MooDyY’s

INVESTORS SERVICE

Credit Ratings: What They Are, Why They Matter

CALIFORNIA PUBLIC UTILITIES COMMISSION THOUGHT LEADERS SERIES

MIHOKO MANABE, CFA, SENIOR VICE PRESIDENT May 21, 2015



]
Agenda

1. What Ratings Are, Why They Matter
2. How Ratings Are Produced

3. What Ratings Mean For Californians

Mooby’s

INVESTORS SERVICE

Credit Ratings: What They Are, Why They Matter, May 2015 2



What Ratings Are, Why They Are

Important

b)
MOODYS Credit Ratings: What They Are, Why They Matter, May 2015 3
INVESTORS SERVICE



- 0000000000000
Ratings: What They Are, Why They Are Important

What They Are Why They Are Important for Utilities
» Independent, objective assessments » Capital-intensive business requires
of the relative creditworthiness of debt constant debt issuance
obligations

» Ratings make debt securities more
» Shorthand symbols denoting the liquid
relative ability and willingness of debt
issuers to make full and timely
payment

» Investment grade ratings provide
better access to capital, lower cost
of capital, lower rates for customers

» Opinions about future potential risks
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Utilities Are Highly Rated

» Investment grade ratings indicate stability from regulation

» Reflect better history of default and recovery rates than those in competitive industrial
sectors

» Average ratings: US utilities Baal, water utilities A3, California utilities A2*
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Source: Moody's

*Average of San Diego Gas & Electric (A1), Southern California Gas (A1), Southern California Edison (A2), Pacific Gas & Electric (A3)
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How Ratings Are Produced
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Utility Rating Methodology: Regulation Most Important

» Regulation accounts for half the rating, influences the other factors

» Profitability, diversity dominate fo

Factor / Sub-Factor Weighting - Regulated Utilities

Broad Rating

nregulated competitive industries

Factor 1A: Improvement in US regulatory
environment vs. jurisdictions in other
countries led to upgrades of most US
utilities in 2014; A score for most and for
CA*

~Factor
Waeightin

Factor 1B: Utility-specific regulatory
treatment; scores range Aa-Baa; A for
most; A average fir CA*

Factor 2A: Rate case process, cost
recovery mechanisms, regulatory lag;
scores range Aa-Ba, A for most; Aa
average for CA*

Factor 2B: ROE (allowed vs. industry average
and actual earned), disallowances; scores
range from Aa to Ba, Baa for most and for CA*

Broad Rating Factors Factor Weighting  Rating Sub- Factor

Regulatory Framework 25% Legislative and Judicial Underpinnings of the Regulatory 12.5%
Framework
Consistency and Predictability of Regulation 12.5%

Ability to Recover Costs 25% Timeliness of Recovery of Operating and Capital Costs Qﬂfy\

and Earn Returns Sufficiency of Rates and Returns 12.5

Diversification 10% Market Position 5%*
Ceneration and Fuel Diversity 5%**

Financial 5trength, Key 40%

Financial Metrics CFO pre-WC + Interest/ Interest 7.5%
CFO pre-WC / Debt 15.0%
CFO pre-WC - Dividends / Debt 10.0%
Debt/Capitalization 7.5%

Total 100% 100%

*Average of San Diego Gas & Electric (Al), Southern California Gas (A1), Southern California Edison (A2),

Pacific Gas & Electric (A3)

Factor 4: Financial metrics accounts for majority
in competitive industries

Cash flow from operations before working
capital changes (CFO pre-WC)-to-debt ratios
most important
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Supportive Regulation Leads to Stronger Credit Metrics

» Strong factors 1B, 2A, 2B scores correlate to stronger CFO Pre WC/Debt
» California utilities average 29% CFO Pre WC/Debt

Factor 1B Factor 2A Factor 2B
Consistency, Predictability Timeliness of Recovery Sufficiency of Rates and
of Regulation of Costs Returns
Score CFO Pre Score CFO Pre Score CFO Pre
WC/Debt WC/Debt WC/Debt
24% 24% 18%
A 22% A 22% A 23%
Baa 20% Baa 20% Baa 22%
Ba 15% Ba N/A Ba 19%

Source: Moody's FM

» Low CFO pre WC/Debt ratio for Aa score in Factor 2B an outlier due to low-risk T&Ds that have lower but more
stable returns and CFO
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What Ratings Mean For

Californians
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Strong Ratings: Better Access to Capital at Lower Cost

» California utilities need to Consistency, Predictability of Regulation (Factor 1B)
flnance $24B Of Capex (2X Vertically Integrated Utilities - Average Factor 1B Score
depreciation) and refinance Ba mA Ees o NeDw
+$1B of maturing debt in
2015-16

» Investors and utilities make
decisions on where they want
to invest

Source: Moody's
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What Utility Ratings Mean For Californians

» California utilities need to raise large amount of capital to fund their capex

» Ratings make debt securities more liquid

» Investment grade ratings provide better access to capital, lower cost of capital,
lower rates for customers
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© 2015 Moody’s Investors Service, Inc. and/or its licensors and affiliates (collectively, “MOODY’S”). All rights reserved.

