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Assessing U.S. Investor-Owned Utility Regulatory 
Environments 
Regulatory advantage is the most heavily weighted factor when S&P Global Ratings analyzes a regulated utility's 
business risk profile. One significant aspect of regulatory risk that influences credit quality is the regulatory 
environment in the jurisdictions where a utility operates. A utility management team's skill in dealing with regulatory 
risk can sometimes overcome a difficult regulatory environment. Conversely, companies' regulatory risk can increase 
even with supportive regulatory regimes if management fails to devote the necessary time and resources to the 
important task of managing regulatory risk. We modify our assessment of regulatory advantage to account for this 
dynamic in our ratings methodology (for the criteria we use to rate utilities, see "Corporate Methodology," and "Key 
Credit Factors For The Regulated Utilities Industry," published Nov. 19, 2013, on RatingsDirect.) 

There are specific factors we use in the U.S. to assess the credit implications of the numerous regulatory jurisdictions 
here that help us determine the "preliminary regulatory advantage" in our credit analysis of each investor-owned 
regulated utility. We organize the subfactors of regulatory advantage into four categories: 

• Regulatory stability, 
• Tariff-setting procedures and design, 
• Financial stability, and 
• Regulatory independence and insulation. 

 
 

Regulatory Stability 

The foundation of our opinion of a jurisdiction is the stability of its approach to regulating utilities, encompassing 
transparency, predictability, and consistency. Given the maturity of the U.S. investor-owned utility industry, the long 
history of utility regulation (going back to the early 20th century) and the well-established constitutional protections 
accorded to utility investments, we emphasize the principle of consistency when weighing regulatory stability. We also 
incorporate the degree to which the regulatory framework either explicitly or implicitly considers credit quality in its 
design. 
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Durability  of  regulatory system 
An established, dependable approach to regulating utilities is a hallmark of a credit-supportive jurisdiction. Creditors 
lend capital to utilities over long periods to fund the development of long-lived assets. A firm understanding of the 
basic "rules" that will govern how the utility will recover its costs, including servicing its debt and the return on its 
capital over an extended period, is essential to accurately assess credit risk. Major or frequent changes to the 
regulatory model invariably raise risk due to the possibility of future changes. Steady application of transparent, 
comprehensible policies and practices lowers risk. 

How long a regulatory framework has been in place is the most important factor in this area. We view jurisdictions as 
most supportive when there have been no major changes or where the approach has been consistent for a long time 
and is not prone to further changes. Jurisdictions that have undergone a major, fundamental change in the regulatory 
paradigm that seems to be working well are a little less supportive, and less so a jurisdiction that is transitioning to a 
new regulatory approach. Credit risk rises if the transition attracts political attention. The less-supportive jurisdictions 
are those that frequently alter the basic regulatory approach. We also view the framework's development less 
favorably if policy disputes or legal actions cause contention, indicating that the political consensus regarding utility 
regulation is fragile. 

Some jurisdictions permit competitive markets to prevail for some important functions of the delivery of utility 
services, notably wholesale markets for electricity and retail markets for electric or gas service. In others, vertical 
integration is the norm. A jurisdiction's credit-supportiveness is more prone to suffer if market forces directly influence 
major cost items that utilities could otherwise control through cost-based regulation because of the potential volatility 
it creates. The risk inherent in a market-based model is straightforward: utility rates are more volatile when markets 
influence them rather than fully embedded costs, and regulators are apt to resist full and timely recovery when market 
price changes are abrupt and substantial (and perhaps misunderstood). We observe less support for credit quality in 
jurisdictions that are in the midst of deregulating important parts of the utility framework. The uncertainty of the timing 

While stability is one of the four pillars of our approach to evaluating regulatory risk, experience shows us that it's 
not an absolute positive or negative for creditors. Change can boost or lessen risk, and any improvement in a 
regulatory regime will overcome any negative connotations of instability. A good example is Michigan, which in 
about 2008 revamped its whole approach to utility regulation. As implemented in subsequent years by the 
Michigan Public Service Commission, the reforms have almost completely transformed the regulatory 
environment in that state. 

