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Summary

This rating methodology explains Moody’s approach to assessing credit risk in the
regulated electric and gas networks sector. It replaces the Global Regulated
Electric Utilities rating methodology that was published in March 2005. While
reflecting similar core principles as the March 2005 methodology, this updated
framework incorporates refinements that better reflect the dynamics of the
regulated electric and gas networks industry and the way Moody’s applies its
industry methodology.

The purpose of this report is to help issuers, investors and other interested market
participants gain a clear understanding of how Moody’s assesses credit risk for
companies in the regulated networks sector, and to explain how quantitative and
qualitative risk factors map to specific rating outcomes. Our objective is for users
of this methodology to be able to estimate a company'’s rating (senior unsecured
ratings for investment-grade issuers and Corporate Family Ratings for speculative-
grade issuers) within two alpha-numeric notches.

Regulated electric and gas networks are a diverse universe in terms of business
model (ranging from owned assets to networks under a licence or concession),
level of sophistication of regulatory framework (ranging from well-established to
new or undergoing significant changes) and funding structure (ranging from plain
corporate structures to highly-leveraged structures supported by structural
enhancements). In seeking to differentiate credit risk among the companies in this
sector, Moody’s analysis focuses on four key rating factors. The four factors
encompass 13 specific elements (or sub-factors), each of which map to specific
letter ratings (see Appendix A).

This methodology is no longer in effect. For information on rating methodologies
currently in use by Moody's Investors Service, visit www.moodys.com/methodologies

METHODOLOGY.

THIS CREDIT RATING METHODOLOGY CONTAINS AN UPDATE IN THE RELATED RESEARCH AT THE END
OF THE REPORT. THE CONTENT OF THE CREDIT RATING METHODOLOGY HAS NOT BEEN CHANGED OR
UPDATED. ORIGINAL DATE OF PUBLICATION REMAINS THE EFFECTIVE DATE OF THE CREDIT RATING =
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These four factors are as follows:

1. Regulatory Environment and Asset Ownership Model
2. Efficiency and Execution Risk

3. Stability of Business Model and Financial Structure
4. Key Credit Metrics

This methodology pertains to predominantly regulated issuers. This methodology excludes regulated electric
and gas utilities (i.e. integrated utilities that have regulated generation and/or supply activities in addition to the
network business), and unregulated utilities and power companies that are covered by separate rating
methodologies. Municipal utilities and electric cooperatives are also excluded and are covered by separate
rating methodologies.

Appendix B includes a detailed rating grid for a sample of 27 companies covered by this methodology. For
each company, the grid maps the key rating sub-factors and shows the indicated alpha-numeric grid-indicated
rating that results from the overall combination of factors. We also discuss “outliers” — companies whose
mapping for specific sub-factors differs significantly from the assigned ratings, since companies will not always
perform consistently with their overall rating on every sub-factor.

The purpose of the rating grid is to provide a reference tool that can be used to approximate credit profiles
within the regulated networks sector. While the factors and sub-factors within the grid are designed to capture
the fundamental rating drivers for the sector, this grid does not include every rating consideration and does not
fit every business model equally. Furthermore, most of our sub-factor mappings use historical financial results
while our ratings also consider forward looking expectations. As such, the grid-indicated rating is not expected
to always match the actual rating of each company. Therefore, we also outline a number of additional
considerations that may be appropriate to apply in addition to the four rating factors.

For instance, Moody’s analysis considers notching practices for debt subordination. In addition, there are other
factors that cut across all industries (such as public versus private ownership, management, liquidity, and legal
structure in the corporate organisation), as well as factors that can be relevant on a company-specific basis.

This publication is organised in broad sections as follows:

= About the Rated Universe: An overview of the rated regulated networks universe

= About this Rating Methodology: A description of our rating methodology, including a detailed
explanation of key factors that drive ratings

= Assumptions and Limitations: Comments on the rating methodology’s assumptions and limitations,
including a discussion of other rating considerations not included in the grid

In the appendices, we also provide a discussion of the reasons for the outliers (Appendix C), a table that
illustrates the impact on credit metrics of different levels of capital charges (Appendix D), a brief industry
overview (Appendix E), and a discussion of key rating issues for the regulated electric and gas networks over
the intermediate-term (Appendix F).

About the Rated Universe

This rating methodology covers regulated companies that are primarily engaged in the transmission and/or
distribution (T&D) of electricity and/or natural gas. Networks included in this methodology represent a diverse
group of issuers differentiated by country of origin, size and scale, regulatory framework, and operating
environment. The overwhelming majority of issuers are investment grade, which acknowledges the predictable
and stable nature of the industry. The following chart illustrates the distribution of public ratings in the
regulated electric and gas networks sector.
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Transelec S.A.

Asia-Pacific

Transpower New Zealand Limited

SP AusNet [1]

ETSA Utilities Finance Pty Limited
Powercor Australia LLC

SPI (Australia) Assets [1]

ElectraNet Pty Ltd [2]

Spark Infrastructure

United Energy Distribution Pty Limited
Vector Ltd

Energy Partnership (Gas) Pty Ltd

WA Network Holdings [2]

DBNGP Finance Co Pty Ltd

Envestra Ltd [2]
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FGC UES, JSC (Federal Grid Company)
Kazakhstan Electricity Grid Operating Company
MOESK, 0JSC [1]
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Moody’s currently rates 53 issuers that are either regulated electric and gas networks or parent companies
thereof. They account for around US$56.5 billion of total outstanding long-term debt instruments rated. Of the
rated universe, the vast majority of issuers are based in Europe or Australia and rated investment-grade.
Figure 1 below contains a list of all rated issuers, showing their ratings (together with the Baseline Credit
Assessment (BCA) where an issuer is a Government Related Issuer (GRI)), location and amount of rated long-

Rated Long-Term
debt (US$ billion)

Chile 0.5
New Zealand 0.7
Australia 2.8
Australia 0.5
Australia 1.0
Australia 0.5
Australia 0.3
Australia 0.3
Australia 0.8
New Zealand 1.5
Australia 0.5
Australia 0.3
Australia 0.8
Australia 0.7
Russia -

Kazakhstan -

Russia -

Denmark 0.2
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Rated Long-Term
Company Rating [BCA] Outlook Domicile debt (US$ billion)
N.V. Nederlandse Gasunie Aa2 [7] Stable Netherlands 4.8
Fingrid Oyj Aa3 [5] Stable Finland 0.5
Statnett SF Aa3 [7] Stable Norway -
Slovensky Plynarensky Priemysel, a.s. Al [7] Stable Slovak Republic -
Alliander N.V. A2 [6] Stable Netherlands 2.9
Bord Gais Eireann A2 [8-10] Stable Ireland 0.8
EDF Energy Networks (EPN) Plc A2 Stable UK 1.1
EDF Energy Networks (LPN) Plc A2 Stable UK 0.6
Enagas S.A. A2 Stable Spain -
Red Electrica de Espana, S.A.U. A2 [6] Stable Spain 1.1
REN - Redes Energeticas Nacionais A2 [8] Stable Portugal 1.2
Scottish Hydro-Electric Power Distribution A2 RUR Down UK 0.6
Scottish Hydro-Electric Transmission Ltd A2 RUR Down UK -
Southern Electric Power Distribution plc A2 RUR Down UK 1.0
Terna - Rete Elettrica Nazionale S.p.A. A2 [7] Stable Italy 2.5
Central Networks East Plc A3 Stable UK -
Central Networks West Plc A3 Stable UK -
EDF Energy Networks (SPN) Plc A3 Stable UK 0.5
Northern Electric Distribution Ltd A3 Stable UK 0.4
SP Distribution Ltd A3 Stable UK -
SP Manweb plc A3 Stable UK -
SP Transmission Ltd A3 Stable UK -
Yorkshire Electricity Distribution plc A3 Stable UK 0.6
National Grid Electricity Transmission plc A3 Stable UK 5.9
National Grid Gas Plc A3 Stable UK 11.2
CE Electric UK Funding Company [2] Baal Stable UK 0.3
Northern Gas Networks Limited Baal Stable UK 1.1
Scotland Gas Networks plc Baal Stable UK 1.0
Southern Gas Networks plc Baal Stable UK 2.7
Wales & West Utilities Limited [3] Baal Stable UK 1.5
Western Power Distribution (South Wales) plc Baal Stable UK 0.5
Western Power Distribution (South West) plc Baal Stable UK 0.7
Electricity North West Limited Baal Stable UK 1.2
Western Power Distribution Holdings Limited Baa3 Stable UK 0.4
Transelectrica S.A. [1] Baa3 [13] Stable Romania -
[1] Corporate family rating
[2] Underlying senior unsecured rating
[3] Senior secured rating
For 19 of the issuers highlighted in Figure 1, some degree of constraint or support from the wider group they
belong to is factored into their ratings. Two other issuers (CE Electric UK and WPD Holdings) are holding
companies whose ratings are notched for structural subordination. One issuer (Transelec) is undergoing
significant changes in its business model as it is transitioning from legacy contracts with Endesa Chile to a
mainly regulated tariff driven model according to a framework in place since 2004. Four further issuers
demonstrate historical financials that are not reflective of their current ratings, due to recent corporate activity
(e.g. Alliander, Gasunie and Electricity North West) or because we expect a significant reduction in debt levels
n August 2009 ® Rating Methodology ® Moody’s Global Infrastructure Finance — Regulated Electric and Gas Networks
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under the current regulatory settlement (Naturgas). These 26 issuers, which account for approximately
US$36.7 billion of rated debt, are thus excluded from the tables in Appendix B that show the outcome of the
application of this rating methodology to the rated universe.

About this Rating Methodology
Moody’s regulated electric and gas networks consist of the six sections listed below.

1. Identification of the Key Rating Factors

Broad Rating Broad Rating
Factors Factor Weighting

Rating Factor/Sub-Factor Weighting

Rating Sub-Factor

The grid in this rating methodology focuses on four broad rating factors and weightings. The four broad factors
are further broken down into 13 sub-factors.

Sub-Factor
Weighting

Regulatory Environment 40% Stability and Predictability of Regulatory Regime 15.00%
?Aré(égsset Ownership Asset Ownership Model 10.00%
Cost and Investment Recovery 10.00%
Revenue Risk 5.00%
Efficiency and Execution 10% Cost Efficiency 6.00%
Risk Scale and Complexity of Capital Programme 4.00%
Stability of Business Model 10% Ability and Willingness to Pursue Opportunistic 3.33%

and Financial Structure Corporate Activity
Ability and Willingness to Increase Leverage 3.33%
Targeted Proportion of Operating Profit Outside 3.33%

Core Regulated Activities

Key Credit Metrics 40% Adjusted ICR (or FFO Interest Cover) 15.00%
Net Debt/RAV (or Fixed Assets) 15.00%
FFO/Net Debt 5.00%
RCF/Capex 5.00%
Total 100% 100.0%

1. Contractual or legal features that cause a reduction in “event risk”, the risk that
management or owners will change the business or financial profile of an issuer to significantly
increase credit risk) is addressed through Factor #3 (Stability of Business Model and Financial
Structure) because such features are an overlay upon a view of the management/owners’ (current
or future) appetite for such risks.

The first two factors relate to the fundamental business characteristics of a regulated network. The third factor
aims to capture the dimension of credit risk associated with potential changes to an issuer’s business or
capital structure, which may result from its strategy on corporate activity, diversification and/or financial
policies. The fourth rating factor comprises four key financial metrics which we most commonly employ when
examining regulated networks.

In addition, the methodology also discusses how the rating of a regulated network can incorporate uplift from
structural enhancements that achieve material creditor protection as a mitigant to high debt Ieverage,1 or other
regulatory or governance features that achieve similar purposes. We have classified each source of rating
uplift from creditor protection features into three categories:

! For example, protective clauses in financial documentation and security provisions which typically feature in project financing or structured financings.

August 2009 ® Rating Methodology ® Moody’s Global Infrastructure Finance — Regulated Electric and Gas Networks
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The other two categories of creditor protection are incorporated by a final “rating notching” exercise, potentially
moving a rating calculated from the factors up to reflect features that may reduce credit risk. The categories of
creditor protection are:

2. Debt structure and liquidity protection
3. Control afforded to creditors

Due to the commonality of creditor protection features in the infrastructure finance markets, we have been able
to employ similar categories of creditor protection and valuation logic that we used in our rating methodologies
for operational toll roads and airports.

2. Measuring the Key Rating Factors

We present a series of metrics which can be used to quantify the four key rating factors and 13 sub-factors.
Many of our metrics consist of ratios and financial data derived from companies’ publicly available financial
statements; others are approximated based on additional research.

Moody'’s ratings are forward looking and incorporate our expectations of future financial and operating
performance. We use both historical and projected financial results in the rating process. Historical operating
results help us understand the pattern of a company’s performance and how this performance compares to
that of its peers.

This rating methodology utilises historical data, in most cases three-year average performance on a trailing 12
month basis. All of the quantitative credit metrics incorporate Moody's global standard adjustments to the
income statement, statement of cash flows, and balance sheet and include adjustments for operating leases.
In addition, the balance sheet adjustments include those for recourse off-balance sheet obligations and
specific performance lot options.

3. Mapping Factors to Rating Categories

After identifying the measurement criteria for each factor, we provide a chart that maps the sub-factors to
specific alpha rating categories (Aaa, Aa, A, Baa, Ba, and B).

A further weighting is applied by rating category as shown in the table below.

