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Lubbock, Texas; Retail Electric

Credit Profile

US$60.54 mil elec lt & pwr sys rev bnds ser 2022 dtd 09/01/2022 due 04/15/2042

Long Term Rating A/Negative New

Lubbock retail elec

Long Term Rating A/Negative Downgraded

Rating Action Overview

• S&P Global Ratings lowered its long-term rating and underlying rating (SPUR) on Lubbock, Texas' electric light and

power system revenue debt to 'A' from 'A+.'

• At the same time, S&P Global Ratings assigned its 'A' long-term rating to Lubbock's series 2022 electric light and

power system revenue bonds.

• The outlook is negative.

• The lowered rating reflects our view that the utility's transition of 70% of its load into the Electric Reliability Council

of Texas (ERCOT) market pending its exiting the power supply function heightens operating risks and exposure to

price volatility until 2024. The rating action also reflects our view that fixed charge coverage metrics that will

decline over the next three years are no longer consistent with the previously assigned 'A+' rating.

Security

The bonds are secured by a first-lien pledge on the net revenues of Lubbock Power & Light's (LP&L) electric system.

The city's $60 million series 2022 electric light and power system revenue bonds will fund primarily distribution

projects to integrate the remaining 30% of LP&L's load into Electric Reliability Council of Texas (ERCOT) by June

2023. LP&L had $476 million in total debt as of Sept. 30, 2021, including $18 million in general obligation (GO) and

certificates of obligation debt the utility supports.

Credit overview

Before the utility exits the power supply business in late 2023, we expect LP&L will likely have a short energy position

of roughly 13% to 25% during peak summer and winter months before adding day-ahead market purchases to fully

cover its peak load, which we believe exposes the utility to greater market price volatility, and potentially unbudgeted

costs during extreme weather events. While management's pursuit of competitively priced power in the day-ahead

market during normal ERCOT market conditions can result in lower cost power, the utility can be exposed to

unbudgeted costs during extreme weather events or prolonged ERCOT market price spikes.

In February 2022 the Lubbock city council voted and approved to opt-in to retail competition and provide customer

choice to its ERCOT electric customers. LP&L plans to exit the power supply business in late 2023, by migrating all of

its customers to competitive alternative energy providers while continuing to provide transmission and distribution

(T&D) service, which will diminish the utility's exposures to ERCOT market risks. However, until it transitions out of

the energy supply business, it remains exposed to the operational and financial risks of managing its power supply in

ERCOT. We view the city council's vote to migrate customers to customer choice as a step toward shedding
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responsibility for power procurement and exposure to the ERCOT market's volatility. LP&L intends to seek approval

to transfer the remaining 30% of its load from Southwest Power Pool (SPP) to ERCOT by June 1, 2023, and we expect

LP&L will likely add additional firm energy blocks beginning in June 2023 to serve this additional load in ERCOT.

Unless its board and city council relieve LP&L of provider of last resort obligations (POLR), the utility could face

ERCOT market price volatility and business risk if it retains power procurement responsibilities for portions of the

customer base. Management expects the city will contemplate making a POLR selection by the end of 2022.

The rating further reflects our view of the utility's credit strengths:

• Strong regional economy centered on higher education that provides a stabilizing presence, and steadily growing

and diverse electric customer base. We believe its below-average income levels partly reflect a large student

population;

• Competitive retail rates which provide financial flexibility, as evidenced by its 2020 weighted average electric

system rate that was 9.4% below the state average, and the presence of a power cost recovery mechanism that

automatically passes along changes in power costs at least semi-annually; and,

• We believe liquidity levels are sufficient under normal operating conditions equal to roughly $68 million in fiscal

2023 or about 90 days in cash on hand before improving to stronger levels once the utility exits the power supply

business.

