. Although we generally refer to the sector as comprising regulated
electric (and natural gas distribution) utilities, for comparison purposes, we also examine selected
elements of numerous sub-sectors.’

In this report, we review selected three-year average financials for 2006-2008 and classify the sub-
sectors as follows:

» 52 parent utility holding companies (Parent holdcos)

» 70 vertically integrated electric utilities (Integrateds)

» 40 transmission and distribution only utilities (T&Ds)

» 30 local natural gas distribution utilities (LDCs)

» 14 generation and transmission cooperatives (Cooperatives)

» 9 municipal electric utility systems (Municipals)

We also examine several related utility sub-sectors by including some of the larger, international
utilities, many of whom enjoy various forms of state-sponsorship. These sub-sectors include seven
European-based utility companies (Europe); 11 Asia-based utilities, excluding Japan (Asia ex-Japan);
and eight Japanese utility companies (Japan).

While primarily non-regulated, we also examine eight merchant wholesale generators (Merchants) and
eight merchant wholesale generators that remain affiliated with their legacy regulated urilities (Affiliates).
Finally, strictly for comparison purposes, we examine seven large, capital intensive industrial companies
(Industrials); seven large, high-tech companies (Technology); and eight refiners (Refining).

See Appendix, page 15, for a list of the individual companies included in the sub-sector indices and their ratings.



@ s W e

KPSC Case No. 2009-00459
Staff 2nd Set of Data Requests
Oder dated February 12, 2010
ftem No. 11 Page 35 of 52

Table 1: Comparison of selected financial metrics by sub-sectors (2006-2008 average)

PP&E/ EQUITY / DEBT/ CFO/ TOTAL

# ISSUERS ASSETS ASSETS EBITDA DEBT DEBT CFO
Parent Holdcos 52 60% 25% 4.3x 16% $7,810 $1,251
Integrated 70 71% 30% 3.6x 21% $2,308 $477
T&D 40 57% 30% 3.8x 16% $1,822 $292
LDC 30 64% 30% 3.1x 20% $551 $112
Cooperative 14 71% 15% 9.3x 6% $1,193 $75
Municipal 9 70%? 10%3 7.5x 13% $2,625 $352
Europe 7 47% 22% 4.0x 20% $43,193 $8,702
Asia (ex-~Japan) 11 70% 42% 6.9x 7% $7,526 $1,262
Japan 8 2% 24% n/a 9% $26,810 $2,355
Merchant 8 54% 17% 8.2x 12% $8,051 $938
Affiliate 8 59% 30% 2.3x 35% $2,585 $916
Industrials 7 16% 31% 2.2x 53% $11,996 $6,407
Technology 7 15% 52% 0.6x 179% $5,529 $9,888
Refining 8 58% 39% 1.6x 45% $2,389 $1,070

Key Trends and Rating Implications

Regulation remains supportive to sector

Regulation is expected to remain a critical component for the investor-owned sector’s credit profile.
The sector benefits from a regulatory framework that allows a utility to recover its operating costs
(including fuel, operating and maintenance [O&M], selling, general and administrative expenses
[SG&A], interest expenses, and taxes) through revenues, along with an agreed-upon profit margin.
These revenue requirements are designed to provide “just and reasonable” rates for “used and useful”
assets, which comprise a utility’s rate base. As a result, utilities can attain their given ratings with a
significantly lower financial metric threshold than other non-utility industrial peers. From a purely
financial-metric perspective, the benefits of regulation translate roughly into three notches of rating lift
and without the benefits of regulation, much of the sector would likely be considered non-investment-

grade.’

We believe regulators will continue to provide utilities with reasonably timely recovery of prudendy
incurred costs and investments. We also believe regulators prefer to regulate a financially healthy sector.
We do not consider regulators obstructionist, but see them as relatively transparent arbiters of a set of
facts that are presented within the guidelines of a given state’s legal/regulatory framework. Indeed,
regulators have awarded more than $10 billion of revenue increases since 2004, as the next graph shows.

While we generally view any rate increases above the rate of inflation as a potential credit positive, a
sustained trend of meaningful annual rate increases could eventually cause some credit concerns, due
to the potential for increased political tensions over affordability.

Moody’s estimate.

Moody’s estimate.

See our Rating Methodology for Regulated Electric and Gas Utilities, published in August 2009.

In general, industrial sectors require a 20%-30% RCF / debt and a 10%-15% FCF / debt threshold in order to be considered investment-grade. This compares to a
roughly 10% RCF / debt threshold for regulated utilities.
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Graph B: Regulatory rate relief and inflation
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When evaluating regulation, we consider the general regulatory (and political) environment for a given
utility and its relationship with its various constituents (including large industrial customers). In
addition, we evaluate the framework and mechanisms that allow a utility to recover its costs and
investments and earn allowed returns. We are less concerned with the official allowed return on equity,
instead focusing on the earned returns and cash flows. We typically do not take rating actions based on
a staff, administrative law judge or intervener recommendation, but prefer to see the actual
commission-issued written orders.

The ability to realize recovery is critical to a utility’s credit quality. Many jurisdictions have moved
towards a more transparent ratemaking approach, using numerous cost trackers or other pass-through
mechanisms. In general, we view these tracker mechanisms as a credit benefit, as they are designed to
ensure recovery of a specific set of costs. Still, we remain cautious about longer-term risks associated
with future requests for base rate relief, presumably due to the trackers crowding-out other financial
recovery requests. We believe regulators and residential consumers remain focused on the ultimate all-
in costs, and not so much on the rate structure components. We also believe that large industrial and
commercial customers are less concerned with the fuel and purchased power trackers, as they are
equally well versed with these commodity costs and their non-margin pass-through nature of recovery.

Key financial metrics remain comfortably within investment grade rating category

The sector remains comfortably within our investment grade financial metric ranges. Nevertheless, key
financial credit metrics are not improving, and many sub-sectors have seen a modest but steady
decline. This erosion of financial strength is generally a credit negative, but is not sufficient to warrant
a change to our fundamental sector outlook at this time. In fact, we believe the sector can withstand
some modest erosion to its financial profile without jeopardizing ratings. But as the financial metrics
drift lower over rime, much of the cushion that utilities currently enjoy within their respective rating
category will begin to erode, and ultimately lead to negative rating action.
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Graph C: lllustrative positioning for utility sub-sectors, scaled to our Regulated Electric and Gas Utilities Rating
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Over the past several years, we have witnessed a steady erosion in the ratio of cash flow from
operations adjusted for working capital changes (CFO pre-w/c) to debt for a significant number of
vertically integrated electric udlities. In the following graph, we illustrate how the rolling three-year
average CFO pre-w/c to debt ratios over the 2003-2005 period compares with the 2006-2008 period
for roughly 70 vertically integrated electric utilities. The average decline is roughly 7%.

Graph D: Percentage change in CFO pre-w/c 1o debt for 70 vertically integrated electyic utilities (volling three-
year average for 2003-2005 versus 2006-2008)¢
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We consider most utilities to be reasonably well positioned within their respective rating categories,
both from our subjective assessments of regulatory support and diversification, and the more
quantitative assessments of financial performance. Over the next 12-18 monchs, some companies are
expected to experience a decline in their financial metrics, such as Duke Energy and DPL and several

& Excludes Entergy New Orleans and Northwestern, where the CFO pre w/c to debt improved by 100% and 165%, respectively.
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companies actively pursuing new nuclear construction. Others are expected to improve, such as
Dominion Resources, American Electric Power and Consolidated Edison. The next graph shows how
several of the larger, well known utility parent holding companies” historical financial profiles (results

as of LTM 3Q 2009) compare to our general rating guidelines.”

Graph E: Selected parent utility holding companies as of LTM 3Q 2009
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Liquidity management increasing in priority

Managing liquidity continues to be a key factor when assessing the sector. Over the near-term,
liquidity is expected to take an even higher priority, due to the sizeable credit facility expirations
scheduled for 2011 and 2012 (roughly $65 billion each year, according to our estimates). We do not
expect utilities to immediately resolve the significant credit-facility expirations scheduled in 2011 and
2012. We do expect to continue our ongoing discussions regarding liquidity and refinancing plans
with management—especially when facing expiration within 12 months, effectively making the
facilities current.