Aaa Aa A Baa Ba B
1 1 1 1.15 2 3

We weight lower rating scores more heavily than higher scores. The reason is twofold. First, we need to adjust
for those situations where an issuer exhibits weak characteristics across the first three factors, which are not
typically encountered within the rated universe and which would require more demanding thresholds for the
credit metrics. Second, we recognise that a serious weakness in one area often cannot be completely offset by
a strength in another and that the lack of flexibility normally associated with high degrees of leverage can
heighten risk. An overweighting of lower rating categories has been employed in other infrastructure rating
methodologies, e.g. those for operational toll roads and airports. We have identical weightings to those for
operational toll roads, reflecting our view that both assets demonstrate comparable resiliency to factors that
can impact their respective credit profiles.

n August 2009 ® Rating Methodology ® Moody’s Global Infrastructure Finance — Regulated Electric and Gas Networks
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4. Mapping Issuers to the Grid and Discussion of Grid Outliers

In this section (see Appendix B), we provide a table showing how each company maps within the specific sub-
factors. The weighted average of the sub-factor ratings produces a grid-indicated rating for each broad factor.
We also highlight companies (Appendix C) whose grid-indicated performance on a specific factor or sub-factor
is higher or lower by two or more broad rating categories from the actual rating and discuss general reasons
for such outliers with a given factor or sub-factor.

5. Discussion of Assumptions, Limitations, and Other Rating
Considerations

This section discusses limitations in the use of the grid to map against actual ratings as well as limitations and
key assumptions that pertain to the overall rating methodology.

6. Determining the Overall Grid-Indicated Rating

The mapping outlined above produces a final distribution of scores by rating category (for example: 15% “Aa”,
35% “A”, 45% “Baa” and 5% “B”"). 2 The percentage score in each category is then multiplied by a value
determined from the table below to produce a final rating (before adjustment for creditor protection). The final
step is simply a mapping exercise.

Aaa Aa A Baa Ba B
1 3 6 9 12 15

For example (15% “Aa”, 35% “A”, 45% “Baa” and 5% “B"), the rating score would be 7.35.% This weighted
average score is mapped to the table below, and a final rating is assigned based on where the score falls in
the range (A3 in the example).

Indicated Rating Overall Score
Aaa 1.49 or lower
Aal 1.50 - 2.49
Aa2 2.50 - 3.49
Aa3 3.50-4.49
Al 4.50-5.49
A2 5.50 - 6.49
A3 6.50 - 7.49
Baal 7.50 - 8.49
Baa2 8.50-9.49
Baa3 9.50 - 10.49
Bal 10.50 - 11.49
Ba2 11.50 - 12.49
Ba3 12.50 - 13.49

B1 13.50 - 14.49
B2 14.50 - 15.00

2 Note that rating scores of lower than A are weighted higher than 1 so that the above % allocations will be after the impact of these rating category weightings.
% (0.15 x 3) + (0.35 x 6) + (0.45 x 9) +(0.05 x 15)
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Finally, we consider whether the final rating should be adjusted to incorporate uplift from structural
enhancements that may be incorporated in the company's financial arrangements (other than pertaining to
event risk protection). The effectiveness of any such enhancements is graded to determine the appropriate
uplift, as described in the section "Structural Considerations and Sources of Rating Uplift from Creditor
Protection" below.

The Key Rating Factors
Moody’s analysis of regulated electric and gas networks focuses on four broad factors:

= Regulatory Environment and Asset Ownership Model
= Efficiency and Execution Risk
= Stability of Business Model and Financial Structure

= Key Credit Metrics

Rating Factor #1: Regulatory Environment and Asset
Ownership Model (40%0)

WHY IT MATTERS

As de facto monopoly providers of essential transmission and distribution services, electric and gas networks
falling under this rating methodology are regulated, i.e. their revenues are subject to price control limits reset at
periodic reviews. Generally, tariff-setting mechanisms are structured to limit possible volatility in revenues and
tend to be highly predictable. In particular, issuers covered by this rating methodology generally benefit from
an ex-ante tariff settlement, as opposed to investor-owned utilities in the US that need to seek rate relief after
costs have been incurred. In addition to tariff-setting, there are numerous ways that regulatory decisions can
affect a network’s business position, including a regulator’s ability to agree on a capital expenditure
programme ex-ante or to set efficiency targets (i.e. achievable cost savings). Finally, the ability to recover
prudently incurred costs in a timely manner is one of the most important credit considerations for regulated
electric and gas networks, as the lack of timely recovery of such costs may cause financial stress. Therefore,
the predictability and supportiveness of the regulatory framework in which a network operates is a key credit
consideration and the one that differentiates this sector from most other corporate sectors.

In addition, the asset ownership model of an individual network can be significantly different from networks
serving similar regions (in terms of size or population) elsewhere in the world. Indeed, the nature of the
ownership and/or exploitation rights of the network can vary from full ownership and control of all key assets,
through some form of usufruct or concession arrangement, to a short-term lease or licence arrangement that is
capable of being terminated relatively easily by the regulator or the licensing authority, hence giving only a
short period of time to enjoy the revenue earning capacity of the network. Furthermore, the ability of a
company to sell, if necessary, its network without constraint allows substantial operational and capital
flexibility, which is most easily achieved where assets are owned outright (although this rarely occurs). We
also note that special insolvency regimes may apply. Therefore, the type of asset ownership arrangement will
drive the business flexibility of an issuer.

HOW WE MEASURE IT FOR THE GRID

To measure this factor, we examine the following four sub-factors:
a) Stability and Predictability of Regulatory Regime

b) Asset Ownership Model

c¢) Cost and Investment Recovery (Ability and Timeliness)

d) Revenue Risk

n August 2009 ® Rating Methodology ® Moody’s Global Infrastructure Finance — Regulated Electric and Gas Networks
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a) Stability and Predictability of Regulatory Regime

We consider the characteristics of the regulatory environment in which a network operates. These include how
developed and transparent the regulatory framework is; the regulator’s track record for predictability and
stability in terms of decision making; and its independence vis-a-vis politicians. This sub-factor is thus
comparable to Rating Factor #1: Regulatory Framework of the Rating Methodology for Regulated Electric and
Gas Utilities (August 2009), albeit with some differences.” A network operating in a stable, reliable and highly
predictable regulatory environment will be scored high; those networks operating in a less developed
regulatory framework or one that is characterised by a high degree of political intervention in the regulatory
process will receive the lowest scores on this factor. The criteria for each rating category are outlined in the
factor description within the rating grid.

The scores for this factor replace the classifications we had been using to assess a network’s regulatory
framework, namely the Supportiveness of Regulatory Framework (SRE) scores, outlined in our previous rating
methodology,5 which we are phasing out. Generally speaking, an SRE 1 score from our previous methodology
would roughly equate to “Aaa” or “Aa” ratings in this methodology; an SRE 2 score to “A” or high “Baa”; an
SRE 3 score to low “Baa” or high “Ba”, and an SRE 4 score to a low “Ba” or “B”. Because the cost for the
transport of electricity or gas is a relatively small proportion of the total price paid by consumers,® the risk of
political interference is on average lower for regulated networks than it is for regulated electric and gas utilities,
which is partly why the former tend to score higher on this sub-factor than the latter do on the Rating Factor
#1: Regulatory Framework of the Rating Methodology for Regulated Electric and Gas Utilities.”

In scoring, Moody'’s also takes into account the overall robustness of institutions and the rule of law in the
relevant jurisdiction. Where a network is located in a country with generally poor institutional strength, the
score assigned may be decreased from that implied by considering only the regulatory regime under which it
operates.

b) Asset Ownership Model

In those cases where network assets are not owned outright by the rated entity, Moody’s considers the risk
that a licence or concession right may be terminated. Moody’s also considers whether the right to exploit the
network assets may effectively only be a short-term right and therefore transitory in nature. It is common
practice throughout the world that the ownership of what are in many cases assets of national importance, is
subject to a licence, and this would be considered the usual arrangement. It is less common to see private
sector companies own assets outright in perpetuity, although this ownership model may be seen in certain
countries (e.g. Spain) or in cases where alternative transportation systems exist (e.g. transit pipeline,
interconnector, etc.).

A company that owns all key network assets outright in perpetuity and has control over them would score the
highest rating (“Aaa”), and a company that held its key assets under a short-term operating lease or licence
type arrangement would score a low rating (“B”). Issuers with concession agreements or more permanent
licences would score somewhere in between these ratings depending on (i) the nature of events that could
cause a loss of concession or licence and (i) the timeframe thereof.

7

In this sub-factor, we do not capture considerations relative to regulatory ring-fencing provisions (such as restrictions on dividends, restrictions on capital
expenditures and investments, separate financing provisions, separate legal structures, limits on the ability of the regulated entity to support its parent
company in times of financial distress, etc). These potential features of a regulatory framework are addressed in this rating methodology by the Rating
Factor #3 and its sub-factors.

Global Regulated Electric Utilities, March 2005.

For example, the UK electricity and gas regulator, Ofgem, estimated in January 2008 that transmission accounted for 2% and 4% of gas and electricity bills,
respectively; distribution represented 20% and 17% of gas and electricity bills, respectively. Energy, supply costs and margin therefore accounted for the
bulk of gas and electricity prices (68% and 66%, respectively, according to Ofgem).

In addition, these sub-factors need to be seen in the overall context of their respective methodologies, which may also result in different scores.

n August 2009 ® Rating Methodology ® Moody’s Global Infrastructure Finance — Regulated Electric and Gas Networks



Rating Methodology Moody’s Global Infrastructure Finance

Regulated Electric and Gas Networks

c) Cost and Investment Recovery (Ability and Timeliness)

This sub-factor focuses on the supportiveness of the regulatory framework, i.e. the extent to which the
regulatory formula is conducive to supporting cost recovery. In other words, it measures the risk allocation
between the network operator and its final customers. Prevalent regulatory models for unbundled networks
across the world are “ex-ante”, either “cost-plus” or “incentive-based”. A cost-plus regime is generally
characterised by automatic cost recovery or pass-through provisions, whilst operating and financial costs are
subject to analysis and benchmarking at price review under incentive-based regulation. Moody’s will thus
assess a regulator’s WiIIingness8 to keep the volatility and the uncertainty associated with operating and
financial costs with the company or to pass these on to consumers (e.g. balancing costs are borne by the
electricity transmission grids in Germany whilst the commaodity price risk associated with shrinkage gasg is a
pass-through for gas distribution networks in the UK).

Networks that have complete flexibility to set tariffs so that they can meet current and future operating and
capital costs without impediment will score “Aaa”. A network that benefits from fair and timely cost and
investment recovery but is subject to efficiency targets would score “A”. Where there is tendency for a
regulator to challenge cost recovery or some history of disallowance or delays in some costs, a network would
likely receive a “Baa” rating for this factor. Where there is a history of unfavorable price reviews or a highly
uncertain cost recovery environment, lower scores for this factor would apply.

d) Revenue Risk

In this sub-factor we turn to the actual mechanics of revenue generation for the network. In general, revenues
earned by networks are driven by volumes and tariff levels. Whilst we discussed tariff-setting mechanisms in
the previous sub-factor, this sub-factor focuses on the volumes transported by a network as a driver of
potential volatility and uncertainty in future revenues. As a general rule, we believe that transmission tends to
be less volatile than distribution due to its wider geographic outreach (e.g. volumes are arguably more stable
and predictable where exposed to a country’s entire economy vs. a subset thereof). From a commodity
perspective, gas is likely to be more exposed to weather conditions than electricity. However, there is
ultimately no direct link between volumes volatility and credit risk as some regulators may want to mitigate
such risk.™

Issuers will thus score “Aaa” if their revenues are not linked to volumes transported (i.e. regulated tariffs apply
to network capacity used, on a “ship-or-pay” basis). Networks will score “Aa” or “A” if they are sheltered from
volume risk by regulatory mechanisms based on revenue caps (as opposed to price caps) that allow the
adjustment of unit prices to reflect volume changes and the recovery of revenue losses due to drops in
volumes of electricity and gas transported compared with the levels assumed in regulatory settlements.™ We
will score all other situations “Baa” through to “B” depending on the potential volatility of revenues. We will also
take into account a network’s reliance on revenues associated with new connections. Whilst the costs incurred
in connecting new customers are normally a pass-through under most developed regulatory frameworks, such
activity may generate significant cash flows if the network is allowed to make a margin, thereby raising the
overall volatility of the business.

RATING GRID MAPPING

The following table shows the full mapping of each sub-factor to a broad rating category and the weighting of
each sub-factor within Rating Factor #1.

Ability is captured under the first sub-factor of Rating Factor #1 Stability and Predictability of Regulatory Regime.

The gas lost from the system by leakage, theft or own use.

An example of such behavior is that of the UK gas regulator, the Office of Gas & Electricity Markets (“Ofgem”), which changed the tariff formula during the
2008 Gas Distribution Price Control Review so as to increase to 95% (from 50% previously) the proportion of revenues collected from capacity charges
(where tariffs are charged for the share of the pipeline capacity based on the daily peak transported to a supply point).

“Fundamental” revenue risk is actually similar under rating categories “Aaa” to “A”, as it is assumed to be covered in all cases by such correction factor
aimed at offsetting on an NPV-neutral basis the potential mismatch between allowed and collected revenues. However, the existence of commodity charges
(which vary with volumes transported) as opposed to capacity charges (as described above) adds some degree of seasonality and, in turn, liquidity risk,
which we capture by scoring companies in one of the three aforementioned rating categories.

