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SOUTHERN INDIANA GAS AND ELECTRIC COMPANY 
D/B/A CENTERPOINT ENERGY INDIANA SOUTH 

I. INTRODUCTION 

Please state your name and business address. 
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My name is Caleb R. Loveman, and my business address is 115 W. Washington St., 

Suite 1500 South, Indianapolis, Indiana 46204. 

By whom are you employed and in what capacity? 

I am employed as a Utility Analyst in the Indiana Office of Utility Consumer 

Counselor's ("OUCC") Electric Division. A summary of my educational background 

and experience is included in Appendix A attached to my testimony. 

What is the purpose of your testimony? 

I provide my analysis and make recommendations on Southern Indiana Gas and 

Electric Company d/b/a CenterPoint Energy Indiana South's ("CenterPoint" or 

"Petitioner") request to purchase and acquire, indirectly through a Build Transfer 

Agreement ("BTA"), a solar facility in Posey County, Indiana, with an aggregate 

nameplate capacity of approximately 300 megawatts alternating current ("MWac") 

("Posey County Solar Project"). I also provide my analysis and make recommendations 

regarding Petitioner's request to enter into a Power Purchase Agreement ("PP A") with 

Clenara's LLC affiliate, Rustic Hills Solar II, LLC, ("Clenara") to purchase energy 

from a 100 MWac solar project in Warrick County, Indiana ("Warrick County Solar 

Project") over a 25-year term. Specifically, I address CenterPoint' s proposed: (1) Posey 

County Solar Project BTA contract, (2) Posey County Solar Project accounting and 
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ratemaking treatment, (3) Warrick County Solar Project PPA accounting and 

ratemaking treatment, and (4) adder to its Warrick County Solar Project PPA. Should 

the Indiana Utility Regulatory Commission ("Commission") approve CenterPoint' s 

requests, I recommend the Commission: 

1) Require CenterPoint to seek Commission approval prior to contracting with a tax 

equity investor through a Tax Equity Partnership ("TEP") for the Solar County 

Solar Project if CenterPoint seeks to utilize a TEP in association with this project; 

2) Accept my proposed Levelized Rate for the Posey County Solar Project; 

3) Require CenterPoint to adjust the Levelized Rate revenue requirements if liquidated 

damages are received, and to adjust the production baseline if the liquidated 

damages are the result of the Posey County Solar Project not achieving the 

minimum anticipated first year output, or any other conditions that would cause the 

production baseline to be adjusted; 

4) Accept Petitioner's proposal to recover the costs of the Posey County Solar Project 

through the Clean Energy Cost Adjustment ("CECA") mechanism; 

5) Deny Petitioner's request for an adder to its Warrick County Solar Project PP A; 

and 

6) Accept Petitioner's request to recover costs associated with the Warrick County 

Solar Project through its Fuel Adjustment Clause ("F AC") tracker. 

Please describe the review and analysis you conducted in order to prepare your 
testimony. 

I reviewed CenterPoint's petition, testimonies, exhibits, and workpapers. I issued 

formal data requests ("DR") and reviewed Petitioner's responses. Additionally, I 
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reviewed Cause Nos. 45086, 44909, and 43839, and their respective Final Orders. I 

also reviewed portions of the Indiana Code ("Ind. Code"). Finally, I attended a 

conference call with other OUCC staff and CenterPoint staff on April 6, 2021. 

Did you prepare schedules to accompany your testimony? 

Yes. I prepared OUCC Confidential Attachment CRL-lC. This attachment shows how 

I determined my proposed Levelized Rate for the Posey County Solar Project. 

II. POSEY COUNTY SOLAR PROJECT STRUCTURE 

Please describe Petitioner's request for the Posey County Solar Project. 

Pursuant to Ind. Code ch. 8-1-8.5, CenterPoint requests a certificate of public 

convenience and necessity to purchase and acquire, through a BTA, the Posey County 

Solar Project.1 The Clean Energy Infrastructure business unit of Capital Dynamics, 

through a special purpose limited liability company known as Posey Solar CEI, LLC 

("Capital Dynamics") is constructing the Posey County Solar Project. CenterPoint and 

Capital Dynamics entered into a BTA under which CenterPoint will purchase all 

membership interests in Posey Solar, LLC, upon the project's Mechanical Completion, 

and subject to fulfilling the conditions precedent to closing.2 

Do you have any concerns regarding the Posey County Solar Project BTA 
contracts? 

Yes. 

1 Petition, pp. 1-2. 
2 Petition, paragraphs 6 and 7. 
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7 CenterPoint is not proposing to use a TEP for the Posey County project, and it 

8 indicates it will be able to use the investment tax credit without a TEP.5 -

10 CenterPoint decides to participate with a TEP for the Posey County Solar Project, the 

11 OUCC recommends it seek Commission approval prior to contracting with the TEP. 

III. POSEY COUNTY SOLAR PROJECT ACCOUNTING AND RATEMAKING 

TREATMENT 

12 Q: 
13 

Please describe CenterPoint's proposed Posey County Solar Project ratemaking 
treatment. 

14 A: Petitioner requests the Commission authorize the necessary ratemaking treatment to 

15 

16 

17 

pennit CenterPoint to timely recover, through the CECA mechanism approved in 

Cause No. 44909, the project costs CenterPoint will incm during constrnction and 

operation of qualifying projects through its rates, pursuant to Ind. Code § 8-1-8.8-11. 

3 Petitioner's Exhibit No. 2, CONFIDENTIAL Attachment JMJ-2, pp. 56-57. 
4 Id. 
5 Petitioner's Exhibit No. 7, Direct testimony of Brenda L. Musser, pp. 7-8. 
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CenterPoint requests to include these costs for the Posey County Solar Project in its 

annual CECA filing via a "Levelized Rate."6 

Please explain the Levelized Rate CenterPoint proposed. 

CenterPoint proposes a $0.0535 per kWh Levelized Rate.7 According to CenterPoint 

witness Justin M. Joiner, CenterPoint analyzed the Levelized Cost of Energy ("LCOE") 

of the top quartile PPA projects from its All-Source Request for Proposals ("RFP").8 

This analysis was then used to find the average LCOE, , of the top 

quartile of CenterPoint' stop-rated PPA projects.8 CenterPoint determined its proposed 

Levelized Rate based on the average LCOE, rather than estimated costs or an estimated 

revenue requirement calculation for the Posey County Solar Project.9 CenterPoint 

believes its proposed Levelized Rate is competitive with the rates available under 

PPAs. 10 Additionally, Petitioner witness Joseph M. Manzo sponsored Attachment 

JMM-1 (Confidential), which includes various estimated expenses and credits, 

demonstrating the revenues CenterPoint will receive over the 35-year life of the Posey 

County Solar Project, if the Levelized Rate CenterPoint proposed is approved. Mr. 

Manzo uses this as a "proof' to show CenterPoint will not receive a "windfall" of 

income as a result of the proposed Levelized Rate. 11 

6 Petitioner's Exhibit No. 4, Direct Testimony of Matthew A. Rice, p. 21, lines 14-25. 
7 Petitioner's Exhibit No. 2, Direct Testimony of Justin M. Joiner, p. 23, line 16. 
8 Id, p. 23, lines 20-28. 
9 See OUCC Attachment CRL-3, Petitioner's Response and Objection to OUCC DR 2-1. 
10 Joiner Direct, p. 23, lines 15-28. 
11 Petitioner's Exhibit No. 6, Direct Testimony of Joseph M. Manzo, p. 7, lines 19-33. 
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Under CenterPoint's proposal, are there any circumstances that would lead to 
adjusting the proposed Levelized Rate? 

Yes. Under CenterPoint's proposal, the Levelized Rate will be adjusted only if any 

adjustments are made to the law governing Indiana State and/or Federal Income Tax 

Rates resulting in a change to other approved tariff rates. 12 CenterPoint does not 

propose adjusting the Levelized Rate if it were to receive liquidated damages from 

Capital Dynamics. 13 CenterPoint proposes adjusting the production baseline for the 

Levelized Rate ifthere is a circumstance leading to a lower annual production amount, 

such as the Posey County Solar Project not achieving the minimum anticipated first 

year output established in the BTA agreement. 14 

Please explain how Petitioner proposes to calculate the costs associated with the 
Posey County Solar Project within the CECA tracker. 

The then effective Levelized Rate per kWh will be multiplied by the Production 

Baseline kWh produced by the Posey County Solar Project during the upcoming 

twelve-month period, grossed up for Indiana Utility Receipts Tax ("IURT"). In the 

event the actual production from the Posey County Solar Project for a rolling three

year period is less than 90 percent of the Production Baseline for the same rolling three

year period, and such deviation is not the result of a force majeure event, CenterPoint 

shall credit the CECA in the next annual filing in the amount of the Levelized Rate 

multiplied by the difference between the rolling three-year period actual annual 

production and 90 percent of the Production Baseline. 15 In the event the Posey County 

12 Manzo Direct, p. 9, lines 1-19. 
13 Id., p. 9, line 21, top. 10, line 28. 
14 Id., p. 10, lines 1-28. 
15 Rice Direct, p. 22 line 21, top. 23, line 5, and Table 3. 
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Solar Project's actual production for a rolling three-year period is greater than 110 

percent of the Production Baseline for the same rolling three-year period, CenterPoint 

shall include as a recoverable cost in the CECA, in the next annual filing, the amount 

of the Levelized Rate multiplied by the difference between the rolling three-year period 

actual annual production and 110 percent of the Production Baseline. 16 

Do you agree with Petitioner's proposed Levelized Rate and its accompanying 
ratemaking and accounting treatment? 

No, I do not agree with Petitioner's entire proposal. I disagree with the method, certain 

components, and the PPA projects' LCOEs CenterPoint used to determine the 

Levelized Rate. I also disagree with CenterPoint' s proposal to not adjust the Levelized 

Rate if it were to receive liquidated damages from Capital Dynamics. However, I 

support CenterPoint's proposal to recover the costs of the Posey County Solar Project 

through the CECA mechanism as proposed. 

What is your concern with the PP A projects' LCOEs Mr. Joiner used to 
determine the Levelized Rate? 

16 Id., p. 23, lines 8-13, and Table 4. 
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----- ----- ----- ----- ---- -- - -

What Levelized Rate do you propose? 

I propose a $0.0501 per kWh Levelized Rate, excluding IURT. 

How did you determine your proposed Levelized Rate? 

I determined my proposed Levelized Rate based on a revenue requirement approach. I 

believe this to be a more accurate approach as it uses the forecasted costs and revenue 

requirements that are specific to this project. First, I used Mr. Manzo's Attachment 

JMM-1 (Confidential) as a starting point to create my attachment, OUCC Confidential 

Attachment CRL-1 C. Second, I modified the shown capital structure to reflect a_ 

Return on Equity ("ROE") average, which is lower than the ROE currently approved 

for CenterPoint. Third, I excluded CenterPoint' s proposed estimate 

from its estimated Operation and Maintenance ("O&M") expense. Finally, I added a 

section to calculate a return on Net Plant based on the updated capital structure and 

Weighted Average Cost of Capital ("W ACC"). 

Please explain your proposed modification to CenterPoint's ROE in your 
Levelized Rate calculation. 

CenterPoint's current ROE, 10.4%, was approved in its last base rate case, Cause No. 

17 Joiner Direct, p. 25, lines 5-25. 
18 Petitioner's Exhibit No. 8, Direct Testimony of Brett A. Jerasa, p. 12, lines 29-31. 
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43839, dated April 27, 2011.19 Since the Commission's Final Order in Cause No. 

43839, authorized ROEs for electric utilities have declined significantly. In 2019, the 

average ROE authorized for electric utilities was -In 2020, the average ROE 

authorized for electric utilities was -Tue OUCC is concerned with approving 

a Levelized Rate at an effectively "locked-in" ROE that cannot be changed at a later 

date due to ce1tain tax implications for the Posey County Solar Project.21 -

The 

OUCC 1mderstands the tax implication concerns if the ROE were updated in the future 

due to outcomes from base rate cases. Therefore, I recommend using the 2019-

ROE average in the Levelized Rate calculation. This will "lock-in" in a lower ROE that 

is more comparable to recently approved ROEs across the United States. Tue OUCC 

is not recommending future updates to the ROE within the Levelized Rate. 

Please explain your proposed O&M expense and why it differs from 
CenterPoint's proposal. 

CenterPoint did not provide much support for its projected O&M expense in its case-

in-chief. CenterPoint witness Wayne D. Games estimates pro fo1ma O&M costs for the 

19 Cause No. 43839, Final Order, dated April 27, 2011. 
20 

21 See Cause No. 45086, Verified Petition Requesting a Sub-Docket be Established for Consideration and 
Approval of an Amendment to the Stipulation and Settlement Agreement, Direct Testimony of J. Cas Swiz; and 
the Commission's Final Order in Cause No. 45086 S 1, dated January 29, 2020. 
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Posey County Solar Project to be $7,000,000 annually. Various items make up this 

amount, such as vegetation management, insurance costs, audit fees, routine 

maintenance, etc.22 In response to OUCC DR 2-l(d), CenterPoint provided a 

calculation showing how it derived the $7,000,000 pro fonna O&M expense.23 -

- Therefore, I recommend excluding a ·n the pro fom1a 

expense amount resulting in a - pro fonna O&M expense amount using the 

same sed in Mr. Manzo's Attachment Jfy.lM-1 

(Confidential). 

What impact will your proposed Levelized Rate have on a typical residential 
customer's bill? 

A typical residential customer using 1,000 kWh per month will experience a_ 

monthly bill increase, including IURT. 

22 Petitioner's Exhibit No. 3, Direct Testimony of Wayne D. Games, p. IO, lines 26-33. 
23 See OUCC Attachment CRL-3, CenterPoint Response to OUCC DR 2-l(d); and See OUCC Confidential 
Attacbment CRL-4C, CenterPoint's Attachment to its response to OUCC DR 2-l(d). 
24 See OUCC Confidential AttacbmentCRL-lC, line 6. 
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Should Petitioner adjust its annual revenue requirement for the Levelized Rate if 
it receives liquidated damages? 