Today, we believe credit capacity at most major financial institutions remains open to the utility
sector, but the costs associated with credit facilities have increased significanty. We view fully
syndicated, multi-year facilities more favorably than 364-day facilities and much more favorably than
bi-laterals. We also view management’s active evaluation of numerous alternatives to traditional
syndicated, multi-year facilities (which include direct lien and other programs) pesitively, especially
when used as complementary sources to cash and traditional facilities, since it reduces reliance on any
particular funding. When used as complementary supplements to traditional sources, such alternative
sources of liquidity are not expected to cause any material changes to our ratings or rating outlooks.
Even so, we might have concerns over a utility we consider overly reliant on a pardcular source of
alrernative liquidity.®

7

See our rating methodology, “Regulated Electric and Gas Urilities,” August 2009,
See Special Comment, “Right-Way Hedging for Power Companies,” June 2009.

8
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Table 2: Selected liquidity data (2006-2008 average)

STD & IMPLIED CAPACITY

# ISSUERS CASH FCF* CPLTD** REQUIRED

A B c (A+B+C)

Technology 7 $7,489 $6,374 (5867) $12,996
Industrial 7 $2,966 $2,644 ($1,405) $4,205
Europe 7 $9,088 ($1,220) (87,045) $823
Refining 8 $379 $253 ($203) $429
Cooperative 14 $71 ($58) ($109) ($96)
LDC 30 $12 {$35) ($131) ($154)
T&D 40 $39 ($103) ($252) ($316)
Affiliate 8 $120 (594) ($429) {5403)
integrated 70 $34 ($217) ($266) (5449)
Merchant 8 $751 ($644) ($661) ($554)
Asia (ex-Japan) 1 $709 ($364) ($956) (5611)
Parent 52 $313 (5478) ($1,037) ($1,196)
Japan 8 $704 $113 ($3,841) ($3,024)
Municipal 9 $563 n/a n/a n/a

* FCF = CFO less dividends less capital investments
** STD & CPLTD =short term debt and current portions of long term debt

While our liquidity sensitivity increases once a credit facility is within 12 months of its scheduled
expiration, effectively going “current” on the balance shee, it does not mean negatively biased rating
actions are imminent. Qur strict analysis does not assume the capital markets will remain open, or that
unfettered access will remain an option, even if historical evidence overwhelmingly demonstrates this is
true. Credit markets have been known to freeze, if temporarily. Some utilities are considering pre-
funding their maturities or holding higher cash balances on their balance sheets. Such strategies would
generally be viewed as a credit positive, despite any temporary increase in leverage metrics.

The question over how much liquidity the sector needs continues to be debated internally, and by
bankers and management teams. We believe there is no such thing as too much liquidity; in numerous
cases, we have seen issuers (both utilities and non-utilities alike) experience serious stress because they
misjudged their liquidity needs. The recent credit crunch featured a virtuous circle, whereby market
access remained easiest for those who needed it least because their liquidity was already strong,

Utilities remain exposed to large, long-term capital investment challenges, volatile commodity prices
and legal judgments which can wreak havoc on even the strongest liquidity profiles. However, we also
see liquidity benefits related to a utility’s ability to issue secured notes, to divest non-core assets or
operations, and to obtain emergency rate relief. Prospectively, a utility’s transmission system might
represent a sizeable source of alternative liquidity. From a credit perspective, we believe a strong
balance sheet coupled with abundant sources of liquidity represents one of the best defenses against
business and operating risk and potential negative rating actions.
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Pension underfunding remains a concern

We observe that pension costs are usually a recoverable expense under most rate-making structures,
but the means of recovery varies by state. Some jurisdictions provide more timely recovery when actual
pension costs exceed what is allowed in the existing rates (i.e., a pension cost tracker with periodic
true-up mechanisms).

We treat underfunded pension obligations as debt. According to their 2008 annual reports, uilities
underfunded their pension plans by roughly $33 billion, equivalent to a 73% funding status at the end
of 2008. While 2009 proved a very good year for the stock market, we estimate that the funded status
of these plans only improved modestly, with pension plans still underfunded by $29 billion, or 78%
funded at the end of 2009. Given that the S&P 500 was up roughly 23% year-on-year, one would
expect the funded status of pensions should have improved dramatically, but due to a sizeable
contraction in discount rates, they do not appear to have done so.

For financial reporting purposes, the two major drivers behind the funded status of a pension plan are
asset performance and discount rates. Asset performance should have been very strong in 2009:
assuming a typical asset mix of 60% equities, 30% fixed income and 10% alternative investments, we
estimate that total asset returns rose by about 15%. Yet we believe there will be only a slight
improvement in funded status because we expect a meaningful contraction in discount rates. A general
rule of thumb is that a 100 basis-point change in discount rate will change the obligation by 8%-12%.

We expect that there will be a 50 bp - 75 bp reduction in the average discount rate used by utilities for
the full-year 2009. While credit spreads in corporate yields have not moved meaningfully—the
Moody’s Aa index has remained relatively unchanged—spreads on financial bonds have significantly
contracted since December 2008. We believe many companies used financial bond yields when
constructing discount rates for 2008, and due to subsequent contractions in these yields, the discount
rates for 2009 will have to be lower, which in turn leads to a larger obligation.

The rules for calculating a plan’s funded status are different for funding purposes than for financial
reporting purposes.’ At the heart of the rules is the concept that a company must have a fully-funded
plan within seven years. If we take our estimate of $29 billion and divide by seven, we would ger a
required contribution of $4.1 billion for 2010. Of course, a few smoothing mechanisms allow
companies to work around their required contribution calculations.

The U.S. Internal Revenue Service in March 2009 relaxed some of its rules for calculating discount
rates for funding purposes, effectively allowing companies to cherry-pick the best rates from
September, October, November or December, 2008. This one-time allowance should significantly
reduce required contributions for 2010, but without a large rally in the markets or increasing interest
rates, large contributions might arise in 2011 and 2012. This is exactly the same timeframe in which
the vast majority of less expensive, multi-year credit facilities are scheduled to expire, potentially
introducing some incremental stress on liquidity management.

®  An in-depth analysis of those rules is beyond the scope of this document, but suffice it to say they are extremely complex.
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Longer-term challenges lie beyond scope of ratings horizon

There are numerous challenges that face the utility sector, none of which can be considered new as
they have existed for decades. These challenges, which primarily relate to regulation (and recovery
assurances), political support (or intervention, which can be either positive or negative for the credit)
and resource availabilities (and long-term planning), raise the business and operating risk profile for
the sector.

Nevertheless, these fundamental challenges are also considered to be longer-term in nature and beyond
the horizon of our 12-18 month ratings outlook. More importantly, the emergence of these risks tend
to develop slowly and are expected to have little impact on financial statements over the near to
intermediate term horizon. As a resule, the sector enjoys the benefit of time to consider changes in its
corporate and / or financing strategies. But any issue that arises more quickly than we anticipate could
have negative consequences for ratings.

Inadequate attention to these challenges could conceivably push much of this sector into the non-
investment grade category. For now, we think this unlikely, since most utility companies, regulators
and politicians would prefer to see the industry remain financially healthy and investment-grade—
especially because increasingly expensive and uncertain financing would have adverse consequences for
customers. The recent financial turmoil has underscored the benefits of strong credit ratings.

The desire to refurbish, enhance and rebuild a relatively antiquated electric infrastructure is driving the
need for steadily increasing rates. We see significant pressure being applied from a global political push
to “de-carbonize” the traditional electric supply infrastructure, primarily through increased renewable
generation, which tend to be more costly than traditional sources (when excluding the potential costs
associated with pollution). We continue to incorporate a view that new nuclear generation capacity
also appears to represent a critical component to long-term energy policy. Another component to the
refurbishment of the electric infrastructure is focused on additional transmission capacity (to alleviate
congestion and provide a means to bring renewable resources to demand centers) as well as intelligent
distribution networks, Regardless, these investments will result in higher costs, and therefore rates, for
end-use consumers.

Impact of new nuclear generation capacity aspirations

Opver the next few years, several companies in the utility sector are seriously considering the
construction of new nuclear generating capacity—a long-term commitment that could be very costly.
This could put significant pressure on the utility sector’s overall capital investment plans, and utilites
that pursue these projects will take on higher business and operating risk profiles, net of most risk
mitigation efforts.

Several utilities experienced negative rating actions in 2009 that were directly or indirectly related to
their nuclear ambitions. While they are pursuing numerous ways to mitigate their risk, we believe these
efforts cannot fully resolve the higher business and operating risks associated with building a new
nuclear facility.

We also believe that one of the most effective ways to ease risk would be to strengthen balance sheets
and bolster liquidity reserves on the front end of the construction cycle, but so far we have not seen
much evidence that any of the utilities actively pursuing new nuclear generation are doing either.