10
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Factor 1: Regulatory Environment And Asset Ownership Model (40%0)

Rating Sub-

Factor
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weighting

Regulation is Regulation is
independent, well independent, -
established (>15 reasonably well Regulation is Regulatory Regulatory_
) - generally framework is framework is
years of being established (>10 ind d d Jativel p
edictable and years of being independent an relatively new and de |ne_d but not
P stable) and redictable and developed untested, but consistently Regulatory
. p (published methodologies are applied; tariff framework is
a) Stability transparent stable) and hodologi HA - |
and (published transparent methodo (_)glles S(;t baselc_i ﬁn setting is sybject to unclear, untgsted
Predictability methodologies (published out principles o established negotiation and _ or undergoing 15.00%
2 . risk allocation precedents and political significant change,
of Regulatory clearly define risk methodologies b . iurisdiction h interf ) ith a hi f
Regime allocation between clearty define risk etween companies jurisdiction has a interference; some with a history o
companies and allocation between and customers and history of precedents in the political
custongers and are companies and are based on independent and country of interference
consistently customers and are established N tlranspa;rent . Fl’re_d'c?ble N
lied, with public generally precegier_\tslln_t e regulation for other  regulation for other
a(?rpsharé d financial consistently same jurisdiction) utility services utility services
model) applied)
All key T&D assets
held under long-
All key T@D assets 16" concession Al’llle‘l((? ):Jrrc‘ig:eDr sy
held oﬁtri ht under with clearly defiged term concessic?n
licence V\?hich can right to recover with some All key T&D assets
be terminated for valu:s;); t;e;dual entitlement to corl:cegs's?gr?s;i th
underperformance, L recover value of .
failure to meet termégz;gg;{g:d N residual assets at rec;);/seertyvt;flszs::ual
certain financial [—— ] termination/end of termination/end of Key T&D assets
parameters or hiahl P d Y concession but - bi held under short-
insolvency 19ty e eqtlty procedures COfgsssion sut Ject term operating
b) Asset All key T&D assets OR but with undefined untested/undefined to negotiation leases or
Ownership held outright in held under lona- timeframe OR OR management 10.00%
Model perpetuity ng OR held under short- gemen
term concession held under held under term operatin contracts (limited
with clearly defined medium/long-term medium-term Ieasrtjes or 9 portfolio
right to tlme_ly operating leases or operating leases or management diversification)
recovery of residual management management contracts with good
S \_/alue 2 contracts with very i, ¢ with . degree of portfolio
atiorEne of substantial portfolio suantial portfolio diversification and
yossion diversificati%n vel gyrcrsification, renewal rate (>80%)
underpinned by established m;a rke? established market
highly rated entity position and very position and high
high renewal rate renewal rate (>90%)
(>95%)
Tariff formula Tauiff formula
allows for timely allovx;s for recovery
of operating
recovery of X ]
operating expenditure Tariff formula Tariff formuladoes  Tariff formula does
expenditure d m(.:ltl.dmgbas d allom;s for re;:overy not take into not take into
including eprelzlc fation et 0 ope(;:?ltmg account all cost account all cost
depreciation, 02? owan:[:es e e)_(peln dl' ure components and components and
electricity losses at Irequent price including depreciation is set depreciation is set
and balancing reviews (5-yearly depreciation and below asset below asset
X intervals or shorter) return on . ion-
. . consumption; consumption;
c) Cost and No regulatoz or s/ sh_r inkage gas and a fair return on investment but recovep of recovep of
Investment . contl_'actu I a_falr return on all efficient subject to overy overy
impediment to all investment ‘ A electricity losses electricity losses
Rec_o_very adjust tariffs (no investment retrospective and balancing and balancing 10.00%
(Ab'"t.y & approval or reviews reg_ulatory approyal costs/shrinkage gas  costs/shrinkage gas
Timeliness) required) or |_nfrequent price has large exposure is fully exposed to
Depreciation Depreciation reviews (> 5-yearly to price price
allowance fairly allowance fairly ~ intervals); recovery
reflects asset reflects asset of electricity losses
consumption consumption and balancing
costs/shrinkage gas
is somewhat Revenues allow
i exposed to price
exAgrfgir:Ltra(: is Capital expenditure P P coverage of most art?a\fl?nﬂgf/:rng;sh
incIE ded in asset is included in asset operating p opilerating
base as incurred base as incurred expenditure but expenditure

investment is not
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Rating Sub-

Factor Aaa Aa A

Opex and capex
subject to
efficiency tests;
electricity losses
and balancing
costs/shrinkage gas
subject to
efficiency test on
volumes only (price
is a pass through)

Baa

Some instances of
revenue back-
loading (e.g.
depreciation
allowance set
below asset
consumption or
operating
expenditure is
capitalised)

Ba

clearly or fairly
remunerated

Factor 1: Regulatory Environment And Asset Ownership Model (40%0)

Sub-

weighting

Limited exposure to
volume risk:
revenue cap with
collected revenues

Little exposure to
volume risk:

No exposure to collected revenues

volume risk: based on volume -
d? Revenue collected revenues charges but based on volatile
Risk . volumes
based on capacity revenue cap OR
charges (existence of timely . .
hybrid/price cap
recovery ? i~
mechanism) Wlth low volatility
in volumes

Moderate exposure
to volume risk:
hybrid/price cap
with moderate
volatility in volumes
OR
Some reliance on
connection
revenues

Material exposure
to volume risk:
price cap with

significant volatility
in volumes
OR
Material reliance on
connection
revenues

High exposure to
volume risk: price
cap with substantial
volatility in volumes
OR
Very high reliance
on connection
revenues

5.00%

Rating Factor #2: Efficiency and Execution Risk (10%b)

WHY IT MATTERS

Whilst Rating Factor #1 focused on the general business model and regulatory environment under which a
network operates, Factor #2 assesses a network’s individual performance within its regulatory framework and
the execution risk associated with its specific regulatory settlement. Indeed, the growing convergence of the
various regulatory regimes — especially in Europe — from cost-plus towards incentive-based frameworks is
likely to result in increasingly more challenging cost efficiency targets. The ability of a network to outperform its

regulatory targets is thus a key driver of long-term value creation for its stakeholders.

In addition, given the secular trend of global energy consumption growth and environmental concerns, most
networks have large capital investment programmes to connect new generation plants and to improve
interconnections and the overall security of the system. Many companies also have substantial replacement
needs for their ageing grids. For most networks, a sizeable capital expenditure programme is thus a constant
feature of their business model. To some extent, the size of a network’s capital expenditure plans can be
correlated to the complexity of the programme, particularly for material capacity increase or technically
challenging projects. However, this may not be the case for replacement programmes that tend to present
limited execution risk. The more complex the capital expenditure programme, the greater the likelihood that it
may take longer than envisaged and could cost more. Also, the cost overruns associated with such outcomes
may not be recoverable from future revenues, depending on the regulatory framework.

HOW WE MEASURE IT FOR THE GRID

To measure this factor, we examine the following two sub-factors:

a) Cost Efficiency

b) Scale and Complexity of Capital Programme
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a) Cost Efficiency

Moody’s assesses the ability of a network to meet on a sustainable basis its efficiency targets in terms of
operating expenditure, capital expenditure and cost of capital. Moody’s pays particular attention to
sustainability, as short-lived outperformance is unlikely to improve materially the position of a network:
generally, regulators have a duty to protect the interests of consumers by passing through efficiencies over
time. In addition, short-lived performance may be captured by Rating Factor #4: Key Credit Metrics, as it flows
into actual financial ratios, whilst this sub-factor aims at capturing the out- or under-performance that
fundamentally enhances or reduces the value of a regulated business (e.g. because of a structurally better
position relative to peers or through future regulatory settlements that will factor in historical efficiency via
either benign or otherwise challenging revised targets).

As monopoly providers of essential transmission and distribution services, regulated electric and gas networks
are also subject to a number of targets relative to operational efficiency, which are generally part of their
licence conditions.*? Under this sub-factor, however, we only assess the cost efficiency of a regulated network
as opposed to its operational efficiency. Operational efficiency is not captured by any of the rating factors for
two reasons. First, failure by a regulated network to meet basic operational standards may put its licence at
risk and potentially trigger a regulatory intervention, which we believe would be such a severe event that it
could have an overriding impact on the ratings and hence is best captured outside of this methodology grid.
Secondly, it is common that a network would generally achieve the targets set by the regulator without
necessarily over-performing as the cost/reward incentive may not be highly attractive.

Issuers will score “Aaa” to “B”, depending on their sustainable cost performance relative to the regulator’s
assumptions. Networks consistently and materially outperforming regulatory assumptions — as is generally the
case of Australian issuers in terms of cost of capital — will score “Aaa” through “A”. A network that is generally
meeting regulatory assumptions will score “Baa”. We will score other situations “Ba” or “B”, although we would
expect few instances thereof.

b) Scale and Complexity of Capital Programme

Moody’s makes an assessment of a regulated network’s capital expenditure programme by considering (i) the
size of this capex programme relative to the issuer’s asset base (expressed in percentage of its Regulatory
Asset Value or total fixed assets), and (ii) the complexity of this capex programme, i.e. the type of assets to be
built and associated technical issues (e.g. offshore transmission) as well as the relative concentration of
challenging projects within the issuer’s total capex programme.13 Please note that, within this rating
methodology, Moody’s considers capital expenditure that may not be related to the network infrastructure.
Although such activities would generally not directly prejudice the network operations due to ring-fencing
provisions, material investments outside of the core regulated business may impair debt service or cause a
significant drain on management’s time and resources.

Issuers will score “Aaa” through “B”, depending on the size of their capital programme measured in terms of
annual total capital expenditure (including both maintenance and enhancement spend, gross of any subsidies)
as a percentage of total net fixed assets or regulated asset base. A network with one large and complex
project accounting for the majority of its capital programme will also score “B” regardless of the relative scale
thereof.

RATING GRID MAPPING

The following table shows the full mapping of each sub-factor to a broad rating category and the weighting of
each sub-factor within Rating Factor #2.

2 These targets cover areas such as safety, customer satisfaction, network reliability (measured by the total number of customer interruptions and the average
number of minutes lost per customer per annum), restoration of supplies after disruption within a prescribed timeframe, etc.

Note that there is a distinction between the risk characteristics captured under this sub-factor and those captured by the RCF / Capex ratio in Factor #4: Key
Credit Metrics. Under this sub-factor, we assess the execution risk associated with a potentially large capital expenditure programme, which may in turn
weaken financial metrics in case of delays or cost overruns. Conversely, under Factor #4, we assess the risk that a large capital programme may have on
an issuer’s financial flexibility by potentially raising external funding requirements.

13
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Factor 2: Efficiency And Execution Risk (10%6)

Sub-

Rating Sub-
Factor Aaa Aa A Baa B weighting
Track record of Track record of Track rr?corq of Perlfp rma!‘f]e in Below benchmark
very high high performance outperforming ine witl elow benchmarks
erformance vs vs. requlator's regulator's benchmarks /7 / regulator’s Poor track record
p requlator's ’ assur% tions assumptions / regulator’s assumptions across regulatory
a) Cost u P above benchmarks assumptions across regulatory periods on key
- assumptions across across regulatory - 6.00%
Efficiency : . across regulatory across regulatory periods on key measures (e.g.
regulatory periods periods on key . .
periods on key periods on key measures (e.g. WACC, opex,
on key measures measures (e.g.
(e.9. WACC, opex WACC, opex measures (e.g. measures (e.g. WACC, opex, capex)
~ cal ex’) ’ ’ex) ’ WACC, opex, WACC, opex, capex)
P cap capex) capex)
Annual total
capital Annual total
expenditure capital
Annual total Annual total Annual total érr?;?]tcee%agﬁ%% (rr?gﬁ(tagr?;?(:: &
Annual total capital capital capital capital 12% < 20% of total enhancement) >
- - - . 0> 0
b) Scale and ex_pendlture ex_pendlture ex_pendlture ex_pend|ture fixed assets or 20% of total fixed
Complexity (maintenance & (maintenance & (maintenance & (maintenance & regulated asset assets or regulated
of Caital enhancement) < 4% enhancement) > enhancement) > enhancement) > base asset base 4.00%
Pro r‘; mme of total fixed assets 4% < 6% of total 6% < 8% of total 8% < 12% of total OR OR
9 or regulated asset fixed assets or fixed assets or fixed assets or small number of One large and
base regulated asset regulated asset regulated asset large and complex com Iexg roiect
base base base 9 P plex proj

projects accounts

accounts for

Rating Factor #3: Stability of Business Mo

Financial Structure (10%0)

WHY IT MATTERS

The generally highly stable and predictable cash flows of a regulated network create significant capacity to
incur debt financing and potentially to invest in related businesses. Moody’s understands that debt financing
may be considered essential to the efficient capital structure of a privately-owned network. However, a desire
to enhance shareholder returns may lead to the pursuit of higher leverage. Furthermore, sustained investment
outside of the ownership of the core domestic regulated business may undermine the quality of the cash flows

generated by the core network assets. Therefore, the way in which a network owner chooses to use debt

for majority of majority of capital
capital programme
programme
del and

capacity, and the limitations on leveraging and the pursuit of other activities (whether statutory or
contractualised with debt holders), are considered key credit issues. In the case of certain GRIs, such activities
may not be legally possible or may be outside of an entity’s mandate, which should be recognised in ratings.

