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INTRODUCTION AND BACKGROUND

Q. PLEASE STATE YOUR NAME, TITLE, AND BUSINESS ADDRESS.

A. My nameis Steven M. Fetter. | am President of Regulation UnFettered. My

business addressis 1489 W. Warm Springs Rd., Suite 110, Henderson, NV
89014.

Q. ON WHOSE BEHALF ARE YOU TESTIFYING?
| am testifying on behalf of Iberdrola S.A., which | shall refer to as“Iberdrola’ or
the “Company”.

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?
| am President of Regulation UnFettered, a utility advisory firm | started in April
2002. Prior to that, | was employed by Fitch, Inc. (“Fitch”), a credit rating agency
based in New York and London. Prior to that, | served as Chairman of the
Michigan Public Service Commission (“Michigan PSC”).

Q. WHAT ISYOUR EDUCATIONAL BACKGROUND?
| graduated with high honors from the University of Michigan with an A.B. in
Communicationsin 1974. | graduated from the University of Michigan Law
School with aJ.D. in 1979.

Q. PLEASE BRIEFLY DESCRIBE YOUR ROLE AS PRESIDENT OF

REGULATION UNFETTERED.

A. | formed a utility advisory firm to use my financial, regulatory, legislative, and

legal expertise to aid the deliberations of regulators, legislative bodies, and the
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courts, and to assist them in evaluating regulatory issues. My clientsinclude
investor-owned, municipal and international electric, natural gas and water
utilities, state public utility commissions and consumer advocates, non-utility
energy suppliers, international financial services and consulting firms, and
investors.

WHAT WAS YOUR ROLE DURING YOUR EMPLOYMENT WITH FITCH?
| was Group Head and Managing Director of the Global Power Group within
Fitch. Inthat role, | served as group manager of the combined 18-person New

Y ork and Chicago utility team. | wasoriginally hired to interpret the impact of
regulatory and legislative developments on utility credit ratings, aresponsibility |
continued to have throughout my tenure at the rating agency. In April 2002, | left
Fitch to start Regulation UnFettered.

HOW LONG WERE YOU EMPLOYED BY FITCH?

| was employed by Fitch from October 1993 until April 2002. In addition, Fitch
retained me as a consultant for a period of approximately six months shortly after
| resigned.

HOW DOES Y OUR EXPERIENCE RELATE TO YOUR TESTIMONY IN
THIS PROCEEDING?

My experience as a Commissioner on the Michigan PSC and my subsequent
professional experience analyzing the U.S. electric and natural gas sectors—in

jurisdictions involved in restructuring activity as well as those still following a
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traditional regulated path — have given me solid insight into the importance of a
regulator’ srole in setting rates, determining appropriate terms and conditions of
service for al regulated utilities, and considering issues related to utility mergers
and acquisitions. These are the factors that enter into the process of utility credit
analysis and formulation of individual company credit ratings. Itisawell-
established fact that a utility’s credit ratings have a significant impact as to
whether that utility will be able to raise capital on atimely basis and upon
favorable terms.

HAVE YOU PREVIOUSLY SPONSORED TESTIMONY BEFORE
REGULATORY AND LEGISLATIVE BODIES?

Since 1990, | have on numerous occasions testified before the U.S. Senate, the
U.S. House of Representatives, the Federal Energy Regulatory Commission, and
various state legidative and regulatory bodies on the subjects of credit risk within
the utility sector, electric and natural gas utility restructuring, fuel and other
energy adjustment mechanisms, utility mergers and acquisitions, utility
securitization bonds, and nuclear energy. With regard to approval of utility
mergers, | have previoudly testified on that issue on behalf of Cinergy
Corporation, Cincinnati Gas & Electric Company, and Union Light, Heat and
Power Company in their merger with Duke Energy Corporation before the

Indiana Utility Regulatory Commission (in Case No. 42873), the Public Utilities
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Commission of Ohio (in Case Nos. 05-732-EL-MER and 05-733-EL-AAM), and
the Kentucky Public Service Commission (in Case No. 2005-00228).

My full educational and professional background is presented in Exhibit
___(SMF-1).
DOES YOUR TESTIMONY ADDRESS STAFF'S RESPONSES TO
INFORMATION REQUESTS RELATED TO THE STAFF POLICY PANEL'S
DIRECT TESTIMONY ADDRESSING THE ISSUES DISCUSSED IN YOUR
TESTIMONY ?
Yes. | havereceived and reviewed several responses by Staff to information
requests related to the Staff Policy Panel's direct testimony and have specifically
addressed some of the responses in my rebuttal testimony. However, additional
analysiswill be required to review and possibly specifically address many of
Staff's responses as there was insufficient time to complete my review in the time
provided to submit my testimony. | further note that in certain responses, Staff
has indicated that it intends to revise certain exhibits and | reserve the right to
modify my rebuttal testimony at hearing to address any changes to Staff's
exhibits.
ARE YOU SPONSORING ANY EXHIBITS?
Yes. Inaddition to my first exhibit, which is my educational and professional
background, | sponsor the following: Exhibit __ (SMF-2) is an S& P Research

publication entitled “U.S. Electric Utility Companies, Strongest to Weakest”;
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Exhibit __ (SMF-3) isan S& P research report entitled “U.S. Utilities Ratings
Analysis Now Portrayed in the S& P Corporate Ratings Matrix”; Exhibit
(SMF-4) isaMoody’s report entitled “Moody’ s downgrades Iberdrolato A3/P-2;
Stable outlook”; Exhibit _ (SMF-5) contains a copy of certain interrogatory
responses referenced in this testimony; and Exhibit _ (SMF-6) isan S&P

Research Report entitled “ Energy East Corp.,” November 16, 2007.

EXECUTIVE SUMMARY

Q.

A.

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY ?

| have reviewed the prepared testimony of the New Y ork Public Service

Commission Staff Policy Panel (“ Staff”, “Policy Panel” or “PP") and will rebut

the following views expressed by those individuals:

a) “Credit ratings are snapshots of a company’s existing circumstances and
by nature are subject to change when a company’ s circumstances
inevitably change,” (PP at 151), and that “S& P has put NY SEG and
RG&E on watch for adowngrade if the transaction is completed.” (PP
at 167-168);

b) that reports by S& P and Moody’ s support the Policy Panel’ s belief
that: “it isunlikely that the Company can sustain an “A”
rating....Moreover,...the capital structure of Iberdrolais not consistent
with an “A” rating currently and any increase in its leverage will make

adowngrade or multiple downgrades more likely,” (PP at 151-162),
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and that Iberdrola’ s latest strategic plan, including an extensive capital
investment program, could lead to Iberdrola s ratings being

downgraded, (PP at 163);

c) that Iberdrola sfinancial standing could make it more difficult for

NY SEG and RG&E “to raise capital in the financial markets at
reasonable terms,” (PP at 164-165), and that S& P has “indicated
specifically that bond rating downgrades for NY SEG and RG& E are

likely if the transaction is approved.” (PP at 167-168);

d) that “the Commission should insist on...ring fencing conditions’” as a

condition of approval of the merger, (PP at 174);

e) that “the investment community [has] rendered an assessment on

Iberdrola’ s affect on NY SEG and RG& E” because NY SEG “issued
debt 225 basis points above 10-year treasuries’ while other companies
issued debt at lower spreads (approximately 30 basis points lower
compared to such treasuries), and the reasons the Policy Panel

provides for the discrepancy in those spreads, (PP at 175-178);

f) the presence of Goodwill at Iberdrola as*an impediment to

[Iberdrola g credit quality,” (PP at 179-193); and

g) the Policy Panel’s discomfort with Iberdrola’s capital structure and its

potential impacts on ratemaking and credit ratings, (PP at 194-210).
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CREDIT RATINGS OVERVIEW

Q.