For additional insight into our views regarding the credit implications associated with new nuclear
generation construction, please see our Special Comment “New Nuclear Generation: Ratings Pressure

Increasing,” June 2009 (117883).
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The prospect for steadily increasing rates raise another regulatory recovery risks for the sector relating
to costs or investments associated with refurbishing such a large component of the nation’s critical
infrastructure. Under almost every scenario we evaluate, revenue requirements are expected to steadily
increase over the next few years, but we see little evidence regarding wage inflation and unemployment
remains high. These elements could lead to political intervention of some form, a credit negative.
Conceptually, investors might expect to see the sector strengthen its balance sheet and bolster its
liquidity sources in the face of such challenges.

Alas, this does not seem to be the case. As long as the regulatory safety net remains in place, utilities
appear comfortable managing their operations as they have for years, and ratings should likewise
remain relatively stable. If; on the other hand, the regulatory environment changed, and the
recoverability of costs and investments became more questionable, the sector could conceivably fall
into the non-investment grade category. This is especially the case if many of the costs and investments
have already been made. Ultimately, the question comes down to how much of an increase in utility
costs a consumer can withstand, and how cautiously each company positions itself to withstand

affordability pressures.

In our July 2009 Industry Outlook Update report'®, we estimated that consumers might stop
tolerating rate increases at a 50%-or-so rise above the current average U.S. rate of $0.10 per kwh. At
the time we wrote that, this “inflection point” would not be reached until about 2018 or 2019.
Whether or not this inflection point remains the base case is unclear, but recessionary pressures on
residential household budgets, and a lack of clear evidence of wage inflation, lead us to wonder
whether the inflection point might arrive sooner. We are paying particularly close attention to the
regulatory situation in Florida as a potential barometer and leading indicator associated with this risk.

Illustrative financial projections indicate pending ratings pressure

Our illustrative projection model examines the historical financial results for the 70 vertically
integrated electric utilities comprised in our “Integrated” peer group over the past seven years (2002-
2008) and incorporates numerous assumptions to provide an indication as to how the sector might
fare over the next five years (2010-2014).

We assume revenues are fully regulated and are derived only from the sale of electricity. We assume
volume increases of 1% per year over the next five years. Rates are assumed to increase by 5% per year
over the next three years (2010-2012), with 3% rate increases thereafter. As a result, revenues increase
from roughly $200 billion to almost $230 billion in 2014. Fuel and purchased power costs are
projected to remain at roughly half of revenues (as it has over the past five-year, three-year and two-
year averages), and that O&M and SG&A expenses grow at 3% and 2% per year, respectively.

Capital expenditures are forecasted by applying a multiplier to prior-year depreciation and
amortization expense. Over the past seven-year, five-year, three-year and two-year averages, this ratio
was 184%, 215%, 241% and 253%, respectively. We assume an average multiplier of 225% over the
next two years (2010-2011), 217% over the next three years (2010-2012) and 205% over the next five
years (2010-2014). As a result, capital expenditures are forecasted to remain relatively steady at
approximately $40 billion per year, which is contrary to most conventional wisdom that capital
expenditures are going to increase significantly. OQur assumption for a slightly lower capital spending is
in pare premised by our views of prolonged high unemployment and increased regulatory scrutiny
regarding investments and utility’s reluctance to invest without a higher assurance for recovery. We

19 See Moody’s Related Research at the back of this report for links to our previous Industry Outlook and Industry Outlook update reports.
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also assume dividends will increase by 2% annually over the five-year forecast, from about $8.8 billion
today to almost $9.8 billion in 2014.

Table 3: Historical and projected financial results (in § billions)

HISTORICAL PROJECTED
LTM

7-YEAR 5-YEAR  3-YEAR 2-YEAR 3Q 2009 2-YEAR 3-YEAR 5-YEAR
Revenue $/717  $179.5  $189.4 $194.2  $1935  $2114 $217.9  $228.7
EBITDA $44.1 $§456  $47.0 %479 $48.8 $55.9  $58.5 3625
Interest $9.8 $9.6  $100 $104 $11.9 $14.3  $149  $15.8
Net income $10.5 $11.3 $104  $90 $4.2 $144  $154  $16.9
CFO $33.3 $33.8  $345 $343 $32.9 $33.0 $35.8  $38.1
CFO pre-w/c $35.4 $36.0  $366 $376 $32.9 $331  $362  $387
FFO $35.4 $36.2  $369 $387 $43.6 $37.7  $38.8  $413
Capital exp. $33.0 $36.3  $421 %451 $49.9 $419  $414  $409
Dividends $8.7 $8.3 $7.5 $7.6 $9.1 $9.1 $9.2 $9.4
FCF $(8.5)  $(10.8) $(15.1) $(18.5)  $(26.1)  $(18.0) $(14.8) $(12.2)
PP&E, net $325.9  $340.1 $355.9 §$369.8  $400.7  $433.2 $4435 $463.0
Debt $157.6  $162.1  $167.5 $175.4  $199.4 52240 $230.0 $2397
Equity $129.7  $1387 $148.3 $1537  $167.1  $1747 $1783 51869
CFO pre-w/cinterest 4.6x 4.7x 4.6x 4.6x 3.8x 3.3x 3.4x 3.4x
CFO ~ pre-w/c / debt 225%  222% 219% 214%  165%  14.8% 157% 16.1%
RCF / debt 16.9% 72% 17.6% 17.7% 11.9% 12.6% 12.8% 13.3%
Debt / Capitalization 54.8%  53.9% 53.0% 533%  544%  562% 563% 56.2%

Our simple projection model indicates a steady deterioration in several key financial credit metrics over
the next few years before they begin to improve in the later years—primarily as a result of decreased
capital spending. Conceptually, should a utility’s financial profile exhibit a decline in its credit metrics
from roughly 4.5x interest coverage, 20%-+ CFO pre-w/c to deb, high-teens-range retained cash flow
(RCF) to debt and approximately 53% debt to capitalization, to 3.5x interest coverage, mid-teen-range
CFO pre-w/c to debt, low-teen-range RCF to debt and 56% debt to capitalization, negative ratings
actions would be likely.

We acknowledge that our model does not incorporate any new material infusions of equity, but
instead assumes negative FCF balances are financed with debt. Nevertheless, equity does build over the
projection horizon with retained earnings. It is possible that negative rating pressure could build over
the next few years for the sector unless companies balance their debt and equity mixes more effectively,
or otherwise strengthen their balance sheets (as with the sector’s “back-to-basics” program that was
common from roughly 2002-2004).
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U.S. Public Power Electric Utility Sector Outlook: Recession and Climate Policy Decisions Create
Uncertainty

The credit position of the U. S. public power electric utility sector has been stable over the past year.
But recessionary pressures and the prospect of more aggressive environmental regulation create
uncertainty in the outlook. We rate over $100 billion of revenue bond debt from U.S. municipal and
government-owned utilities. The sector’s credit quality came under pressure in 2009 from the
unsettled credit markets, fuel-price volatility, and the increasing cost of new generation capacity.

Power supply decisions have been complicated by the potentially more significant role of mandated
renewable energy as part of a utility’s resource portfolio. Public-power electric utility retail rates have
risen over past two years, creating a situation of additional political risk for some utilities that seek to
recover higher costs through rate increases, as recessionary pressures cut into demand.

The U.S. recession has reduced electric demand, which could lead to rating pressures for many public
power electric utilities. Lower demand could weaken debt-service coverage margins or liquidity, unless
rates are raised to compensate. Weakening financial metrics could factor into negative rating changes.
The weakening fiscal health of local governments may also lead to increased utility general-fund
transfers to support a municipality’s general finances, thereby weakening a utiliey’s balance sheet and
causing negative rating pressure.

Despite these uncertainties and pressures, companies in the sector enjoy something like a monopoly
position, as providers of an essential service, combined with their ability to recover costs through rate-
setting processes not subject to regulation. Additionally, public-power electric utilities have shown
good ability to manage through the recent turmoil in credit and fuel markets..
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Conclusion

The utility sector’s fundamentals remain intact, but face significant credit implications over the longer
term. The sector’s basic central-station dispatch structure is under increased scrutiny, as U.S. policy
focuses increasingly on de-carbonization of electric supplies, enhanced energy efficiency programs and
smart-grid initiatives. While expensive, proponents of these efforts note that their costs will prove more
competitive than building new base-load generation over the long-term. Because the political debate
regarding national energy policy is slow, utilities are being forced to make long-term investment
decisions amid a cloudy regulatory framework, making it difficult to plan and manage infrastructure
refurbishment.