However, during any period of change, we see the uncertainties surrounding the process and the outcome as 
possible major causes of risk. A more recent and still ongoing example is New York, where the Public Service 
Commission's (NYPSC) Reforming the Energy Vision (REV) proceeding is possibly revving up risk for utilities. 
While the NYPSC seemed at first to be focusing more on high-minded policy questions than on making a lot of 
changes to day-to-day operations, the current phase could eventually disrupt the way utilities make money and 
affect their ability to earn the authorized return. If the end result is greater operating risk with no opportunity to 
earn greater returns, our assessment of the regulatory environment could change. 

Regulatory Change Can Bring Stability, Or Take It Away 
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of reaching the outcome--and what the result will be--is a negative factor from a credit perspective. Utilities are also 
prone to financial stress when the transition to competition causes potential "rate shock" for customers that regulators 
could resist. 

Transparency of regulatory framework and attitude toward credit    quality 
We believe regulation works best when it is rule-based. Creditor interests are better protected by the presence of and 
adherence to a pre-set code of rules and procedures that we can look to when assessing risk. Risk is lower when the 
rules are more transparent and when they take into account a utility's financial integrity. We regard jurisdictions that 
require regulators to protect utilities' financial soundness and have transparent policies and procedures as the most 
credit-supportive. We ascribe higher risk in jurisdictions where policies and procedures support financial integrity, but 
where inconsistency can selectively arise. We believe a jurisdiction provides even less support when transparency 
merely exists. We see less support when any of these credit factors are absent, or if the regulator's record on following 
precedent is poor. 

 

Tariff-Setting Procedures 

We review rate decisions as part of our surveillance on each U.S. utility. We focus on the jurisdiction's overall 
approach to setting rates and the process it uses to establish base rates (practices pertaining to separate tariff 
provisions for large expenses are in the "Financial Stability" part of our analysis). We focus on whether base rates, over 
time, fairly reflect a utility's cost structure and allow a fair opportunity to earn a compensatory return that provides 
creditors with a financial cushion that supports credit quality. If the process is geared toward an incentive-based 
system, our analysis centers on the risks related to the incentive mechanisms. If the jurisdiction has vertically 
integrated utilities, we review the resource procurement process and assess how it affects regulatory risk. 

 

Although not common, rate case outcomes can sometimes lead directly to a change in our opinion of 
creditworthiness. Often it's a case that takes on greater importance because of the issues being litigated. For 
example, in 2010, we downgraded Florida Power & Light and its affiliates following a Florida Public Service 
Commission rate ruling that attracted attention due to drastic changes to settled practices on rate case particulars 
like depreciation rates. More recently, in June 2016, we downgraded Central Hudson Electric & Gas due to our 
revised opinion of regulatory risk. While that reflected the company's own management of regulatory risk, it was 
prompted in part by other rate case decisions in New York that highlighted the overall risk in the state. 

Sometimes change comes from outside the usual rate case process. The aforementioned improvement in 
Michigan (see the previous sidebar) came from legislative changes that reformed rate case procedures such as 
interim rate increases and time limits on rate decisions. In March 2016, we affirmed our ratings on Entergy Corp. 
and kept the outlook positive based on the prospect of lower regulatory risk as the company pursues strategic 
changes in its various jurisdictions. For instance, legislation in Arkansas allowing for formula rates could better 
enable Entergy to manage regulatory lag and earn its authorized return. 

Rate Cases Can Affect Creditworthiness 
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Ability to timely recover costs 
We review authorized returns and capital structures in our analysis, but we focus mainly on actual earned returns. 
Examples abound of utilities with healthy authorized returns that have no meaningful expectation of earning those 
returns due to, for example, rate case lag (i.e., the relationship between approved rates and the age of the costs used to 
set those rates) or expense disallowances. Also, the stability of the returns is as important as the absolute level of 
financial returns, and we note the equity component in the capital structure used to generate the revenue requirement 
in rate proceedings. Higher authorized and earned returns and thicker equity ratios translate into better credit 
measures and a more comfortable equity cushion for creditors. We consider a regulatory approach that allows utilities 
the opportunity to consistently earn a reasonable return as a positive credit factor. 