Yes. If the Levelized Rate is not adjusted for liquidated damages received from Capital 

Dynamics, Petitioner will essentially double recover a portion of the annual revenue 

requirement from ratepayers. 

What does the OUCC recommend regarding the Posey County Solar Project? 

If the Commission approves the Posey County Solar Project, the OUCC recommends 

the Commission approve the OUCC's proposed $0.0501 Levelized Rate. This rate 

more accurately reflects the revenue requirement over the life of the Posey County 

Solar Project. Additionally, the OUCC recommends the Commission require 

CenterPoint to adjust the Levelized Rate revenue requirements if liquidated damages 

are received from Capital Dynamics, and to adjust the production baseline if the 

liquidated damages are the result of the Posey County Solar Project not achieving the 

minimum anticipated first year output, or any other conditions that would cause the 

production baseline to be adjusted. 

IV. WARRICK COUNTY SOLAR PROJECT 

Please describe the Warrick County Solar Project. 

CenterPoint requests authorization to enter into a 25-year PPA with a Clenara LLC 

affiliate to purchase power from the Warrick County Solar Project, and to find the PP A 

terms reasonable. Additionally, CenterPoint requests full recovery of power purchase 

costs under the PP A from customers through the F AC tracker over the entire term of 

the PP A. CenterPoint also requests its proposed ratemaking treatment accounting for 

increased cost of debt related to the Warrick County Solar Project PPA be approved, 
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allowing CenterPoint to earn a fair return on PP As. CenterPoint also requests full 

recovery of O&M expenses associated with entering into the PP A. All recovery 

pursuant to Ind. Code§§ 8-1-2-42(a) and 8-1-8.8-11.25 

V. WARRICK COUNTY SOLAR PROJECT PPA ADDER 

Please describe CenterPoint's requested adder to its Warrick County Solar 
Project PP A. 

Pursuant to Ind. Code § 8-1-8.8-11, CenterPoint requests an adder to its Warrick 

County Solar Project as a solution to potential various credit rating agencies assessing 

an imputed debt to CenterPoint as a result of its PP A obligation. 26 CenterPoint witness 

Brett A. Jerasa explains CenterPoint' s proposal includes a PP A adjustment and uses 

the ratio restoration method to restore its credit metrics and provides an explanation 

regarding how this is calculated. He states, "an alternative would be to assign a fixed 

rate of $10.50 based on the total PPA adjustment and a WACC of 7.43 percent."27 

What is your understanding of the debt equivalence concern Mr. Jerasa raises? 

Credit rating agencies, such as Standard's and Poor's ("S&P") and Moody's, may view 

long-term PPA's as a fixed-debt-like financial obligation.28 

Are there potential ratepayer impacts resulting from credit rating agencies 
assessing an imputed PP A debt? 

In theory, yes. By entering into long-term contracts with a third party for a fixed amount 

of generation, the utility effectively creates a long-term liability for future payments.29 

These fixed payment obligations can potentially reduce financial flexibility and could 

25 Petition, paragraph 12. 
26 Jerasa Direct, p.11, line 29 top. 12, line 8; and p. 13, lines 8-16. 
27 Id., p. 11, line 23 top. 12, line 31. 
28 Id., p. 6, lines 14-31 and Id. p. 7, lines 8-28. 
29 Id., p. 8, lines 5-6. 
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lead to an increase in the utility's financial risk profile. This increased financial risk 

profile potentially weakens a utility's credit metrics and credit profile. This can lead to 

a credit downgrade if a utility is near its downgrade threshold. This downgrade could 

ultimately increase borrowing costs and negatively impact a utility's cost of capital. 

This cost would ultimately pass to customers in the form of higher rates at the time of 

a utility's next base rate case. 

What methods are you aware of to combat the potential for credit rating agencies 
assessing debt equivalence? 

I am aware of three different methods. The California Public Utilities Commission 

Policy & Planning Division released a document titled, "An Introduction to Debt 

Equivalency" ("CPUC Debt Equivalency Document"). This document is attached as 

OUCC Attachment CRL-2. The document provides a detailed introduction and 

explanation to debt equivalency associated with PP As and provides an explanation of 

S&P's three different methods to combat debt equivalency. 

Method One: Adjust the utility's capital structure ( equity ratio) to mitigate PP A 

impacts. This is completed by issuing more equity to increase the amount of equity in 

rate base. Issuing equity can be expensive and this cost would be passed on to 

ratepayers. 

Method Two: Increase the utility's ROE to mitigate the impact of PPAs. 

Essentially, a utility would need to increase its ROE until the pre-PP A W ACC is equal 

to the post-PP A WACC. This would be accomplished through a general rate case. This 

method does not fully restore any credit ratios; however, it does compensate 

shareholders for the increased risk of debt equivalency. 
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Method Three: Offset the negative effects of imputed debt by collecting a return 

on the amount of imputed equity as an adder to the PPA bids. Essentially, the utility 

imputes new equity to offset imputed debt This is the costliest method of the three. 

Which method does Petitioner propose? 

CenterPoint proposes method three - an adder to the Warrick County Solar Project 

PP A in the form of imputed equity to offset any potential for imputed debt. According 

to the CPUC Debt Equivalency Document, the method CenterPoint chose is the most 

expensive of the three methods, and this method is more appropriate for a utility with 

a low credit rating. Additionally, Mr. Jerasa's Attachment BAJ-9 reads as follows: 

The second broad approach focuses on (partially) restoring some of the 
financial ratios to their pre-contract values. Because this approach is, in 
general, more expensive for rate payers than the first approach, it is only 
appropriate for a utility that does not have an investment grade credit 
rating or which is in danger of a downgrade to a non-investment grade 
rating if the negative effects of signing long-term PPAs are not 
addressed.30 

Does Petitioner believe this PP A will cause a credit downgrade through an 
assessed debt equivalence? 

No. Mr. Jerasa's confirms he does not anticipate a PPA the size of this Warrick County 

Solar Project will cause a drop in CenterPoint's credit rating.31 

What are Petitioner's current credit ratings and does S&P or Moody's assess a 
PP A debt equivalence to CenterPoint? 

S&P assigned CenterPoint an issuer credit rating, currently BBB+ with a negative 

outlook, and S&P rated CenterPoint' s outstanding senior secured first mortgage bonds 

as A.32 Moody's assigned CenterPoint a long-term issuer rating of A3 with a stable 

30 Id. Attachment BAJ-9 (Public), pp. 31-32. 
31 Jerasa Direct, p. 11, lines 4-5. 
32 Id., p. 4, lines 23-25. 
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outlook, and Moody's rated CenterPoint's outstanding senior secured first mortgage 

bonds as Al.33 To date, neither S&P nor Moody's included a PPA debt equivalence in 

their CenterPoint ratings.34 

What key credit risks and credit strengths does S&P highlight for CenterPoint? 

As of April 9, 2020, S&P's most recent credit update, it highlighted the following credit 

risks: 

• Environmental, Social, and Governance considerations are material because 

more than 90% of its generation supply is from coal. 

• Negative discretionary cash flow after capital spending. 

• Smaller customer base heightens business risk. 

In this same report, S&P highlighted the following credit strengths: 

• Utility operations benefit from generally constructive regulatory framework. 

• Strong financial measures provide cushion against unexpected cash outflows. 

• Mostly residential retail customers provide greater cash flow stability.35 

Additionally, S&P provides the following, "We expect SIGECO's financial measures 

to remain at the higher end of significant category. This provides cushion for 

unexpected cost increases or incremental debt issuances to fund capital spending."36 

Based on your review of Mr. Jerasa's testimony and attachments, do you support 
CenterPoint's requested adder? 

No. CenterPoint has not demonstrated it, nor its customers will be monetarily harmed 

via a debt equivalency assessed by a credit rating agency for the Warrick County Solar 

33 Id., p. 5, lines 19-21. 
34 Id., p. 8, lines 26-31. 
35 Id. Attachment BAJ- I, p. 3. 
36 Id. 
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Project PPA. CenterPoint has not sufficiently demonstrated S&P or Moody's will 

assess a debt equivalency for CenterPoint's PPAs. As CenterPoint proposes, and the 

OUCC does not object to, the Wa1rick County Solar Project PPA cost will be recovered 

through its F AC tracker. As a result, CenterPoint will achieve full PP A cost recovery. 

Additionally, the method CenterPoint requested is not appropriate for CenterPoint's 

current position, as CenterPoint has investment grade credit ratings from both S&P and 

Moody's. 

Are you aware of any Indiana utilities that have been assessed a debt equivalency 
by either S&P or Moody's? 

No. I am only aware of S&P assessing a debt equivalency to American Electric Power 

Company, Indiana Michigan Power Company's Parent company. The S&P report is 

1mclear regarding which PP As were used to calculate this debt equivalency.37 

Does CenterPoint have a major PPA obligation now? 

What does the OUCC recommend regarding CenterPoint's Warrick County 
Solar Project adder? 

Although the OUCC recognizes the potential for a credit rating agency to assess a debt 

equivalency, the OUCC does not agree CenterPoint's Warrick Cmmty Solar Project 

37 See OUCC Attachment CRL-3, CenterPoint Response to OUCC DR 1-2, SP American Electric Power Co 
Inc. 
38 See OUCC Confidential AttaclunentCRL-5C. 
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PP A warrants any modification to the current PP A price to adjust for debt equivalency. 

Therefore, the OUCC recommends the Commission deny CenterPoint's request. 

VI. WARRICK COUNTY SOLAR PROJECT COST RECOVERY 

How does Petitioner request recovering the Warrick County Solar Project PPA 
costs? 

Pursuant to Ind. Code §§ 8-l-2-42(a) and 8-1-8.8-11, CenterPoint requests full 

recovery of the costs associated with the PP A from customers via a rate adjustment 

mechanism over the entire 25-year PP A term. For administrative efficiency, 

CenterPoint proposes having the cost recovery administered through the F AC tracker 

over the entire PPA term.39 

Do you have any concerns with Petitioner's cost recovery request? 

No. If the Commission approves the Warrick County Solar Project, I recommend 

approving CenterPoint' s proposal to recover costs associated with the PP A through the 

F AC tracker. This treatment is consistent with the approved cost recovery approved in 

Cause No.'s 43259 and 43635 for purchases from the Benton County Wind Farm and 

Fowler Ridge II.40 

VII. RECOMMENDATIONS 

16 Q: What do you recommend? 

17 A: Based on my analysis described above, I recommend the Commission: 

39 Petition paragraph 12. 
40 See Commission's Final Order in Cause No. 43259, dated December 5, 2007; and Commission's Final Order 
in Cause No. 43635, dated June 17, 2009. 
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1) Require CenterPoint to seek Commission approval prior to contracting with a tax 

equity investor through a Tax Equity Partnership ("TEP") for the Posey County 

Solar Project; 

2) Accept my proposed $0.0501 per kWh Levelized Rate for the Posey County Solar 

Project; 

3) Require CenterPoint to adjust the Levelized Rate revenue requirements ifliquidated 

damages are received, and to adjust the production baseline if the liquidated 

damages are the result of the Posey County Solar Project not achieving the 

minimum anticipated first year output, or any other conditions that would cause the 

production baseline to be adjusted; 

4) Accept Petitioner's proposal to recover the Posey County Solar Project costs 

through the CECA mechanism; 

5) Deny Petitioner's request for an adder to its Warrick County Solar Project PP A; 

and 

6) Accept Petitioner's request to recover costs associated with the Warrick County 

Solar Project through its F AC tracker. 

Does this conclude your testimony? 

Yes. 
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APPENDIX A - Qualifications of Caleb R. Loveman 

Please summarize your educational background and experiences. 

I graduated from Franklin University in 2015 with a Bachelor of Science in Accounting. 

From 2016 to 2019, I owned and operated an E-commerce business. In this role I was 

responsible for all the accounting, finance, and tax related functions of the business. During 

this time, I also worked as a Staff Accountant for Legacy Administration Services, LLC 

and as a Financial Analyst for Cummins, Inc. I began my career with the OUCC in July 

2019 as a Utility Analyst in the Electric Division. I review Indiana utilities' requests for 

regulatory relief filed with the Commission. I also prepare and present testimony based on 

my analyses and make recommendations to the Commission on behalf of Indiana utility 

consumers. Since joining the OUCC, I have attended "The Basics" Practical Regulatory 

Training for the Electric Industry, sponsored by the National Association of Regulatory 

Utility Commissioners ("NARUC") and the New Mexico State University Center for 

Public Utilities, in Albuquerque, New Mexico. I have also attended the 2019 Indiana 

Energy Association ("IEA") Energy Conference and the 2019 Indiana Energy Conference 

presented by the Indiana Industrial Energy Consumers, Inc. ("INDIEC"). 

Have you previously filed testimony in other Commission proceedings? 

Yes. 
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With the growth of wholesale markets many utilities rely on long-term purchase power agreement {PPA} 

to meet the power supply needs of their customers. A PPA represents a long-term financial obligation. 

Under a long-term PPA the utility is obligated to make fixed payments for available capacity or take-or

pay energy payments over multiple years. 

PP As have both benefits and risks to the utility. Utilities have a choice of either signing PP As or finance 

and build their own generation. By entering into a PPA the utility shifts construction and operating risks 

such as operating cost overruns, performance shortfalls, and technology obsolesce to the suppliers. 

Another benefit of PPA to the utility is that it allows diversity in procurement. 

The principal risk borne by a utility that relies on PP As is the recovery of financia I obligations in rates. 

The utility that relies on a PPA will have a fixed payment obligation without an associated debt 

obligation reported on its balance sheet. The fixed payment obligation creates financial risk for 

purchasing utility. For example, the PPA payment obligation means less cash will be available to make 

payments to bondholders. 