It is notable that the utility sector’s stable fundamental credit conditions withstood the severe market
curmoil of 2007-2009, when many other industrial sectors experienced ratings deterioration and saw
numerous negative outlooks and reviews for possible downgrade. Nevertheless, the sector’s average
rating has declined over rime, from the Aaa-Aa range during the 1940s-1960s to the A-Baa range
today. Although the basic operating structure remains the same—generating, transmitting and
distributing electricity to end use consumers—the utility sector’s regulatory, political, financial and
capital market frameworks have all changed significantly over time.

Tt remains unclear how the utility sector will address its current hurdles, considering the shift in policy
priorities they would seem to demand. Many industry participants are raising concerns about how the
sector will manage the sizeable financing requirements needed to fund its substantial infrastructure
investment plans, while also managing price increases for ratepayers at long-term affordable levels.

Graph F: Hlustrative long-term sector rating migration
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Appendix: Comparable Peer Indices by Sub-Sector

Parent Holding Companies

RATING ISSUER NAME RATING ISSUER NAME

A2 FPL Group, Inc. Baa2 Public Service Enterprise Group
A2 NSTAR Baa2 SCANA Corporation

A3 E.ONUS Baa3 Ameren Corporation

A3 National Grid USA Baa3 Black Hills Corporation

A3 Southern Company (The) Baa3 Cleco Corporation

A3 Wisconsin Energy Corporation Baa3 Constellation Energy Group, Inc.
Baal Alliant Energy Corporation Baa3 jberdrola USA

Baal Consolidated Edison, Inc. Baa3 Entergy Corporation

Baal DPL Inc. Baa3 FirstEnergy Corp.

Baal Exelon Corporation Baa3 Great Plains Energy Incorporated
Baal Integrys Energy Group, Inc. Baa3 Pepco Holdings, Inc.

Baal MidAmerican Energy Holdings Co. Baa3 Pinnacle West Capital Corporation
Baal OGE Energy Corp. Baa3 TECO Energy, Inc.

Baal PG&E Corporation Baa3 UIL Holdings Corporation

Baal Sempra Energy Baa3 Westar Energy, Inc.

Baal Vectren Utility Holdings, Inc. Bal Allegheny Energy, Inc.

Baal Xcel Energy Inc. Bal CenterPoint Energy, Inc.

Baa2 American Electric Power Company Bal CMS Energy Corporation

Baa2 Dominion Resources Inc. Ba1l Duquesne Light Holdings, Inc.
Baa2 DTE Energy Company Bat* NV Energy Inc.

Baa2 Duke Energy Corporation Bal** UniSource Energy Corporation
BaaZ Edison Internationat Baa3***  NiSource Inc.

Baa2 Hawaiian Electric Industries Baz PNM Resources, Inc.

Baa2 IDACORP, Inc. Ba2 Puget Energy

Baa2 Northeast Utilities B1* AEl

Baa2 PPL Corporation B1* AES Corporation, (The)

Baa2 Progress Energy, Inc. Caal* Energy Future Holdings Corp.
*CFR

**Sr. Secured

ook

Suaranteed
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Vertically Integrated Utilities

RATING ISSUER NAME RATING 1SSUER NAME

Aa3 Madison Gas and Electric Baal Public Service Co. of Colorado

Al Florida Power & Light Company Baal Public Service Company of Oklahoma
Al Mississippi Power Company Baa1l South Carolina Electric & Gas Co

Al Wisconsin Electric Power Baatl Southwestern Public Service Company
A2 Alabama Power Company Baal Tampa Electric Company

A2 Dayton Power & Light Company Baal Virginia Electric and Power Company
A2 Georgia Power Company Baa2 Appalachian Power Company

A2 Gulf Power Company Baa2 Arizona Public Service Company

A2 Kentucky Utilities Co. Baa2 Black Hills Power, Inc.

A2 Louisville Gas & Electric Company Baa2 Cleco Power LLC

A2 MidAmerican Energy Company Baa2 Consumers Energy Company

A2 Oklahoma Gas & Electric Baa2 El Paso Electric Company

A2 San Diego Gas & Electric Baa2 Empire District Electric Company

A2 Wisconsin Power and Light Baa2 Entergy Arkansas, Inc.

A2 Wisconsin Public Service Corp. Baaz Entergy Louisiana, LLC

A3 Columbus Southern Power Baa2 Indiana Michigan Power Company
A3 Duke Energy Carolinas, LLC Baa2 Indianapolis Power & Light Company
A3 Northern States Power Co. (MN}) Baa2 Kentucky Power Company

A3 Northern States Power Co. (W1} Baa2 Portland General Electric Company
A3* NorthWestern Corporation Baa2 Public Service Co. of New Hampshire
A3 Pacific Gas & Electric Company Baa2 Union Electric Company

A3 Progress Energy Carolinas, Inc. Baa3 Avista Corp.

A3 Progress Energy Florida, Inc. Baa3 Central Illinois Light Company

A3 Southern California Edison Baa3 Central Vermont Public Service Co
Baal ALLETE, Inc. Baa3 Entergy Gulf States Louisiana

Baal Detroit Edison Company Baa3 Entergy Mississippi, Inc.

Baal Duke Energy Indiana, Inc. Baa3 Monongahela Power Company

Baal Duke Energy Kentucky, Inc. Baa3 Public Service Co. of New Mexico
Baal Duke Energy Ohio, Inc. Baa3 Puget Sound Energy, Inc.

Baal Green Mountain Power Corp. Baa3 Southwestern Electric Power Comp
Baal Hawaiian Electric Company, Inc. Baa3 Tucson Electric Power Company
Baal Idaho Power Company Bal Entergy Texas, Inc.

Baal Kansas City Power & Light Co. Ba2 Entergy New Orleans, Inc.

Baal Ohio Power Company Ba3 Nevada Power Company

Baal PacifiCorp Ba3 Sierra Pacific Power Company
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Transmission & Distribution Utilities

RATING ISSUER NAME RATING ISSUER NAME
Al NSTAR Electric Company Rating Issuer Name
A3 Central Hudson Gas & Electric Co Baaz Duquesne Light Company
A3 Consolidated Edison Co of NY Baa2 Jersey Central Power & Light Company
A3 Massachusetts Electric Company Baa2 Metropolitan Edison Company
A3 Narragansett Electric Company Baaz New York State Electric and Gas
A3 New England Power Company Baa2 Ohio Edison Company
A3 Niagara Mohawk Power Corp. Baa2 Pennsylvania Electric Company
A3 PECO Energy Company Baa2 Pennsylvania Power Company
Baal Central Maine Power Company Baa2 Potomac Electric Power Company
Baal Connecticut Light and Power Co. Baa2 Rochester Gas & Electric Corporation
Baal* Oncor Electric Delivery Company Baa2 United Illuminating Company
Baal Orange and Rockland Utilities, Inc Baaz Western Massachusetts Electric Co.
Baal PPL Electric Utilities Corporation Baa3 CenterPoint Energy Houston
Baal Public Service Electric and Gas Baa3 Central lllinois Public Service
Baal Superior Water, Light and Power Baa3 Cleveland Electric llluminating
Baaz AEP Texas Central Company Baa3 Commonwealth Edison Company
Baa2 AEP Texas North Company Baa3 Ilinois Power Company
Baa2 Atlantic City Electric Company Baa3 Potomac Edison Company (The)
Baa2 Baltimore Gas and Electric Co. Baa3 Texas-New Mexico Power Company
Baa2 Delmarva Power & Light Company (P)Baa3 Toledo Edison Company
Baa3 West Penn Power Company
Natural Gas Local Distribution Utility Companies
RATING ISSUER NAME RATING ISSUER NAME
Aa3* New Jersey Natural Gas Company A3 UG Utilities, Inc.
Al Alabama Gas Corporation Baal Boston Gas Company
Al Wisconsin Gas LLC Baal Cascade Natural Gas Corp.
A2 Northern lllinois Gas Company Baal Connecticut Natural Gas Corporation
A2 Southern California Gas Company Baal Indiana Gas Company, Inc.
A2 Washington Gas Light Company Baal Laclede Gas Company
A3 Atlanta Gas Light Company Baafl Michigan Consolidated Gas Company
A3 Colonial Gas Company Baal South Jersey Gas Company
A3 KeySpan Gas East Corporation Baa2 Bay State Gas Company
A3 North Shore Gas Company Baa2 Berkshire Gas Company
A3 Northwest Natural Gas Company Baaz Northern Indiana Public Service
A3 Peoples Gas Light and Coke Co. Baa2 Southern Connecticut Gas Company
A3 Piedmont Natural Gas Company BaaZ Yankee Gas Services Company
A3 Public Service Co. of NC Baa3 Southwest Gas Corporation
A3 Questar Gas Company Baz2** SourceGas LLC

* Senior secured rating **CFR
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Unaffiliated Merchants (CFRs) Affitiated Merchants

RATING ISSUER NAME RATING ISSUER NAME

Ba2 Covanta Holding Corporation A3 Exelon Generation Company, LLC

Ba3 NRG Energy, Inc. Baal KeySpan Generation LLC

B1 Edison Mission Energy Baal PSEG Power LLC

B1 Mirant Corporation Baal Southern Power Company

B1 RRI Energy, Inc. Baa2 FirstEnergy Solutions Corp.