WHAT CREDIT RATINGS DO IBERDROLA, ENERGY EAST AND ITS
REGULATED UTILITY SUBSIDIARIES CURRENTLY HOLD?

Iberdrola s current corporate (senior unsecured) credit ratings are “A-" from
Standard & Poor’s (“S&P’) and the equivaent “A3” from Moody's. Both ratings
have a Stable outlook. These ratings equate to mid-level investment-grade ratings.
Fitch’sissuer default rating for Iberdrolais‘A’ with a Negative outl ook.

Energy East and itsregulated subsidiaries, NY SEG and RG&E, currently hold
corporate credit ratings of “BBB+" from S&P. At Moody's, Energy East holds a
senior unsecured rating of “Baa2”, while NY SEG and RG&E arerated at “Baal”.
These ratings have a Negative outlook at both S& P and Moody’s. At Fitch, Energy
East’sissuer default rating is*BBB’ with a Stable outlook; NYSEG isat ‘BBB’ with
aNegative outlook; and RG& E isat ‘BBB-' with a Stable outlook. The ratings of
Energy East and its subsidiaries equate to low-to-mid-level investment-grade ratings.
PLEASE GENERALLY DESCRIBE THE CREDIT RATINGS PROCESS.

Credit ratings reflect a credit rating agency’ s independent judgment of the general
creditworthiness of an obligor or the creditworthiness of a specific debt instrument.
While credit ratings are important to both debt and equity investors for avariety of
reasons, their most important purpose isto communicate to investors the financia
strength of acompany or the underlying credit quality of a particular debt security

issued by that company. Credit rating determinations are made through a committee
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process involving individual s with knowledge of a company, itsindustry, and its
regulatory environment.

Corporate credit ratings analysis considers both qualitative and quantitative
factorsto assess the financial and business risks of fixed-incomeissuers. A credit
rating isan indication of an issuer’ s ability to service its debt, both principal and
interest, on atimely basis. It aso at timesincorporates some consideration of
ultimate recovery of investment in case of default or insolvency.

Q. CAN YOU PROVIDE A BRIEF DISCUSSION ON WHY CREDIT RATINGS
ARE IMPORTANT FOR REGULATED UTILITIESAND THEIR

CUSTOMERS?

A. Yes. Itisawell-established fact that a utility’s credit ratings have asignificant

impact as to whether that utility will be ableto raise capital on atimely basis and
upon reasonable terms. As respected economist Charles F. Phillips stated in his

treatise on utility regulation:

Bond ratings are important for at least four reasons:. (1) they are used
by investorsin determining the quality of debt investment; (2) they
are used in determining the breadth of the market, since some large
ingtitutional investors are prohibited from investing in the lower
grades; (3) they determine, in part, the cost of new debt, since

both theinterest charges on new debt and the degree of difficulty
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in marketing new issuestend to riseastherating decreases and

(4) they have an indirect bearing on the status of a utility’ s stock and

on its acceptance in the market.* [Emphasis supplied)]

Thus, the lower aregulated utility’s credit rating, the more the utility will
have to pay to raise funds from debt and equity investorsto carry out its capita -
intensive operations. In turn, the ratemaking process factors the cost of capital for
both debt and equity into the rates that consumers are required to pay. Thus, autility
with strong credit ratingsis not only able to access the capital markets on atimely
basis a reasonablerates, it also is able to share the benefit from those attractive
interest rate level swith customers since cost of capital gets factored into utility rates.

Q. PLEASE DESCRIBE THE QUALITATIVE FACTORS USED BY THE RATING

AGENCIESIN RATING UTILITY COMPANIES.

A. The most important qualitative factors include regulation, management and business

strategy (including management’ s transparency, credibility, and ability to deliver
upon its commitments), and access to energy, gas and fuel supply with recovery of
associated costs.

Q. PLEASE EXPLAIN YOUR THOUGHTS ON THE IMPORTANCE OF

REGULATION WITHIN THE CREDIT RATINGS PROCESS?

1 C.J. Phillips, Pub. Utils. Reports, Inc., The Regulation of Public Utilities, Theory and Practice
at 250 (1993). See also Public Utilities Reports Guide: “ Finance,” Pub. Utils. Reports, Inc. at 6-7
(“ Generally, the higher the rating of the bond, the better the access to capital markets and the
lower the interest to be paid.”).
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Regulation is akey factor in assessing the credit profile of a utility because a state
public utility commission determines retall rate levels (recoverabl e expenses
including depreciation and operations and maintenance, fuel cost recovery, and
return on investment), the terms and conditions of service, and, in acase like this,
the future structure of the utilities within its regulatory jurisdiction.

Since the mid-1990s when many states, including New Y ork, introduced
industry restructuring plans and opportunity for greater competition, regul ation has
become an even more important factor as the nature of a utility’ sresponsibilitiesin
providing energy services to customers has undergone dramatic change. In some
states, industry restructuring was the result of plans formulated by the state
legidature. In other states, the regulators, rather than the legidators, have
determined the nature and pace of restructuring, or whether it would occur at al.

Thissituation thus affects utility investors decisions because, before major
investors will be willing to put forward substantial sums of money, they will want to
gain comfort that regulators understand the economic requirements and the financial
and operational risks of arapidly changing industry and that their decision-making
will befair and will have asignificant degree of predictability.

For these reasons, rating agencies |ook for the consistent application of
sound economic regulatory principles by the commissions. If aregulatory body
were to encourage a company to make investments based upon an expectation of the

opportunity to earn areasonable return, and then did not apply regulatory principles

10
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in amanner cons stent with such expectations, investor interest in providing fundsto
such utility would decline, debt ratings would likely suffer, and the utility’ s cost of
capital would increase.

IN VIEW OF THE INDUSTRY CHANGES AND EVENTS DETAILED ABOVE,
DO THE ACTIONS OF UTILITY REGULATORS TODAY DRAW EVEN
MORE ATTENTION FROM THE FINANCIAL COMMUNITY ?

Y es, without adoubt. Regulation has dways garnered the attention of Wall Strest,
but, years ago, seemingly only during the days leading up to acommission’s rate
case decision. This began to change around the time that Fitch hired mein 1993 to
serveintherole of regulatory analyst and assess regulatory, legidative and palitica
factorsthat could affect autility’ sfinancia strength. When Caiforniaannounced its
ultimately ill-fated restructuring plan in 1994, the entire financia community,
especially the rating agencies, took much greater notice of regulators and how they
carried out their responsibilities, not only with regard to rate-setting, but even more
importantly the manner in which they undertook to change the way the entire utility
industry had operated for over 100 years.