A very credit-supportive jurisdiction is one in which all of the utilities it regulates consistently earn above-average 
returns. We assess jurisdictions lower if only some of them do, and lower still if the earnings records are below average 
or highly variable from year to year. We deem jurisdictions as weaker when all utilities earn well-below-average 
returns, and we consider jurisdictions where all utilities consistently earn exceedingly poor returns, including years 
with negative returns, as weakest. 

We consider "regulatory lag" along with the record of earned returns to assess timeliness. Credit-supportive 
jurisdiction typically have a track record of little regulatory lag, indicating that responsibility for a poor or uneven 
earnings history lies more with management than its regulators. In addition to the regulator's efficiency in completing 
rate cases, we consider the obsolescence of the costs on which the rates are based, the timing of interim rates, and 
other practices (such as allowing rates to automatically change in a future period based on inflation) that affect a 
utility's ability to earn its authorized return. 

If a jurisdiction uses incentives as the primary ratemaking tool and institutes a comprehensive incentive program that 
allows revenues and costs to diverge, we evaluate the incentive mechanisms' effect on a utility's earnings capability 
and stability. A common approach features an extended period between base rate reviews, during which rates change 
according to a formula based on inflation, a predetermined productivity factor, and capital spending. An 

incentive-based program can be close to credit-neutral compared with systems that permit more frequent and dynamic 
rate changes if the risk is symmetrical (i.e., an equal opportunity to earn over or under the authorized return and 
equivalent reward or penalty for doing so) and limited (a maximum or minimum earnings band). The effect on 
regulatory risk depends on whether we believe the efficiency targets are realistic and achievable, the regulator's 
treatment of disparities in actual versus authorized spending, and the framework's flexibility to adjust returns for 
capital market conditions. If there are operating standards, we determine whether they fairly reward or punish utilities 
if performance deviates from expectations. 

There is a muted effect on regulatory risk in jurisdictions where incentives are not central, but are instead used only to 
augment cost-of-service regulation. A moderate amount of incentives that carry symmetrical risks can even modestly 
support better credit quality. For example, a fuel-adjustment and purchased-power clause with a sharing mechanism 
that affects less than 10% of the total fuel costs and cuts both ways when commodity markets change can modestly 
reduce risk by offering the utility a mild incentive for effective procurement and efficient operations, without unduly 
exposing it to commodity price risk. 
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We typically view jurisdictions as credit-supportive if regulators use symmetrical incentive mechanisms sparingly in 
the rate-setting process. When incentives play a larger role in the rate-setting approach, but are well-designed to 
evenly allocate risk, we see less support for credit quality. We regard still lower jurisdictions where incentives 
dominate and are poorly designed. Jurisdictions where incentives significantly degrade risk and are part of a 
comprehensive incentive regime harbor the most risk for creditors. 

 

Financial Stability 

When we evaluate U.S utility regulatory environments, we consider financial stability to be of substantial importance. 
Cash takes precedence in credit analysis. A regulatory jurisdiction that recognizes the significance of cash flow in its 
decision-making is one that will appeal to creditors. 

 

 
 

Treatment  of  significant expenses 
When utilities have major expenses such as fuel and purchased power/gas/water, the presence of separate tariff 
provisions to facilitate full and contemporaneous recovery is the most prominent factor in this part of our analysis. The 
timely adjustment of rates in response to changing commodity prices and other expenses that are largely out of 
management's control is a key feature of a credit-supportive regulatory jurisdiction. The analysis centers on the special 
tariff mechanisms to determine their effectiveness in producing the cash flow stability they are designed to achieve. 

The frequency of rate adjustments, the ability to quickly react to unusual market volatility, and the control of 
opportunities to engage in hindsight disallowances of costs could affect our analysis almost as much as whether the 
tariff provisions exist at all. The record of disallowances plays a part when we assess regulatory advantage. 