This factor aims to identify the likelihood that current or future management action could add uncertainty to
future cash flow levels and divert resources away from creditors. Such decisions are a function of the ability
and willingness of management and shareholders to change the business focus and the financial structure of

the company.
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HOW WE MEASURE IT FOR THE GRID

To measure this factor, we examine the following three sub-factors:
a) Ability and Willingness to Pursue Opportunistic Corporate Activity (M&A, Disposals and Investments)
b) Ability and Willingness to Increase Leverage

c¢) Targeted Proportion of Operating Profit Outside Core Regulated Activities

a) Ability and Willingness to Pursue Opportunistic Corporate Activity

In this sub-factor we consider whether there are restrictions on management’s discretion to exploit an issuer’s
cash flows to pursue opportunistic investments, business combinations, and other significant corporate
initiatives that would alter the issuer’s credit profile. In essence, we assess how future cash flows are likely to
be applied, and what the balance will be between cash flows applied to repay debt creditors and those applied
to make investments to bolster shareholder returns.**

The best possible feature scored under this sub-factor (which we deem commensurate with the “Aaa”
category) entails a prohibition on the issuer from engaging in any form of opportunistic corporate activity, either
because of the specific mandate incorporated into the licence, the company’s by-laws, or other binding
agreements (e.g. a contract with a government), or because of express covenant restrictions in financing
agreements. We will score all other situations “Aa” through “B”, depending on management’s appetite for
opportunistic corporate activity.

b) Ability and Willingness to Increase Leverage

This sub-factor specifically addresses the likelihood that a company may change its capital structure, based on
the degree of discretion left to management and shareholders, their strategy and their track record. It is not
intended to penalise issuers that may need to raise debt to fund capital expenditure programmes. Issuers will
score either “Aaa” or “Aa” if they have some contractual, legal or regulatory framework that prohibits the
raising of debt for the purposes of altering the capital structure. Issuers will score “A” if their debt
documentation contains financial covenants that would limit management’s ability to increase leverage
materially, and would score between “Baa” and “B” if there are no specific protections for creditors, with the
scoring determined by how conservative or aggressive the issuer’s financial strategy is expected to be. For
example, a company with a conservative financial strategy that, in incurring additional indebtedness, would not
compromise pre-advised minimum financial parameters would score “Baa” for this sub-factor.

There is a distinction between the risk characteristics captured under Rating Factor #3 and those considered
in Rating Factor #4: Key Credit Metrics. Under Rating Factor #4, we assess an issuer’s prospective financial
profile based on its stated business plan and financial policies and on our views of the main variables affecting
future cash flow generation (e.g. revenues, costs, capital expenditure). Any specific transaction that an issuer
is committed or very likely to execute would be factored into our financial projections. Conversely, under
Rating Factor #3, we assess the risk that current financial policies will be abandoned in pursuit of higher
financial leverage.

 The nature of the network’s shareholders is not addressed directly in this rating methodology. Rather, the intentions and priorities of shareholders are what
may affect how we score this particular sub-factor. This sub-factor can be particularly important in situations where shareholder structures are in flux. For
example, a shift towards private ownership may also entail more focus on enhancing shareholder returns. However, a government-owned issuer may also
be subject to high event risk if the government is seeking to extract dividends from the network to apply to national budget considerations. Where an issuer
is a GRI, these factors are addressed in our rating methodology, “The Application of Joint Default Analysis to Government Related Issuers”, April 2005.

15 August 2009 ® Rating Methodology ® Moody’s Global Infrastructure Finance — Regulated Electric and Gas Networks



Rating Methodology

Regulated Electric and Gas Networks

c) Targeted Proportion of Operating Profit Outside Core Regulated Activities

This sub-factor is designed to adjust for the influence that contributions from higher-risk businesses may have
on an issuer’s financial performance and credit metrics. Shareholder returns may be enhanced by investing in
activities outside the core regulated business, with higher return expectations (e.g. a telecoms business
utilising the network’s geographic coverage; a network in a less transparent or supportive regulatory
environment). Such investments typically entail higher risk and we generally view substantial investments
outside the core regulated network business as a credit negative.

Issuers will score either “Aaa” or “Aa” if they are subject to some contractual, statutory or regulatory
restrictions that prohibit investments outside the core regulated business. We will score all other situations “A”
through “B”, depending on management’s appetite for investment in non-core businesses as measured in
terms of the expected future proportion of operating profit that may be earned from such investments
(measured as a percentage of total operating profit).

Within the rating grid, the lowest possible score is attributed to a company targeting over 20% of operating
profit originating outside its regulated business. If the company targets more than 20% of operating profit
originating outside the core regulated business, the actual credit analysis tied to the company may require a
“blended” approach of the different businesses to adequately assess its consolidated credit profile.

Moody’s Global.Infrastructure Finance

A Note on Applying Rating Factor #3 to Structured or Project Financings

As noted in the introductory remarks to this report, this rating methodology is applicable to any regulated
network, regardless of its chosen financing strategy.

For financings that employ techniques that have been variously described as “project finance” or “structured
finance”, management and shareholder discretion is generally subject to restrictive covenants. In these
cases, the extent of creditor protection and the behavioural limitations placed on the issuer by credit
documentation are such that management and shareholders’ discretion are restricted, and objectives are
more closely aligned to those of the debt holders. Because the terms and conditions of credit documentation
may add a substantial layer of debt holder protection, we discuss the credit benefits of such financing
structures more generally in the section entitled “Sources of Rating Uplift from Creditor Protection” below.
Nevertheless, the company will still be scored under this Factor, as the debt holder protection features of
such financings pertaining to “event risk” protection are captured by this factor. As discussed in further detall
later in this report, where we deem that event risk protection (as determined by credit documentation) is
exceptionally strong, we would score all sub-factors in the “Aaa” category.

RATING GRID MAPPING

The following table shows the full mapping of each sub-factor to a broad rating category and the weighting of
each sub-factor within Rating Factor #3.

Factor 3: Stability Of Business Model And Financial Structure (10%0)
Rating Sub-

Factor

a) Ability and
Willingness to
Pursue
Opportunistic
Corporate

Activity (M&A,

Disposals &
Investments)

Sub-
weighting

Strong track record
of no material

Covenants Covenants or corporate activity
prohibit all licence/concession and stated intention Hidhly likely to
corporate activity largely limit to refrain from M&A Moderate, may Track record of con%ugt fre {Jen t
OR corporate activity, and major impact credit repetitive, sizeable and very Igrge 3.33%
Corporate activity with exception of investments metrics for 18- transaé:tions opportunistic ’
is outside of certain defined OR 24 months only investments
management permitted Regulatory
mandate investments restrictions but
residual exposure to
affiliates
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Factor 3: Stability Of Business Model And Financial Structure (10%0)

Rating Sub- Sub-

Factor weighting

Track record of

Additional Financial covenants Cof?s(;rr'l\::?;ilve aggressive
b) Abili No additional indebtedness only L Limited track record financial policies
) Ability and - in principal debt strategy, - -
Willinaness to indebtedness allowed for capex instruments limit unlikely to of consistent and very high
Incre J allowed without under debt management abili com ro)r/nise financial policies; leverage; likely to 3.33%
L ase debt holders' covenants and/or g - ty P! likely to target high pay out creditors'
everage : - to materially minimum ) - ]
consent licence/concession increase leverage financial leverage financial cushion
terms ag ahead of business
parameters
pressures
) 0-5%
¢ Targeted 0% (Exclusive OR
i focus on core T&D
Proportion of activities) Covenants largely
8per.at'”g Profit OR limit unregulated 5-10% 10-15% 15-20% >20% 3.33%
utside Core Covenants businesses, with
Regulated rohibit all other exception of certain
Activities P e defined and low risk
usinesses

permitted businesses

Rating Factor #4: Key Credit Metrics (40%0)

WHY IT MATTERS

The first three rating factors aim to capture the credit strengths and weaknesses afforded by the network’s
fundamental business and its financial policies. However, a company'’s ultimate credit profile must also
incorporate its financial metrics, as a network with substantially more debt than its peers relative to the value of
its asset base will generally have a higher probability of default.

When examining credit metrics, there is no single measure that can predict the likelihood of default. We utilise
metrics that measure both the absolute capacity of the issuer to service its debt, and the size of its debt
burden relative to those of its peers. Leverage ratios aim to capture different measures of how easily an issuer
can repay its debt; coverage ratios focus more on the ability to service the debt prior to repayment but also
need to take into account the peculiarities of different regulatory frameworks.

HOW WE MEASURE IT FOR THE GRID

We use four key credit metrics when examining a regulated network. Importantly, when examining credit
metrics, our ratings also incorporate our “expected case”, i.e. how we believe the metrics will evolve over the
foreseeable future. The four credit metrics we examine for this factor are:

a) Adjusted Interest Cover Ratio (“Adjusted ICR”) or FFO Interest Cover
b) Net Debt/Regulatory Asset Value (“RAV”) or Fixed Assets
c) FFO/Net Debt

d) RCF/Capex
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These credit metrics also incorporate all of the standard adjustments applied by Moody’s when examining
financial statements, ™ including adjustments for certain types of off-balance sheet financings and certain other
re-classifications in the income statement and cash flow statement. Specific accounting considerations apply
in a limited number of cases.*®

a) Adjusted ICR or FFO Interest Cover

The Adjusted ICR is a variation on the FFO Interest Cover ratio but with a meaning closer to EBIT coverage.
Moody's believes that EBITDA- or FFO-based interest cover ratios are inferior indicators of the ability and
flexibility of regulated networks to meet their debt service commitments because differences in Capital
Charges (as a percentage of the RAV) result in a lack of true comparability across regulatory models, as
demonstrated in Appendix C. However, where not available or not appropriate, Moody’s will use the standard
FFO Interest Cover.

The formula for the Adjusted ICR is as follows:

FFO + (Net Interest — Non-Cash Interest) — Capital Charges

(Net Interest — Non-Cash Interest)

The starting point in the numerator is Funds From Operations (“FFO”), which reflects Cash Flows From
Operations (“CFQO”) excluding working capital movements, plus interest expense. FFO is a relevant measure
of cash flows for networks, since working capital movements for a regulated business are typically not
material; any unusual movements in working capital tend to be small one-off movements tied more to normal
operating activities than to any strategic decisions. For a regulated network, we believe that using FFO
therefore allows us to “normalise” CFO.

The concept of Capital Charges looks at the portion of revenues (and thus FFO) that is not available to cover
interest because it needs to be allocated to replenishing the asset base/maintaining the economic value of the
assets. Depending on the regulatory financial model (for example, whether based on statutory financial
statements or regulatory current cost financial statements), Capital Charges could correspond to regulatory
depreciation, accounting depreciation, maintenance expenditure or an equivalent concept.17

The denominator in the formula is net interest expense, based on the issuer’s reported figures and
incorporating our standard adjustments to interest expense (for example, re-classifying the interest component
of operating lease rental expense). Where relevant, non-cash interest is deducted in the context of the relevant
regulatory financial model to capture the basic financial flexibility that an issuer has in meeting interest
payments due on its debt. For example, this approach is used for those regulated networks that have a
material portion of their debt funding in the form of non-conventional instruments, such as index-linked debt
positions that better align the debt service profile to cash flows under the relevant regulatory model.™®

15

16

17

18

18

See Moody’s Rating Methodology: Moody’s Approach to Global Standard Adjustments in the Analysis of Financial Statements for Non-Financial
Corporations — Part Il Standardized Adjustments to Enable Global Consistency for Issuers Reporting under International Financial Reporting Standards
(‘IFRS’), February 2006, and Rating Methodology: Moody’s Approach to Global Standard Adjustments in the Analysis of Financial Statements for Non-
Financial Corporations — Part | Standardized Adjustments to Enable Global Consistency for US and Canadian GAAP Issuers, February 2006.

For example, in the UK gas distribution sector, replacement expenditure (which relates to a 30-year programme launched in 2002 to replace all metallic gas
mains with polyethylene pipes within 30 meters of premises in order to reduce incidents originating from the mains) is expensed under UK GAAP and
capitalised under IFRS. For those issuers that report under UK GAAP, Moody’s would capitalise replacement expenditure when computing key credit
metrics such as FFO / Net Debt and RCF / Capex (see Rating Methodology: UK Independent Gas Distribution Companies: Similar Fundamentals to
Regulated Water at Slightly Lower Leverage, March 2004, and its update: UK Independent Gas Distribution Companies: Moody’s Comments on Rating
Approach as regulatory Framework Evolves, December 2008).

Depending upon the regulatory financial model, there may thus be no direct link between Capital Charges and the capex required to maintain the physical
integrity of a network. However, these charges should be broadly equivalent over the long term to maintenance requirements.

For example, index-linked debt has been principally used by UK regulated electric and gas networks whose financial model is based on a real rate of return
on their regulatory asset base and an indexation of the asset base (i.e. fully inflation-adjusted revenues).
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b) Net Debt/RAV or Fixed Assets

This ratio is designed to provide a comparable measure of leverage among networks under different regulatory
regimes. The debt quantum of a regulated network is assessed in relation to its Regulatory Asset Value
(“RAV"), which is the capital base upon which a regulated network earns a return set by the regulator.19
Assuming a network performs in line with the regulatory assumptions, the RAV represents the net present
value of the future free cash-flows of the regulated business given a discount rate equivalent to the weighted
average cost of capital (WACC) allowed by the regulator. Thus, the RAV is a proxy for the long-term average
enterprise value of a regulated business — the Net Debt-to-RAV ratio is essentially equivalent to a loan-to-
value ratio.

The RAV is a regulatory concept quantifying the capital invested by the providers of capital, both debt and
equity, and it may not have a direct relationship with the actual replacement value of the networks and other
assets owned by the companies. The denominator for this ratio can therefore be a similar concept to the RAV,
e.g. it can be Total Fixed Assets, or Book Capitalisation or similar measures derived from the statutory
financial statements when these are used to assess the capital invested on which the company is allowed to
earn a return.