► This report explores the issue of Debt Equivalency by explaining why it is important and 

reviews options for addressing it. 

Under generally accepted accounting principles, utilities do not report PPA obligations in their balance 

sheets as debt, but credit-rating agencies treat the utility's commitments under PPAs as debt-like 

financial obligations. "Debt Equivalency" is a term used by credit analysts to describe the debt-like 

financial obligations resulting from signing long-term contracts. Credit-rating agencies incorporate Debt 

Equivalency in their credit analysis. 

Utilities in California have raised the issue of Debt Equivalency in different proceedings. The 

Commission's long standing position is that the impact of Debt Equivalency on utilities' financial 

condition should be addressed in Cost of Capital proceedings. In addition in Long-term Procurement 

proceedings the Commission has been considering the Debt Equivalency impact of new long-term 

commitments in the contract selection and approval process in some cases. 

The Commission has acknowledged that rating agencies impute debt from long-term PPAs and 

incorporate that in their credit analysis. But the Commission has not adopted a comprehensive policy on 

the cost recovery treatment of Debt Equivalency. In Cost of Capital proceedings the Commission has 

ruled that Debt Equivalency should be assessed on a case-by-case basis along with other financial, 

regulatory and operational risks in setting a balanced capital structure and fair return on equity (ROE). 

The Commission has applied the strategy of setting a balanced capital structure and fair ROE on case-by

case basis differently over the years. In 2006 and 2008 Cost of capital decision (D.05-12-043 and D.12-

12-034} the strategy resulted in increasing the ROE range by a Debt Equivalency premium to 

3 
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compensate utilities for the risk of PP As. In addition the Commission approved an ROE toward the upper 

end of the parties' proposed ROE range. 

In contrast in the 2013 Cost of capital decision, the approach resulted in choosing an authorized ROE at 

the top of the ROE range with no additional increases in the ROE range. The Commission did not grant a 

Debt Equivalency premium for test year 2013 even though in the 2013 Cost of Capital Decision, D. 12-

12-034, the Commission acknowledged that there had been an increase in the number of procurement 

transactions the utilities were entering into.1 

The Debt Equivalency premiums that the Commission granted for test year 2006 and 2008 can explain a 

large part of what has become known as California Premium. The major utilities in California have been 

earning a return on equity (ROE} higher than the national average. The Debt Equivalency premiums 

granted for test year 2006 and 2008 together covered a 7 year period from 2006 through 2012. 

The remainder of this report is divided into seven parts. Section II discusses why Debt Equivalency is 

important. Section Ill discusses how Debt Equivalency is addressed by credit rating agencies. Section IV 

describes S&P methodology for incorporating Debt Equivalency into credit ratings analysis. Section V 

describes S&P methodology for mitigating the impact of Debt Equivalency. Section VI describes how the 

issue of Debt Equivalency has been addressed by the Commission. Finally section VII summarizes the 

findings. 

II. Why is it important? 
Debt equivalency is a term used by credit analysts to describe the financial risk inherent in the fixed 

financial obligation resulting from signing long-term contracts, such as PPA or operating leases. Although 

such contractual commitments are not reported on the balance sheet as debt, credit rating agencies 

view them as having risk characteristics similar to debt. Credit-rating agencies therefore treat the 

utility's commitments under PPAs as a substitute for debt-financed capital investments in generation 

capacity in assessing credit risk. 

Overall Credit rating agencies agree that PP As expose the buyer to the financial risk not reflected on the 

balance sheet as debt (i.e. uncertainty surrounding cost recovery of a long-term commitment). On the 

positive side, credit rating agencies view PPAs as part of a balanced power supply portfolio approach 

that allows diversity to procurement, and limits operational risks associated with generation capacity 

ownership. Understanding Debt Equivalency is therefore important because of its implications for 

accurately assessing credit risks and related costs associated with long-term contractual commitments 

such as PPAs. 

To achieve comparability between utilities that finance and build generation capacity and those that 

purchase contractual rights to capacity to satisfy new load, credit rating agencies adjust financial 

1 D. 12-12-034, page 33. 
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measures to incorporate PPA fixed obligation even though these obligations are not shown as liabilities 

on the balance sheet. More specifically credit rating agencies have developed procedures for calculating 

Debt Equivalency and imputing its impact on financial ratios used to measure a utility's 

creditworthiness. 

The financial risk resulting from a large portfolio of PPAs could lead to a credit rating downgrade. The 

weakened credit ratings, in turn, affect utilities' cost of debt and equity assessed by financial markets. 

Therefore PP As or other types of debt equivalent obligations might affect a utility's overall cost of 

capital. 

In addition to impacting utilities cost of capital, from investors' perspective, PPAs may limit a utility's 

ability to grow earnings. The traditional rate-base/rate of return regulatory model provides powerful 

incentives for utilities to build generation. In rate of return regulatory model utilities earn a return on 

rate base, which primarily consist of plant in service less accumulated depreciation. Cost of service 

regulation allows utilities the opportunity to earn a return on utility own generation {UOG} but does not 

allow utilities to earn a return on PPA. Therefore, from an investors' perspective by limiting a utility's 

ability to grow rate base, PP As limit a utility's ability to grow earnings. 

In other words, PPAs by replacing UOG restrict the total amount of allowable profits, which in turn might 

impact how investors view the utility's stock price. Regulators can consider addressing utilities bias to 

own generation rather than purchase power by developing a performance based mechanism to offset 

this bias. 

Utilities in California have transitioned from owning and operating most of their electric generation 

needs to purchasing generation from other parties under PPAs. The substantial increase in the number 

of procurement transactions has dampened utilities investment in generation. The question is whether 

that has also limited their abilities to grow earnings. 

Figure 1 shows PG&E, SCE and SDG&E's generation rate base overtime. As the Figure illustrate for PG&E 

generation rate base has been increasing overtime. But for SCE and SDG&E generation rate base has 

declined overtime. The decline for SCE is especially significant. However the decline in the generation 

rate base for SCE and SDG&E has been more than offset by the growth in distribution rate base. As 

Figure 2 illustrates when electric distribution rate base is added to generation rate base the trend is 

upward sloping for all three major IOUs in California. In Figure 3 the total electric rate base, which 

includes transmission rate base, has a steeper upward slope for all the major IOUs in California. 

5 
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The following sections will present credit rating agencies, view on Debt Equivalency. More specifically 

the following sections will present credit rating agencies, view on the following threshold issues: 

• How to measure Debt Equivalency, 

• How to calculate Debt Equivalency impact, 

• What types of adjustment are needed to mitigate the impact of PPAs. 

III. How Debt Equivalence is measured? 
All three credit rating agencies, S&P, Moodis, and Fitch Ratings (Fitch), assign Debt Equivalency to 

capacity payments. All three also agree that PPA exposes buyer to the uncertainty surrounding cost 

recovery of long-term financial commitments not reflected as debt on the balance sheet. Among the 

three, S&P places the greatest emphasis on Debt Equivalency and has published detailed methodology. 

The Debt Equivalency value is calculated as the present value of the capacity payment, discounted at the 

utilitis average cost of debt, and multiplied by a risk factor. The risk factor is intended to reflect the 

probability that PPA costs will be fully recovered in rates and varies depending on state-specific 

regulatory or legislative cost-recovery mechanisms. The present value of the capacity payment may also 

be adjusted for other mitigating factors that reduce the risk of the PP As to the utility, such as a limited 

economic importance of the PPAs to the utility's overall portfolio. Where those mitigating factors are 

present, the risk factor can reduce the imputed debt equivalence amount. 

7 
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Credit rating agencies have different methodologies for calculating a risk factor. Next credit rating 

agencies' methodology for estimating a risk factor will be explained. 

1. Risk Factor 
Credit rating agencies apply different methodology for estimating a risk factor. Risk factors can range 

between 0% and 100%. A 100% risk factor would signify that substantially all risk related to cost 

recovery of contractual obligations rests on the company, with no regulatory or legislative support. A 0% 

risk factor indicates that the burden of the contractual payments rests solely with ratepayers, as when 

the utility merely acts as a conduit for the delivery of a third party's electricity. 

For utilities S&P typically assigns risk factors between 0% and 50% based on different factors including; 

(1) regulatory environment that can range from favorable to unfavorable, (2) mechanisms to recover 

costs such as automatic recovery (can vary depending on whether recovery takes place in a timely 

manner, with more certainty and is complete) or legislative mandate, (3) counterparty risk based on 

performance history and credit quality. 

Recovery mechanism policies which provide assurances of cost recovery mitigate the credit risk impact 

of debt equivalency for S&P. In rate cases, risk factor assigned by S&P can have a value around 50%. 

With the increased likelihood of recovery under power purchase adjustment mechanism for all prudent 

PPA costs, a risk factor of 25% is employed. And in case of legislative mandate risk factor can have a 

value between 0% and 15%.2 For utilities in California where cost recovery is under power purchase 

adjustment mechanisms for all prudent PPA costs, S&P uses a risk factor equal to 25%. 

Moody's does not apply a formula. Instead Moody's conducts qualitative assessment of inherent risk to 

determine the degree to which company's financial flexibility is affected by PPAs. Therefore, Moody's 

approach is more subjective. "In certain cases, Moody's would not impute any debt and in other cases 

consider PPAs as a positive risk mitigation factor. Moody's recognizes that PPAs have been used by 

utilities as a risk management tool. Thus, it will not automatically penalize utilities for entering into 

contracts for the purpose of reducing risk associated with power price and availability. Moody's looks at 

the aggregate commercial position, evaluating the risk to a utility's purchase and supply obligations."3 

Regulatory assurances for Moody's can result in risk factor equal to 0%. For California, Moody's does not 

always assign debt equivalency due to high probability of cost recovery. 

Fitch assigns risk factor, which can range between O and 100%, based on (1) PPA cost relative to market 

(market to market value is calculated based on forecast), (2) likelihood of cost recovery taking into 

account lags in regulatory recovery and probability of disallowances, (3) counterparty credit quality i.e. 

risk of seller's default. Fitch focuses on out-of- money positions with low cost recovery prospects. For 

California, Fitch does not always assign debt equivalency due to high probability of cost recovery. 

2 Key Credit Factors for the Regulated Utilities Industry, Standard & Poor's, November 19, 2013. 
3 D12-12-034 
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In the next section S&P methodology for estimating the impact of Debt Equivalency on credit ratings will 

be explained. 

IV. S&P Methodology for estimating the impact of Debt 
Equivalence 

To discuss the process of assigning Debt Equivalence to capacity payments, in this section, S&P 

methodology is explained. S&P places the greatest emphasis on Debt Equivalence of all the rating 

agencies and has published a detailed methodology. 

The first step involves an estimation of the annual capacity payments that have to be made under the 

contract. S&P does not capitalize the energy component of the contract because ofthe need to equate 

the comparison between utilities that buy vs. build, i.e. S&P does not capitalize utility fuel contracts. In 

contracts where the capacity and energy components is not broken out separately, S&P's old 

methodology for estimating capacity payment was based on 50% of total payment. S&P's new 

methodology is based on implied capacity payment. Implied capacity payment is estimated by 

identifying an implied capacity price within an all-in energy price. The implied capacity payment, which 

is expressed in dollars per kilowatt-year, is found by multiplying implied price by the number of kilowatts 

under contract.4 

Second, S&P re-characterizes a PPA obligation as the creation of an asset financed with debt. The 

implied creation of the asset represents the ownership-like attributes of the contracted PPA. S&P then 

estimates imputed debt, imputed interest and imputed depreciation associated with the implied 

creation of the asset. 

Imputed debt increases the debt reported on the balance sheet by the present value of the stream of 

capacity payments multiplied by the risk factor. Equity is not adjusted because the implied creation of 

the asset is financed with debt. Total assets, as reported for financial accounting purposes, are increased 

for the implied creation of the asset by the amount of implied debt. S&P estimates an imputed interest 

associated with the imputed debt. Imputed interest expense increases income statement interest 

expense by the amount of imputed debt multiplied by the average cost of debt. 

Furthermore S&P estimates an imputed depreciation associated with the implied creation ofthe asset 

that tempers the impact of PPAs on cash flow measures. The imputed depreciation is estimated as risk 

factor multiplied by capacity payment minus imputed interest expense. The cost amount attributed to 

depreciation is reclassified as capital spending, thereby increasing operating cash flow and funds from 

operations (FFO). 

4 Standard and Poor's Methodology for Imputing Debt for U.S. Utilities Power Purchase Agreements, Standard & 
Poor's, May 7, 2007. 
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Third, the imputed debt, Interest and depreciation are used to adjust on a proforma basis the 

respective amounts reported for accounting purposes on the balance sheet and income statement. S&P 

uses the information from the proforma financial statements to estimate financial ratios that are 

employed as part of the analysis to assign credit ratings. More specifically to evaluate default risk, S&P 

uses adjusted financial statements to calculate the following financial ratios: 

1) Debt as a percentage of Total Capital, 

2) Funds from Operations {FFO) to Debt, 

3) FFO Interest Coverage= {FFO+ Interest Expense)/lnterest Expense. 

FFO is defined as net Income plus depreciation plus other net cash from operations plus imputed 

depreciation expense. 

The adjusted financial ratios impact default risk or creditworthiness of the utility. Table 1 shows financial 

ratio guidelines that S&P uses for A, A- and BBB- rated utilities. A credit rating below BBB- is considered 

not investment grade. For S&P the link between Debt Equivalency and credit worthiness is direct since 

S&P relies primarily on quantitative factors. 