We consider jurisdictions to be very credit-supportive if utilities can recover all high-expense items through an 
automatic tariff clause that is based on projected costs, adjusts frequently, and has no record of any significant 
disallowances. We see more risk if separate mechanisms exist, but lack some of the above features. We view 
jurisdictions that lack independent rate mechanisms for large expenses and have a record of significant disallowances 

The ability of financial stability factors to help a utility maintain and smooth its cash flow gives prominence to this 
area of our analysis. In addition to the near-ubiquitous fuel clauses, we see utilities give more attention to 
obtaining so-called "disc" mechanisms (DSIC, for distribution system investment charge, is a common acronym 
for this kind of rate adjustment) that accelerate and stabilize cash flow realization when a utility pursues a strategy 
of boosting rate base to fuel earnings growth. 

For instance, Duquesne Light recently filed for a DSIC mechanism in Pennsylvania in conjunction with a 
long-term plan to improve its distribution system. Approval, requested for October, would enhance our view of 
Duquesne's ability to manage regulatory risk, because it would consequently be joining the other Pennsylvania 
utilities that already benefit from this mechanism. On the other end of the spectrum, Mississippi Power's ongoing 
travails in obtaining rate relief for its Kemper coal-fired plant, which has experienced significant cost and schedule 
problems, points to how regulatory risk can deteriorate under stress when well-established procedures for 
handling large and risky capital projects are absent or not followed. 

Creative Ratemaking Can Help…If Used Correctly 
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as weakest. 
 
Treatment of capital  spending 
When applicable, a jurisdiction's willingness to support large capital projects with cash during construction is an 
important aspect of our analysis. This is especially true when the project represents a major addition to rate base and 
entails long lead times and technological risks that make it susceptible to construction delays. Broad support for all 
capital spending is the most credit-sustaining. Support for only specific types of capital spending, such as specific 
environmental projects or system integrity plans, is less so, but still favorable for creditors. Allowance of a cash return 
on construction work-in-progress or similar ratemaking methods historically were extraordinary measures for use in 
unusual circumstances, but when construction costs are rising, cash flow support could be crucial to maintain credit 
quality through the spending program. Even more favorable are those jurisdictions that present an opportunity for a 
higher return on capital projects as an incentive to investors. 

Very supportive jurisdictions offer a separate recovery mechanism for all capital spending, a mandated current cash 
return during construction, and a bonus return for some or all capital projects. We deem a jurisdiction weaker if there 
is a separate mechanism for only certain kinds of spending and the cash return and higher return are subject to the 
regulator's discretion. We view jurisdictions that don't allow separate recovery or a current return as being lower on 
the scale. We assess a jurisdiction as weaker still when it doesn't have independent rate mechanisms for capital 
projects, and we view it as most risky when full recovery occurs only after a utility's assets become operational. 

Cash-smoothing mechanisms 
We have a more positive view of jurisdictions that use innovative regulatory provisions that help to smooth cash flow 
from period to period. For a jurisdiction that focuses on incentives in its basic approach to ratemaking, through 
multiyear rate plans or a formula rate plan, we view the availability of "reopeners" (to adjust rates for unexpected 
events out of the utility's control) as key to this part of our analysis. The utility's ability to petition for a rate increase 
when unexpected or uncontrollable costs arise in the midst of a long-term rate plan is a critical risk mitigant. 

Other examples of risk-dampening regulatory policies include hedging program approvals, and decoupling (the 
separation of a utility's profits from sales) or weather-related mechanisms. If a utility seeks approval of a hedging 
program to manage exposure to commodity prices, it can reduce risk if there's a clearly stated hedging policy that its 
regulator has endorsed, and a track record of activity that conforms to the policy that has not been subject to 
regulatory second-guessing. A well-designed decoupling or weather-normalization mechanism that efficiently adjusts 
rates to offset the sales effect of economic conditions, customer usage trends, or weather will soften earnings and cash 
flow volatility to the benefit of creditors. If applicable, we view a record of regulatory responsiveness to extreme events 
for utilities that are prone to violent or disruptive weather (like hurricanes) as favorable for credit quality. 