B2 Calpine Corporation Baa2 PPL Energy Supply, LLC

B2 Dynegy Holdings Inc. Baa3 Allegheny Energy Supply Company,

Caa3 Texas Competitive Electric Hldgs.

Baa3 Amerentnergy Generating Co.

Municipals G&T Cooperatives

RATING ISSUER NAME RATING ISSUER NAME

Aal City of San Antonio, TX A2 Arkansas Electric Cooperative Co

Aal Orlando, FL A2 Associated Electric Cooperative

Aaz Jacksonville Electric Authority, FL A2 Basin Electric Power Cooperative

Aa2 New York Power Authority A2 Buckeye Power, Inc.

Aaz Santee Cooper A3 Dairyland Power Cooperative

Aaz Seattle City Light A3 Golden Spread Electric Cooperative

Aa3 Los Angeles Dept of Water & Pwr A3* Great River Energy

Al Municipal Electric Authority of A3* Old Dominion Electric Cooperative

Georgia

Al Sacramento Municipal Utility District Baal Minnkota Power Cooperative, Inc
Baal Oglethorpe Power Corporation
Baal PowerSouth Energy Cooperative
Baal South Mississippi Electric Power
Baa? Hoosier Energy Rural Electric Co

*FMB Rating Baa2 Tri-State G&T Association Inc.
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Europe Industrials
RATING ISSUER NAME RATING ISSUER NAME
Aa3 Electricite de France Aa2 General Electric Company
A2 E.ONAG Al iilinois Tool Works Inc.
A2 ENELS.p.A. A2 Boeing Company (The)
A2 RWE AG AZ Caterpillar inc.
A3 Essent N.V. A2 Emerson Electric Company
A3 Iberdrola S.A. A2 United Technologies Corp.
NR Endesa S.A. Baal Ingersoll-Rand Company Ltd

Japan Technology
RATING ISSUER NAME RATING ISSUER NAME
Aa2 Chubu Electric Power Company Aaa Microsoft Corporation
Aa2 Chugoku Electric Power Company Al Cisco Systems, Inc.
Aa2 Hokkaido Electric Power Company (P}A1 Intel Corporation
Aa2 Hokuriku Electric Power Company A2 Dell Inc.
Aa2 Kansai Electric Power Company A2 Hewlett-Packard Company
Aa2 Kyushu Electric Power Company A2 Oracle Corporation
Aaz Okinawa Electric Power Company NR Google Inc.
Aa2 Tokyo Electric Power Company

Asia (ex-Japan) Refiner

RATING ISSUER NAME RATING ISSUER NAME
Aa3 Transpower New Zealand Limited Baa2 Sunoco, Inc.
Al SP AusNet Baaz Valero Energy Corporation
A2 CLP Holdings Limited Bal Tesoro Corporation
A2 Korea District Heating Corporation Baz Frontier Oil Corporation
A2 Korea Electric Power Corporation Ba3 Holly Corp.
Baal Spark Infrastructure B2 Alon USA Energy, Inc.
Baal Tenaga Nasional Berhad B2 CVR Energy Inc.
Baal VECTOR Limited B3 United Refining Company
Baa3 NTPC Limited
Ba3 National Power Corporation
NR Envestra Ltd.
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Moody's Related Research

Industry Outlooks:

»

»

»

»

National Gas Transmission Solid but new Concerns Emerge, September 2009 (120250)
U.S. Regulated Electric Utilities: Six Month Update, July 2009 (118776)

U.S. Coal Industry Outlook: Six-Month Update, April 2009 (116778)

U.S. Investor-Owned Electric Utdilities, January 2009 (113690)

Special Comments:

U.S. Electric Utility Sector Weathers the Recession, November 2009 (121216)
Evaluating the Leverage of Unregulated Power Companies, October 2009 (120835)
Gas Pipelines: Which Are Vulnerable to Emerging Risks?, October 2009 (120716)

Investor Owned Utilities Face Significant Bank Facility Refinancing Risk as Substantial
2011-2012 Maturities Approach, October 2009 (120596)

New Nuclear Generation: Ratings Pressure Increasing, June 2009 (117883)

Right-Way Hedging for Power Companies, June 2009 (117978)

Default, Recovety, and Credit Loss Rates for Regulated Utilities, 1983-2008, May 2009 (115424)
Analyzing Partnerships in the Midstream Sector, March 2009 (115149)

Carbon Risks Becoming More Imminent for U.S. Electric Utility Sector, March 2009 (115175)

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

Near Term Bank Credit Facility Renewals to be More Challenging for U.S. Electric and Gas
Utilities, January 2009 (114031)

Rating Methodologies:

»

»

Regulated Electric and Gas Utilities, August 2009 (118481)

Global Unregulated Utilities and Power Companies, August 2009 (118508)
Natural Gas Pipeline, December 2009 (121678)

U.S. Electric Generation & Transmission Cooperatives, December 2009 (121189)
Global Mining Industry, May 2009 (116843)

To access any of these reports, click on the entry above, Note that these references are current as of the date of publication of
this report and that more recent reports may be available. All research may not be available to all clients
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KPSC Case No. 2009-00459

Commission Staff’s Second Set of Data Requests
Order Dated February 12,2010

Item No. 12

Page 1 of1

Kentucky Power Company

REQUEST
Refer to the Avera Testimony at page 10, lines 4-6.

Provide a description of the new generation facilities that Kentucky Power plans to invest in
during 2010.

RESPONSE

Kentucky Power has no plans for new generation facilities in 2010. Kentucky Power's planned
capital investment during 2010 for generation assets relate to existing facilities.

WITNESS: Errol K Wagner






KPSC Case No. 2009-00459

Commission Staff’s Second Set of Data Requests
Order Dated February 12, 2010

Item No. 13

Pagelofl

Kentucky Power Company

REQUEST
Refer to the Avera Testimony at page 10.

Footnote 8 appears to be out of date. Provide the most recent electric utility sector analyses from
Moody's Investor Service and Fitch Ratings Ltd. discussing energy market volatility.

RESPONSE

Copies discussing energy market volatility from the most recent publications from Fitch Ratings
Ltd. and Moody’s Investors Service in Dr. Avera’s possession were provided in the response to
Staff's 2nd Set, Item No. 11.

WITNESS: William E Avera






KPSC Case No. 2009-00459

Commission Staff’s Second Set of Data Requests
Dated February 12, 2010

Item No. 14

Page 1 of 1

Kentucky Power Company

REQUEST

Refer to the Avera Testimony at page 11.

Provide copies of the articles referenced in Footnotes 11-13.

RESPONSE

Copies of the above-referenced articles are included in Dr. Avera’s workpapers, copies of which

are provided on the CD labeled "Avera WP's and documentation” in response to KIUC Ist, Item
No. I.

WITNESS: William E. Avera






KPSC Case No. 2009-00459

Commission Staff’s Second Set of Data Requests
Order Dated February 12, 2010

Item No. 15

Page 1 of 25

Kentucky Power Company

REQUEST
Refer to the Avera Testimony at page 12.

a. Explain whether Kentucky Power has requested that the Commission alter its Fuel
Adjustment Clause mechanism to recover costs in a more timely fashion in order to
alleviate investor concerns regarding the lag between expenses incurred and recovered

through rates.

b. Provide an explanation of whether Kentucky Power is proposing to earn a return on its
fuel costs.

C. Provide a list of utilities earning a return on fuel costs and an explanation of how that is
related to exposure to fluctuations in power supply costs.

d. Provide a list of states whose utility regulatory commissions have explicitly authorized t
he electric utility to earn a return on fuel costs and copies of the relevant orders.

e. The fuel procurement process is well established in Kentucky and should be well
understood by Kentucky Power. Provide an explanation of what actions the Commission
has taken to heighten either company or investor concerns regarding fuel procurement
disallowances and how this relates to exposure to fluctuations in power supply costs.

f. Provide the most recent "U. S. Investor Owned Electric Utilities: Six Month Industry
Update" from Moody's Investor Service.