Table 1: S&P Utility Group Financial Targets 

Indicative {FFO/Debt) (FFO/lnterest) {Total Debt/Capital) 
Ratings % % 

A 40-60 4.0-6.0 25-40 

A- 25-45 3.0-4.5 35-50 

BBB- 10-30 2.0-3.5 45-60 

However, given the range of financial guidelines in Table 1, even for S&P the link depends on where the 

utility is positioned in its' ranking bracket. In other words, debt equivalence is more likely to have a 

direct impact in S&P approach when the financial ratios are closer to the minimum of the range. For 

example, if a utility has a BBB- financial risk indicator based upon its financial ratios, a change from a 58 

percent debt-to-capital to one with 62 percent places the utility in the "Highly Leveraged" financial risk 

indicator category for that ratio and will likely results in a credit downgrade. 

It should be pointed out that the link between Debt Equivalency and credit ratings for Moody's is 

indirect. Moody's resolves the rating implications on the case by case basis with reference to both 

qualitative and quantitative factors. 

V. S&P Mitigation Methodology 
S&P has developed three approaches for addressing mitigation of debt equivalency: 
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1) Adjusting utility's capital structure (equity ratio) to mitigate the impact of PPAs, 

2) Adjusting utility's cost of equity (ROE) to mitigate the impact of PPAs, 

3) Adjusting the PPA offers from third parties to reflect the impact PP As. More specifically, to 

offset the negative effects of imputed debt, collect a return on amount of imputed equity as an 

adder to the PPA bids. 

S&P has published its detailed methodology on Debt Equivalence mitigation. In what follows, the three 

mitigating methods developed by S&P are explained by way of an example of a company ABC. Assume 

ABC enters into a 30-year PPA for 1.5 million MWh at annual capacity payments of $50 million. Also 

assume ABC's risk factor is 25%. 

Table 2 show capital structure and cost of capital (weighted average cost or WACC) of the company prior 

to entering the PPA contract. Total asset or rate base, $1000 million, consists of 50% debt and 50% 

equity. ABC's cost of debt is 5% and its' cost equity is 10%. 

Table 2: Regulated Capital Structure and Cost of Capital Prior to PPA 

Amount($) % Cost WACC 

Debt $500 50% 5% 2.5% 

Equity $500 50% 10% 5.0% 

Total $1000 100% 7.5% 

To incorporate the impact of Debt Equivalency, S&P imputes debt, interest and depreciation in the 

following manner: 

Present Value of capacity payment is equal to $768.6 million f'Li~ 1 $50/(1 + 5%?), 
Imputed debt is equal to $192.2 m {$768.6 x 25%}, 
Imputed interest is equal to $9.6 m {$192.2 x 5%}, 
Imputed depreciation is equal to $2.9 mi/lion {$50 x 25% - $9.6) 

Table 3 shows the capital structure post-PP A contract including the impact of Debt Equivalency. 

Debt 

Table 3: Adjusted Capital Structure 

Including Imputed Debt Post PPA 

Amount($) % 

$692 58% 

Equity $500 42% 

Total $1192 100% 

Comparison of Table 3 with Table 2 shows that inclusion of Debt Equivalency increases the percentage 

of debt in the capital structure by 8 percent. 
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1. Mitigation Method One: Increase the amount of equity in the rate base. 
To restore the original capital structure, ABC issues new equity in the amount of $96 million and recalls 

debt in the amount of $96 million. Table 4 shows the capital structure after the mitigation with the 

imputed debt. As Table 5 shows this method of mitigation restores the original capital structure ratios 

{50% debt, 50% equity ratio) post-PPA contract. 

Table 4: Capital Structure after Mitigation 
Including DE 

Amount($) % 

Debt 596 50% 

Equity 596 50% 

Total 1192 100% 

Table 6 shows company ABC actual capital structure and cost of capital post-PPA contract excluding the 

imputed debt. As Table 5 shows this method by increasing the percentage of more expensive type of 

capital, common stocks, and reducing the percentage of less expensive type of capital, debt, increases 

cost of capital. 

Table 5: Capital structure and WACC post-PPA contract excluding DE 

$ % Cost WACC 

Debt 404 40.40 5% 2.02% 

Equity 596 59.60 10% 5.96% 

Total 1000 100% 7.975% 

Comparison of Table 5 with Table 2 demonstrates the impact of this particular mitigation effort on cost 

of capital. Cost of capital increases by $4.75 million, which is the difference between the pre-PPA and 

post-PPA WACC times total asset or rate base, $1000, {(7.975%-7.5%)*1000 = $4.75). 

Table 6 shows the impact of the mitigation effort on financial ratios S&P employs to assign credit ratings. 

The mitigation effort fully restores debt ratio and EBIT Interest coverage ratio and partly restores 

FFO/lnterest, and FFO/Debt ratios. EBIT Interest coverage, which reflects how well interest charges are 

covered by operating income, is another important financial ratio. However the restoration is 

accomplished at a cost, since it is expensive to issue equity. 

12 



Table 6: Ratios Before and After PPA 

Before With PPA 

PPA No Mitigation 

Debt/Capital 50% 58% 

FFO/Total Debt 0.25 0.18 

FFO/lnterest 6.00 4.70 

EBIT/ Interest 3.20 2.67 
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2. Mitigation Method Two: Increase the allowed ROE such that pre-PPA WACC is 
equal to post-PPA WACC 

In Table 2 the pre-PPA contract cost of capital (WACC) is 7.5%. To restore cost of capital (WACC) with 

imputed debt included in capital structure, as Table 7 demonstrates, the allowed return on equity has to 

increase to 10.95%. 

Table 7 

Adjusted Capital Structure Reflecting Imputed Debt and Constant WACC 

$ % Cost WACC 

Debt 692 58 5% 2.9% 

Equity 500 42 10.95% 4.6% 

Total 1192 100 7.5% 

Table 8 shows company ABC actual capital structure and cost of capital after the increase in return on 

equity without the imputed debt. As Table 8 shows, this method of mitigation increases cost of capital 

(from 7.5% to 7.975%) post-PPA contract. 

Table 8: Capital Structure without Imputed Debt at Higher ROE 

$ % Cost WACC 

Debt 500 50 5% 2.5% 

Equity 500 50 10.95% 5.475% 

Total 1000 100 7.975% 

Comparison of Table 8 with Table 2 demonstrates the impact of this particular mitigation effort on cost 

of capital. Cost of capital increases by $4.75 million, which is the difference between the pre-PPA and 

post-PP A return on equity times the amount of equity in the rate base, $500, ((10.95%-10%)*500 = 

$4.75). 

Table 9 shows the impact of the mitigation effort on financial ratios S&P employs to assign credit ratings. 

The mitigation effort does not fully restore any ratios. Therefore this method of mitigation is not 
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sufficient for utilities with low credit ratings. However, this mitigation method, by increasing the return 

on equity, does compensate shareholders for the increased risk of Debt Equivalency. 

Table 9: Financial Ratios Before and After PPA 

Before With PPA With PPA& 
PPA No Mitigation Mitigation 

Debt/Capital 50% 58% 58% 

FFO/Total Debt 0.25 0.18 0.18 

FFO/lnterest 6.00 4.70 4.70 

EBIT /Interest 3.20 2.67 2.67 

Table 10 contrasts the first two mitigation methods. Although both methods result in equal amount of 

increase in revenue requirement, the first method is more expensive since it also involves transaction or 

floatation cost for issuing common stocks. Floatation cost is what investment banks charge to 

underwrite securities. Floatation cost mainly depends on the firm's risk and the particular type of capital 

being issued. Floatation cost is highest for common stocks. 

Table 10: Method One vs. Method Two 

Method 1 Method 2 
Adjust ROE Adjust Equity Ratio 

WACC 7.98% 7.98% 

ROE 10% 10.95% 

Revenue Requirement $4.75 m $4.75 m 

Transaction Costs Present Avoided 

Debt/Capital Restored Not Restored 

FFO/Debt Partially Restored Not Restored 

FFO/lnterest Partially Restored Not Restored 

3. Mitigation Method Three: Impute new equity to offset imputed debt, collect 
this via an adder to the PP A bid. 

In this mitigation method the utility collects an additional return on equity through an adder to the PPA 

bid. The additional return is based on the imputed equity required to offset imputed debt. Imputed 

equity, equity return, and contract adder are calculated as: 

Imputed Equity= Imputed Debt* (Equity/Debt), 
Equity Return = Imputed Equity*ROE, 
Contract adder= Equity Return/MWh per year 

Table 11 shows the compensating equity, compensating ROE, and contract adder over the life of the 

contract using the PPA in our example. As Table 11 reflect the contract adder declines, as present value 
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of capacity payment and imputed debt decline overtime. In the first year of the contract the present 

value of capacity payment is $768.6, imputed debt and compensating equity are both $192.16 ( debt to 

equity ratio is one), compensating ROE is $19.22 {$192.16*10%), and contract adder is $12.81 per MWh 

($19.22/1.5 MWh). 

The amount of compensating equity and return, in this method of mitigation, depends on the choice of 

ratio to restore. In other words, the company will have to issue more or less equity depending on which 

ratio is targeted. However, using this mitigation method, the debt ratio (debt/total capital) cannot be 

restored since equity is not actually issued. 

The direct impact of this mitigation method is to compensate shareholders for the increased risk of Debt 

Equivalency. However this method is more expensive than the other two methods. The present value of 

contract adder over the life of the contract is $153.33 (using cost of debt as the discount rate). In 

contrast the present value of the total cost for the other two methods is $76.67.Therefore this method 

is more appropriate for a utility with low credit rating. 

Tablell: Method Three 

PVof Imputed Compensating Compensating Contract 
Capacity Debt Equity ROE Adder 

Year Payment{$) $ $ $ {$/MWh) 

1 768.6 192.16 192.16 19.22 12.81 

2 757.1 189.26 189.26 18.93 12.62 

3 744.9 186.23 186.23 18.62 12.42 

4 732.2 183.04 183.04 18.30 12.20 

5 718.8 179.69 179.69 17.97 11.98 

6 704.7 176.17 176.17 17.62 11.74 

7 689.9 172.48 172.48 17.25 11.50 

8 674.4 168.61 168.61 16.86 11.24 

9 658.2 164.54 164.54 16.45 10.97 

10 641.1 160.26 160.26 16.03 10.68 

11 623.1 155.78 155.78 15.58 10.39 

12 604.3 151.07 151.07 15.11 10.07 

13 584.5 146.12 146.12 14.61 9.74 

14 563.7 140.93 140.93 14.09 9.4 

15 541.9 135.47 135.47 13.55 9.03 

16 519 129.75 129.75 12.97 8.65 

17 494.9 123.73 123.73 12.37 8.25 

18 469.7 117.42 117.42 11.74 7.83 

19 443.2 110.79 110.79 11.08 7.39 

20 415.3 103.83 103.83 10.38 6.92 

21 386.1 96.52 96.52 9.65 6.43 

22 355.4 88.85 88.85 8.88 5.92 
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23 323.2 80.79 

24 289.3 72.33 

25 253.8 63.45 

26 216.5 54.12 

27 177.3 44.32 

28 136.2 34.04 

29 93 23.24 

30 47.6 11.9 

Total 

80.79 8.08 

72.33 7.23 

63.45 6.34 

54.12 5.41 

44.32 4.43 

34.04 3.4 

23.24 2.32 

11.9 1.19 
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5.39 

4.82 

4.23 

3.61 

2.95 

2.27 

1.55 

0.79 

243.79 

Furthermore for PPA contracts that pricing is stated as a single, all-in energy price, S&P has developed a 

separate methodology. For contracts with all-in energy prices S&P first calculates an implied capacity 

price that is supposed to fund the recovery of the supplier's capital investment. S&P uses the implied 

capacity price, stated as $/kW, to calculate the implied capacity payment associated with the PPA. The 

implied capacity payment is found by multiplying the capacity charge, $/kW, by the number of kilowatts 

under contract. In cases of resources such as wind power that exhibit very low capacity factors, S&P 

adjust the kilowatts under contract to reflect the anticipated capacity that the resource is expected to 

achieve. 

Based on the discussion in this section it can be concluded that no perfect quantitative solution to the 

problem of PPA-related risk transfer and imputed debt exist. The next section will examine how the 

issue of Debt Equivalency has been addressed by the Commission. 

VI. How Debt Equivalence has been addressed by the 
Commission? 

Utilities have raised the issue of Debt Equivalency in both Cost of Capital and Long-term Procurement 

proceedings. The Commission long standing position is that cost recovery treatment of Debt Equivalency 

should be addressed in Cost of Capital proceeding. The Commission has also been considering the issue 

of Debt Equivalency among other factors in the selection of new supply in Long-term Procurement 

proceeding. In what follows Commission approach to Debt Equivalency in Long-term Procurement and 

Cost of Capital proceedings is discussed in more detail. 

1. Long-term Procurement Proceeding 

Debt Equivalence became an issue in the 2001 long-term procurement proceeding (i.e., a rulemaking 

proceeding (R.01-10-024) on establishing policies and cost recovery mechanisms for generation 

procurement and renewable resource development). In that proceeding, SCE requested that the 

Commission should increase its equity ratio to counter the rating decline that it was expecting to result 

as it takes on additional power contracts and long term commitments. Although debt equivalence was 
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addressed in the discussion portion of an interim decision, D.04-01-050, that issue was deferred to the 

cost of capital proceeding where the energy utilities were expected to present detailed evidence about 

the treatment of debt equivalence by the rating agencies. 

The issue of Debt Equivalency was litigated in the 2004 Long-term Procurement Proceeding (LTPP), R.04-

04-003. In that proceeding SDG&E, SCE, and PG&E recommended that Debt Equivalence be adopted in 

procurement to ensure the resource acquisition process going forward takes into account the impact of 

Debt Equivalence. PG&E, in particular, had proposed that the impact of Debt Equivalence on the utilities' 

financial condition should be addressed in the cost of capital proceeding, but that in R.04-04-003 the 

Commission should establish that the Debt Equivalence impacts of new long-term commitments may be 

considered in the contract selection and approval process. 