A jurisdiction is more credit-supportive if it makes extensive use of extraordinary and credit-supportive rate 
mechanisms. Also favorable are jurisdictions that use innovative mechanisms selectively, or have regulators that are 
receptive to reopeners where incentives are the main ratemaking method. 
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Regulatory Independence And  Insulation 

The role of politics in U.S. utility regulation is often misunderstood. In most jurisdictions, the regulator's function is to 
set and regulate rates and service standards with due regard not only for the interests of those who advance the capital 
needed to provide safe and reliable utility service, but for other constituents as well. Creditors should recognize that 
utility regulation harbors political as well as economic risks. Therefore, how politics could influence regulation helps us 
evaluate a regulatory environment. 

 

 
 

Political independence of  regulator 
The primary factor in this part of our analysis is the regulators' (and, when relevant, the judicial body that reviews the 
regulators' decisions) political independence. We think it's more credit-supportive when the regulator is substantially 
independent of the political process. Jurisdictions are somewhat less favorable when insulation is strong, such as when 
the executive branch of government appoints regulators subject to legislative approval. We consider jurisdictions to be 
further down the scale when the same voters who pay utility bills directly elect the regulators, but institutional efforts 
have been made to erect some shield for regulators from transient political concerns. We view jurisdictions that 
arrange for direct political accountability of regulators that persistently influences regulatory decisions as less 
supportive. 

Record of direct political  intervention 
The overall atmosphere that a regulator operates in can affect its ability to deliver sound, fair, and timely rate decisions 
and set prudent regulatory policies that assist utilities in managing business and financial risk. In this part of our 

This is often the most variable area of our analysis and the most difficult to assess. The most dramatic, fairly 
recent reminder of how political forces can influence regulatory risk was last year's unexpected reversal by the 
popularly elected Mississippi Supreme Court of a significant rate increase granted for Mississippi Power to help 
pay for a major power plant under construction. Regulators, who were ordered to roll back rates and issue 
refunds, struggled to make decisions amid the strained political atmosphere and extra scrutiny that the Court's 
action had created. The episode also highlighted the greater regulatory risk that attends jurisdictions that expose 
regulators (and in this case the appellate court) to direct political accountability. 

Another more recent example of political influence on regulation underscores the complexity of this area of 
analysis, because it featured many participants at both the federal and state level. Electric utilities in Ohio had a 
credible strategy for dealing with rising competitive risks in their merchant generation portfolios by offering the 
output to retail customers at pre-set prices on a long-term basis, which the state regulator approved. The federal 
regulator (Federal Energy Regulatory Commission, or FERC), responding to complaints by other generators that 
the plan would inhibit the operation of the competitive electricity market, essentially overruled the Ohio 
regulators and blocked the utilities from pursing the strategy that would have reduced its risk profile. It essentially 
decided that its political interest in and ideological commitment to efficient electricity markets overrode the 
state's political interest in stable electric rates. The saga is still continuing with attempts to bypass the FERC's 
ruling through other means, but no matter what the ultimate result, we see how political considerations can 
increase risk. 

Political Influence On Utility Regulation Can Yield Unexpected Results 
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evaluation, we may consider the tone that politicians set, the history of political insulation given to the regulatory body 
and the courts that review its actions, and the behavior of important constituencies that intervene in utility 
proceedings. We also track the public visibility of utility issues, because we believe that the likelihood of constructive 
regulatory behavior increases with the comparative obscurity of utility issues. 

We view a jurisdiction as having a lower risk if the regulatory environment is marked by cooperative attitudes and 
constructive interventions in important matters before the regulator. We assess a jurisdiction lower when the 
atmosphere is more combative and restricts the regulator's ability to act in the long-term best interests of all parties. 
We consider jurisdictions as weaker if the regulatory environment is so infused with short-term political influence over 
regulatory decisions that the regulator can't effectively consider investor interests in its decisions. 