S& P highlighted how the changing dynamics within the eectric utility
industry that | reference above have €l evated the importance of regulation to the
financial community:

In recent years, [S& P’ §| emphasis on the decisions by state

commissions has been |ess pronounced simply because so many

11
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jurisdictions have been working through multiyear restructuring
trangition periods. During thistime, rates were frequently frozen,
and companies and customers have been adjusting (albeit with
limited success) to the opportunity that customers have to choose
alternate power suppliers. But the confluence of the approaching end
of these transition periods and the growing need in certain regions of
the country for significant resource additionsis quickly returning the
regulatory arenato center stage. In assessing the regulatory
environment in which autility operates, [S&P's] andysisis guided
by certain principles, most prominently consistency and
predictability, aswell as efficiency and timeliness. For aregulatory
scheme to be considered supportive of credit quaity, commissions
must limit uncertainty in the recovery of a utility’sinvestment. They
must aso eliminate, or at |east greatly reduce, the issue of rate-case
lag that may prove detrimental if a utility needs rate relief?
Q. COULD YOU PLEASE DESCRIBE THE QUANTITATIVE FACTORS USED
BY THE RATING AGENCIES?
A. Yes. Financia performance continuesto be avery important e ement in credit rating
anaysis. Credit rating agencies and fixed-income analysts utilize anayticd ratiosto

understand the credit profile of autility, with S& P publicly explaining the three

# S& P Research: “U.S. Utility Regulation Returns to Center Stage,” April 14, 2005.

12
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financial measures that it views as most important in its analysis of utility
companies. Funds from Operations (“FFQO”) Interest Coverage; Funds from
Operations/ Total Debt; and Total Debt / Total Capital. While dl threeratios are
important, S& P has noted the agency’ s greater emphasis on cash flow measures, or
the first two ratios; “Cash flow analysisisthe single most critical aspect of al credit

rating decisions.”®

Thus, as | address further below, the ratio most emphasized by
the Staff Policy Panel -- Total Debt / Total Capitd -- istheratio given least emphasis
by the rating agencies themselves. | note that rating agencies may adjust these key
ratiosto reflect imputed debt and interest-like fixed charges flowing from purchased
power agreements and certain other off-balance sheet obligations:

Building upon those key ratios, S& P has been the most explicit of the three
magjor rating agenciesin explaining how it views the interplay between quantitative
and qualitative factors. Aspart of itsutility credit rating process, S&P arrives at a
“Business Risk Profile” designation that it considersin concert with its “Financia
Risk Profile.” Financial Risk is assessed based upon indicative ratios for the three
key credit measures cited above; the weaker the Business Risk Profile designation,
the stronger the financia ratios must be in order to support an investment-grade
rating.

Q. WHAT DOES S&P'S BUSINESS RISK PROFILE DESIGNATION REFLECT?

% S& P Research: “A Closer Look at Ratings Methodology,” November 13, 2006.
* See, e.g., S& P Research: “Standard & Poor’s Methodology for Imputing Debt for U.S.
Utilities Power Purchase Agreements,” May 7, 2007.

13
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A. The Business Risk Profile designation reflects S& P's assessment of qualitative
factors such as regulation, markets, operations, competitiveness, and management.
Interestingly, on November 30, 2007, S& P announced that it had inserted utility
companiesinto its longstanding “ Corporate Ratings’ matrix, and that this new
framework superseded its prior “Utility Financia Targets’ matrix® Thus, while
previously S& P had measured business profilesona‘1l’ (meaning very strong) to
‘10° (meaning very weak) scale, going forward S& P will rank businessrisk as
‘Excdlent’, ‘Strong’, ‘ Satisfactory’, ‘Weak’, or ‘Vulnerable'. However, itis
important to note that S& P stated in its recent report announcing the change that
“Regulated utilities and holding companies that are utility-focused virtualy always
fall in the upper range (“Excellent” or “Strong”) of businessrisk profiles.”® Thus,
analysts using this new matrix will be faced with the seemingly anomal ous situation
that autility designated as‘ Strong’ (or the second highest of the five busnessrisk
profile rankings) will actually reside within the lower half of al U.S utility business
risk profiles, basicaly at abelow averagelevel. Similarly, under S&P's new

framework, Financial Risk Profileswill be designated as‘Minimd’, ‘Modest’,

®> The Policy Panel makes frequent reference (at pp. 154, 191, 199 and 266) to S& P's Research:
“New Business Profile Scores Assigned for U.S. Utility and Power Companies; Financia
Guidelines Revised,” June 2, 2004. However, that research report and “ Utility Financial Targets’
matrix has been superseded by S& P Research: “U.S. Utilities Ratings Analysis Now Portrayed in
the S& P Corporate Ratings Matrix,” November 30, 2007, with a modified methodology process
as explained in the text above. Thisreport is attached hereto as Exhibit _ (SMF-2).

® S& P Research: “U.S. Utilities Ratings Analysis Now Portrayed in the S& P Corporate Ratings
Matrix,” November 30, 2007. Thisreport is attached hereto as Exhibit __ (SMF-3).

14



10

11

12

13

14

15

16

17

Case 07-M-0906

STEVENM.FETTER

‘Intermediate’, ‘ Aggressive’, or ‘Highly Leveraged’, words that are not necessarily
accurate descriptions of the strategies adopted by regulated utilities or the actions
taken by their regulators.

WHY IS S&PSMETHODOLOGY MEANINGFUL TO YOU?

| believe that S& P's methodology helps facilitate a general understanding of how
acredit rating agency carries out the process of formulating a credit rating and the

factors that go into such a determination.’

REBUTTAL OF POLICY PANEL TESTIMONY

Q.

THE POLICY PANEL DESCRIBES CREDIT RATINGS AS “SNAPSHOTS OF
A COMPANY’S EXISTING CIRCUMSTANCES’ (PP AT 151) AND THAT
S&PHASPUT NYSEG AND RG&E ON WATCH FOR A DOWNGRADE IF
THE TRANSACTION ISCOMPLETED. ISTHE PANEL ACCURATEIN ITS
DESCRIPTIONS?

No, itisnot. The Policy Panel professesto speak for how the financial
community and the credit rating agencies will view Iberdrola, NY SEG and RG& E
once the merger is consummated, but its understanding of the workings of credit

rating agencies is deeply flawed.

" focus here on S& P’ s ratings methodol ogy, as opposed to those at Moody’ s or Fitch, due to the

greater transparency of S& P’ s ratings process owing to its explanation of the methodology and
how it isimplemented in published reports. See, e.g., S& P Research: “U.S. Utilities Ratings

Analysis Now Portrayed in the S& P Corporate Ratings Matrix,” November 30, 2007, and S& P

Research: “U.S. Electric Utility Companies, Strongest to Weakest,” November 30, 2007. For a
comparison, see Moody’ s Research: “ Rating Methodology: Global Regulated Electric Utilities,”
March 2005.

15
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Q. PLEASE EXPLAIN THE FLAWSIN THE POLICY PANEL’S DISCUSSION

OF CREDIT RATINGS?

A. Credit ratings are not, as the Policy Panel asserts, snapshotsin time. Both S& P

and Moody’ s publish definitions of their ratings, and related outlooks and watch
status. S& P's definitions are as follows:
A Standard & Poor’ srating evaluates default risk over the life of a debt
issue, incorporating an assessment of all future events to the extent they
are known or can be anticipated. But we also recognize the potential for
future performance to differ from initial expectations. Rating outlooks
and CreditWatch listings address this possibility by focusing on the

scenarios that could result in arating change.

Ratings appear on CreditWatch when an event or deviation from an
expected trend has occurred or is expected, and additional information is
necessary to take arating action.... A listing does not mean arating

changeisinevitable...

A rating outlook is assigned to all long-term debt issuers and assesses the

potential for arating change. Outlooks have alonger time frame than

CreditWatch listings — typically, two years — and incorporate trend or risks

16
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with less certain implications for credit quality. An outlook is not

necessarily a precursor of arating change or a CreditWatch listing...