In 2004 LTPP decision, D.04-12-048, the Commission recognized that Debt Equivalence is a real 

economic cost borne by an IOU when it enters into a PPA, and can have an impact on a utility's credit 

rating. In D.04-12-048 the Commission ruled that Debt Equivalence has to be considered by IOUs and/or 

independent evaluator in the contract selection and approval process. D.04-12-048 based the 

methodology for evaluating individual PP As bids on S&P methodology. However the Commission found 

the 30% S&P risk factor too high to be reasonable and fair to all PP As. Therefore the Commission 

required the utilities to employ a modified S&P methodology of 20% risk factor for all PPA bids. 

D.04-12-048 also found that "DE was a subjective factor based on the credit rating agencies' perceived 

risk associated with PP As, that the credit agencies' views are not static and can change with respect to 

particular PPA during the term of the PPA and that the imputed costs for existing PPA will be reduced as 

the regulatory climate in California improves." 

In 2006 LTPP the Commission eliminated the bid adder for PPAs and the 2006 LTPP decision, D.07-12-

052, instructed the utilities to raise the Debt Equivalence issue in Cost of Capital proceedings. More 

specifically, D.07-12-052 found that the Commission's approach to Debt Equivalence goes against the 

Commission's stated goal of promoting head-to head competition between PPAs and UOG by creating a 

disparity between the treatment of PPAs and utility-owned projects in the procurement process. 

In response to D.07-12-052, the major utilities filed Petition for Modification (PFM) asking the 

Commission to revisit its' findings. After deliberation of the competing positions, the Commission ruled 

it is appropriate in some cases for the IOUs to recognize the effects of Debt Equivalence in their bid 

evaluation processes. More specifically, it allowed the use of 20% debt equivalence debt equivalence 

adder in head-to-head competition between PPAs but because of the complexity of the risk-related pros 

and cons associated with PPA versus UOG ownership it continued to prohibit the use of the debt 

equivalence adder in solicitations that include both PPA and UOG. 

The Commission approach to debt equivalency in LTPP can have significant impact on competitive bids. 

The Commission has been cognizant of the fact that the inclusion of a debt equivalency adder to 

competitive bids can preclude new PPAs, despite their desirable consumer benefits such as economic 
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efficiency, improved reliability, and environmental performance. For example an issue that came up in 

2006 LTPP concerns the Renewable Portfolio Standard requirements and the impact of Debt Equivalence 

on renewables costs. In response, the Commission ruled that it is important to ensure that in head-to

head competition, the use of the Debt Equivalence adder does not disadvantage bids for renewable and 

innovative low-carbon resources that may have higher capital costs than traditional gas-fired 

generators. 

The Commission approach to Debt Equivalence in Long-term Procurement Proceeding has not changed 

since D.07-12-052. IOUs are still allowed to use Debt Equivalency adders when evaluating PPA vs. PPA 

but are instructed not to use Debt Equivalence adders when evaluating PPA vs. UOG. 

2. Cost of Capital Proceedings 
IOUs raised the issue of Debt Equivalence for the first time in a Cost of Capital proceeding in 1993 (D.92-

11-047). In that proceeding, to deal with the impact of Debt Equivalency, utilities requested an 

adjustment in capital structure by shifting from debt to equity. The Commission rejected utilities request 

but set a standard for addressing the issue of Debt Equivalency. The Commission recognized that Debt 

Equivalency may impact utilities' credit rating and cost of borrowing. The Commission stated that the 

impact of Debt Equivalency should be considered in authorizing capital structure and ROE. 

More recently, in compliance with resource procurement decision D.04-01-050 discussed above, IOUs 

raised the issue of Debt Equivalence in the 2005 Cost of Capital proceeding. In that proceeding SCE, 

PG&E, and SDG&E recommended that the Commission establish a Debt Equivalence policy to alleviate 

their concern that Debt Equivalence is an added cost that needs to be considered both in determining 

an appropriate capital structure and in making resource procurement decisions. Policy 

recommendations proposed by the utilities included recognition that the Debt Equivalence adversely 

impacts credit ratings; use of annual ROE proceedings to update and mitigate Debt Equivalence impacts 

on credit ratings; adoption of S&P's quantitative debt equivalence formula for use in assessing Debt 

Equivalence costs in power procurement decision-making proceedings. 

In addition in the 2005 Cost of Capital proceeding, to mitigate the effects of debt equivalence, SCE 

proposed to increase its preferred stock ratio and correspondingly reduce its long-term debt ratio by 4 

percent. And SDG&E requested to increase its equity with a simultaneous reduction of debt equal to 

65% of the debt equivalence for each individual PPA contract approval by the Commission with the cost 

associated with the capital structure adjustment rolled into the costs of each PPA. 

In 2005 Cost of Capital decision, D.04-12-047, the Commission recognized that Debt Equivalency has 

been reflected in the utilities' credit ratings since at least 1990 and that debt equivalence associated 

with PPAs can affect utility financial ratios, credit ratings and capital structure. But the Commission 

declined to adopt a formal debt equivalence policy based on the opinion that the evidence presented in 

the proceeding did not substantiate a need to consider the Debt Equivalence issue outside of the 

traditional ROE assessment of risks. The Commission ruled that as part oftheir annual ROE applications 
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utilities should include testimony on credit rating and capital structure impacts, including mitigation 

recommendations of debt equivalence on their PPAs. 

Furthermore in D.04-12-047, after assessing the impact of Debt Equivalency on financial ratios that S&P 

uses to assign credit ratings, the Commission found inclusion of PPA had not adversely impacted 

utilities' credit ratios or borrowing costs. Nonetheless, the decision approved for SCE a shift from debt 

to preferred stock arguing that the shift of debt to preferred stock would improve financial metrics, 

encourage the rating agencies to upgrade SCE's credit status and lower overall long-term costs. But the 

Commission declined to adopt SDG&E's proposal on the ground that SDG&E had not provided 

information on the impact of Debt Equivalency on its credit ratings. 

Broadly speaking the Commission approach to Debt Equivalency has remained the same as in D.04-12-

047. The Commission continues to believe that Debt Equivalence can impact IOUs' credit ratings. In Cost 

of Capital proceedings the Commission continues to rule that Debt Equivalence should be assessed on a 

case-by-case basis along with other financial, regulatory and operational risks in setting a balanced 

capital structure and fair ROE. And in Cost of Capital proceedings the Commission continues to assess 

the impact of Debt Equivalency on financial ratios that credit rating agencies use to assign credit ratings 

such as Debt to Total Capital, Funds from Operations to Debt, and Funds from Operations Interest 

Coverage. 

However the strategy of setting a balanced capital structure and fair ROE on case-by-case basis to 

compensate utilities for the risk of PPAs has been applied differently since 2005 Cost of Capital decision. 

In what follows, the Commission approach in setting a fair ROE and balanced capital structure in 2006, 

2008 and 2012 Cost of Capital decision is first examined. Subsequently the impact of the application of 

S&P's mitigation methodology on SDG&E's cost of capital and revenue requirement is assessed. 

a) Setting a fair ROE in the presence of PPAs 
To set an authorized ROE in Cost of Capital proceedings the Commission after considering parties' 

financial model results, the evidence on market conditions, trends, creditworthiness, interest rate 

forecasts, additional risk factors, and interest coverage presented by parties, arrives at a base ROE 

range. Subsequently from the base ROE range found to be just and reasonable, the Commission adopts 

an authorized ROE. In Cost of Capital proceedings to support major IOUs in California to achieve or 

maintain investment grade credit ratings, the Commission has been approving an ROE toward the upper 

end ofthe ROE range. 

In 2006 and 2008 Cost of capital decision the strategy of setting a balanced capital structure and fair 

ROE on case-by-case basis resulted in increasing the base range of ROE to compensate utilities for the 

risk of PPAs, in addition to approving an ROE toward the upper end of the ROE range. In contrast in 2012 

Cost of capital decision, the approach resulted in choosing an authorized ROE at the top of the ROE 

range with no additional increases in the base range of ROE. 
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More specifically in the 2006 Cost of Capital decision, D.05-12-043,, the Commission increased the base 

range of ROE for SCE, SDG&E, and PG&E by 70, 50, and 70 basis points, respectively to account for debt 

equivalence and electric procurement risks. Included in those increased basis points was a premium for 

perceived regulatory risk in California. In addition for each utility the Commission approved an ROE 

toward the upper end of the ROE range that was found fair and reasonable. 

For example, for PG&E the Commission arrived at a base ROE range of 9.91% to 10.93%. To that range it 

applied a 70 basis point upward adjustment for electric procurement and regulatory risks resulting in an 

ROE range of 10.61% to 11.63%. It then adopted a ROE of 11.35% from the upper end of ROE range for 

test year 2006. Similarly for SCE the Commission arrived at a base ROE range of 9.88% to 10.84%. To that 

range it applied a 70 basis point upward adjustment for electric procurement and regulatory risks and 

28 basis points for inferior credit ratios resulting in an ROE range of 10.86% to 11.82%. It then adopted a 

ROE of 11.60% from the upper end of ROE range for test year 2006. 

Similarly in 2008 Cost of Capital decision, D.07-12-049, to account for debt equivalence and electric 

procurement risks, the Commission increased the base range of ROE for SCE, SDG&E, and PG&E by 50, 

40, and 50 basis points, respectively. The Commission then added 10 basis points premiums to utilities' 

ROE for regulatory risk as regulatory risk was broken out from Debt Equivalency premium in 2008. In 

addition for each utility the Commission approved an ROE toward the upper end of the ROE range that 

was found fair and reasonable. 

In contrast in 2013 Cost of Capital Decision, D. 12-12-034, the Commission stated that procurement risk 

is reflected in the parties' financial modeling results. Therefore the Commission did not increase the 

base range of ROE to compensate utilities for Debt Equivalency. The Commission considered the utilities 

credit ratios and how debt equivalency impacts those credit ratios as was done in previous decisions. 

The Commission also considered cost recovery mechanisms present in California that reduce cost 

recovery risk such as power procurement commitments, balancing and memorandum accounts and 

revenue decoupling. To compensate utilities for financial, business, and regulatory risk the Commission 

authorized an ROE toward the upper end of the ROE range that was found to be fair and reasonable. 

The Commission did not grant Debt Equivalency premiums for test year 2013 even though in 2013 Cost 

of Capital Decision, D. 12-12-034, the Commission acknowledged that there had been an increase in the 

number of procurement transactions the utilities were entering into.5 The capital structure and ROE 

authorized in 2013 decision are effective today. Utilities requested and were granted extensions in 2015, 

and 2016. Currently utilities have a pending application (A.12-04-015) which if approved will postpone 

filing of cost of capital applications until 2019. 

The Debt Equivalency premium that the Commission granted for test year 2006 and 2008 can explain a 

large part of what has become known as the California Premium. The California premium refers to the 

5 D. 12-12-034, page 33. 
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finding that the major utilities in California have been earning a return on equity {ROE) higher than the 

national average. As Figure 4 shows California premium has been more relevant to PG&E and SCE. 

An important factor that sets SDG&E apart from the other major utilities in California is the fact that 

SDG&E has had strong investment grade credit ratings. PG&E and SCE's credit ratings have improved 

since energy crisis but their credit ratings are still below SDG&E. Therefore SDG&E's authorized ROE 

quite appropriately has been lower than PG&E and SCE's authorized ROE. 

Figure 4 

12 -,-------------::---::---::----------------
Authorized ROE 

R 

o 10.5 1 -------,x;;;;;;::=::::;;;-----,~.:.::::=_--~!!:::= 
E 

9.5 ;---------------------------------

9 ;-----.----,-----,---,-----.-----.----~--.----.----,-----.-----.---,----, 

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 

-PG&E ROE -scE ROE -sDG&E -National Electric Average 

The Debt Equivalency premium granted for test year 2006 and 2008 together covered a 7 year period 

from 2006 through 2012. Major IOUs in California filed Cost of Capital applications in 2005, 2007 and 

again in 2012.The Debt Equivalency premium granted for 2006 last through 2007 and the Debt 

Equivalency premium granted for 2008 lasted through 2012. 

Figure 5 contrasts the California premium to the Debt Equivalency premium that the Commission 

granted for PG&E and SCE. Figure 6 reflects the same contrast for SDG&E. SDG&E's Debt Equivalency 

premium as Figure 6 shows was lower than SCE and PG&E's Debt Equivalency premium. 

As Figure 5 shows for PG&E and SCE the Debt Equivalency premium accounts for close to one-half of 

their respective California premium. As Figure 6 shows for SDG&E there was no California premium 

before 2006 and hardly any after 2012. For SDG&E the California premium has been almost entirely due 

to the Debt Equivalency premium the Commission granted for test year 2006 and 2008. 
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b) Setting a balanced Capital Structure in the presence of PPAs 
In addition to proposing adjustments in ROE, SDG&E in 2006 and 2013 Cost of Capital proceeding 

requested adjustments in capital structure to mitigate the impact of Debt Equivalence. In 2006 Cost of 

Capital proceeding SDG&E requested a 200 basis points increase in equity ratio with a correspondingly 
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decrease in debt ratio to mitigate the negative effects of debt equivalence. And in 2013 Cost of Capital 

proceeding SDG&E requested a 300 basis points increase in common equity ratio and a corresponding 

decrease in preferred stock ratio to mitigate the impact of its' existing, and pending PPAs.6 

In 2006 Cost of Capital decision, D.05-12-043, the Commission found that SDG&E's credit status and 

credit ratings do not substantiate a need to mitigate debt equivalence through a change in its authorized 

capital structure. In contrast in 2012 Cost of Capital decision, D. 12-12-034, the Commission granted 

SDG&E's request to adjust its' capital structure. However, in granting SDG&E's request the Commission 

reaffirmed its long standing position of not adopting S&E methodology by restating the disagreement 

among credit rating agencies in regard to PPAs but stated that the common equity ratio SDG&E is 

seeking is reasonable because it is similar to SDG&E's ratemaking common equity ratio.7 In fact in D. 12-

12-034 the Commission also granted SoCalGas' request to increase its common equity ratio by 400 basis 

points based on a similar reasoning. 