 

Related Criteria And Research 

Related Criteria 
• Criteria|Corporates|General: Corporate Methodology, Nov. 19, 2013 
• Criteria|Corporates|Utilities: Key Credit Factors For The Regulated Utilities Industry, Nov. 19, 2013 

 
 

Only a rating committee may determine a rating action and this report does not constitute a rating action. 

FCG  003592 
20220069-GU



WWW.STANDARDANDPOORS.COM/RATINGSDIRECT AUGUST 10, 2016  10 

1691168  | 300000504 

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Copyright © 2016 by S&P Global Market Intelligence, a division of S&P Global Inc. All rights reserved. 
 

No content (including ratings, credit-related analyses and data, valuations, model, software or other application or output therefrom) or any part 
thereof (Content) may be modified, reverse engineered, reproduced or distributed in any form by any means, or stored in a database or retrieval 
system, without the prior written permission of Standard & Poor's Financial Services LLC or its affiliates (collectively, S&P). The Content shall not be 
used for any unlawful or unauthorized purposes. S&P and any third-party providers, as well as their directors, officers, shareholders, employees or 
agents (collectively S&P Parties) do not guarantee the accuracy, completeness, timeliness or availability of the Content. S&P Parties are not 
responsible for any errors or omissions (negligent or otherwise), regardless of the cause, for the results obtained from the use of the Content, or for 
the security or maintenance of any data input by the user. The Content is provided on an "as is" basis. S&P PARTIES DISCLAIM ANY AND ALL 
EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR 
A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT'S FUNCTIONING 
WILL BE UNINTERRUPTED, OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In   no 
event shall S&P Parties be liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential 
damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost profits and opportunity costs or losses caused by 
negligence) in connection with any use of the Content even if advised of the possibility of such damages. 

 

Credit-related and other analyses, including ratings, and statements in the Content are statements of opinion as of the date they are expressed and 
not statements of fact. S&P's opinions, analyses, and rating acknowledgment decisions (described below) are not recommendations to purchase, 
hold, or sell any securities or to make any investment decisions, and do not address the suitability of any security. S&P assumes no obligation to 
update the Content following publication in any form or format. The Content should not be relied on and is not a substitute for the skill, judgment 
and experience of the user, its management, employees, advisors and/or clients when making investment and other business decisions. S&P does 
not act as a fiduciary or an investment advisor except where registered as such. While S&P has obtained information from sources it believes to be 
reliable, S&P does not perform an audit and undertakes no duty of due diligence or independent verification of any information it receives. 

 

To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for certain 
regulatory purposes, S&P reserves the right to assign, withdraw, or suspend such acknowledgement at any time and in its sole discretion. S&P 
Parties disclaim any duty whatsoever arising out of the assignment, withdrawal, or suspension of an acknowledgment as well as any liability for any 
damage alleged to have been suffered on account thereof. 

 

S&P keeps certain activities of its business units separate from each other in order to preserve the independence and objectivity of their respective 
activities. As a result, certain business units of S&P may have information that is not available to other S&P business units. S&P has established 
policies and procedures to maintain the confidentiality of certain nonpublic information received in connection with each analytical process. 

 

S&P may receive compensation for its ratings and certain analyses, normally from issuers or underwriters of securities or from obligors. S&P 
reserves the right to disseminate its opinions and analyses. S&P's public ratings and analyses are made available on its Web sites, 
www.standardandpoors.com (free of charge), and www.ratingsdirect.com and www.globalcreditportal.com (subscription) and www.spcapitaliq.com 
(subscription) and may be distributed through other means, including via S&P publications and third-party redistributors. Additional information 
about our ratings fees is available at www.standardandpoors.com/usratingsfees. 

 

STANDARD & POOR'S, S&P and RATINGSDIRECT are registered trademarks of Standard & Poor's Financial Services LLC. 

FCG  003593 
20220069-GU