CreditWatch designations and outlooks may be “positive,” which indicates
arating may be raised, or “negative,” which indicates a rating may be
lowered...” Stable” isthe outlook assigned when ratings likely will not be
changed, but it should not be confused with expected stability of the

company’sfinancia performance...

Issuer ratings...focus entirely on the default risk of the entity. Long-term
issue ratings also take into account risks pertaining to loss-given-
default...both the issuer and issue rating definitions are expressed in terms
of default risk, which refersto the capacity and willingness of the obligor
to meet itsfinancial commitments on time, in accordance with the terms of

the obligation.®

HOW DOES S&P DEFINE THE RATING CATEGORIES AT ISSUE WITHIN
THIS PROCEEDING: “A” AND “BBB”?

S& P defines those categories as follows:

® S& P Research: “Corporate Ratings Criteria— Standard & Poor’s Role in the Financial Markets;
Ratings Definitions; The Rating Process,” March 9, 2006.

17



10

11

12

13

14

15

16

17

18

19

Case 07-M-0906

STEVENM.FETTER

‘A’ Anobligation rated ‘A’ is somewhat more susceptible to the adverse
effects of changesin circumstances and economic conditions than
obligationsin higher rated categories. However, the obligor’ s capacity to

meet its financid commitment on the obligation is still strong.

‘BBB’: Anobligation rated ‘BBB’ exhibits adequate protection parameters.
However, adverse economic conditions or changing circumstances are more
likely to lead to a weakened capacity of the obligor to meet its financia
commitment on the obligation’

DOES MOODY'SVIEW THE SITUATION SIMILARLY?

Long-term obligation ratings are opinions of the relative credit risk of fixed-
income obligations with an original maturity of one year or more. They

address the possibility that afinancia obligation will not be honored as

Issuer Ratings are opinions of the ability of entitiesto honor senior

unsecured financia obligations and contracts.

Q.

A. Yes, it does. Moody’s states that:
promised...

°1d.

18
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A Moody’ srating outlook is an opinion regarding the likely direction of an
issuer’ srating over the medium term. Where assigned, rating outlooks fall
into the following four categories: Positive, Negative, Stable, and

Developing....

Moody’ s uses the Watchlist to indicate that arating is under review for
possible change in the short-term.*°
Q. AND HOW DOESMOODY'SDEFINE THE ‘A’ AND ‘BBB’ CATEGORIES?
Moody’ s defines them as:
“Obligations rated A are considered upper-medium grade and are subject to
low credit risk.”
and
“Obligations rated Baa are subject to moderate credit risk. They are
cons dered medium-grade and as such may possess certain speculative
characteristics.”™
Q. BASED UPON THOSE DEFINITIONS, WHAT DO YOU GLEAN FROM THE
POLICY PANEL’S COMMENTS NOTED ABOVE?

A. Itisclear that S& P and Moody’s do not view their credit rating determinations as

“snapshots’ of an existing moment in time, and thisis confirmed by my experience

19 “Moody’ s Rating Symbols and Definitions,” March 2007.
Hld.

19
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as head of the utility ratings practice at Fitch. When assigning arating, we would
convene arating committee, consider both qualitative and quantitative factors
(including financia forecasts), and come to our best judgment as to the appropriate
rating for a security until its maturity. Asnoted, at the time of assignment of a
rating, an outlook is provided to indicate the potentia direction of arating’'s
movement during the medium-term, usudly two to three years. If an unforeseen
event were to occur that could affect the rating during the near-term (usually six to
twelve months), then a Watch designation is assigned, usually with the likely
direction of rating movement indicated.

ISIT THE S&P NEGATIVE “WATCH” DESIGNATION ON NY SEG AND
RG&E THAT THE POLICY PANEL IS CONCERNED ABOUT?

It would appear that that iswhat istroubling the Policy Panel (see, e.g., PP a 167),
but such concerns are misplaced. Both NY SEG and RG& E currently have Negative
outlooks assigned to their ratings by S& P and Moody’s, not, as Staff appearsto
indicate, Negative Watch designations® Thiswould signal potential negative
movement over atwo to three year horizon —atime period that islikely to be well
beyond when the Commission decides whether to approve this merger or not. The
Policy Panel concedes (PP at 167) that the Negative “watches’ (which should be

“outlooks’) relate to both the regul atory climate within New Y ork State relating to

12 1n some parts of their testimony, the Policy Panel seems to confuse a negative “ outlook” with a
negative “watch”. Compare PP at 158 (referring correctly to a negative “outlook™) with PP at 167
(referring to a“watch for adowngrade”).
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NY SEG and RG& E, along with the Commission’s consideration of the Iberdrola—
Energy East merger. Inview of the assignment of a (medium-term) outlook rather
than a (near-term) Watch designation, | believe the Negative outlook relates
primarily to the regulatory climate within the state as it pertainsto Energy East and
its subsidiaries over the next few years, supplemented by issues that have arisen of
late related to the regulatory review of the merger (rather than the merits of the
transaction itself). It isno coincidence that the rating agencies put these Negative
outlooksin place in September 2006, following the issuance of the Commission's
electric rate decison for NYSEG. As described below, the August 2006 rate order
precipitated these Negative outlooks.

THE POLICY PANEL INDICATES THAT S&P AND MOODY'S REPORTS
POINT TO A LIKELY DOWNGRADE OF IBERDROLA OUT OF THE ‘A’
CATEGORY, WITH THE POTENTIAL FOR MULTIPLE DOWNGRADES. IS
THISWHAT THE REPORTS SAY?

No, they do not. The Policy Panel misinterprets the S& P and Moody’ s reports by
focusing only on the risks cited by the rating agenciesin their reports, without

bal ancing them against the positive aspects of Iberdrola cited in those same reports.
This one-sded interpretation of the S& P and Moody’ s reports is not an appropriate
basi s upon which to conclude that the subject transaction will be harmful. Every
utility faces risks —to consider only negative factors provides a skewed perspective

about a company and |leads one to make inaccurate assumptions about credit ratings,
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as has happened here. Rating agencies deliberate over al qualitative and
guantitative factors relevant to a company’ s credit ratings, and then publish credit
ratings and factors supporting those determinations to provide investors, other
interested parties, and the general public with full information about those ratings. A
rating agency speaks through its publicly disseminated press rel eases and reports.

Q. ISTHERE ANY MERIT TO THE POLICY PANEL’S CONTENTION (PPAT
159) THAT, BY THE STANDARDS OF AN S& P REPORT (EXHIBIT PP-17),
IBERDROLA’S PRO FORMA DEBT RATIO IMPLIES A ‘BBB’ BOND
RATING?