RESPONSE

a) Kentucky Power is not requesting that the Commission alter its Fuel Adjustment Clause
mechanism.

b) Kentucky Power is not proposing to earn a return on fuel costs. Kentucky Power has,
however, historically earned a return on its coal inventory.



KPSC Case No. 2009-00459

Commission Staff’s Second Set of Data Requests
Order Dated February 12,2010

Item No. 15

Page 2 of 25

c) Dr. Avera has not conducted any detailed study to identify those utilities that may be
permitted to earn a return on fuel costs; nor was such a study necessary to support his
analyses and conclusions. Dr. Avera is aware that Baltimore Gas and Electric Company 1s
permitted to recover an administrative charge that includes a shareholder return component.

d) Please refer to the response to subpart (c), above.

e) Dr. Avera’s testimony at page 12 did not claim that the Commission had taken any steps to
heighten the risks associated with KPCo’s ability to recover its power supply costs. Rather,
his testimony explained that, despite regulatory provisions that allow for periodic rate
adjustments to reflect changes in power costs, investors nonetheless recognize that utilities
such as KPCo remain exposed to the potential need to finance power cost deferrals,
especially during times of volatile energy prices.

f) A copy of the requested document is attached.

WITNESS: William E Avera / £ K WACNER
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U.S. Regulated Electric Utilities Page 4 of 25

Overview

All the evidence we have seen suggests that the fundamental credit outiook for the electric utility sector will
remain stable over the next 12-18 months. While most industrial sectors have negative sector outiooks today,
we continue to view regulated utilities as relatively well insulated-—although not immune—from economic and
financial market turmoil. Regulation provides a key material benefit to the sector's overall credit profile, and we
believe regulators will provide timely recovery of prudently incurred costs and investments over the near term.
We have long held that regulators would rather regulate financially healthy companies than imperiled ones,
and that utilities maintain effective constituency outreach efforts.

For the longer term, however, we are becoming increasingly concerned about possible changes to our
fundamental assumptions about regulatory risk, particularly the prospect of a more adversarial political (and
therefore regulatory) environment. A prolonged recessionary climate with high unemployment, or an intense
period of inflation, could make cost recovery more uncertain. This could easily spark a negative vicious cycle.

We first highlighted these regulatory concerns in the 2004-2005 timeframe, as the sector's “back to basics’
period came to an end and we questioned whether the (then-recent) improvement in financial metrics had
reached its peak. Today, we have an eye on the theoretical “inflection point” beyond which consumers will no
longer tolerate annual rate increases without protest. We do not know where this inflection point lies, but we
believe it exists somewhere near the point at which consumers begin to change their behavior—as when
gasoline reached $4 per gallon jast year——and begin to contact their elected officials with vocal protests. But
because consumers cannot easily alter their electricity consumption, the inflection point could actually spark a
major political reaction. We believe this reaction could develop suddenly, and probably not at a welcome time
Shouid this happen, it is unclear how regulators would react and how the sector would fare.

The average annual electric bill costs the typical U.S. household about 3.4% of its disposable income. We
estimate that the inflection point might be crossed once an annual electric bill reaches roughly 5%-10% of a
given household’s disposable income—and that this could happen within the next decade, judging from our
base-case projections. In various downside scenarios, the inflection point could accelerate by several years, {o
2013-2015—well within our typical ratings horizon.

It appears that many of the chief executives and regulators with whom we speak regularly have either not yet
arrived at a consensus view of exactly where this inflection point lies, or are uncertain how close we are to
approaching this point. This uncertainty is truly surprising, in our opinion, given the magnitude of the potential
risk to both a utility's credit profile and its shareholder's equity.

lllustrative Retail Electric Rates: 2003 - 2025: rolling 2-year average f
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Utilities remain well positioned within rating category

Of all the factors affecting U.S. electric utility ratings, we have long considered regulatory support perhaps the
most critical driver. We continue to believe regulators prefer to oversee financially healthy utilities, and
certainly for the near term, we believe the sector will continue to enjoy reasonably good regulatory support.
Qur focus remains fixed on cash flow, not on authorized returns on equity (ROEs). We also remain more
interested in written regulatory orders—not initial indications from utilities, regulatory staff, intevenors, or
administrative law judges (although they may offer some hint about the likely rulings).

We believe today’s utilities generally act as solid corporate citizens within their respective service territories.
Most utilities practice reasonably effective constituency outreach programs: they are large employers; provide
socialized relief for special customer classes; serve as effective tax-collecting (and taxpaying) agencies for
state and local governments, and usually support parochial philanthropic endeavors. For these reasons,
utilities tend to get the political support they need, when they need it—ultimately a credit positive.

Regulatory oversight is crucial for sector

We consider most utility issuers reasonably well-positioned within their respective ratings categories. Four
principal sub-sectors comprise our utility universe: parent utility holding companies; vertically integrated
utilities; transmission and distribution-only utilities (T&Ds); and natural gas local distribution companies
(LDCs). For a list of the issuers that comprise these sub-sectors, see Appendix B, page 15.

We place the operating utility sectors, which include the vertically integrated electric, T&D and LDC utilities in
the A3 / Baa1 ratings category range. The utility parent holding companies tend to be rated about one notch
lower, in the Baat / Baa2 range.

In general, we incorporate a view the regulatory framework across the U.S. represents a material credit
positive, but is less favorable than the regulatory frameworks in Europe or Asia. This is primarily due to the
highly fragmented and parochial effects of state-by-state regulatory policies. We note that the business
activities that are primarily regulated by the Federal Energy Regulatory Commission (FERC) typically receive a
more favorable view. Our regulatory views are usually slightly less favorable when evaluating the utility parent
holding companies, largely reflecting non-regulated business activities, which typically comprise roughly 15%-
25% of consolidated operations.

The operating utility sub-sectors are also well positioned in terms of rates and cost recovery, where the vast
majority of costs and investments are recovered in a reasonably timely basis. Of course, regulatory lag on
various issues will remain a factor. As a result, we generally incorporate a view that utilities derive a benefit
from diversification across state lines, broadening the risk of regulatory jurisdictions and implied recovery lag.

We tend to view the rates and recovery mechanisms for the vertically integrated utilities as slightly less
favorable than the T&D and LDC peers, primarily because of the greater uncertainties related to fuel
commodities and increasingly stringent environmental mandates such as carbon regulations

Finally, we consider the sector's overall liquidity adequate, aithough this assumes that utilities will continue to
enjoy unfettered access to the capital markets. Little evidence to date suggests we should change our views
regarding access to the capital markets. Nevertheless, our assumption represents a major component to our
liquidity assessments, and ultimately ratings, so unexpected challenges to access could result in a materially
adverse ratings consequence across the entire sector.

Utilities, in general, have proven capable of issuing senior secured debt in times of crisis—debt that has
performed extremely well historically in terms of expected loss and recovery values.’ During the most recent
financial turmoil, most utilities had little trouble accessing capital across the entire capital structure. Yet we are
often reminded that the past is not a reliable indicator of future performance. While challenged market access

' See Special Comment, "Proposed Wider Notching Between Ceriain Senior Secured Debt Ratings and Senior Unsecured Debt Ratings for Investment Grade
Regulated Utilities,” May 2009

July 2009 & Industry Outlook 1 Moody's Global Infrastructure — U.S Regulated Electric Utilities
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strikes us as unlikely, its effects could be substantial, not unlike the “tail risk” often discussed in hedging
strategies, and possibly resulting in multiple notch rating changes over a very short period of time.

Over the past three years, the principal sub-sectors have produced relatively stable, if modestly deteriorating,
key financial credit ratios.