The Commission by increasing SDG&E and SoCalGas' equity ratio to 52 percent brought their equity 

ratios more in line with the average equity ratio of utilities nationwide. According to the Regulatory 

Research Associates, the average equity ratio of utilities in the nation has been on an upward trajectory, 

increasing from slightly higher than 40 percent for electric utilities and 35 percent for gas utilities in 

1980 to slightly over 50 percent in 2014.8 The increase in the average equity ratio explains why despite a 

sharp decline in return on equity (ROE} nationwide during the same period (from around 14 percent in 

1980 or 16 percent in 1982 to around 8 percent in 2014 for electric utilities), the decline in rate of return 

(ROR} has been more modest (from around 10 percent in 1980 or 12 percent in 1982 to around 8 

percent in 2014 for electric utilities}.9 

Table 12 shows SDG&E's 2013 authorized capital structure, and authorized rate of return (ROR}. In Table 

12 authorized rate of return is 7.79%. 

Table 12 

Ratio Cost WACC 

Debt 45.25 5.00 2.26 

Preferred Stock 2.75 6.22 0.17 

Common Equity 52.00 10.30 5.36 

Totals 100 7.79 

6 SDG&E's hearing exhibit demonstrated that Standard & Poor's (S&P) had imputed debt equivalence into SDG&E's 
long-term debt. SDG&E was expecting S&P to increase imputed debt equivalence into its long-term debt partly due 
to SDG&E's pending purchase power tolling agreements. 
7 The ratemaking capital structure is different from recorded capital structure in that it includes the impact of 
ratemaking adjustments. 
8 "Regulatory Issues Overview RRA Presentation to NARUC's Gas Committee," SNL Energy, July 13, 2015. 
9 Ibid. 
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To find the impact ofthe adjustment in capital structure granted in D. 12-12-034, in Table 13, rate of 

return is calculated using SDG&E1s 2012 authorized capital structure and 2013 adopted cost of debt, 

preferred and common stock. In Table 13 rate of return WACC is 7.67%. 

Table 13 

Ratio Cost WACC 

Debt 45.25 5.00 2.26 

Preferred Stock 5.75 6.22 0.36 

Common Equity 49.00 10.30 5.05 

Totals 100 7.67 

Comparison of Table 12 to Table 13 shows that the adjustment in the authorized capital structure 

increased SDG&E1s rate of return (ROR) by 12 basis points (7.79%-7.67%). Using SDG&E's rate base in 

2013, $4137 million,1° the adjustment in the authorized capital structure resulted in an increase in 

revenue requirement of around $4.96 million, ((7.79%-7.67%)*4137 = $4.96).11 The change in authorized 

capital structure was approximately equivalent to 25 basis points increase in ROE. 

Next S&P's mitigation methodology, discussed in earlier sections, will be applied to find the impact of 

the application of S&P1s mitigation method on SDG&E's cost of capital (rate of return) and revenue 

requirement. 

c) Application of S&P's Mitigation Methodology 
To investigate the impact of the application of S&P methodology on SDG&E's cost of capital and revenue 

requirement in what follows S&P's Mitigation Method 1 which calls for increasing the amount of equity 

in the rate base will be applied first. Subsequently S&P's Mitigation Method 2 which calls for increasing 

ROE is applied. 

The impact of S&P's mitigation methods on cost of capital and revenue requirement can be contrasted 

to the impact of the adjustments the Commission approved for SDG&E that were discussed in the 

previous sections. 

d) Adjustment to authorized capital structure 
Table 14 shows the impact of Debt Equivalency that S&P had imputed and was expected to impute due 

to SDG&E's pending purchasing power tolling agreements on capital structure. In Table 14, SDG&E's 

total capital, $8471,12 and authorized capital ratios in 2012 are used to estimate 2012 capital structure. 

SDG&E's authorized capital structure in 2012 had more preferred stocks and less debt than SDG&E's 

10 SDG&E's witness, Jesse S. Aragon, testimony in SDG&E's 2016 GRC, page 5. 
11 The figure does not include the required increase in taxes. 
12 SDG&E's witness, Sandra K. Hrna, testimony in 2013 Cost of Capital proceeding, page 6. 
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recorded capital structure.13 The impact of Debt Equivalency of the existing and pending PPAs, as Table 

14 shows, was to increase the level of debt from approximately 45 to 55 percent. 

Table 14 

2012 Estimated 
Expected Change 

Authorized 2012 

Capital Capital S&P Debt Imputed Adjusted In 

Structure% 
Structure 

Imputed Equivalence Capital$ Capital% Capital% 
($) 

Debt 45.25 3833.13 182 1578 5593.13 54.67 9.42 

Preferred 5.75 487.08 487.08 4.76 -0.99 
Stock 

Common 49.00 4150.79 4150.79 40.57 -8.43 
Equity 

Totals 100 8471 182 1578 10231 100 

Source: SDG&E's 2013 Cost of Capital testimony. 

To restore the original capital structure, SDG&E had to issue new common stocks and recall outstanding 

debt. Table 15 shows the capital structure after the mitigation effort with the imputed debt. 

Table 15 

Amount($) % 

Debt 4629.53 45.25 

Preferred Stock 588.28 5.75 

Common Equity 5013.19 49.00 

Totals 10231.00 100 

Table 16 shows SDG&E's capital structure and cost of capital post-PP A contract excluding the imputed 

debt. As Table 16 shows the mitigation effort increases the percentage of more expensive types of 

capital, common stocks, and reduces the percentage of less expensive type of capital, debt. Common 

equity increases from 49 percent to 59 percent. Debt decreases from 45 percent to 35 percent. 

Table 16 

Amount($) % Cost WACC 

Debt 2970.73 35.07 5.00 1.75 

Preferred Stock 487.08 5.75 6.22 0.36 

Common Equity 5013.19 59.18 10.30 6.10 

Totals 8471.00 100 8.21 

13 The recorded capital structure is different from ratemaking capital structure in that it does not include the 
impact of ratemaking adjustments. 
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Comparison of Table 16 to Table 13 demonstrates that the mitigation effort increases revenue 

requirement by $22.34 million,14 which is the difference between the pre-PPA and post-PPA cost of 

capital times rate base, $4137, ((8.21%-7.67%)*4137 = $22.34 million). 

e) Adjustments to ROE 
In Table 3 the pre-PPA contract cost of capital (WACC) is 7.67%. To restore the weighted average cost of 

capital (WACC) with imputed debt included in capital structure, as Table 17 demonstrates, the allowed 

return on equity has to increase from 10.30 percent to 11.44 percent. 

Table 17 
Adjusted Capital Structure Reflecting Imputed Debt and Constant WACC 

Amount($) % Cost WACC 

Debt 5593.13 54.67 5.00 2.73 

Preferred Stock 487.08 4.76 6.22 0.30 

Common Equity 4150.79 40.57 11.44 4.64 

Totals 10231 7.67 

Table 18 shows SDG&E's cost of capital after the increase in return on equity without the imputed debt. 

As Table 18 shows, this method of mitigation increases cost of capital (from 7.67% to 8.22%) post-PPA 

contract. 

Table 18 
Capital Structure without Imputed Debt at Higher ROE 

% Cost WACC 

Debt 45.25 5.00 2.26 

Preferred Stock 5.75 6.22 0.36 

Common Equity 49.00 11.44 5.60 

Totals 100 8.22 

The impact on cost of capital and revenue requirement is similar to the adjustment in capital structure. 

The increase in revenue requirement is approximately $22.75 million, excluding the required increase in 

taxes. 

The two mitigation methods result in much higher increases in revenue requirement than what the 

Commission approved. The increase in equity ratio from the application of Method One is 10 percent 

(from 49% to 59%) and the increase in return on equity from the application of Method Two is 1.14% 

14 The figure does not include the required increase in taxes. 
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(from 10.30% to 11.44%). The increase in revenue requirement from the application of either method is 

approximately $22.5 million. 

As was discussed before in 2012, the Commission approved a 3 percent increase in equity ratio for 

SDG&E, which was equivalent to 25 basis increase in return on equity. In addition to compensate 

utilities for financial, business, and regulatory risk the Commission authorized an ROE toward the upper 

end of the ROE range that was found to be fair and reasonable. For SDG&E, the Commission arrived at a 

base ROE range of 9.60% to 10.40%. The Commission then set the test year 2013 ROE at 10.30%, which 

is 30 basis points higher than the midpoint of the range. Therefore, the two adjustments were 

equivalent to an increase in return on equity of about 55 basis points. The increase in revenue 

requirement resulting from the two adjustments was approximately $11 million, excluding the required 

increase in taxes. 

VII. Conclusion 
The Commission's long standing position is that the impact of Debt Equivalency on utilities' financial 

condition should be addressed in Cost of Capital proceeding. In addition in Long-term Procurement 

proceedings the Commission has been considering the Debt Equivalency impact of new long-term 

commitments in the contract selection and approval process in some cases. 

The Commission preference to address Debt Equivalence in Cost of Capital proceeding appears to be 

cost effective. Obviously mitigation cost, first and for most, depends on the extent of mitigation. When 

S&P's mitigation methodology is applied, as was shown in the example above, the mitigation cost is the 

highest when it is addressed in Long-term Procurement proceeding. 

In Cost of Capital proceedings the Commission has acknowledge that rating agencies impute debt from 

long-term PPAs and incorporate that in their credit analysis. But the Commission has not adopted a 

comprehensive policy on the cost recovery treatment of Debt Equivalency. 

The Commission's approach in Cost of Capital proceedings is partly based on the understanding that S&P 

always imputes debt but Fitch and Moody's sometimes do not and that S&P methodology should not be 

over-weighted versus Moody's and Fitch approach. Moody's, in particular, conducts qualitative 

assessment of PPA risk. Moody's determine the degree to which PPA effect a company's financial 

flexibility by a qualitative assessment of the inherent risk. Similarly Fitch does not always assign Debt 

Equivalency to PPA. More specifically Fitch does not assign Debt Equivalency when there is a high 

probability of cost recovery. 

In Cost of Capital proceedings, the Commission has ruled that Debt Equivalence should be assessed on a 

case-by-case basis along with other financial, business and regulatory risks in setting a balanced capital 

structure and fair ROE. In addition in Cost of Capital proceedings the Commission continues to assess the 

impact of Debt Equivalency on financial ratios that rating agencies use to assign credit ratings. 
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The Commission has applied the strategy of setting a balanced capital structure and fair ROE on case-by

case basis differently over the years. In 2006 and 2008 Cost of capital decision to compensate utilities 

for the risk of PP As the Commission granted Debt Equivalency premiums to utilities. The Debt 

Equivalency premiums that the Commission granted for test year 2006 and 2008 explains a large part of 

what has become known as California premium. 

In 2013 Cost of Capital decision the Commission did not grant Debt Equivalency premiums to utilities. 

Utilities have not filed Cost of Capital applications since 2012. California premium was contracted in 

2013 and has remained low. 
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Cause No. 45501 OUCC DROl 

1-2. Please refer to Mr. Jerasa's Attachment BAJ-8 (Public). Please provide the S&P and/or Moody's 
credit ratings reports for each com parry listed. 

Objection: 

Petitioner objects to the foregoing Data Request on the grounds and to the extent that this Request 
seeks information that is confidential, proprietary and/or trade secret. Subject to and without 
waiving the foregoing objection, Petitioner is submitting the following response in accordance with 
the Nondisclosure Agreement entered into between Petitioner and the OUCC. 

Response: 

Please see the following attached files: 

4831-8335-4594.1 

CONFIDENTIAL 45501 _ OUCC DR0 1-2 Moodys Alliant Energy Corp 
CONFIDENTIAL 45501 _ OUCC DR0 1-2 Moodys American Electric Power Co Inc 
CONFIDENTIAL 45501_OUCC DR0l-2 Moodys CMS Energy Corp 
CONFIDENTIAL 45501_OUCC DR0l-2 Moodys DTE Energy Co 
CONFIDENTIAL 4550l_OUCC DR0l-2 Moodys Entergy Corp 
CONFIDENTIAL 4550l_OUCC DR0l-2 Moodys Evergy Corp 
CONFIDENTIAL 45501_OUCC DR0l-2 Moodys WEC Energy Group 
CONFIDENTIAL 45501_OUCC DR0l-2 Moodys Xcel Energy 
4550l_OUCC DR0l-2 SP Alliant Energy Corp 
45501 OUCC DR0 1-2 SP American Electric Power Co Inc 
4550 l _ OUCC DR0 1-2 SP CMS Energy Corp 
4550l_OUCC DR0l-2 SP DTE Energy Co 
4550l_OUCC DR0l-2 SP Entergy Corp 
4550l_OUCC DR0l-2 SP Evergy Corp 
4550l_OUCC DR0l-2 SP WEC Energy Group 
45501_OUCC DR0l-2 SP Xcel Energy 
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American Electric Power Co. Inc. 