A. No, thereisnot. The Staff Policy Panel has taken one ratings criterion, the Total
Debt / Tota Capital ratio, and elevated it to become, in Staff’ sview, the sole
relevant criterion for credit ratings -- an approach that is manifestly contrary to the
multiple criteriathat credit ratings agencies carefully weigh and examine before
assigning arating (in this case, for example, Iberdrola s‘A-* rating from S&P). Asl
discussed above, S& P has explained that (i) Funds from Operations (“ FFO”) Interest
Coverage and (ii) Funds from Operations/ Total Debt are the two most important
financial measures used to rate companies’ debt which, of course, explainswhy
Iberdrolais not and should not, as Staff suggests, berated ‘BBB’. |berdrolahas

coverage ratios commensurate with an ‘A’ category rating*®

13 See S& P Research Update: “ Spain’s Iberdrola Affirmed at * A-/A-2' on IPO Completion; L-T
Off Watch; Outlook Stable,” December 13, 2007 (* The IPO proceeds will finance this growth
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Interestingly, under its new methodology (announced in November 2007),

S& P hasclassified NY SEG and RG& E as having Excellent business profiles and
Aggressive financia profiles™® Under that updated methodology, S& P equates such
profileswith a‘BBB’ rating®®

Q. PLEASE DESCRIBE FURTHER YOUR ANALY SIS OF THE S&P AND
MOODY’'SREPORTS AS THEY PERTAIN TO THE POTENTIAL FOR A
FURTHER CREDIT RATING DOWNGRADE OF IBERDROLA?

A. A review of the most recent public pronouncements by S& P and Moody’ s on
Iberdrola presents avery different picture than the one presented in the Policy
Panel’ stestimony. On December 13, 2007, S& P affirmed its‘A-’ corporate credit
rating on Iberdrola, removing it from Negative CreditWatch, and assigning a Stable

outlook. The rating action followed upon successful completion of the PO of

and are key to maintaining credit metrics that are consistent with an *A-’ rating....Credit metrics
should remain in line with the levelsindicated.”). The report is attached as an exhibit to the Joint
Petitioners' Policy Panel. See also Moody’s Investors Service: “Moody’ s downgrades Iberdrola
to A3/P-2; Stable outlook,” December 12, 2007 (“Moody’ s expects Iberdrola sratiosto be
positioned at the low end of the expected range for an A3 rating for a company with this business
risk profile...these ratios are anticipated to improve gradually.”). Thisreport is attached hereto as
Exhibit __ (SMF-4).

4 See Exhibit _ (SMF-2) (S&P Research: “U.S. Electric Utility Companies, Strongest to
Weskest"),

> See Exhibit _ (SMF-3) (S&P Research: “U.S. Utilities Ratings Analysis Now Portrayed in
the S& P Corporate Ratings Matrix”).
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Iberdrola Renovables, with the proceeds dated to secure the Company’ s financial

profile during the period of its new strategic capital investment plan (2008-2010)1°
Unlike the Policy Panel’ stestimony, S& P detail ed the bal ance between

positive and negétive rating factors:
Theratings reflect Iberdrola s strong position as one of Spain’s dominant
vertically integrated eectricity utilities and the regul ated and quasiregul ated
nature of its eectricity distribution and renewabl e operations, respectively,
which together contribute about 40% of EBITDA and provide cash flow
stability and predictability. They also reflect the group’ sincreased earnings
diversity — both geographic and operationa — through the acquisition of

Scottish Power...

These strengths are offset by increasing competitive pressure in the Spanish
electricity market, Iberdrola’s exposure to el ectricity price volatility, and the
group’ sweaker capital structure resulting from the Scottish Power dedl. In
addition, Iberdrolamust now face the chalenge of integrating the acquired

business.

1% S& P Research Update: “Spain’s Iberdrola Affirmed at ‘A-/A-2° on IPO Completion; L-T
Rating Off Watch; Outlook Stable,” December 13, 2007.
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Iberdrolais one of the world’ slargest energy companies...Over the next
three years, Iberdrolawill undertake alarge investment program of 24.2
billion euros...Renewable energy will represent the core of the group’s
future growth, and accounts for about 50% of expected organic investments.
The IPO proceeds will finance this growth and are key to maintaining credit
metrics that are consistent with an *A-’ rating’

HOW DOES S&P VIEW THE BALANCE BETWEEN POSITIVE AND

S& P assigned a Stable outlook to Iberdrola sratings. The agency explained its

The stable outlook reflects [ S& P’ 5] expectations that Iberdrolawill focus on
consolidating its operations and that its management will be consistent with
its commitment to strengthen the group’s capital structure. Credit metrics
should remainin line with the levelsindicated. Theratings could be lowered
if credit metrics are weaker than anticipated because of lower profit margins,
large acquisitions, or amore aggressive dividend policy. Changesto the
regulatory framework for renewabl e energies (rate-of-return reduction,
elimination of tax credits) would also have a negative impact on the rating.

An upgradeis unlikely in the short term 2

Q.
NEGATIVE FACTORS?
A.
conclusion:
d.
®Bd.
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All inal, S&P, through its assignment of a Stable outlook, seesrelative
stability for Iberdrola sratings over the next couple of years, at rating levels above
those of Energy East.

Q. HOW DO THE MOODY'S REPORTS DESCRIBE IBERDROLA’'S CURRENT
SITUATION?

A. In very similar fashion. On December 12, 2007, Moody’' s downgraded Iberdrola
froman ‘A2 ratingto‘A3'. Indoing so, Moody' s stated that the downgrade
incorporated “the partly debt-funded acquisition of Scottish Power in April 2007; the
recently announced |PO of Iberdrola s renewables subsidiary...; and an ambitious
investment strategy for 2008-2010 [that includes] the expected acquisition of Energy
East Corporation..., subject to regulatory approvals.”™® On December 13, 2007,
Moody’ s published areport on Iberdrola, citing the Company’ s business strengths
and weaknesses, and, like S& P, emphasized severd positive aspects of the business
profile of Iberdrolawhile affirming a Stable outl ook:

Iberdrola s A3/P-2 ratings reflect Moody’ s overall low/medium assessment

of Iberdrola sbusinessrisk for an eectric utility, following the recent

corporate actions and taking into account its revised strategic plan. Thisrisk

assessment reflects the significantly increased scale of the group, its

¥ See Exhibit __ (SMF-4) (“Moody’ s downgrades Iberdrola to A3/P-2; Stable outlook”).
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geographic spread and diversification of risks, particularly those of

regulation, generation pricing and fuel technology...

Nonetheless, this risk assessment factors a degree of integration and
execution risk as the company has expanded into new marketsin which it
has had |ess prior experience, and, in addition, the group has ambitious
growth targets which may not be achieved if operating conditions become

more difficult...

Iberdrolais well-placed to make good progress given its Size, scae and
diversfied exposureto fairly favourable regimesin Iberia, the UK and US.
It has long-term agreements with arange of turbine manufacturers; an
experienced team in the development of sites and management of operations
which should help offset key risks that include the speed at which the
pipeline can be processed given possible delaysin recelving permissions
and/or accessing equipment; possible regulatory change; construction risk

and weather conditions...

Ambitious growth targets in the UK may be challenged by competitive

activity and there are anumber of regulatory and political chalengesin

Spain asthe eectricity system istransitioning only gradually to afully
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liberalized market. Overal, commodity and generation pricing risks remain
the most volatile component of the group’s portfolio athough these are
somewhat limited by the vertical hedge of the UK and Spanish operations
and the various hedging and risk-mitigating techniques Iberdrola employs®
Q. HOW DOESMOODY'SVIEW THE BALANCE BETWEEN POSITIVE AND
NEGATIVE FACTORS?

A. Moody’ s assigned a Stable outlook to Iberdrola, explaining that:

10

11

12

13

14

15

16

17

18

19

Q.

The rating outlook is stable although Iberdrola sratios are expected to be
positioned at the low end of the rating range for the A3 rating category
applied for itsbusinessrisk... Should the company fail to achieve growth
targeted, or should negative regulatory or pricing devel opments affect the
company, then pressure could develop on theseratios. Nonetheless,
Moody’ s believes the company is committed to an A3 rating and that it
would consider means at its disposal to reinforceitsfinancia position if
necessary.?