‘S‘é‘lectéd historical credit metrics

Parent 17% ’ 3.9 17% 3.9 16% 3.7 16% 3.7
Integrated 21% 4.7 21% 4.6 19% 4.4 19% 4.2
T&D 21% 4.6 19% 4.2 18% 4.0 20% 4.7
LbC 19% 4.5 18% 4.3 18% 4.5 20% 4.3

CFO / Debt = cash flow from operations before changes in working capital / total adjusted debt outstanding

While a modest decline in the financial ratios is not alarming today, the breadth of the decline across sub-
factors is noticeable (with the exception of LDCs) when comparing the more recent results with the historical
averages. We noted the possibility of this deterioration several years ago, when we questioned whether the
industry’s “back-to-basics" strategy was being retired prematurely, or at least before the originally articulated
balance sheet goals were reached.
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Regulation provides multiple notches of ratings benefit

About 50% of the utility sector’s rating stems directly from its status as a regulated monopoly that provides an
essential service to the general population. To gauge regulation’s influence on the utility sector's ratings, we
evaluated selected financial credit metrics, using the 3-year average financials (2006-2008) for the utility
sector, and ran them through the rating methodologies for a selected group of large, capital-intensive,
commodity-exposed industrial peers. Although many of these industrial sectors are also affected by various
forms of regulation, regulation over profitability is less evident than the utility sector.?

? These industries may be affected by regulation, but our key interest for the electric utilities is the cost-recovery mechanism, which these other sectors fack.

July 2009 B Industry Outlook 8 Moody's Global Infrastructure — U.S. Regulated Electric Utilities
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Clearly, based only on the financial metrics, the utility sector would be, at best, a borderline investment-grade
sector, if not for the regulatory support. The utility parent holding companies would more clearly appear in the
non-investment-grade range. This is primarily a result of the industrial peers being required to maintain
RCF/debt ratios of roughly 30% to be considered investment-grade, while utility-sector issuers need only
maintain ratios above roughly 10%.

We conducted a second exercise, evaluating the selected industrial peer financials within our general utility
rating methodology framework. Again, we only examined the three-year historical average financial ratios and
excluded all other industry-specific rating factors. As the next table shows, the industrial peers appear to be
strongly investment-grade when compared to the lower financial metric thresholds held out for utilities on a
cash flow measure, but less so when evaluated on a capitalization perspective.

RCF/  Debt/ Debt/  FCF/ RCF/ Debt/ Debt/ RCF/ Debt /

Sectors * Debt  Capz. EBITDA  Debt Debt Capz. EBITDA Debt Debt Capz.
Airlines - Ba Ba Caa - Baa Ba Caa Baa Caa
Capital Goods Ba A Ba Caa Ba A Baa Caa Aaa Baa
Chemicals -~ Ba Ba Caa - Baa Ba Caa Aa Ba
Coal Ba Ba Ba Caa Ba Baa Baa Caa Aaa Baa
Oil & Gas integrated Ba Ba - - Ba Baa - -- Aaa Aa
Packaging -- -- Ba Ca - - Ba Ca A B
Paper & Forest Prod. Ba - Ba Caa Ba - Ba Caa Baa Ba
Pharmaceutical Ba Ba - Caa Ba Ba -~ Caa Aa Baa
Shipping B -- Ba B Ba - Baa B Baa Ba
Steel - Ba Ba Caa - Baa Baa Caa Aaa A

* Most of these selected groups of comparable industrial peers include 8-12 companies.

Because the regulatory benefit is so critical to our ratings, it tends to represent the most important risk factor.
While we continue to consider regulatory risk a lower risk today, we believe there are potential longer-term
reguiatory risks that could emerge on two fronts:

n  Regulatory support for timely recovery could erode; and

m  Regulators could reduce the authorized returns on investments, based on the perception that utilities have
jower business risks than other industrial sectors and will find it easier to compete for capital.

Theoretically, regulators could attack the standard cost of capital arguments that assert competitive ROEs and other
returns are necessary to attract capital. Our concern is that regulators could attempt to modify their views on the
appropriate returns, since the sector's leverage is already benefited by regulation.

What could change the sector outiook to negative?

The electric utility industry appears reasonably well-positioned today within its investment-grade rating
category, despite increasing business challenges. Modestly declining financial metrics—a fundamentat credit
negative—could eventually force us into a more negative position for the sector. For now, though, we continue
to incorporate a view that regulators will uitimately provide timely financial relief.

A shift to a negative outlook could emerge based on our view that few utility management teams are taking
meaningful steps to strengthen their balance sheets and therefore may not be sufficiently positioned to
withstand unexpected shocks or challenges to the longer-term fundamental business plan, for its given rating
category.
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Nevertheless, most utility executives agree with our general view of the pending risks and challenges. They
also believe they have enough time to assess the situation and gain better clarity about the facts. Our concern
is if one or more challenges appear unannounced, at exactly the worst possible time. Since there is general
agreement that these risks are legitimate, we conclude that conservative utility management teams would
otherwise take precautionary measures to protect their franchise.

Beyond a widespread management failure to actively strengthen their balance sheets, the outlook for this
sector could turn negative with a material change in the regulatory environment, which today tends to support
the utilities’ recovery of reasonable costs from ratepayers. We foresee no significant changes in this regulatory
support at this time but will be carefully evaluating many of the rate case proceedings currently underway,
including those in Texas, Florida, Virginia, New York and South Carolina.

Base-case financial projections for vertically integrated utilities

We evaluated historical financial statements for about 75 vertically integrated electric utilities, creating a
hypothetical utility to illustrate financial projections over the next 20 years. Some of our assumptions:

s All revenues come from sales of electricity.

= Volumes rise modestly over the next few years before reversing and remaining flat (0% growth) by the late
2010s. We believe these volume assumptions reflect a modest economic recovery over the next few years
followed by flat volume growth associated with energy efficiency programs.

= Total authorized rate increases of 5% per year between 2010-2014, followed by 7.5% rate increases every
year thereafter.

= Fuel and purchase power expenses alternating between 50% and 55% of total revenue every year,
reflecting the volatility of fuel commodities. This creates some “choppiness” in our financial returns, so we
illustrate the results of our models with rolling two-year averages.

o Carbon costs begin in 2014 at $5 per ton, increasing to $10 per ton in 2015 and by an additional $2.50 per
ton annually thereafter.

»  Energy efficiency costs, renewable energy costs, and other incremental costs total roughly 3% of revenues
for the next three years, and 5% of revenues thereafter. We assume all “tracker” mechanisms are
incorporated into this assumption. Any automatic recovery is assumed to be captured in the annual rate
increase assumption noted previously.

s Operating and maintenance costs grow by 2% every year.

m  Annual projected capital expenditures are based on the previous year's depreciation and amortization.
Capital expenditures will amount to 250% of the previous year's D&A in 2010-2011, gradually scaling
down to 125% by 2018 before rising again, to 275% by 2025. These capital expenditure trends reflect the
sector’s need for infrastructure investment—and herd cyclicality.

s We adjust the dividend-payout ratio and the amount of new debt financing (assuming a 6% coupon on all
incremental new debt) to maintain a general debt-to-capitalization ratio of about 50%.

As a result of these base case assumptions, our hypothetical utility would generate CFO pre-w/c to debt and
ROE over the next two decades as illustrated in the next graph:
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Even allowing for some volatility in the financial ratios, this hypothetical utility would most likely be positioned
for ratings upgrades. This could be based on the continued regulatory support and steadily improving
CFO/debt ratios, possibly in the 2014-2015 timeframe, when the visibility over carbon-cost implications is
clearer, and the majority of the bank credit facilities have already rolled.

If, however, our base-case assumptions inciuded a more costly carbon impact-—for example, doubling our per-
ton cost estimates to $10/ton in 2014 and $20/ton in 2015, and increasing by $5/ton every year thereafter—our
hypothetical company’s results would look less robust. This utility is likely to suffer modest rating downgrades,
possibly around 2011-2013, as CFO / debt ratios approach the 10% threshold before showing signs of
improvement in 2014-2015.
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Carbon obviously represents a significant potential risk to this sector's long-term credit profile. Although we do
not consider ROE a primary credit driver, we would be concerned if it fell significantly below the 9%-10% range
over a sustained period: the lower the ROE, the greater uncertainty over the sector's capital allocation and
stewardship by management teams and boards of directors. Presumably, management could look for better
uses for their capital

The current economic climate could make it impossible for our hypothetical utility regulators to authorize
annual rate increases of 5%-7.5%, which is incorporated into our illustration. If today's severe economic
conditions persist—as we believe they may into 2010, if not beyond—rate increases could eventually spark a
backlash by both ratepayers and regulators.
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If rate increases were limited to only 3% a year over the next five years, followed by 5% annual increases
thereafter (versus 5% annual increases over the next five years and 7.5% annually thereafter), there could be
a material amount of pressure on both the credit, as well as the equity, all other assumptions held constant.
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Three primary challenges

The utility sector faces three major threats that would increase its overall business and operating risk profile.
For the most part, these risks are not new to the sector, but are arguably downplayed or dismissed. Utilities
have not yet reached a crisis point, but we think these challenges may combine and emerge together in the
2011-2013 timeframe, as the majority of the credit facilities expire and the incremental operating costs
associated with carbon begin to appear. As a result, we believe the most effective course of action to protect
existing ratings (and equity values) is to take active evasive measures and strengthen the balance sheet and
bolster liquidity reserves. This will not be easy.