Business Risk: EXCELLENT ~----~ Issuer Credit Rating 

Vulnerable Excellent 

Financial Risk: SIGNIFICANT 

~~~~--
Highly leveraged Minimal 

Credit Highlights 

Overview 

a
o---

Anchor 

a-

Modifiers 

a-

Group/Gov't 

Key strengths Key risks 

A-/Stable/ A-2 

Mostly lower-risk electric utility holding company. Elevated capital spending program requires ongoing balanced 
funding and timely cost recovery. 

Large scale of operations with a customer base of about 5.4 million combined Significant coal-fired generation remains. 
with solid geographic diversity with operations in 11 U.S. states. 

Generally credit-supportive and constructive regulatory frameworks. Higher operational risk arising from the ownership of the Cook 
nuclear plant. 

Reducing coal-fired generation through retirements and expanding transmission Financial measures at the lower end of the benchmark range for 
assets. the financial risk profile, resulting in limited cushion. 

Approved North Central Wind rate-based generation investment in Oklahoma is a scalable strategy. American Electric 
Power Co. Inc.'s (AEP's) investment is credit supportive in that regulators can approve the construction of individual 
wind farms without authorizing the entire plan. The company achieved regulatory approvals in Oklahoma, Louisiana, 
Arkansas, and at the Federal Energy Regulatory Commission (FERC). S&P Global Ratings expects AEP to fund these 
investments in a credit-supportive manner. In addition, these wind farms will help AEP lower its overall carbon dioxide 
emissions and the proportion of coal-based generation. 

The reduction in coal-fired generation aligns with the advancement toward a clean energy future. AEP has a goal of 
reducing its coal capacity to 24% of its total generation fleet by 2030. The company intends to retire 5,600 MW of coal 
generation within the next nine years, including the expiration of the lease on Rockport 2. With the rapid retirement of 
coal plants, AEP plans to replace with wind, solar, and natural gas generation. 

Large multistate operations that have constructive regulatory frameworks bolster overall credit quality. AEP is one of 
the largest electric utilities in the U.S., delivering electricity to about 5.4 million customers across 11 states. The 
diversity helps mitigate the impact of adverse regulatory decisions or regional economic challenges. The jurisdictions 
generally have constructive regulatory frameworks that provide for the timely recovery of approved capital 
expenditures, as well as pass-through fuel cost mechanisms and recovery of various operating expenses. 
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FERC-regulated transmission investments are credit-enhancing. AEP's most recent capital spending plan calls for 
higher spending on transmission infrastructure and projects. This should further increase its transmission rate base, 
providing stable and predictable cash flows through formula-based rates. 

Outlook: Stable 

The stable outlook on AEP and its subsidiaries reflects the company's improving business risk profile consisting 
almost entirely of solid regulated utility operations. We expect AEP to generate funds from operations (FFO) to 
debt 15%-16% through 2021 in our base case scenario. 

Downside scenario 

We could lower the ratings on AEP and its subsidiaries if the company's financial performance weakens such that 
FFO to debt is consistently below 14%, or if its business risk increases as a result of ineffective management of 
regulatory risk or the pursuit of risky nonregulated investments. 

Upside scenario 

While not likely, we could raise the ratings on AEP and its subsidiaries if the company's financial performance 
improves, with FFO to debt consistently above 20% while business risk is unchanged. 

Our Base-Case Scenario 

Assumptions 
• Economic conditions in the company's service territories continue to improve modestly, supporting a gradual 

increase in load growth. 

• Operating cash flows strengthen from rate recovery of additional capital and operating costs. 

• Capital spending is elevated at $6.1 billion to $7. 7 billion per year. 

• Common stock dividends average about $1.6 billion annually. 

• Negative discretionary cash flow indicates external funding needs. 

• Company refinances all debt maturities. 

Key Metrics 

American Electric Power Co. Inc.--Key Metrics 

2020e 2021f 2022f 2023f 

Adjusted FFO to debt(%) 15-16 15-16 15-16 15-16 

Adjusted debt to EBITDA (x) 5-5.5 5-5.5 5-5.5 5-5.5 

Adjusted FFO cash interest coverage (x) 4.5-5 4.5-5 4.5-5 4.5-5 

e--expected. f--forecasted. FFO--Funds from operations. 

S&P GLOBAL RATINGS360 
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Base-case projections 
• Gross margin benefits from rate recovery mechanisms and transmission formula rates. 

• Annual debt to EBITDA averaging about 5x. 

• Company uses debt to partly fund negative discretionary cash flow. 

• Adjusted FFO to debt in the 15%-16% range, with the outer years strengthening following incremental recovery of 

costs through rates. 

Company Description 

Columbus, Ohio-based AEP is a holding company of electric utilities that serve about 5.4 million customers in 11 

states. 

Peer Comparison 

We consider AEP similar to peers Berkshire Hathaway Energy Co., Duke Energy Corp., WEC Energy Group Inc. 

(WEC), and Xcel Energy Inc. They operate across multiple states, have many customers, and own electric generation, 

including coal-fired plants. Like AEP, all peers except WEC own nuclear generation. Regulated electric transmission 

play a part in each company's strategy 

AEP's financial measures has resulted in the company being in the middle of its peers. These companies' utilities all 

operate generally supportive regulatory environments with various rate mechanisms for cost recovery. 

Table 1 

American Electric Power Co. Inc.--Peer Comparison 

Industry Sector: Electric 

American Electric Berkshire Hathaway Duke Energy WEC Energy Xcel Energy 
Power Co. Inc. Energy Co. Corp. Group Inc. Inc. 

Ratings as of Jan. 11, A-I Stable/ A-2 A/Stable/ A-1 A-/Negative/ A-2 A-/Stable/ A-2 A-/Stable/ A-2 
2021 

--Fiscal year ended Dec. 31, 2019--

(Mil. S) 

Revenue 15,440.0 19,844.0 24,982.4 7,523.1 11,529.0 

EBITDA 5,712.4 7,503.3 11,668.4 2,727.6 4,268.3 

Funds from operations 4,601.9 6,466.9 9,957.8 2,250.1 3,544.6 
(FFO) 

Interest expense 1,292.9 2,046.4 2,906.4 541.3 842.7 

Cash interest paid 1,104.4 1,886.4 2,361.6 502.4 776.7 

Cash flow from operations 4,387.9 6,287.9 8,237.8 2,401.9 3,318.6 

Capital expenditure 6,078.0 7,305.9 10,963.0 2,302.9 4,259.5 

Free operating cash flow (1,690.1) (1,018.0) (2,725.2) 99.0 (940.9) 
(FOCF) 

Discretionary cash flow (3,060.6) (1,311.0) (5,420.1) (796.2) (1,731.9) 
(DCF) 

S&P GLOBAL RATINGS360 JANUARY 13, 2021 5 
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American Electric Power Co. Inc.--Peer Comparison (cont.) 

Industry Sector: Electric 

American Electric Berkshire Hathaway Duke Energy WECEnergy Xcel Energy 
Power Co. Inc. Energy Co. Corp. Group Inc. Inc. 

Cash and short-term 449.5 1,068.0 311.0 37.5 248.0 
investments 

Debt 29,754.0 44,684.5 63,188.3 13,145.8 20,457.2 

Equity 20,783.9 32,578.0 47,470.0 10,489.4 13,239.0 

Adjusted ratios 

EBITDA margin (%) 37.0 37.8 46.7 36.3 37.0 

Return on capital(%) 6.5 6.4 6.3 7.6 7.2 

EBITDA interest coverage 4.4 3.7 4.0 5.0 5.1 
(x) 

FFO cash interest 5.2 4.4 5.2 5.5 5.6 
coverage (x) 

Debt/EBITDA {x) 5.2 6.0 5.4 4.8 4.8 

FPO/debt(%) 15.5 14.5 15.8 17.1 17.3 

Cash flow from 14.7 14.1 13.0 18.3 16.2 
operations/debt(%) 

FOCF/debt (%) (5.7) (2.3) (4.3) 0.8 (4.6) 

DCF/debt(¾) (10.3) (2.9) (8.6) (6.1) (8.5) 

Source: S&P Global Ratings. 

Business Risk: Excellent 

We base our assessment of AEP's business risk profile on the very low risk of the regulated utility industry and the 

company's mostly lower-risk, rate-regulated operations that provide electricity, an essential service. Although in 11 

states, the company's operations in Ohio, Texas, Virginia, and West Virginia represent the majority of consolidated 

revenues. AEP has reached largely constructive regulatory outcomes in the jurisdictions where it operates, ensuring 

some cash flow stability over the next few years. AEP is investing in transmission projects, a trend that is likely to 

continue, providing support to credit quality through cash flow diversity and further regulatory diversification. 

Quality of service territories varies, but many are in stable and diverse economies. They collectively benefit from broad 

diversity that mitigates the effect of severe weather and local economic conditions. AEP also benefits from a diverse 

set of customers, which provides stability against lower usage by any particular class, generating the bulk of revenues 

from residential, commercial, and wholesale customers with a lower contribution from more volatile industrial 

customers. 

AEP's generation fleet benefits from low-cost and efficient operations leading to competitive customer rates. Also, AEP 

has been lowering its historically high reliance on coal-fired generation through plant retirements and sales, bringing 

the company's coal-fired capacity at year-end 2020 down to an expected 12,100 megawatts (MW), over 50% lower 

than in 2010. In addition to reducing air emissions from generation assets, retiring coal capacity results in the company 

avoiding large spending to comply with air emissions rules. Increasing investments in transmission assets helps 

S&P GLOBAL RATINGS360 
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diversify the regulated rate base and potentially facilitates compliance with evolving environmental standards by 

bringing in power from other regions. AEP does own and operate the 2,200 MW Cook nuclear plant in Michigan, that 

overall, increased the company's operational risk. 

Financial Risk: Significant 

Under our base-case scenario, we anticipate AEP's adjusted FFO to debt will be in the 15%-16% range over the next 

few years as the company benefits from recovery mechanisms like the investment cost rider, formulaic transmission 

rates, and forward test years for rate cases. Various rate mechanisms allow for timely recovery of costs and support 

more stable operating cash flow. We expect the company will continue to fund its investments in a manner that 

preserves credit quality. 

Over the next several years, AEP will have elevated capital spending that will average about $7 billion per year. About 

15% will be allocated to renewables generation, and about 70% will focus on wires-based operations. These benefit 

from a constructive regulatory framework that provides for timely investment recovery. This aggressive capital 

spending along with robust dividends results in discretionary cash flow that is highly negative, indicating external 

funding needs that we expect will include debt issuances. We expect adjusted debt to EBITDA to average 5.0x through 

2021. We assess AEP's financial risk profile using our medial volatility financial benchmarks that reflect lower-risk 

regulated utility operations and effective management of regulatory risk. These benchmarks are more relaxed than 

those used for a typical corporate issuer. 

Financial summary 
Table 2 

American Electric Power Co. Inc.--Financial Summary 

Industry Sector: Electric 

--Fiscal year ended Dec. 31--

2019 2018 2017 2016 2015 

(Mil.$) 

Revenue 15,440.0 15,848.0 15,080.3 15,988.9 16,033.4 

EBITDA 5,712.4 5,252.2 5,538.7 5,493.8 5,420.2 

Funds from operations (FFO) 4,601.9 4,210.1 4,612.1 4,555.6 4,367.2 

Interest expense 1,292.9 1,241.6 1,088.0 1,060.7 1,082.7 

Cash interest paid 1,104.4 1,066.8 927.8 908.8 932.8 

Cash flow from operations 4,387.9 5,047.3 4,098.4 4,309.0 4,519.4 

Capital expenditure 6,078.0 6,321.0 5,750.7 4,857.9 4,538.7 

Free operating cash flow (FOCF) (1,690.1) (1,273.7) (1,652.3) (548.9) (19.3) 

Discretionary cash flow (DCF) (3,060.6) (2,529.2) (2,844.2) (1,669.9) (1,078.3) 

Cash and short-term investments 449.5 393.2 376.3 330.5 292.2 

Gross available cash 449.5 393.2 376.3 542.2 563.2 

Debt 29,754.0 26,216.3 23,278.4 22,002.8 20,314.8 

Equity 20,783.9 19,128.8 18,313.6 17,420.1 17,904.9 
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Table 2 

American Electric Power Co. lnc.--Financial Summary (cont.) 

Industry Sector: Electric 

--Fiscal year ended Dec. 31--

2019 2018 2017 2016 2015 

Adjusted ratios 

EBITDA margin (%) 37.0 33.1 36.7 34.4 33.8 

Return on capital (%) 6.5 7.2 9.1 9.6 9.5 

EBITDA interest coverage (x) 4.4 4.2 5.1 5.2 5.0 

FFO cash interest coverage (x) 5.2 4.9 6.0 6.0 5.7 

Debt/EBITDA (x) 5.2 5.0 4.2 4.0 3.7 

FFO/debt (%) 15.5 16.1 19.8 20.7 21.5 

Cash flow from operations/ debt (%) 14.7 19.3 17.6 19.6 22.2 

FOCF/debt (%) (5.7) (4.9) (7.1) (2.5) (0.1) 

DCF/debt (%) (10.3) (9.6) (12.2) (7.6) (5.3) 

Source: S&P Global Ratings. 

Reconciliation 
Table 3 

American Electric Power Co. Inc.--Reconciliation Of Reported Amounts With S&P Global Ratings' Adjusted 
Amounts 

--Rolling 12 months ended Sept. 30, 2020--

American filectric Power Co. Inc. reported amounts (mil. S) 

S&P 
Global 

Ratings' Cash flow 
Shareholders' Operating Interest adjusted from Capital 

Debt equity Revenue EBITDA income expense EBITDA operations Dividends expenditure 

32,464.1 20,365.9 14,923.9 5,505.8 2,712.2 1,168.3 6,123.7 

S&P Global Ratings' adjustments 

Cash taxes paid 40.6 

Cash interest paid (1,023.3) 

Reported lease 1,233.8 
liabilities 

Operating leases 286.0 34.6 34.6 (34.6) 

Equity-like hybrids (1,655.0) 1,655.0 (28.8) 28.8 

Accessible cash (618.7) 
and liquid 
investments 

Capitalized interest 100.0 (100.0) 

Share-based 61.4 
compensation 
expense 

Securitized (1,028.8) 48.1 48.1 (27.5) (27.5) 27.5 
stranded costs 

Power purchase 336.0 35.1 12.1 12.1 (12.1) 
agreements 

S&P GLOBAL RATINGS360 