We prefer to use a measure of net debt for this sector, as most networks — particularly in Europe — typically
carry large amounts of cash balances earmarked to meet debt maturities and/or capital expenditure in
subsequent financial years. This funding policy is driven by the visibility companies have over their capital
programme, which is generally agreed ex-ante with the regulator for the entire regulatory period. However, in
situations where this assumption may be incorrect or where the debt position of the company may be
overstated or understated by the debt figures as reported in the financial statements, we make the appropriate
adjustments.?

c) FFO/Net Debt

This ratio is one of Moody's most commonly used dynamic leverage measures. Although it is not a highly
relevant metric to benchmark regulated networks operating under very different regulatory financial models
(see Appendix D), its development over a certain period of time gives useful information as to the ability of a
company to generate sufficient cash flow to cover future debt repayments.

The numerator in this ratio is FFO as defined above.?* The denominator is Moody’s calculation of net debt, i.e.
reported debt plus Moody’s adjustments (e.g. pensions, operating leases and other off-balance sheet
adjustments) less unrestricted cash and cash equivalents. As indicated above, we generally use a measure of
net debt for this sector.

d) RCF/Capex

This ratio shows whether a network is able to fund capital expenditure internally. Moody’s does not regard
capital expenditure undertaken by an issuer to upgrade and/or expand its network as a negative rating factor
in itself, as additional investments should be remunerated through increased revenues. However, we view
positively the financial flexibility enjoyed by a network owner that faces only limited capex requirements easily
funded by internally generated cash flows. Such a company would not need to access the markets to raise
additional finance and may have a wider range of options to react to changing regulatory assumptions (e.g.
reduction in the cost of capital allowed). Conversely, a company that faces a large capital programme is likely
to have a limited degree of financial flexibility if it further makes large distributions to shareholders that
management is unwilling to cut.

1 Depending upon the regulatory regime, it may also be called Regulated Asset Base (“RAB”) or Regulatory Capital Value (“‘RCV").
% The most common instances where such an adjustment may arise are linked to derivative transactions.
# As FFO is post interest expense, it will have the benefit of indexation where such adjustment is made in the context of the relevant regulatory model.
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The formula for the RCF/Capex ratio is the following:

FFO — Dividends Paid

Capex
Capex comprises additions to both tangible and intangible fixed assets, net of subsidies.

Due to the large capital programmes required to upgrade ageing assets, we would expect to score this credit
metric in the “Ba” category for most regulated networks with the exception of UK electricity distribution
companies that benefit from accelerated depreciation.

Historical vs. Projected Credit Metrics

Given that the regulated networks generally have good visibility a few years into the future, financial
projections often provide a reliable and useful tool to enhance credit analysis. In mapping a company’s credit
metrics to broad rating categories as indicated in the grid below, we could focus exclusively on historical credit
metrics or exclusively on projected metrics, or use a mixture of both. In actual fact, we use historical credit
metrics in situations where we believe that these are representative of the financial structure pursued by
management (based on a track record), or where we believe that forecast improvements are uncertain.

For companies that have a history of using financial headroom to increase distributions to shareholders, we
map using historical credit metrics, without factoring in the benefit of any reduction in leverage and associated
improvement in credit metrics that may be shown in the financial projections based on current operations.
Conversely, in cases where we believe that there is a high probability that a company’s credit metrics will
improve (e.g. an agreement with the regulator) or deteriorate (e.g. a large capital programme), we map using
the prospective ratios.

RATING GRID MAPPING

The following table shows the full mapping of each sub-factor to a broad rating category and the weighting of
each sub-factor within Rating Factor #4.

Factor 4: Key Credit Metrics (40%0)

Sub-

Rating Sub-Factor Aaa Aa A Baa Ba B weighting
a) 3-yr Adjusted Interest Cover Ratio 26.0x >4.0x - 6.0x >2.0x - 4.0x 21.4-2.0x 21.1-1.4x <1.1x

OR OR OR OR OR OR OR 15.00%
3-yr FFO Interest Cover >7.0x 25.0 - 7.0x 23.5-5.0x 22.5-3.5x 21.5-2.5x <1.5x

b) 3-yr Net Debt/Regulatory Asset

Value (or Fixed Assets) <30% >30 - 45% >45 - 60% >60 - 75% >75 - 90% >90% 15.00%
¢) 3-yr FFO/Net Debt >30% >20 - 30% 212 - 20% >8 - 12% >4 - 8% <4% 5.00%

d) 3-yr RCF/Capex 23.5x 23.5-2.5x 21.5-2.5x 21.0 - 1.5x 20.5 - 1.0x <0.5x 5.00%

20

Structural Considerations and Sources of Rating Uplift
from Creditor Protection

Networks may be funded under different financing structures. In the recent past, infrastructure borrowers have
become more highly leveraged as a result of changes in ownership and other corporate activity, and may have
to agree to creditor protection arrangements to insulate the regulated business against potential acquisition
debt located at holding company levels. For example, this was the path followed by Wales and West Utilities
Limited in 2005 following its acquisition by a Macquarie-led consortium.
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Moody’s believes that in the infrastructure sector in general, and in the regulated electric and gas network
sector in particular, structural enhancements provided to financial creditors may provide valuable protection
and be a source of rating uplift when compared to those issuers that do not grant such protections. These
factors were recognised and articulated within a debt rating framework in Moody’s rating methodologies for
operational toll roads and operational airports outside the US. Moody’s has employed the same factors in the
same way within this rating methodology. The defined sources of ratings uplift, their potential characteristics
and their measurement are identical in the three methodologies and are as set out below.

We have classified the sources of rating uplift from creditor protection into three categories:
a) Event Risk Protection

b) Debt Structure and Liquidity Protection

c) Control Afforded to Creditors

The first category is assessed as part of Factor #3. For the second and third categories, we look at specific
concessions made to creditors and score their effectiveness on a scale of five grades: “none”; “low”; “medium”;
“high”; and “very high”. Each grade is worth a fraction of or a whole rating notch (“none” = 0%; “low” = 25%;
“medium” = 50%; “high” = 75%; and “very high” = 100%). In terms of the modelled output, the sum of the
scores of the two categories is then rounded to produce 0, 1, or 2 rating notches of uplift.

Debt structural features will be assessed in the context of the legal jurisdictions relevant to the issuer, as the
value of certain contractual arrangements (e.g. security) may vary from jurisdiction to jurisdiction.

a) Event Risk Protection
In this category, we typically review restrictive covenants including:

i. Restrictions on permitted business outside the core regulated business
ii. Restrictions on acquisitions/disposals

iii. Restrictions on investments

iv. Restrictions on additional indebtedness

As we have discussed in “Rating Factor #3: Stability of Business Model and Financial Structure” above, if
these and similar restrictions are fully effective to remove event risk, all the sub-factors under Rating Factor #3
will be scored “Aaa”. This could effectively provide a one-notch uplift to an issuer benefiting from such
enhancements.

Project and other structure financings typically incorporate ring-fencing provisions designed to insulate the
credit quality of the network from that of its wider corporate family or shareholders. These provisions may be
crucial in order for the rating of the network to reflect exclusively its credit quality, assessed as described in
this rating methodology. However, they do not enhance the network’s stand-alone credit quality and therefore
are not listed as a source of rating uplift.

b) Debt Structure and Liquidity Protection

Structural enhancements in this category address financial risks associated with liquidity, interest rate and
refinancing risk. Typical arrangements include:

i. Dedicated cash reserves to cover specific costs, for example liquidity facility covering scheduled interest
payments, often for the next 12 months

ii. Timing reserves to cover future “lumpy” payments (e.g. operating and maintenance facility)

iii. No material refinancing risk (e.g. benefits of amortising debt)
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Iv. Covenanted hedging policies

The different arrangements above may have different levels of bearing on our assessment of the effectiveness
of creditor protection in this category, depending on the specific circumstances of the issuer. A fully amortising
debt structure, typical of project financings and typically associated with adequate reserving and hedging
arrangements, is generally regarded as necessary to achieve a score of “very high” in this category. As
regulated networks usually need to continue to renew their assets, a financing structure that provides for the
amortisation of the overall debt is generally difficult to implement. Refinancing risk thus tends to be a constant
feature of all network financing approaches.

c) Control Afforded to Creditors

Among the most typical structural features, financial covenants and security arrangements are included in this
category, as they provide creditors with a degree of control over the company'’s financial and business
decisions in downturns, which are not enjoyed under typical corporate funding arrangements. Specific
structural features that we classify in this category include:

i. Step-in rights and remedies to delay licence termination or insolvency (e.g. direct agreements, security and
intercreditor agreements, etc).

ii. Restrictions on payments and distribution lock-ups (e.g. if metrics deteriorate below minimum required
parameters).

iii. Frequent and regular reports of creditors’ technical advisers to sanction base case validity and compliance
with contractual and financial obligations.

As for the previous category (Debt Structure and Liquidity Protection), the whole package of structural
enhancements is assessed to gauge the overall effectiveness. For example, independent validation of
compliance with financial ratio covenants may be an important consideration in assessing the effectiveness of
such covenants.? Creditor step-in rights should be specifically permitted under the licence or legal framework
as well as the finance documents.

We give value to security arrangements — typically in respect of the shares in a regulated network entity — as
one albeit critical element of a wider package of concessions designed to improve creditors’ ability to detect
early potential problems and rectify them if possible (in the first instance by retaining cash surpluses within the
company), or, if remedial action is not possible or fails to maximise recovery prospects. Normally, security is
not allowed or is not enforceable on the regulated assets, a rating uplift is not generally achievable simply by
granting security.

In conclusion, Moody'’s believes that structural enhancements can deliver up to three notches of uplift from a
fundamental rating if they are very comprehensive and effective. Sources of creditor protection can be
regarded as very restrictive by management and shareholders as they can significantly constrain
management’s ability to pursue strategies and policies that they may perceive will enhance shareholder value,
even though they may potentially result in higher risks for the company. Consequently, in many cases,
protective arrangements granted to creditors are not as fully comprehensive as those envisioned by Moody’s
to obtain the maximum possible uplift. Consequently, a maximum rating uplift or one or two rating notches may
be considered a more likely result from this notching exercise.

2 A test to assess the effectiveness of financial covenants in terms of definition and threshold levels that we often use is to run increasingly negative downside
sensitivities and see (i) whether and when distribution lock-ups are activated, and (ii) whether trapped cash provides material support to the company’s
credit metrics at meaningful levels.
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Rating Methodology Assumptions and Limitations, and
other Rating Considerations

Moody’s notes that this rating methodology generates modelled indicative ratings that are generally in the
“Baa” category or higher. Indeed, under the current bands for Key Credit Metrics, a “typical” Western
European or Australian regulated network with solid business risk fundamentals would demonstrate a final
modelled rating no lower than Bal or Ba2 even with very high leverage. However, this does not mean that
Moody’s would not rate regulated networks at lower levels. Rather, this methodological bias reflects the very
strong fundamental characteristics of the industry and the propensity for issuers to maintain ratings in the
“Baa” or “A” categories. Such propensity is very often underpinned by the requirement for regulated networks
to maintain an investment-grade rating as (i) the result of an informal agreement with the regulator or (ii) a
formal condition under their licence, as is the case for UK electric and gas networks. With the exception of
some emerging market issuers, all regulated networks rated by Moody’s hold investment-grade ratings (see
Figure 1 above).

Although the rating factors described in this methodology cover the principal drivers of our rating analysis, the
analytical process also includes a number of important considerations that are consistently examined for
fundamental issuers in general. Such factors include liquidity, notching practices for debt subordination,
management quality and corporate governance, legal and environmental matters, financial reporting and
overall disclosure, as well as the extent of likely government support. These matters are dealt with by Moody’s
in the form of overriding rating methodologies and practices that are applied in accordance with general credit
policy guidelines. In situations where a network’s rating is materially influenced by any such factor so as to
diverge from the rating resulting from the application of Moody’s industry methodology, we explain the relevant
rating factors in company-specific research.

Conclusion: Summary of the Grid-Indicated Rating
Outcomes

For the 25 representative networks highlighted (excluding Bord Gais Eireann and Federal Grid Company
whose BCAs are expressed as a range), the methodology grid-indicated ratings map to current assigned
ratings (or BCAs where relevant) as follows (see Appendix B for the details):

= 32% or 8 companies map to their assigned rating (or BCA where relevant)

= 52% or 13 companies have grid-indicated ratings that are within one alpha-numeric notches of their
assigned ratings (or BCAs where relevant)

= 8% or 2 companies have grid-indicated ratings that are within two alpha-numeric notches of their assigned
ratings (or BCAs where relevant)

= 8% or 2 companies have grid-indicated ratings that are more than two alpha-numeric notches of their
assigned ratings (or BCAs where relevant)

Overall, the vast majority (92%) of the grid-indicated rating outcomes is within two alpha-numeric notches of
their assigned ratings (or BCAs where relevant) and 84% of the grid-indicated ratings are within one alpha-
numeric notch of their assigned ratings (or BCAs where relevant).
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Grid-Indicated Rating Outcomes

Map to Assigned Rating/BCA:
Enagas S.A.

ETSA Utilities Finance Pty Limited
Fingrid Oyj

Red Electrica de Espana, S.A.U.