The*A3 ratingisequivalent to S&P's‘A-’ rating, and Moody's has

matched S& P’ s Stable outlook, signifying relative stability for the medium term.
IN ITS RESPONSE TO REQUEST FOR INFORMATION IBER/EE IR NO. 27

(EXHIBIT _ (SMF-5), THE POLICY PANEL NOTES THAT IBERDROLA

% Moody’'s Globa Credit Research: “Credit Opinion: Iberdrola S.AA.,” December 13, 2007
(attached as an exhibit to the Joint Petitioners Policy Panel).

2.
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CURRENTLY HAS A “CREDIT DEFAULT SWAP-IMPLIED” CREDIT
RATING OF Baal AND A “DEFAULT PREDICTOR-IMPLIED” CREDIT
RATING OF Baa2, BOTH ASSIGNED BY MOODY'’S. DOES THIS MEAN
THAT IBERDROLA’SMOODY’S CREDIT RATINGS EQUATE TO EITHER
Baal OR Baa2?
No, Iberdrola’s Moody’ s credit ratings do not. Moody's has explained that such
implied ratings are not an input into credit ratings decisions themselves, but rather
are functions of comparing its assigned credit ratings to measures calculated as a
result of bond and swap market trading levels and certain financia accounting ratios
—all for the purpose of providing the investor with as much raw dataastherating
agency can. Moody’sitself clearly distances the process of assigning its credit
ratings from the numerica calculations underlying the two implied “ratings’
identified by Staff:
For bond-implied ratingsand credit default swap-implied ratings, gaps
and movements of one or two notches are generally not significant for
several reasons. First, one notch differences are often attributable to
“rounding error.” At some point, a cutoff must be made for what constitutes,
for instance, an A2 credit. For credits close to this cutoff, small fluctuations
in market pricing could drive the market implied rating in line with Moody' s

rating one day and away from it the next.
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Second, the spreads used to infer bond-implied ratings or credit default
swap-implied ratings may be influenced by non-credit factors, such as

liquidity risk.

Third, in many cases, credit spreads and credit default swap spreads are
representative indicative quotes that may be an imperfect indicator of a

security’slikely trading price....

Moody’ s analysts use these tools to identify where there are material and
systematic gaps between our ratings and the ratings implied by market data
or financial accounting ratios. They use them to inform themselves of how
their opinionsdiffer from those held by the broader market or those
generated by purely quantitative models, so that they are prepared to
clearly articulatethereasonsfor those differencesto market
participants. Market implied ratingsare not, however, an “input” into

their rating decisions.

Market-based measures are inherently volatile and produce many false

positives and fal se negatives. We remain committed to producing opinions
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that ook beyond each day’ s news to provide much more stable, dthough

equally predictive, measures of long-term credit risk. [Emphasis supplied.]?

Thus, far from pointing to the direction that Iberdrola s credit ratings will be
going, the two implied “ratings’ identified by the Policy Panel are either
inggnificant indicators or have led the Moody’ s analysts to look even more closely
at the factorsleading the agency to assign an ‘A3’ rating to Iberdolawith a Stable
outlook.
THE POLICY PANEL EXPRESSED CONCERN THAT IBERDROLA’S
EXTENSIVE CAPITAL INVESTMENT PROGRAM COULD LEAD TOA
DOWNGRADE OR MULTIPLE DOWNGRADES (SEE, E.G., PPAT 169). CAN
YOU ADDRESSITS CONCERN?
As can be seen in the rating agency reports cited above, S& P and Moody’ s have
fully incorporated Iberdrola s strategic plan into their current ratings and outlooks.
It is my understanding that Iberdrola has consistently stated its commitment to
maintaining an ‘A’ category rating before and after announcement of its strategic
investment plan. The Company’s recent steps show that it has strong ability to
access the capital markets when necessary, and, indeed, Iberdrola has aready issued
the equity needed to finance the acquisition of Energy East, as well as concluding a

successful PO that will provide the bulk of the funding needed for the strategic plan.

2 Moody’ s Products and Services: “Market Implied Ratings: Frequently Asked Questions,”
September 2006.
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What should be clear isthat, if Iberdrolais able to continue its strong past
performance and maintain its commitment to having an ‘A’ category rating, both of
which the rating agencies believe the Company can do, S& P and Moody’ s do not
see that the capita investment plan will threaten the stability of Iberdrola’s current
credit rating level.

THE POLICY PANEL WARNS THAT IBERDROLA’S FINANCIAL
STANDING COULD HARM NYSEG'SAND RG&E' SACCESSTO THE
CAPITAL MARKETS AND THAT S&P HASINDICATED THAT RATING
DOWNGRADESARE LIKELY FOR NY SEG AND RG&E IF THE MERGER IS
APPROVED (PP AT 167-168). COULD YOU ADDRESS THESE COMMENTS?
Yes. First, when the merger was announced, both S& P and Moody’ s affirmed their
ratings on Energy East, NY SEG, and RG& E and maintained the existing Negative
outlooks -- thus, there was no change to the companies' ratings following the
transaction’ s announcement. Second, Iberdrola s‘A-/A3’ ratings are higher than
those of Energy East a ‘BBB+/Baa2’ and itssubsidiariesat ‘BBB+/Baal’. When
you factor in Iberdrola s Stable outlook versus Energy East’ s and its subsidiaries
Negative outlooks, investors are looking at basically a one-and-a-haf notch rating
differential between Iberdrolaand NY SEG/RG& E and a one-and-a-hdf to two-and-
ahaf notch difference between Iberdrolaand Energy East. Such differential in
ratingsissignificant. Indeed, inview of Iberdrola s stated commitment to maintain

itsrating statusinthe ‘A’ category, the greater likelihood is that once the merger has
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been approved and a successful trangition has concluded, the affiliation with the * A-’
rated Iberdrola might alow Energy East, NY SEG and RG& E to escape their
Negative outlooks and potentially improve their ratingsto Iberdrola’ slevel. S&P
described such asituation in its 2005 “ Corporate Ratings Criteria”
A weak entity owned by a strong parent usually — athough not always — will
enjoy astronger rating than it would on a standalone basis. Assuming the
parent has the ability to support its subsidiary during a period of financid
stress, the spectrum of possibilities still ranges from ratings equalization at
one extremeto very little or no help from the parent’s credit strength at the
other. The greater the gap to be bridged, the more evidence of support is
necessary.”?
Here, it isimportant to note that Iberdrola s cash flow coverages are
markedly stronger than those of Energy East. For example, for 2006, Iberdrola’ s

FFO interest coverage was 3.9x compared to Energy East at 2.7x. lberdrola’s

FFO/Total Debt ratio was 18.5% as compared to Energy East at 14.2%. These

 S& P Research: “ Corporate Ratings Criteria: Rating Methodology,” June 9, 2005. See also
Moody’ s Credit Opinion: “Energy East Corporation,” December 26, 2007 (“Moreover, if
Iberdrolais successful in acquiring EEC and then takes aggressive steps to reduce structural
subordination by lowering or eliminating debt at the EEC and/or other operating company levels,
then such a strategy could at least help stabilize the outlook for EEC and the rated subsidiaries
within the current EEC family. Indeed, depending on the magnitude, such steps might even
contribute to higher ratings for some of the lower rated entities in the current EEC family (i.e.
those with senior unsecured debt rated Baal or lower.”).
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differences are significant and could serve to support improved ratings at Energy
East.”