CREDIT RATINGS ISSUED BY MOODY'S INVESTORS SERVICE, INC. (“MIS”) AND ITS AFFILIATES ARE MOODY’'S CURRENT OPINIONS OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES,
CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES, AND CREDIT RATINGS AND RESEARCH PUBLICATIONS PUBLISHED BY MOODY'S (“MOODY’'S PUBLICATIONS”) MAY INCLUDE
MOODY’S CURRENT OPINIONS OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES. MOODY’S DEFINES CREDIT RISK AS THE
RISK THAT AN ENTITY MAY NOT MEET ITS CONTRACTUAL, FINANCIAL OBLIGATIONS AS THEY COME DUE AND ANY ESTIMATED FINANCIAL LOSS IN THE EVENT OF DEFAULT. CREDIT
RATINGS DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT NOT LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS AND MOODY’S OPINIONS
INCLUDED IN MOODY'’S PUBLICATIONS ARE NOT STATEMENTS OF CURRENT OR HISTORICAL FACT. CREDIT RATINGS AND MOODY'S PUBLICATIONS DO NOT CONSTITUTE OR PROVIDE
INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS AND MOODY’S PUBLICATIONS ARE NOT AND DO NOT PROVIDE RECOMMENDATIONS TO PURCHASE, SELL, OR HOLD
PARTICULAR SECURITIES. NEITHER CREDIT RATINGS NOR MOODY'S PUBLICATIONS COMMENT ON THE SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR INVESTOR. MOODY'’S
ISSUES ITS CREDIT RATINGS AND PUBLISHES MOODY’S PUBLICATIONS WITH THE EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL MAKE ITS OWN STUDY AND
EVALUATION OF EACH SECURITY THAT IS UNDER CONSIDERATION FOR PURCHASE, HOLDING, OR SALE.

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY LAW, INCLUDING BUT NOT LIMITED TO, COPYRIGHT LAW, AND NONE OF SUCH INFORMATION MAY BE COPIED OR OTHERWISE
REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED,

DISSEMINATED, REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR MANNER OR BY ANY MEANS
WHATSOEVER, BY ANY PERSON WITHOUT MOODY’'S PRIOR WRITTENCONSENT.

All information contained herein is obtained by MOODY’S from sources believed by it to be accurate and reliable. Because of the possibility of human or mechanical error as well as other factors, however, all
information contained herein is provided “AS IS” without warranty of any kind. MOODY'S adopts all necessary measures so that the information it uses in assigning a credit rating is of sufficient quality and from
sources MOODY'S considers to be reliable including, when appropriate, independent third-party sources. However, MOODY'S is not an auditor and cannot in every instance independently verify or validate
information received in the rating process. Under no circumstances shall MOODY'’S have any liability to any person or entity for (a) any loss or damage in whole or in part caused by, resulting from, or relating
to, any error (negligent or otherwise) or other circumstance or contingency within or outside the control of MOODY'S or any of its directors, officers, employees or agents in connection with the procurement,
collection, compilation, analysis, interpretation, communication, publication or delivery of any such information, or (b) any direct, indirect, special, consequential, compensatory or incidental damages
whatsoever (including without limitation, lost profits), even if MOODY'S is advised in advance of the possibility of such damages, resulting from the use of or inability to use, any such information. The ratings,
financial reporting analysis, projections, and other observations, if any, constituting part of the information contained herein are, and must be construed solely as, statements of opinion and not statements of
fact or recommendations to purchase, sell or hold any securities. Each user of the information contained herein must make its own study and evaluation of each security it may consider purchasing, holding or
selling.

NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR
OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY MOODY'S IN ANY FORM OR MANNER WHATSOEVER.

MIS, a wholly-owned credit rating agency subsidiary of Moody's Corporation (“MCQ”), hereby discloses that most issuers of debt securities (including corporate and municipal bonds, debentures, notes and
commercial paper) and preferred stock rated by MIS have, prior to assignment of any rating, agreed to pay to MIS for appraisal and rating services rendered by it fees ranging from $1,500 to approximately
$2,500,000. MCO and MIS also maintain policies and procedures to address the independence of MIS’s ratings and rating processes. Information regarding certain affiliations that may exist between directors
of MCO and rated entities, and between entities who hold ratings from MIS and have also publicly reported to the SEC an ownership interest in MCO of more than 5%, is posted annually at www.moodys.com
under the heading “Shareholder Relations — Corporate Governance — Director and Shareholder Affiliation Policy.”

Any publication into Australia of this document is by MOODY'’S affiliate, Moody's Investors Service Pty Limited ABN 61 003 399 657, which holds Australian Financial Services License no. 336969. This
document is intended to be provided only to “wholesale clients” within the meaning of section 761G of the Corporations Act 2001. By continuing to access this document from within Australia, you represent to
MOODY'’S that you are, or are accessing the document as a representative of, a “wholesale client” and that neither you nor the entity you represent will directly or indirectly disseminate this document or its
contents to “retail clients” within the meaning of section 761G of the Corporations Act 2001.

Notwithstanding the foregoing, credit ratings assigned on and after October 1, 2010 by Moody’s Japan K.K. (“MJKK”) are MJIKK’s current opinions of the relative future credit risk of entities, credit commitments,
or debt or debt-like securities. In such a case, “MIS” in the foregoing statements shall be deemed to be replaced with “MIKK”. MJKK is a wholly-owned credit rating agency subsidiary of Moody's Group Japan
G.K., which is wholly owned by Moody’s Overseas Holdings Inc., a wholly-owned subsidiary of MCO.

This credit rating is an opinion as to the creditworthiness of a debt obligation of the issuer, not on the equity securities of the issuer or any form of security that is available to retail investors. It would be
dangerous for retail investors to make any investment decision based on this credit rating. If in doubt you should contact your financial or other professional adviser.
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