REN - Redes Energeticas Nacionais
Statnett SF

Terna - Rete Elettrica Nazionale SpA
Wales & West Utilities Limited

Map to Within One Notch:
DBNGP Finance Co Pty Ltd
ElectraNet Pty Limited

Energy Partnership (Gas) Pty Ltd
Envestra Ltd

Northern Gas Networks Limited
Powercor Australia LLC

Scotland Gas Networks plc
Slovensky Plynarensky Priemysel, a.s.
Southern Gas Networks plc

Spark Infrastructure

Transpower New Zealand Limited
Vector Ltd

WA Network Holdings

Map to Within Two Notches:
MOESK, 0JSC
United Energy Distribution Pty Ltd
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Appendix A: Regulated Networks Methodology Factor Grid

Factor 1: Regulatory Environment And Asset Ownership Model (40%0)

Sub-

Rating Sub-Factor

weighting

25

Regulation is reasoﬁabl wéll generally relatively new framework is
independent, well nably independent and Y defined but not
R established (>10 and untested, ) Regulatory
established (>15 years of ears of bein developed but consistently framework is
being predictable and year 9 (published . applied; tariff
predictable and . methodologies L . unclear,
stable) and transparent methodologies set setting is subject
s . stable) and o are based on o untested or
a) Stc?blllt_y'and (pubI|§hed transparent ou_t prlnuple:s of established to negot_la_tlon undergoing
Predictability of methodologies clearly g risk allocation and political R, 15.00%
- X . - (published precedents and - i significant
Regulatory Regime define risk allocation . between A interference; b
b . methodologies . jurisdiction has change, with
etween companies and O companies and . some precedents !
clearly define risk a history of X a history of
customers and are allocation between customers and are independent and in the country of olitical
consistently applied, companies and based on trgns arent predictable intes rference
with public or shared custonﬁers and are established b ulart)ion for regulation for
financial model) enerall precedents in the ogher utilit other utility
9 o same jurisdiction) : Y services
consistently applied) services
All key T&D assets Aalslslégg e‘gI‘g
held Qe under long-term
term concessigy concession with
with clearly All key T&D
rﬂ:dkﬁﬁtifﬁtajfﬁfr B Lo to entitloment to 2552t held under
licence wh?ch can be oo recover value of Q) ith
terminated for roqmA assels at residual assets recovery of
underperfornfnes termination/end of at residual asset Key T&D
faiILE)re to meet , G@peassion termination/end value at asseis held
certain financial underpinned by of concession Fermination/end under short-
parameters or highly rated entity but procedures of concession term
insolvency but Vtvi';]l?rr::::ned untested/undefi ::b;tei;ttitoon operating
b) Asset Ownership All key T&D assets held OR OR ned g OR leases or 10.00%
Model outright in perpetuity held under long- OR management .
term concession held yger held under held under short- contracts
with clearly defined mediur_n/long-term medium-term term operating (limited
right to timel operating leases or operating leases leases or ortfolio
g Y management p 9 management _porttofio.
recovery of residual . or management . diversificatio
asset value at contracts W|t_h very contracts with contracts with n)
termination/end of substagial substantial good degree of
concession portfolly ortfolio portfolio
underpinned b diversification, divgrsification diversification
hiahl rgted ent?/ty very established established ! and renewal rate
gnly market position market position (>80%)
and very high and ﬁi h
renewal rate renewal %ate
(>95%) (>90%)
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Tariff formula allows
for timely recovery
of operating

Tariff formula
allows for recovery
of operating
expenditure

Tariff formula

Tariff
formula does

; including allows for not take into
expenditure o .
ir’:cluding depreciation based recovery of Tariff formula account all
depreciation on allowances §et operat_lng does not take cost
electricity losses at frequent price expenditure into account all components
and balancing reviews (5-yearly including cost components and
costs/shrinkage gas intervalsor ~ depreciation and  and depreciation  depreciation
and a fair return on  Shorter) and a fair - return on is set below asset s set below
all investment return on all investment but consumption; asset
_efficient subject to recovery of consumption;
investment retrospective electricity losses recovery of
regulatory and balancing electricity
_ approval or costs/shrinkage losses and
infrequent P[__"CE gas has large balancing
L . reviews (> 5- i i
Depreciation Depreciation € ;eaf’l( exposure to price costs/s_hrlnka
No regulatory or allowance fairly allowance fairly ) ‘. ge gas is fully
c) Cost and : - intervals); exposed to
Investment Recovery contractual impediment reflects asset reflects asset recovery of J
i i i i ovs price 0
(Ability & ;o a:jg:;t ;?r:glsie(\:g consumption consumption electricity losses 10.00%
Timeliness) pp required) and balancing
a costs/shrinkage
gas is somewhat Revenues
All capital Capital exposed to price Revenues allow only partially
expenditure is expenditure is coverage of most
included in asset included in asset opegrating CQOF;/:rra:ianS;
base as incurred base as incurred expenditure but expenditure
investment is not
Some instances clearly or fairly
Opiﬁba}r;cé tc:g)ex of revenue back- U
efficiency tests; Loea:rlggi ;?:i-(?r;
ef:;rézrgngisgs allowance set
] below asset
costssljgjrérél:at%e gas consumption or
. operating
vﬁrller(r:]I::gﬁltyei;t):ijge expenditure is
is a pass through) capitalised)
High
Limited exposure Moderate Material exposure exposure to_
Little exposure to to volume risk: exposure to to volume risk: volume risk:
L. - volume risk: : e price cap
volume risk: revenue cap with hybrid/price cap price cap with with
No exposure to volume collected revenues collected revenues with moderate significant substantial
d . risk: collected revenues based on volume based on volatile R volatility in P
) Revenue Risk : volatility in volatility in 5.00%
based on capacity charges but revenue volumes volumes volumes volumes
charges cap (existence of OR OR OR OR
timely recovery hybrid/price cap . Material reliance .
. : . Some reliance - Very high
mechanism) with low volatility ) on connection :
in volumes on connection revenues reliance on
revenues connection
revenues

Rating Sub-Factor

a) Cost Efficiency

Track record of very high

across regulatory periods

Track record of high
performance vs.
regulator's
assumptions across
regulatory periods
on key measures
(e.g. WACC, opex,
capex)

performance vs.
regulator's assumptions

on key measures (e.g.
WACC, opex, capex)

Factor 2: Efficiency and Execution Risk (10%0)

Track record of
outperforming
regulator's
assumptions /
above benchmarks
across regulatory
periods on key
measures (e.g.
WACC, opex,
capex)

Performance in
line with
benchmarks /
regulator's
assumptions
across
regulatory
periods on key
measures (e.g.
WACC, opex,
capex)

Below
benchmarks /
regulator's
assumptions
across regulatory
periods on key
measures (e.g.
WACC, opex,
capex)

Poor track
record across
regulatory
periods on
key measures
(e.g. WACC,
opex, capex)

Sub-
weighting

6.00%
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Annual total
Annual total capital
capital expenditure

expenditure

(maintenance

Annual total (maintenance & &
capital enhancement) > enhancement
Annual total capital Annual total capital ~ Annual total capital ex eg diture 12% < 20% of total ) > 20% of
expendi turep expenditure expenditure (maiﬁ tenance & fixed assets or total fixed
b) Scale and (maiﬁ tenance & (maintenance & (maintenance & enhancement) > regulated asset assets or
Complexity of enhancement) > 4% enhancement) > 6% base regulated 4.00%
. enhancement) < 4% of X . 8% < 12% of
Capital Programme N < 6% of total fixed < 8% of total fixed - OR asset base
total fixed assets or total fixed
assets or regulated assets or regulated Small number of OR
regulated asset base assets or
asset base asset base requlated asset large and One large and
9 base complex projects complex
accounts for project
majority of accounts for
capital majority of
programme capital
programme

Rating Sub-Factor

Covenants or

Strong track
record of no

material corporate

activity and stated

Factor 3: Stability Of Business Model And Financial Structure (10%0)

Core Regulated Activities

Covenants prohibit all

businesses, with

Covenants prohibit all licence/concession intention to Moderate Highly likely
a) Ability and Willingness to corporate activity largely limit . i < Track record of to conduct
LS - refrain from M&A may impact .
Pursue Opportunistic OR corporate activity, and maior i repetitive, frequent and 3.33%
Corporate Activity (M&A, Corporate activity is with exception of . J sizeable very large :
- . 8 A investments for 18-24 . o
Disposals & Investments) outside of certain defined transactions opportunistic
X OR months only it
management mandate permitted investments
. Regulatory
investments i
restrictions but
residual exposure
to affiliates
Track record
of aggressive
Financial Conservative financial
Additional . " . Limited track policies and
. covenants in financial .
. indebtedess only - record of very high
No additional principal debt strategy, ; .
- - ; allowed for capex . - . consistent leverage;
b) Ability and Willingness indebtedness allowed instruments limit unlikely to X N .
. ! under debt . financial likely to pay 3.33%
to Increase Leverage without debt holders management compromise L B
consent covenants and/or ability to minimum policies; likely out creditors
licence/concession materially financial to target high financial
termg increase leverage parameters leverage cushion
ahead of
business
pressures
0-5%
0% (Exclusive focus on Covenanotz largel
c) Targeted Proportion of core T&D activities) limit unre ule?teg
Operating Profit Outside OR M 5-10% 10-15% 15-20% >20% 3.33%

exception of certain
defined and low risk
permitted businesses

other businesses
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Factor 4: Key Credit Metrics (40%0)

Moody’s Global. Infrastructure Finance

Sub-

Rating Sub-Factor

a) 3-yr Adjusted Interest

weighting

7 26.0x >4.0x - 6.0x >2.0x - 4.0x >1.4 - 2.0x 21.1-1.4x <1.1x
Cover Ratio
OR OR OR OR OR OR OR 15.00%
3-yr FFO Interest Cover >7.0x 25.0 - 7.0x >3.5 - 5.0x 22.5 - 3.5x 21.5 - 2.5x <1.5x
b) 3-yr Net Debt/Regulatory
Asset Value (or Fixed <30% >30 - 45% >45 - 60% >60 - 75% >75 - 90% >90% 15.00%
Assets)
c) 3-yr FFO/Net Debt >30% >20 - 30% 212 - 20% >8 - 12% >4 - 8% <4% 5.00%
d) 3-yr RCF/Capex 23.5x 23.5 - 2.5x 21.5 - 2.5x 21.0 - 1.5x 20.5 - 1.0x <0.5x 5.00%
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Rating Methodology

Regulated Electric and Gas Networks

Appendix C: Observations and Outliers for Grid
Mapping

Factor 1: Ratings Mapping

The following table details the mapping for Regulatory Environment and Asset Ownership Model:

Factor 1: Regulatory Environment and Asset Ownership Model

Sub-Factor Weights 15.0% 10.0% 10.0%
Stability
and
Predictability
of Asset Cost and
Indicated  Regulatory Ownership Investment Revenue
Company Outlook Rating Regime Model Recovery Risk
Fingrid Aa3 [5] Stable Al Aa Aa Aa Aa
Transpower NZ Aa3 [6] Stable A3 Baa Aa Baa Aa
Statnett Aa3 [7] Stable A3 Aa Aa A Aa
SPP Al [7] Stable Baal Ba Aaa Ba Ba
Enagas A2 Stable A2 A Aaa A Aa
Red Electrica A2 [6] Stable A2 A Aaa A Aaa
Terna A2 [7] Stable A3 Aa Aa A Aa
REN A2 [8] Stable Baal A Aa A Aa
Bord Gais Eireann A2 [8-10] Stable A3 Aa Aa A Aaa
ETSA Utilities A3 Stable A3 Aaa Aa A A
Powercor Australia A3 Stable Baal Aaa Aa A A
Electranet Baal Stable Baa2 Aaa Aa A Aa
Northern Gas Baal Stable A3 Aaa Aa A Aaa
Scotland Gas Baal Stable A3 Aaa Aa A Aaa
Southern Gas Baal Stable A3 Aaa Aa A Aaa
United Energy Distribution Baal Stable Baa3 Aaa Aa A A
Vector Baal Stable Baa2 Baa Aa Baa A
Wales & West Baal Stable Baal Aaa Aa A Aaa
Spark Infrastructure Baal Negative Baa2 Aaa Aa A A
WA Network Baa2 Stable Baa3 Aaa Aa A A
Federal Grid Company Baa2 [11-13] Stable Baa3 B Aaa Ba Baa
DBNGP Baa2 Negative Baal Aaa Aa
Energy Partnership (Gas) Baa2 Negative Baa3 Aaa Aa
Envestra Baa2 Negative Baa3 Aaa Aa
Transelectrica Baa3 [13] Stable Baa3 B Aaa Ba Ba
KEGOC Baa3 [14] Negative Bal B Aaa Ba B
MOESK Ba2 Stable Baa3 B Aaa Ba Ba

Moody's Glabal Infrastructure Finance

Positive Outlier

Negative Outlier
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Observations and Outliers:

Given the fundamentally low business risk profile of the industry, it is not surprising that most issuers score
more strongly on this factor than their final rating (or BCA if applicable) and hence rank as positive outliers.
This reflects the generally very stable and predictable nature of the regulatory frameworks under which such

issuers operate.