Turning to the Policy Pandl’ s following comment about S& P’ s intentions
(PP a 167-168):

Q. Haveeither credit agency indicated specificaly that bond rating
downgradesfor NY SEG and RG& E are likely if the transaction is
approved?

A. Yes, Exhibit __ (PP-4) contains two reports from S& P, onefor NY SEG
and theonefor RG&E. These reports express concern over the financid
metrics, i.e., the high debt leverage; Iberdrolawould exhibit asthe
ultimate parent of NY SEG and RG&E. These reports aso expressed
some concern over the last NY SEG rate decision, which lowered the
Company’srates. Asaresult of these concerns and others, S& P has put
NY SEG and RG& E on watch for adowngrade if the transaction is
compl eted.

| earlier discussed the inaccuracy in the Panel’ s use of the phrase “watch for

adowngrade.”
Q. DO YOU HAVE OTHER CONCERNSWITH THE STATEMENTS BY STAFF

QUOTED ABOVE?

% S& P Research: “lIberdrola, S.A.,” September 18, 2007 (attached to the Staff Policy Panel as
Exhibit __(Policy Panel —15); S& P Research: “Energy East Corp.,” November 14, 2007,
attached hereto as Exhibit __ (SMF-6).
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Yes. Unfortunately, the Staff, in describing the S& P report, explicitly, or, at a
minimum, implicitly misleads the Commission with regard to S& P’ s placement of a
Negative outlook on NY SEG and RG&E. That action did not occur upon
announcement of the Iberdrola-Energy East merger on June 26, 2007. Rather that
action came amost a year earlier, on August 25, 2006, and was “based on the
[NYPSC’ 5] decision to approve a one-year rate plan that reduces[NY SEG’ g
electric ddivery rates by $36.2 million annually starting in January 2007....[a
decision that] will pressure credit measuresin 2007, which were aready expected to
be weak for theratings.” S&P concluded, “An outlook revision to stable is not
anticipated in the near term, given the need for regulatory relief that isunlikely to
occur before 2008.”

The announcement of the merger did add nuance to S& P’ s outlook, but in no
way reached the level of a“watch for adowngrade if the transaction is compl eted.”
In the November 14, 2007 report cited by the Policy Panel, S& P indicated that:

The negative outlook indicates that ratings could be lowered one notch

depending on Iberdrola s ultimate financing structure for the acquistion.

Moreover, potential regulatory outcomesthat could hurt cash flow metrics

would precipitate lower ratings. Ratings stability at the current level is

highly dependent on a balanced capita approach at Energy East, consistent

 S& P Research Update: “Energy East and Units Outlook Revised to Negative After New Y ork
Regulators Cut Unit’s Rates,” August 25, 2006.
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cash flow metrics, and supportive regulatory outcomes. Higher ratings are
limited by the company’s persistent high debt ®
Q. DID MOODY’'S EXPRESS A VIEW ON THIS QUESTION?
A. Yes, it did. On December 26, 2007, Moody’ s stated that its Negative outlook on
Energy East and its subsidiaries:
reflects the consolidated financial and operating challenges that exist within
the consolidated family. These challenges primarily result from the outcome
of the affiliated NY SEG’ s general rate case in August 2006 plus the
uncertainties about whether the modified fixed price option approved earlier
this year by the NYPSC for NY SEG’sretail electric customers can provide
sufficient impetus for overcoming some of these challenges....In addition,
the negative outl ook recognizes the aforementioned pending transaction with
Iberdrola®
Q. HOW DO YOU READ THE COMMENTS FROM S&P AND MOODY’SIN
THESE REPORTS?
A. That the clear precipitating event for the Negative outlooks was the August 2006
rate order, and that the rating agencies did not see a potentia positive resolution to
the problem until another rate proceeding could occur, perhaps by 2008. Already

existing financial and operating challenges “ primarily result[ing]” from regulatory

% 58 P Research: “New Y ork State Electric & Gas Corp.,” November 16, 2007.

* Moody’s Global Credit Research: “Credit Opinion: Energy East Corporation,” December 26,
2007.
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risksfaced by NY SEG in New Y ork continued to be key to the rating agencies
anayses — through that language, Moody’ s clearly characterizesthis as the primary
challenge. The Iberdrola-Energy East merger was laid onto this difficult regulatory
situation, and, by necessity, has become part of the rating agencies overdl vigilant
posturein light of the possible regulatory action associated with this proceeding,
as opposed to the business merits of the transaction. But by no means has S& P or
Moody’ s validated the Policy Pandl’ s statement that NY SEG and RG& E are“on
watch for adowngrade if the transaction is completed.”

WOULD YOU SUPPORT THE POLICY PANEL’'SCALL (PP AT 174, 206) FOR
THE COMMISSION TO INSIST UPON RING FENCING PROVISIONS AS A
CONDITION OF MERGER APPROVAL?

I would not support such conditions as part of merger approva here based upon
ratings or rating agency reports. While effective ring fencing can isolate the risks
of individual subsidiariesin a corporate family, the Commission must be mindful
that this can cut both ways. Ring fencing can aso concentrate risks within
subsidiaries of acorporation. For example, apoor regulatory decision or adeclinein
sales could leave asubsidiary financialy reeling without access to the broader
corporate safety net. Basically, afinancidly strong holding company’ s ability to
support aweaker performing subsidiary could be compromised if strong ring fencing

were to be put in place.
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Here, Iberdrolais aglobal leader among electric utilities. It hasawide
geographic reach and significant business operationa diversity, including substantial
experience interacting with regul ators and public officeholders. The Company hasa
stronger credit profile than Energy East, NY SEG and RG& E, and can accessthe
capital markets— both equity and debt — more easily and upon more reasonable
terms. Moreover, one mgor benefit of such amerger would be the ability to tap into
an extensive base of management expertise. Inview of al of these beneficia
characteristics that Iberdrola brings to the table — and the negative sideto ring
fencing restrictions discussed above, | believe it would be a mistake to create hard
and fast rulesrestricting, if not prohibiting, financia and operational interaction
between Iberdrolaand Energy East and its subsidiaries®
THE POLICY PANEL STATESTHAT “THE INVESTMENT COMMUNITY
[HAS] RENDERED AN ASSESSMENT ON IBERDROLA’S AFFECT ON
NY SEG AND RG&E’ BECAUSE, AS SHOWN ON EXHIBIT PP-19, NYSEG
ISSUED DEBT 225 BASIS POINTS ABOVE 10-YEAR TREASURIES ON
NOVEMBER 29, 2007, APPROXIMATELY 30 BASISPOINTS HIGHER THAN
DEBT ISSUED BY OTHER SIMILAR COMPANIESWITHIN THE SAME

TIMEFRAME. DO YOU AGREE WITH THIS ASSESSMENT?

% See Fetter, Steve, “Perspective: Don’t Fence Me Out,” Public Utilities Fortnightly, October
2004 (“Hard-and-fast ring-fencing rules are not the best way to maintain order in the partially
deregulated utility sector.”).
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No, | do not, for the reasons discussed in the rebuttal testimony of the Rate
Adjustment Pandl.

CAN YOU COMMENT UPON THE POLICY PANEL’'SBELIEF THAT THE
AMOUNT OF GOODWILL AT IBERDROLA WILL HAVE A NEGATIVE
EFFECT ON ITS CREDIT RATINGS?