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3,842.4 1,408.1 6,474.6 

251.4 

28.8 28.8 

(100.0) (100.0) 

75.7 

23.0 23.0 
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American Electric Power Co. Inc.--Reconciliation Of Reported Amounts With S&P Global Ratings' Adjusted 
Amounts (cont.) 

Asset-retirement 
obligations 

Nonoperating 
income (expense) 

Noncontrolling 
interest/ minority 
interest 

Debt: Other 

EBITDA: Other 
income/(expense) 

Depreciation and 
amortization: 
Impairment 
charges/(reversals) 

Depreciation and 
amortization: 
Other 

Interest expense: 
Other 

Total 
adjustments 

544.2 

268.7 

536.5 

(652.1) 1,923.7 

S&P Global Ratings' adjusted amounts 

48.1 

102.5 102.5 102.5 

265.9 

84.7 84.7 

156.4 

(84.7) 

33.1 

617.9 544.0 226.0 (1,073.1) 278.8 28.8 

Funds Cash flow 

(77.0) 

Interest from from Capital 
Debt Equity Revenue EBITDA EBIT expense operations operations Dividends expenditure 

31,812.0 22,289.6 14,972.0 6,123.7 3,256.2 1,394.3 5,050.5 4,121.2 1,436.9 

Source: S&P Global Ratings. 

Liquidity: Adequate 

We assess AEP's liquidity as adequate because we believe its sources are likely to cover uses by more than 1. lx over 

the next 12 months and meet cash outflows even with a 10% decline in EBITDA. The assessment also reflects the 

company's general prudent risk management, sound relationships with banks, and a generally satisfactory standing in 

credit markets. 

Principal liquidity sources 
• Cash and liquid investments of about $350 million; 

• Estimated cash FFO of about $5 billion; and 

• Credit facility availability of about $4 billion. 

Principal liquidity uses 
• Capital spending of $2.5 billion; 

• Debt maturities, including outstanding commercial paper, of about $2.1 billion; and 

• Dividends ofabout $1.4 billion. 

6,397.6 
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Debt maturities 
• 2021: $2 billion 

• 2022: $3 billion 

• 2023: $7 40 million 

• 2024: $706 million 

• Thereafter: $18.9 billion 

Covenant Analysis 

As of June 30, 2020, AEP had adequate cushion as per the financial covenant of consolidated total debt to total capital 

ofno more than 67.5%. 

Compliance expectations 
• The company was in compliance as of June 30, 2020. 

• Single-digit-percentage EBITDA growth and elevated capital spending should still permit a cushion. 

• Although we believe the company will remain in compliance, covenant headroom could decrease without adequate 
cost recovery of capital investments or if, while malting these investments, debt rises rapidly without adequate 

growth in equity. 

Requirements 
• Current: no more than 67.5% 

• As of year-end 2021: 67.5% 

• As of year-end 2022: 67.5% 

S&P GLOBAL RATINGS360 
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Environmental, Social, And Governance 

We consider environmental factors in our rating analysis. AEP's social and governance factors are generally 
comparable with those of its peers. AEP through vertically integrated electric utilities and non-utility generation, 
owns generation capacity of about 24,000 MW, of which 72% is based on fossil fuels (about 43% coal; 29% natural 
gas). Because of the sizable generation capacity and exposure to fossil fuels, AEP's environmental risks are greater 
than those of some vertically integrated peers. The company's reliance on coal-fired generation exposes it to 
heightened risks, including the ongoing cost of operating older units in the face of disruptive technology advances 
and the potential for increasing environmental regulations that require significant capital investments. AEP began 
reducing its reliance on coal through plant retirements and investments in wind and solar generation, and batteries. 
Exposure to nuclear generation (8% of the generation fleet) introduces higher operational risks and plant 
retirement responsibilities. AEP's management is taking active steps to reduce its fleet's environmental footprint, 
committing to an 80% reduction of carbon dioxide emissions by 2050 from 2000 levels. 

From a social perspective, AEP's internal safety and health management systems processes enable it to effectively 
serve one of the largest service territory footprints in North America. AEP's cost-reduction efforts enabled the 
company to stabilize operations and maintenance costs in an inflationary economic environment, facilitating 
competitive customer rates. This is important because all distribution and transmission companies are moving 
proactively to deploy capital to upgrade, modernize, and harden assets in the wake of recent weather events and 
for technological reasons. AEP's governance practices are consistent with other publicly traded utilities. 

Group Influence 

Under the group rating methodology, we assess AEP as the parent of the group that includes all the operating 

subsidiaries. AEP's group credit profile is 'a-', leading to an issuer credit rating of 'A-'. 

Issue Ratings - Subordination Risk Analysis 

• The short-term rating is 'A-2', based on our issuer credit rating. 

• We rate AEP's mandatory convertible equity units two notches below the issuer credit rating. This reflects that the 

units consist of a remarketable junior subordinate note and a purchase contract that obligates the owners of the 

units to purchase AEP's common stock in three years. 

Capital structure 
AEP's capital structure consists of about $28 billion of debt, of which $22 billion is priority debt. 

Analytical conclusions 
We rate AEP's unsecured debt one notch below the issuer credit rating because priority debt exceeds 50% of the 

company's consolidated debt, after which point AEP's debt is considered structurally subordinated. 

S&P GLOBAL RATINGS360 
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Ratings Score Snapshot 

Issuer Credit Rating 

A-/Stable/ A-2 

Business risk: Excellent 

• Country risk: Very low 

• Industry risk: Very low 

• Competitive position: Strong 

Financial risk: Significant 

• Cash flow /leverage: Significant 

Anchor: a-

Modifiers 

Page 13 of 17 

• Diversification/portfolio effect: Neutral (no impact) 

• Capital structure: Neutral (no impact) 

• Financial policy: Neutral (no impact) 

• Liquidity: Adequate (no impact) 

• Management and governance: Satisfactory (no impact) 

• Comparable rating analysis: Neutral (no impact) 

Stand-alone credit profile : a-

• Group credit profile: a-

Related Criteria 

• General Criteria: Hybrid Capital: Methodology And Assumptions, July 1, 2019 

• General Criteria: Group Rating Methodology, July 1, 2019 

• Criteria I Corporates I General: Corporate Methodology: Ratios And Adjustments, April 1, 2019 

• Criteria I Corporates I General: Reflecting Subordination Risk In Corporate Issue Ratings, March 28, 2018 

• General Criteria: Methodology For Linking Long-Term And Short-Term Ratings, April 7, 2017 

• Criteria I Corporates I General: Methodology And Assumptions: Liquidity Descriptors For Global Corporate 

Issuers, Dec. 16, 2014 

• Criteria I Corporates I Utilities: Key Credit Factors For The Regulated Utilities Industry, Nov. 19, 2013 

• Criteria I Corporates I General: Corporate Methodology, Nov. 19, 2013 

• General Criteria: Country Risk Assessment Methodology And Assumptions, Nov. 19, 2013 
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• General Criteria: Methodology: Industry Risk, Nov. 19, 2013 

• General Criteria: Methodology: Management And Governance Credit Factors For Corporate Entities, Nov. 13, 2012 

• General Criteria: Use Of Credit Watch And Outlooks, Sept. 14, 2009 

Business And Financial Risk Matrix 

Business Risk Profile Minimal 

I Excellent aaa/aa+ 

Strong aa/aa-

Satisfactory a/a-

Fair bbb/bbb-

Weak bb+ 

Vulnerable bb-

Ratings Detail (As Of January 13, 2021)* 

American Electric Power Co. Inc. 

Issuer Credit Rating 

Commercial Paper 

Local Currency 

Junior Subordinated 

Senior Unsecured 

Issuer Credit Ratings History 

02-Feb-2017 

16-Sep-2016 

29-Sep-2014 

Modest 

aa 

a+/a 

bbb+ 

bbb-

bb+ 

bb-

Financial Risk Profile 

Intermediate 

a+/a 

a-/bbb+ 

bbb/bbb-

bb+ 

bb 

bb-/b+ 

Significant 

a-

bbb 

bbb-/bb+ 

bb 

bb-

b+ 

A-/Stable/ A-2 

A-2 

BBB 

BBB+ 

A-/Stable/ A-2 

Aggressive 

bbb 

bb+ 

bb 

bb-

b+ 

b 

BBB+ /Watch Pos/ A-2 

BBB/Positive/ A-2 

Highly leveraged 

bbb-/bb+ 

bb 

b+ 

b 

bib-

b-

*Unless otherwise noted, all ratings in this report are global scale ratings. S&P Global Ratings' credit ratings on the global scale are comparable 
across countries. S&P Global Ratings' credit ratings on a national scale are relative to obligors or obligations within that specific country. Issue and 
debt ratings could include debt guaranteed by another entity, and rated debt that an entity guarantees. 
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Data Requests- Set 2 

Cause No. 45501 

2-1 Please refer to Mr. Joseph A. Manzo's Confidential Attachment JMM-1, Schedule 1. 
a. Please explain how the "Levelized Revenue Requirement" on Line 1 is calculated. Please 

provide all supporting documentation including, but not limited to, Excel spreadsheets in 
unlocked format. 

b. Please explain how the "Levelized Rate per kWh Produced (Excluding IURT)" on Line 3 is 
calculated. Please provide all supporting documentation including, but not limited to, Excel 
spreadsheets in unlocked format. 

c. Please provide all supporting documentation including, but not limited to, Excel spreadsheets 
in unlocked format for the "Property Tax Rate" located on Line 70. 

d. Please explain and provide all supporting documentation including, but not limited to, Excel 
spreadsheets in unlocked format for the "O&M / MW" expense amount shown on Line 65. 
Please provide all details on the components of this overall amount. 

Objection: 

Petitioner objects to the foregoing Data Request on the grounds that it is vague and ambiguous. 
Attachment JMM-1 in excel format with formulae unlocked is included on the sharefile site (under 
the Confidential Workpapers tab) to which the OUCC has access. Petitioner further objects to 
subpart (b) to the extent it characterizes the Levelized Rate as being based on a calculation. As 
stated in the testimony of Petitioner's witness Justin M. Joiner, "the proposed Levelized Rate of 
$0.0535 per kWh of energy produced by the Posey County Solar Project is competitive with the 
rates that would be available under PPAs .... CenterPoint conducted an analysis of the LCOEs of 
the top quartile PPA projects from its All-Source RFP." (p. 23.) 

Petitioner further objects to the foregoing Data Request on the grounds that it seeks information 
that is confidential and proprietary, in particular information used to derive Confidential 
Attachment JMM-1, Schedule 1, as well as proprietary information belonging to and provided by 
Petitioner's outside consultants. 

Subject to and without waiving the foregoing objections and pursuant to the Nondisclosure 
Agreement entered into between Petitioner and the OUCC, Petitioner submits the following 
response. 

Response: 

a. The formula used to calculate the "Levelized Revenue Requirement" is shown in the 
spreadsheet, which was provided as a work paper and is available on the sharefile site: 

(=-PMT($G$112,C47,NPV($G$112,D146:AL146))) 

b. The "Levelized Rate per kWh Produced (Excluding IURT)" is the levelized rate of $0.0535 
per kWh of energy produced, the basis for which is described in the testimony of Petitioner's 
Witness Justin M. Joiner in Petitioner's Exhibit No. 2. 

c. See the attached excel file identified as CONFIDENTIAL_ 45501 _ OUCC DR02-1 ( c )_Property 
Tax Rate, which is being provided subject to the Nondisclosure Agreement between Petitioner 
and the OUCC. 

d. The "O&M / MW" expense amount is the result of dividing the annual O&M expense of $7 .OM 
by the nameplate capacity of the Posey County Solar Project of 300 MWac. The items 

- 4 -
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comprising the O&M expenses are shown on Attachment CONFIDENTIAL_ 45501 OUCC 
DR02-1 ( d)_ O&M Expenses. 

Dated: April 9, 2021 

Distribution to the following parties: 

T. Jason Haas 
Indiana Office of Utility Consumer Counselor 
PNC Center 
115 W. Washington Street Suite 1500 South 
Indianapolis, IN 46204 
infomgt@oucc.in.gov 
thaas@oucc.in.gov 
tdavis@oucc.in.gov 

4828-1951-1269.1 

Heat ._..,,._...-J. No. 35482-82) 
Justin Hage (Atty. No. 33785-32) 
Southern Indiana Gas and Electric Company 
d/b/a CenterPoint Energy Indiana South 
211 NW Riverside Drive 
Evansville, IN 4 7708 
Ms. Watts' Direct Dial: (812) 491-5119 
Mr. Rage's Direct Dial: (317) 260-5399 
Facsimile: (812) 491-4238 
Email: Heather. Watts@centerpointenergy.com 

Justin.Hage@centerpointenergy.com 

Steven W. Krohne, Atty. No. 20969-49 
Kelly M. Beyrer, Atty. No. 36322-49 
ICE MILLER LLP 
One American Square, Suite 2900 
Indianapolis, IN 46282-0200 
Mr. Krohne's Telephone: (317) 236-2294 
Ms. Beyrer's Telephone: (317) 221-2819 
Facsimile: (317) 592-4212 
E-mail: steven.krohne@icemiller.com 
E-mail: kelly.beyrer@icemiller.com 

Attorneys for Petitioner 
Southern Indiana Gas and Electric Company d/b/a/ 
CenterPoint Energy Indiana South 

Jennifer A. Washburn 
Citizens Action Coalition of Indiana, Inc. 
1915 West 18th Street 
Suite C 
Indianapolis, IN 46202 
jwashbum@citact.org 

Courtesy Copy to: 
Reagan Kurtz 
rkurtz@citact.org 
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AFFIRMATION 

I affirm, under the penalties for perjury, that the foregoing representations are true. 

Caleb R. Loveman 
Utility Analyst 
Indiana Office of Utility Consumer Counsel 
Cause No. 45501 CenterPoint 
April 30, 2021 
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This is to certify that a copy of the OUCC's Testimony of Caleb R. Loveman has been 
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April 30, 2021. 
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