Of the 27 issuers highlighted, there is only one negative outlier, Slovensky Plynarensky Priemysel (SPP). As
the owner of Slovakia’s gas transmission and distribution pipelines, SSP operates under a regulatory
framework with limited transparency and track-record, and subject to increased political influence. This is
however mitigated by a very strong financial profile.
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Factor 2: Ratings Mapping

The following table details the mapping for Efficiency and Execution Risk:

Factor 2: Efficiency and Execution Risk

Sub-Factor Weights 4.0%
Scale and
Complexity of
Capital
Company Outlook Indicated Rating Cost Efficiency Programme
Fingrid Aa3 [5] Stable Al Aa Baa
Transpower NZ Aa3 [6] Stable A3 Aaa Baa
Statnett Aa3 [7] Stable A3 A Ba
SPP Al [7] Stable Baal Aa Aaa
Enagas A2 Stable A2 Baa Baa
Red Electrica A2 [6] Stable A2 Baa Ba
Terna A2 [7] Stable A3 Baa Baa
REN A2 [8] Stable Baal Baa Ba
Bord Gais Eireann A2 [8-10] Stable A3 Baa Ba
ETSA Utilities A3 Stable A3 Aaa Baa
Powercor Australia A3 Stable Baal Aaa Baa
Electranet Baal Stable Baa2 Aaa Baa
Northern Gas Baal Stable A3 Baa Baa
Scotland Gas Baal Stable A3 Baa Ba
Southern Gas Baal Stable A3 Baa Baa
United Energy Distribution Baal Stable Baa3 Aaa Baa
Vector Baal Stable Baa2 Aaa A
Wales & West Baal Stable Baal Baa Baa
Spark Infrastructure Baal Negative Baa2 Aaa Baa
WA Network Baa2 Stable Baa3 Aaa Aa
Federal Grid Company Baa2 [11-13] Stable Baa3 Baa B
DBNGP Baa2 Negative Baal Aaa Ba
Energy Partnership (Gas) Baa2 Negative Baa3 Aaa Aa
Envestra Baa2 Negative Baa3 Aaa Aa
Transelectrica Baa3 [13] Stable Baa3 Ba Ba
KEGOC Baa3 [14] Negative Bal Baa B
MOESK Ba2 Stable Baa3 Ba B

Positive Outlier

Negative Outlier

Observations and Outliers:

There are several positive outliers under the Cost Efficiency sub-factor. These are predominantly networks
located in Australia or New Zealand, that have historically been able to significantly outperform regulatory
assumptions on the cost of capital due to the availability of relatively cheap long-term debt.

There are a few outliers under the sub-factor relative to the Scale and Complexity of Capital Programme.
Positive outliers include gas networks in Australia (WA Network, Energy Partnership (Gas) and Envestra) that

33 August 2009 ® Rating Methodology ® Moody’s Global Infrastructure Finance — Regulated Electric and Gas Networks




Rating Methodology Moody's Global Infrastructure Finance

Regulated Electric and Gas Networks

have moderate capital programmes. Negative outliers include Red Electrica and Statnett, which face large
capex plans to reinforce and expand their high-voltage grids so as to meet the growing power needs of their
respective countries.
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Factor 3: Ratings Mapping

The following table details the mapping for Stability of Business Model and Financial Structure:

Factor 3: Stability of Business Model and Financial Structure

Sub-Factor Weights 3.3% 3.3%
Ability
and
Willingness Ability
to Pursue and
Opportunistic Willingness
Indicated Corporate to Increase

Company Outlook Rating Activity Leverage
Fingrid Aa3 [5] Stable Al A Baa
Transpower NZ Aa3 [6] Stable A3 A Baa
Statnett Aa3 [7] Stable A3 A Baa
SPP Al [7] Stable Baal A Baa
Enagas A2 Stable A2 Baa Baa
Red Electrica A2 [6] Stable A2 Baa Baa
Terna A2 [7] Stable A3 Baa Baa
REN A2 [8] Stable Baal A Baa
Bord Gais Eireann A2 [8-10] Stable A3 Baa Baa
ETSA Utilities A3 Stable A3 A Baa
Powercor Australia A3 Stable Baal A Baa
Electranet Baal Stable Baa2 A Baa
Northern Gas Baal Stable A3 A Baa
Scotland Gas Baal Stable A3 A Baa
Southern Gas Baal Stable A3 A Baa
United Energy Distribution Baal Stable Baa3 A Baa
Vector Baal Stable Baa2 Baa Baa
Wales & West Baal Stable Baal Aa A
Spark Infrastructure Baal Negative Baa2 A Baa
WA Network Baa2 Stable Baa3 A A
Federal Grid Company Baa2 [11-13] Stable Baa3 Baa Ba
DBNGP Baa2 Negative Baal A A
Energy Partnership (Gas) Baa2 Negative Baa3 A Baa
Envestra Baa2 Negative Baa3 A Baa
Transelectrica Baa3 [13] Stable Baa3 A Ba
KEGOC Baa3 [14] Negative Bal A B
MOESK Ba2 Stable Baa3 Baa Ba

3.3%

Targeted
Proportion of
Operating
Profit Outside
Core
Regulated
Activities

Aa

Aa
Aaa
Aa
Aa

Aa

Aa
Aa
Aa

>

@ > > > > > >

Baa

Baa

Positive Outlier

Negative Outlier

Observations and Outliers:

There are several positive outliers under this factor, mostly reflecting the focus of shareholders and
managements on the core regulated business. In particular, Wales & West Utilities scores more strongly on
two sub-factors than its final rating owing to the degree of risk mitigation offered by the covenant and security

package embedded within its financial documents.
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There is one negative outlier under this factor, Bord Gais Eireann. The “B” score under the third sub-factor
reflects Moody’s expectation that the share of unregulated activities will grow significantly as the company
invests in generation capacity.
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Factor 4: Ratings Mapping

The following table details the mapping for Key Credit Metrics:

Factor 4: Key Credit Metrics

Sub-Factor Weights 15.0%
Adjusted
ICR
(or FFO Net Debt/RAV
Indicated Interest (or Fixed
Company Outlook  Rating Cover) Assets) FFO/Net Debt RCF/Capex
Fingrid Aa3 [5] Stable Al A Baa A Baa
Transpower NZ Aa3 [6] Stable A3 A A Aa Ba
Statnett Aa3 [7] Stable A3 A Baa A B
SPP Al [7] Stable Baal Aaa Aaa Aaa B
Enagas A2 Stable A2 Aa Aa A Ba
Red Electrica A2 [6] Stable A2 Aa A A Ba
Terna A2 [7] Stable A3 A A A B
REN A2 [8] Stable Baal A Baa Baa B
Bord Gais Eireann A2 [8-10] Stable A3 A Aa A Ba
ETSA Utilities A3 Stable A3 Baa Ba A Ba
Powercor Australia A3 Stable Baal A Ba Aa B
Electranet Baal Stable Baa2 Ba Ba Baa B
Northern Gas Baal Stable A3 Baa Baa A Ba
Scotland Gas Baal Stable A3 Baa Baa Baa Ba
Southern Gas Baal Stable A3 Baa Baa Baa Ba
United Energy Distribution ~ Baal Stable Baa3 Ba B Baa Ba
Vector Baal Stable Baa2 Baa Ba Baa Ba
Wales & West Baal Stable Baal Ba Baa Baa B
Spark Infrastructure Baal Negative Baa2 Baa B A Ba
WA Network Baa2 Stable Baa3 Ba B Ba Ba
Federal Grid Company  Baa2 [11-13] Stable Baa3 Aaa Aaa Aaa B
DBNGP Baa2 Negative Baal Ba Baa Ba B
Energy Partnership (Gas) Baa2 Negative Baa3 Ba B Ba Ba
Envestra Baa2 Negative Baa3 Ba B Ba B
Transelectrica Baa3 [13] Stable Baa3 Aaa Aa Aaa Ba
KEGOC Baa3 [14] Negative Bal A Aaa Aaa B
MOESK Ba2 Stable Baa3 Aaa Aaa Aaa Ba

Positive Outlier

Negative Outlier

Observations and Outliers:

Positive outliers under this factor essentially include issuers that are located in developing countries (e.g. FGC
and MOESK in Russia, KEGOC in Kazakhstan, Transelectrica in Romania) and that mitigate weaker business
fundamentals than their European or Australian peers with stronger historical credit metrics.
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There are several negative outliers under this factor, reflecting (i) the generally free-cash flow negative nature
of the industry; and (ii) the propensity of issuers to use the debt capacity provided by a fundamentally low
business risk profile to maintain a high leverage so as to optimize shareholder returns.
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Appendix D: Impact on Credit Metrics of Different
Levels of Capital Charges

To illustrate the points discussed under Rating Factor #4: Key Credit Metrics, we consider two hypothetical
regulated networks — company A and company B, which have the same RAV. To maintain the existing level of
services over time, company A needs to spend on maintenance capex an average amount equal to 4% of its
RAV. Company B, however, despite having an asset base of similar value, needs to spend an average amount
equal to 8% of its RAV. The regulators factor these expenses into the revenue building block to determine the
minimum required revenue necessary to cover the operating and capital expenses as well as the cost of
capital for each company. In this example, for simplicity, we have assumed that operating costs are the same
for both companies, as a higher operating cost allowance would translate into a corresponding higher revenue
component. The cost of capital is assumed at 6% on a pre-tax debt post-tax equity basis.

As can be seen in the figure below, company A generates lower revenues due to lower charges set by its
regulator resulting from the lower maintenance capex required. Because both companies show the same
amount of operating costs in absolute terms (and in relation to their RAV), company A therefore also realises a
lower operating cash flow than company B.

By comparing dynamic leverage ratios, company A would look weaker than company B with a FFO/Debt ratio
of 11.7% (compared to Company B with 18.3%), whilst the companies demonstrate identical leverage on a
Debt/RAV basis. Similarly, by comparing the FFO-based interest cover ratio company A would look weaker
than company B with an interest cover ratio of 3.3x (compared to company B with 4.7x). If, however, we use
the FFO interest cover adjusted for the capital charges, the companies show exactly the same ability to cover
their interest payments from cash flow after "maintenance capex"”, i.e. 2.0x. Thus, by adjusting the FFO we
reverse the effect that the different proportion of the capital charges to the RAV have on revenues and
consequently on cash flows.

Company A Company B

Regulated Asset Value (RAV) (a) 4,000 4,000
Capital Charges as a percentage of RAV (b) 4.0% 8.0%
Debt (c) 2,400 2,400
Allowed Cost of Capital (d) 6.0% 6.0%
Actual Cost of Debt (e) 5.0% 5.0%
Turnover ) =(g) + (h) + (i) 800 960
Operating Costs (inc. tax) (9) 400 400
Capital Charges (h) = (@) x (b) 160 320
Return on Investment (i) =(a) x (d) 240 240

- of which actual Interest Expense () =(c)x (e) 120 120
Ratios

- Debt/RAV =)/ (a) 60.0% 60.0%
- FFO/Debt =[(H-()-0)]7 (¢ 11.7% 18.3%
- FFO Interest Cover =[(H - @17 () 3.3x 4.7x
- Adjusted ICR =[®-(@-M)]73F  2.0x 2.0x
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Appendix E: Industry Overview

This rating methodology covers companies that are primarily engaged in (a) the transmission and/or (b) the
distribution of electricity and/or natural gas.

= Transmission is the high-voltage and high-pressure transfer of electricity and gas, respectively, over long
distances from another transmission grid or directly from their sources (usually the location of a power
plant or a major gas field), to substations and delivery points closer to end-use customers in population or
industrial centres.

= The distribution of electricity is the process whereby voltage is reduced and delivered from a high-voltage
transmission system through mid- to low-voltage wires to the end-users, which consist of industrial,
commercial, or retail customers. The distribution of natural gas entails the transport of gas from delivery
points along transmission pipelines to industrial, commercial or retail customers through mid- to low-
pressure pipes.

The electric and gas networks rated by Moody's span the globe and range from issuers that own the entire
transmission grid of a large sovereign nation (e.g. Terna in Italy) to issuers that own a regional distribution grid
(e.g. Energy Partnership (Gas) Pty Ltd in Australia). Service areas correspondingly range from very large to
relatively small. Nevertheless, in all cases, the networks falling under this rating methodology share a common
set of characteristics:

= They are de facto monopoly providers of essential transmission and/or distribution services within the
economic areas they serve (the risk of competing networks being built is very low due to the high cost
involved);

= As such, they are regulated, i.e. their activity is supervised by a regulator that (i) defines the companies’
revenue entitlement (generally based on an assumption of efficient costs and a fair return on capital
employed which incorporates the required investments) at periodic reviews, and (ii) ensures that minimum
operational standards (mostly pertaining to network reliability and safety) are met;

= Unlike issuers covered by the Rating Methodology for Regulated Electric and Gas Utilities (August 2009),
regulated networks have generally been separated from supply and generation activities (“unbundling”).
As such, they are exposed neither to end-users nor to commodity price risk as they charge tariffs to
suppliers for the transportation of electricity and gas that are independent of the commodity price.

The sustainable level of cash flows afforded by these characteristics is common to other transport
infrastructure issuers rated by Moody’s (e.g. toll roads, operational airports, etc). Moody’s would therefore see
regulated electric and gas networks as exhibiting relatively low business risk, which can in turn translate into a
significant capacity to sustain high debt levels. In addition, the high level of future visibility typically associated
with the business model of a regulated network can make very long-term debt financing an attractive
proposition to leverage shareholder returns.
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Appendix F: Key Rating Issues over the Intermediate
Term

The main rating issues faced by regulated electric and gas networks are as follows:

= Corporate Activity & Re-Leveraging: a number of European regulated networks rated by Moody’s (e.g.
EDF Energy Networks, Central Networks, SP, SHEPD, SHET, SEPD, etc.) are part of wider groups, which
are generally the large vertically-integrated pan-European utilities. As such, their ratings factor in some
degree of constraint or support from the group they belong to. Therefore, their ratings will generally move
in sync with the rating of their shareholder, which may be impacted by corporate activity. In addition, some
of these networks may have low strategic importance to the group they belong to, and thus they could be
candidates for disposal should their owner need to raise funds in support of investments in other
businesses (e.g. generation) or debt reduction. Regulated networks that have been acquired in the last
few years have generally been leveraged materially to re-finance acquisition debt. In some rare instances,
the buyer of such assets may actually be another regulated network (as was the case of Netherlands’
Gasunie, which purchased the gas transmission grid of BEB/EMGTG in Germany in 2008).