“Goodwill” isthe excess price paid over and above book value of tangible assets.
Goodwill has been accumulated on Iberdrola s balance sheet in large part from its
acquisition of Scottish Power with more to go on its books upon completion of the
pending merger with Energy East. Goodwill is subject to an annua impairment test
and is subject to possible write-down, as are all assets, whether tangible or
intangible. Goodwill occurs when accounting principles do not alow for write-up of
an asset to its apparent true value. Rating agencies do not view Goodwill asa
primary indicator of the risk profile of acompany, and the lack of focus on Goodwill
by S& P and Moody’ sin their reports on the proposed merger bears this out.

Instead, cash flow will be the driver of Iberdrola sratings, asit will bein the
assessment of Goodwill impairment. Accordingly, if Iberdrolais able to maintainits
strong operationa performance while continuing to properly manage its business
risks, which the rating agencies expect it to be able to do, its credit ratings should be
stable and the potentia for Goodwill impairment should be smdl. It isonly when

Goodwill impairment poses a threat to a company’s capital structure that rating
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agencies will focus upon potential negative credit profile effects. Therating
agencies have not indicated the need to do so here.

IN ITSRESPONSE TO REQUEST FOR INFORMATION IBER/EE IR NO. 51
(EXHIBIT _ (SMF-5), STAFF STATES THAT “WHILE NOT MENTIONED IN
ANY REPORT, STAFF BELIEVESIT ISNOT A COINCIDENCE THAT
IBERDROLA’S GOODWILL HASRISEN ASITSCREDIT QUALITY HAS
DECLINED,” AND THEN DESCRIBES THISHIDDEN MOTIVE IT HAS
UNCOVERED AS“EVIDENCE.” “THEREFORE,” THE STAFF CONCLUDES,
“EVIDENCE INDICATES THAT GOODWILL ISPLAYING A ROLE IN THE
CREDIT QUALITY DECLINE OF IBERDROLA.” DO YOU AGREEWITH
THIS CONCLUSION?

No, | do not. Rating agencies do not base reported credit ratings on factors that are
not mentioned in their reports. They explain the strengths and weaknesses
underlying acompany’ s credit ratings as has been fully explored within the agency
reports and the testimony in thiscase. If Goodwill wasthe driver of a credit profile
declinefor Iberdrola or any other rated entity, all three rating agencies would
mention it, rather than none.

STAFF SUGGESTS THAT GOODWILL BE TREATED ASSIMILAR TO DEBT

LEVERAGE (PP AT 255). DO YOU AGREE WITH THIS SUGGESTION?
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A: No, | do not. Goodwill isnot debt and it should not be trested as such. Goodwill is
not included in arating agencies calculation of debt leverage” just asit is not
included in aregulatory commission’s assessment of capital structure asit relatesto
ratemaking activities. Asl| stated above, it isonly when Goodwill impairment poses
athreat to acompany’s capital structure that rating agencies will focus upon
potentia negative credit profile effects, though they till do not treat impaired
Goodwill as debt.

Q. THE POLICY PANEL’SRATEMAKING AND RATINGS DISCUSSIONS
HAVE A HEAVY FOCUSON IBERDROLA’S CAPITAL STRUCTURE. DO
THEIR ARGUMENTS CAUSE CONCERN FOR YOU?

A. | believe that focusismisplaced. First, NY SEG and RG& E will maintain a capital
structure that is regulated by the NYPSC. At the sametime, these utilities could
benefit from the higher credit ratings at Iberdrola. Indeed, over time, al other things

being equal, the superior ratings and financia standing of Iberdrola should have a

* For example, S& P defines Total Debt to Total Capitalization as “Long-term debt (including
amount for operating lease debt equivalent) plus current maturities, commercia paper, and other
short-term borrowings’ divided by “Long-term debt (including amount for operating lease debt
equivalent) plus current maturities, commercia paper, and other short-term borrowings plus
shareholders’ equity (including preferred stock) plus minority interest.” See S& P Research:
“Corporate Ratings Criteria,” 2000. Similarly, Fitch defines“Debt as % of Total Capitalization”
as“Total debt (short- and long-term debt), including debt of financing trusts or debt supporting
trust preferred securities, plus current portion of long-term debt and capitalized |ease obligations’
divided by “Total debt (short- and long-term debt), including debt of financing trusts or debt
supporting trust preferred securities, plus current portion of long-term debt and capitalized lease
obligations plus preferred and preference stock plus common equity.” See Fitch Research: “U.S.
Electric and Gas Financia Peer Study,” May 2007.
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positive impact on the credit ratings of Energy East and its two regul ated
subsidiaries.

Asfor how Iberdrola s capita structure could affect itsratings, | emphasize
again that the primary concern of both rating agencies and investorsis the ability of
an issuer to pay interest and principa when due. Asaresult, and as explained
above, the most important quantitative metricsin the ratings process are cash flow
measures that relate directly to such ability to meet financial commitmentson a
timely basis. Such focus can clearly be seen in the rating agencies' reactionsto the
NY PSC’'s August 2006 rate order for NY SEG. The Negative outlooks that were
placed on Energy East and its subsidiariesin August 2006 were driven by the cash
flow implications of the Commission decison. Energy East’s capita structure was
unaffected by that rate order, and subsequently, in March 2007, Energy East’s
capita structure was improved through the issuance of 10 million shares of common
equity. Y et the Negative outlooks remain — and the rating agencies remain focused
on Energy East’s cash flow.

Finally, on December 13, 2007, both S& P and Moody’ sindicated comfort
with Iberdrola s debt level. Moody’ s stated that steps Iberdrola has taken related to
its Scottish Power and Energy East acquisitions, and divestmentsincluding its

successful 1PO “should alow the company to stay within itsleverage target of

42



10

11

12

13

14

15

16

17

18

Case 07-M-0906
STEVENM.FETTER

50%.”% S& P on that same day said that the proceeds from the IPO “will enable the

group to maintain gearing below 50%."%*

CONCLUSION

Q. DO YOU HAVE CONCLUDING THOUGHTS?

A. Yes. The concept of utility regulation is to provide a surrogate for the
competitive market that is not present when a company possesses monopoly or
near-monopoly status with regard to an essential good, such as utility service.
Based on my experience as a state regulator, it is not the purpose of regulatorsto
step into the shoes of management and make strategic business decisions. Nor is
it the role of regulators to usurp the function of the mgjor rating agencies and
determine likely rating impacts different than those highlighted by the agencies.
The Staff Policy Panel attemptsto do both of these things here. The NYPSC
should focus on preserving the financial and operational health of the two
regulated utilities within itsjurisdiction. That decision is easier here than in most
cases because Iberdrola has indicated its intent to take the necessary steps to
maintain both the financial standing and operational reliability of NY SEG and
RG&E on agoing forward basis, after the merger has been consummated.

Moreover, in addition to that intent, Iberdrola, as one of the most preeminent and

% Moody’s Global Credit Research: “ Credit Opinion: IberdrolaS.A.,” December 13, 2007.

% S& P Research Update: “Spain’'s Iberdrola Affirmed at ‘A-/A-2° on IPO Completion; L-T
Rating Off Watch; Outlook Stable,” December 13, 2007.
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respected utility holding companies in the world, also possesses the wherewithal
to deliver on those promises.
Q. DOES THIS CONCLUDE YOUR TESTIMONY ?

Yesit does.