As noted previously, the biggest challenge is maintaining a supportive regulatory relationship. One component
of this regulatory risk includes increasingly stringent environmental mandates for carbon and mercury. The
likely passage of some federal law reguiating carbon dioxide emissions—possibly as soon as this year or
next®—could be a fundamental sector-changing event, with unknown effects on balance sheets and liquidity.
Such uncertainties increasingly represent a primary consideration for credit ratings. We are struck by the
industry’s apparent lack of urgency regarding new, complex and potentially costly carbon rules. Moreover, we
expect incrementally strict environmental mandates over the near to intermediate term concerning mercury,
NOX, and SOX, among other pollutants. Again, though, few utilities appear visibly concerned.

A second big risk stems from the sector’s heavy reliance on unfettered access to the capital markets as a
component of its liquidity. The capital markets have accepted this reliance over many decades, and many
utility issuers have been all but untouched by the recent and ongoing turmoil in the financial markets. Even so,
the reliance on third-party financing remains a critical risk factor—especially as numerous bank credit facilities
expire over 2011-2012. The increasing burden on our overall liquidity analysis may eventually stop us from
assuming the sector has unfettered access to the capital markets. The dramatic changes in credit availability
and the financial institutions require some caution. We believe utilities will see their available borrowing
capacity decrease, possibly by as much as 25%-30%,; that fenors will shorten, with two-year facilities more
widespread than five-year; and that pricing will be substantially higher than today.

Finally, we are not sure today's level of authorized cost relief will continue. Utilities are among the most capital-
intensive of all industrial sectors, with aging infrastructures that require constant maintenance and long-term
capital investment. In addition, public policy agendas are influencing utilities’ operating cost structure, which
will contribute to increasing rate pressure. Utilities will find it increasingly difficult to balance a need for higher

* Most industry participants predict that new environmental mandates will take effect around 2012-2013.
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rates with the ability to post returns that attract new capital investment. At some point, ratepayers and
regulators may begin to resist these higher rates.

Consumers have limited ability to absorb new rate increases

All of these pressures indicate that there is pressure for higher electric rates, and we believe consumers and
ratepayers may eveniually complain to their elected officials. Onge this inflection point is breached, the political
and regulatory reaction will represent a major, fundamental and highly uncertain risk for the sector.

Regulators might find it increasingly difficuit to authorize steadily increasing rates, especially in today's
uncertain economic climate. No one knows how big an increase consumers can absorb; in any case the size
would vary by location.

Even so, gasoline prices offer a look at how consumers react once this inflection point is reached, when $4-a-
gallon gasoline in 2008 led to a distinct shift in behavior among U.S. motorists. That shift still persists a year
later, even with gasoline prices much lower nationwide.

Although we acknowledge that electricity volumes are more inelastic than gasoline, we attempt to illustrate the
possible U.S. consumer inflection point regarding electric rates. Our illustration begins with average household
income in 2007. We subtract about 30% to reflect state and federal taxes and other primary deductions. The
result is average disposable household income. We then compare the average annual utility bill to the average
disposable household income, and arrive at the average electric bill as a percentage of disposable household
income. As of 2007, this ratio was about 3.4%.

While no one claims to know exagtly at what point consumers will begin to object to higher electric rates, we
believe this inflection point is crossed roughly when the electric bill reaches 5%-10% of disposable income.
This would imply annual electric bills of about $3,500-$1,800 from the current $1,200, and total aggregate rate
increases of roughly 100%-50% over the existing national average of 10.65 cents per kwh.

Sharply higher utility bills and lackiuster income growth:
A politically volatile mix

If U.S. household outlays for electric and gas bills advance by 20% annually between 2010-2012, they
would represent a record 4% of disposable personal income (DP1) by the end of that period. Aggregate
outlays on electric and gas rose by 21.3% annualized on average during the three years that ended in
the first quarter of 1977, while spending on electric and gas rose no higher than 2.8% of DPl—mostly
because DP! grew by a comparatively rapid annual 9.9% on average.

By contrast, U.S. consumers would be enraged if their overall electric and gas bills scared more than
20% annualized during the 2010-2012 period if DPI rose by a much slower 1.8% annually, on average.
DPI growth could indeed be this low, based on expectations of a soft U.S. labor market subject to
competitive pressures from workforces in China and India—a marked contrast from 1977, when
American workers were not yet subject to wage pressures from competitively priced labor in the
emerging markets.

Consumer spending on gasoline and fuel oil soared by 26% during the 12 months that ended
September 2008. These prices became a political issue, even though DPI rose at a relatively normal
5.3% during this period. Any sharp acceleration of energy costs amid decidedly weak income growth is
likely to spark political discord.

Sources: John Lonski, Managing Director, Moody’s Capital Markets Research Group; National Income
Product Accounts (NIPA)
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Carbon dioxide regulations represent huge risk

Six months into the Obama administration, legislation concerning federally mandated carbon dioxide
regulations—the American Clean Energy and Security Act of 2009 (ACES), also known as the Waxman-
Markey bill—has passed the House, and now resides with the Senate. The vast majority of our industry
contacts—utility executives, regulators, legislators, bankers, consultants, and investors alike—feel that carbon-
emission restrictions are now inevitable. Most expect the passage of some form of carbon-emission limits in
2009 or 2010, with actual implementation likely around 2012-2013.

But few market participants claim to understand the intricacies of the current version of the bill, and in any
case, details will continue to change as the bill goes through the Senate (and eventually the House-Senate
reconciliation process, if it passes). But we note that any version of ACES that becomes law could place a
steep cost-burden on the electric utility industry, which relies heavily on emission-producing coal and natural
gas.

The current legislation aims to achieve a 17% reduction in carbon emissions by 2020 from 2005 levels, and an
83% reduction by 2050. Assuming the electric utility sector was responsible for about two-thirds of the 6 trillion
metric tons of carbon produced in 2005, the sector would have to reduce its own carbon emissions by about 1
trillion metric tons by 2020. Estimates for the industry’s carbon emission costs vary widely—from roughly the
mid-single digits initially ($5/ton) growing to anywhere from $25/ton to $100/ton by 2025. We anticipate that the
costs will begin at about $5/ton, increase rapidly to about $10/ton, and then rise at a modest but steady annual
$2.50/on.

We believe carbon-emission taxes could threaten some utilities’ liquidity. For a simple utility that sells 20 Twh's
of electricity, with 50% generated from coal and 25% from natural gas, the costs of carbon might range from
$60 million-$300 million annually (assuming carbon taxes of $5/ton-$25/ton). Although we accept that most
issuers would be able to recover their carbon costs from ratepayers, the timing related to any potential
recovery remains unclear. This could put significant pressure on an issuer’s liquidity position; in the current
environment, this presents a material concern.

* This assumes that the electric utility sector must reduce its own carbon emissions by the same amount as the overall mandate—i.e., by 17% by 2020).
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2005 CO2 emissions 6,032 5,975
Percentage derived by utilities B87% 67%
Implied utility CO2 emissions 4,011 3,974
Estimated total MW capacity (US) 950,000
Assumed % coal 50%
Assumed % natural gas 20%

Implied MW's by fuel source

Coal 475,000
Natural gas 190,000
665,000

Assumed capacity factors
Coal 706%
Natural gas 25%

Implied generation (MWh's)

Coal 29127
Natural gas 416.1
3,328.8

Implied CO2 emissions

Coal (1 MWH = 1 ton) 2,912.7
Natural gas (1 MWH = 0.5 tons) 208.1
3,120.8

From a credit perspective, we believe the carbon-emission legislation poses a major risk for the sector,
primarily because of its complexity and apparent implications to liquidity. The legislation may become less
imposing for the utility sector as it makes its way through the U.S. Senate, in part based on the sector's
effective lobbying efforts. But the bill's complexity creates an expectation that a utility’s financial statements
could become less transparent with respect to these costs and their overall financial implications—a credit
negative.

Liquidity harder to manage amid tighter credit markets

About 10% of the sector's $110 billion of credit facilities are expected to expire around October 2009, with
another 10% expiring in April 2010. The remainder is due fo expire in 2011 and 2012.

We believe the turmoil impacting the financial institutions will remove about 30% of the utility industry's current
available credit which