= Large Capital Expenditures: many of the transmission companies, such as Fingrid of Finland, Statnett of
Norway and REE of Spain have large capital investment programmes to upgrade and expand their
networks to connect new generation capacity, and to improve interconnections so as to strengthen the
overall security of the system and introduce effective competition across borders. In addition, many
network companies, such as Terna of Italy and National Grid, Scottish and Southern Energy and Scottish
Power of the UK have substantial replacement needs for ageing networks. Finally, electricity transmission
and distribution grids will require growing investments to accommodate rising intermittent generation in the
form of renewables (e.g. wind)® and distributed generation.”* Despite current unsettled economic and
financial market conditions, Moody’s believes that it is unlikely that such investments will be delayed as, in
most developed regulatory regimes, network companies tend to earn a fair return — generally with limited
or no linkage to demand volume — on new and replacement investments.

= Funding: as a result of the large capital programmes required to meet new capacity, as explained above,
most regulated electric and gas networks rated by Moody’s experience negative free cash flows that are
covered by additional debt funding. Whilst regulated networks have so far demonstrated relatively good
access to debt markets even in difficult market conditions (examples include Netherlands’ Gasunie which
raised EUR1 billion in October 2008; UK’s National Grid Electricity Transmission which issued GBP350
million notes in January 2009; and Australian regulated network companies that have been accessing the
bank debt market), they may face a mismatch (to their detriment) between the pricing of funding and the
return they earn on their asset base. However, Moody’s notes that a number of Western European
regulators are likely to allow network companies a higher return on capital in future price reviews if there is
a long-term shift in capital costs.

= Political and Regulatory Risk: Moody’s notes that the cost associated with regulated activities of
transporting electricity or gas generally remains a small proportion of the final price paid by customers,
thereby limiting the incentive for political interference and considerations in the regulatory process.
Moody’s therefore does not expect European grids to be materially affected by regulatory or political action
given the ongoing need to replace and reinforce ageing infrastructure in Europe. Upcoming regulatory
reviews in Europe include the UK electricity distribution price control review for the 2010-15 period
(DPCR5). Moody’s nevertheless cautions that the growing convergence of the various European
regulatory regimes towards an incentive-based framework similar to that in the UK (e.g. gas transmission
networks in Germany from 2010) could result in more challenging efficiency targets. In Australia, the
recent review of parameters for the weighted average cost of capital — whilst not material enough to
adversely affect ratings — highlights the risk of further tightening in regulatory approach over time.

% |In Europe, growth in renewable generation is driven by an EU directive which has established an overall binding target of a 20% share of energy from

renewable sources in final consumption of energy by 2020.

# Distributed generation (sometimes called embedded generation) is power generation which is connected to the distribution network rather than the high-
voltage network. It typically encompasses small-capacity units such as combined heat and power. Distributed generation requires networks that allow
electricity to flow in two directions — to the end-user for consumption and on to the network when the user is exporting excess production.
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= Low Inflation/Deflation: a number of regulatory models across the world (e.g. the UK, Ireland, etc) are
designed in real terms (as opposed to nominal terms), where allowed revenues are computed in real terms
and subsequently inflated by the Retail Price Index or Consumer Price Index. This is aimed at protecting
networks against inflation, which is effectively passed through to customers. However, Moody’s notes that
networks governed by this type of regulatory model generally need to raise a material, if not predominant
portion of their debt on a conventional basis (i.e. debt instruments whose coupon is based on nominal
interest rates). This may cause a timing mismatch of cash flows and debt service, as well as a potentially
higher reliance on continued market access to raise debt.?® Moody’s adds that, given their often
aggressive dividend policy and tendency to maintain leverage at constant levels on the RAV close to the
guidelines supporting their rating category, lower-than-expected inflation or deflation could lead certain
networks to breach such parameters. Nevertheless, Moody’s would expect managements to take actions
(e.g. in the form of temporary reduction in shareholder distributions) to ensure that such breaches, if any,
are of a temporary nature only.?®

% At the same time, this allows companies that have the vast majority of their debt funding in the form of conventional instruments to mechanically deleverage
over time (in net debt / RAV terms, all other things being equal) as long as inflation is positive. Conversely, companies that have a material portion of their
debt funding in the form of index-linked debt (or have achieved a similar position through swap arrangements) will see little impact of inflation on their
leverage, as both their debt position and asset base will evolve in sync.

For further discussion on this topic, see our Special Comment: UK Water Sector: Stable Outlook, But Sustained Deflation Could Cause Negative rating
Pressure, June 2009.

26
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Appendix G: European Regulated Utility Groups
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European Regulated Utility Groups

Introduction

These changes are designed to refine and clarify Moody’s approach in order to e nsure a consistent approach to the
assignment of ratings for complex European regulated utility groups, which include multiple issuers of debt. Although
similar group structures exist in other corporate sectors, having several group entities that access the public financial
markets independently is a characteristic feature of utility groups, particularly in the UK.

* In normal circumstances, the ratings of wholly-owned regulated issuers within an integrated energy group
will not be allowed to exceed the consolidated rating of the group. Where the group is itself a component
of a larger integrated group, the benchmark, in the majority of cases, will be the consolidated rating of the
whole group.

* Ratings of subsidiaries will be principally based on an assessment of their stand-alone financial strength.
According to Moody's standard methodology, a Rating Committee may decide that, due to implied paren-
tal support, the subsidiary rating should benefit from a degree of uplift, which would typically be one or two
notches (but could be more, if warranted).

® The rating differential of regulated subsidiaries within the same regulatory jurisdiction would, however, be
typically limited to two or three notches from the consolidated rating.

¢ Ultimate holding company ratings will, typically, continue to be notched down from the consolidated rating
to reflect structural subordination. Intermediate holding company ratings will be derived (notched) from
the uncapped, stand-alone ratings of the operating companies, but the rating of an intermediate holding
company will not be permitted to exceed the consolidated rating of the group.

* Regulated subsidiaries may nonetheless be rated higher than the consolidated group rating if that rating has
reached a level at which the regulators could choose to trigger an existing ring-fence that effectively pre-
vents the upstreaming of funds from operating subsidiaries.
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We define complex ut111ty groups as utilities that have: (1) more than one rated entity in the group, commonly
within a holding and operating company structure; (2) at least one group entity regulated by ring-fence limitations,
with the result that cash flow circulation within the group may be limited by regulatory intervention; and/or (3) a
material contribution to total earnings from such subsidiaries (i.e. greater than 40% in total).

Summary Rating Approach

Moody’s usually rates corporate groups on the basis of their consolidated credit fundamentals, on the assumption that
cash can be transferred freely throughout the group. However, a different approach is required for structures compris-
ing a holding company and one or more operating companies, where the latter are regulated businesses and are thus
required to adhere to a certain financial profile or credit rating, thereby limiting (1) the absolute leverage the company
can carry, and (2) in certain circumstances, the cash that can be taken out of the subsidiary by the wider group.
Although such structures are not limited to the UK, they are an established characteristic of that market because the
regulators there place a particular emphasis on regulated companies maintaining a minimum rating (generally at low
investment grade).

Europe versus US Regulatory Framework

The approach set out in this document differs from the notching practices for complex utility groups in
the U.S. and Canada. This reflects substantial differences in the regulatory framework, and the impact
those differences have on financial strategy. In North America, electric utilities and gas distribution
utilities are primarily regulated at the state and provincial level. These regulators tend to be more
restrictive about financial activities and more parochial in outlook than national regulators found in
Europe. Regional regulators are more likely to restrict movements of cash between entities in the same
issuer family, and often must approve long-term financing that takes place at the regulated subsidiary.
Greater oversight is particularly likely where some subsidiaries are regulated and some are
unregulated, or when multiple regulated subsidiaries are subject to different regulatory jurisdictions.
Regional regulators usually do not permit loans from regulated utilities to the unregulated parent
company, and are more likely to apply pressure that limits the use of larger than normal dividends to
support affiliates. Reflecting the stronger emphasis on the financial separateness of each regulated
entity, a North American parent company is also less likely to provide a stressed regulated subsidiary
with extraordinary support that might undercut regulatory and political pressure for a stand-alone
regulatory solution. As a result, a subsidiary facing financial or regulatory stress may be rated lower
than the parent company if the parent's other subsidiaries represent the majority of consolidated cash
flow. All of these factors result in less cohesion between ratings in complex groups in comparison to
what is typically observed in Europe, and the average level of notching between legal entities in a single
issuer family is greater in North America.

Consolidated rating of the group is the starting point for the assessment of a complex group

The starting point of Moody’s analysis for all ratings of complex regulated utility groups (as defined above) is the con-
solidated rating (which in essence is equivalent to a Corporate Family Rating). This rating is not necessarily publicly
assigned, but in all cases forms the basis of the rating rationale. The consolidated rating is determined by examining
the financial profile of the consolidated group in the context of the combined business risk profile of the group, and
ignores priority of claim.

The perimeter of this analysis may be restricted to a sub-group, if such sub-group is clearly autonomous from the
ultimate parent/wider group such that it should be viewed as an independent group in its own right (e.g. a UK sub-
group of a US diversified firm), or it may reach to the ultimate parent if the wider group is managed as an integrated
utility group.

In line with Moody’s established approach, group subsidiaries are rated on a stand-alone basis, although
in most cases the rating is constrained by the group’s consolidated rating

Like other subsidiaries of larger groups, the subsidiaries of complex utility groups are assigned ratings on a stand-alone
basis, taking into account the specific business and financial risk of these entities. Beyond the external debt assumed by
the subsidiary, the rating assessment also factors in the subsidiary’s explicit obligations in respect of the servicing of any
holding company debt, and also any permanent intercompany loans to which the subsidiary is a long-term borrowing
party. It should be noted that, where an intercompany loan is in the form of debt that is pari-passu with external debt at
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the subsidiary, this may reduce, on a pro-rata basis, the degree of structural subordination which might otherwise be
deemed to exist at the holding company level. Under normal circumstances, stand-alone, wholly-owned subsidiary rat-
ings are constrained or, if weaker, may get a degree of support from the consolidated strength of the group. According
to Moody’s standard methodology, a Rating Committee may decide that, due to implied parental support, the subsid-
iary rating should benefit from a degree of uplift, which would typically be one or two notches (but could be more, if
warranted). The rating differential of regulated subsidiaries within the same regulatory jurisdiction would, however, be
typically limited to two or three notches from the consolidated rating. The rationale for this is Moody’s view that any
material credit deterioration of a weaker subsidiary would probably be counterbalanced by one or several supporting
stronger subsidiaries, thus resulting in a closer alignment of ratings. Moody’s recognises that, in many cases, the hold-
ing company has the ability to manage the capital structures of its subsidiaries to provide credit support and additional
cash where required.

In assessing the rating of an intermediate holding company that may own operating companies, Moody’s will take
into account for notching purposes the uncapped, stand-alone ratings of the operating companies (prior to any benefit
for uplift as described above). Nonetheless, the rating of any such intermediate holding company will not be permitted
to exceed the consolidated rating of the group.

Regulated subsidiaries can pierce the group’s consolidated rating in certain circumstances

Regulated subsidiaries of utility groups can, under certain circumstances, exceed (or ‘pierce’) the group’s consolidated
rating. These circumstances usually occur in the UK when the consolidated rating is Baa2 or lower. In the case of
countries with similar regulatory characteristics to the UK, Moody’s will apply the same logic. The group’s ability to
extract cash from regulated subsidiaries may be unpalred by regulatory provisions stipulating that the regulated entlty
maintains a certain financial profile. Such so-called “ring-fence” provisions are commonly embedded in a company’s
licence (as in the UK water, electricity and gas sectors). In the UK, where a regulatory ring-fence exists, we assume
Baa2 as the implied regulatory minimum rating for regulated subsidiaries, thus allowing a margin of error. Accord-
ingly, in a distress situation, regulated subsidiaries are likely to maintain investment grade ratings and could thus pierce
the consolidated rating by several notches.

Holding companies are notched from the consolidated rating to reflect structural subordination

Ultimate holding company debt is notched from the consolidated rating of the group to reflect the structural subordi-
nation of creditors at this level. Where the consolidated rating is Baal or higher, the notching is normally limited to
one notch below the consolidated rating (which will, typically, also be the rating of the regulated operating companies,
although some may be rated lower, depending on their stand-alone financial strength). Where the consolidated rating
is Baa2 or lower, the divergence between the holding company and the regulated operating entities can widen to two
or more notches, in order to reflect the risk of cash lock-ups at the regulated subsidiaries that prevent the holding com-
pany from accessing their cash flows. This may result in holding company ratings being one or more notches lower
than the consolidated rating, while the regulated subsidiaries could pierce the consolidated ratings by one or more
notches. Additional holding companies are typically rated one notch lower than the intermediate holding company
below them, where debt held by the intermediate holding company is material in relation to the total debt of the

group.
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Appendix

Examples
Example 1
Typical Scenario, Consolidated Rating (CR) = A3
HoldCo A3
l Notched 1 notch for subordination
Baal 109, of group debt
Unreg. OpCo A3 Reg. OpCo1 A3 Reg. OpCo2 A3
Consrained by snd-alone. Constained
Consolidated rating (CR) Constrained by CR Constrained by CR
30% of group debt 30% of group debt 30% of group debt
Example 2
Meltdown Scenario, Consolidated Rating (CR) = Ba1
HoldCo Bai
Notched several notches
for subordination
e.g. Ba3
......................... CashLock-ups e
Unreg. OpCo Bal | Bafz Reg. OpCo1 Bai Biaz Reg.0pCo2  gay |
Ba2 . .
Stand-alone. : Stand-alone. Stand-alone. :
T Below CR ' Pierces CR by Pierces CR by !
! several notches several notches !
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