Partially offsetting factors include our view of the utility's:

• Heightened operating risk with 30% of its remaining SPP load expected to be integrated into the ERCOT market by

June 2023, reflecting its exposure to the market's potential volatility of power prices and energy supply in the near

term. Over the past 12 months, the utility has relied on day-ahead market purchases in ERCOT to a greater degree

than other rated utilities, increasing its exposure to potential ERCOT price spikes during extreme weather;

• Based on our view of management's financial forecast assumptions, we believe coverage metrics will decline to 1.2x

in fiscal 2023 and to 1.1x through fiscal 2026, as debt service requirements rise absent base rate increases; and,

• Increased leverage, as suggested by its 66% debt-to-capitalization ratio in fiscal 2021, which may increase to near

70% by fiscal 2024 given the system's additional debt needs.

Environmental, social, and governance

In our view, LP&L and many other Texas utilities face wide fluctuations in temperatures, both hot and cold, which

expose the utility, along with many of its Texas-based peers, to acute and chronic environmental physical risks related

to extreme weather. We consider this risk moderately negative in our credit rating analysis. Although the utility's plans

of reducing its energy supply function role will help reduce emissions and exposure to regulatory directives, it will

continue to operate gas-fired generation through 2023, which we view as creating environmental exposures.

We consider the adequacy of management's counterbalancing measures to plan for, mitigate, or adapt to risks

associated with extreme weather conditions that have the potential to disrupt its power supply and cause a short

energy position. Among these considerations are exposures related to the limits of power supply planning and hedging

strategies. In our view, risk management, culture, and oversight governance risks are moderately negative in our credit

rating analysis given that the environment in which LP&L operates increasingly requires stronger liquidity, proactive
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planning, hedging, and financial flexibility, which could be costly, versus most utilities in other regions where these

risks are lower. While its firm block energy purchases account for 67% of its projected peak in August and there is no

reliance on intermittent resources to meet demand, we view its energy procurement strategy to be relatively more

risky than other rated utilities, including its insufficient power supply under contract versus projected peak demand.

However, we consider financial management practices to be very strong as evidenced by its multiyear financial

projections that are updated annually, along with its multiyear capital improvement plan (CIP), which provides an

important mitigant to offset the above-mentioned risks.

We believe LP&L's exposure to social capital factors including rate affordability are neutral in our credit rating analysis

and in line with those of other rated utilities. The utility's retail rates remain well below the state average, combined

with city income levels that we believe are weakened by a large student population.

Outlook

The negative outlook reflects our view that there is a one in three chance we could lower the rating over the next two

years because we believe the utility continues to face heightened ERCOT market exposure and price volatility through

2023. Uncertainty remains regarding the city council's selection of the POLR and the utility could face market volatility

and business risk if it retains power procurement responsibilities for meaningful portions of its customer base.

Downside scenario

Before the utility exits the power supply business, if LP&L's reliance on day-ahead market purchases in ERCOT results

in unbudgeted power costs and weakens the financial profile, we could lower the rating.

Upside scenario

We could revise the outlook to stable over the next two years if the utility exits the power supply business and secures

a POLR provider, and we believe financial metrics will be stable and predictable.

Credit Opinion

ERCOT operating risks remain through 2023

LP&L entered ERCOT as a nonopt-in entity and has contracted with a third-party power marketing company to enter

into bilateral contracts for firm block power to serve its ERCOT customers, combined with the utility's peaking natural

gas-fired generation and market purchases. Its power supply hedging strategy is used to manage its market price

exposure and it intends to use firm block power purchases and its dispatchable generation to cover 75% to 87% of

projected peak demand during peak summer and winter months before adding day-ahead market purchases to fully

cover 100% of its projected load. During the spring and fall months, management's target hedges are expected to

account for roughly 40% of peak loads before adding day-ahead purchases. Its block power purchases and

dispatchable generation will cover less than 100% of projected load to benefit from potentially more competitive

day-ahead market prices. However, we believe its reliance on day-ahead market purchases to meet a portion of its

peak load could result in increased power costs during extreme weather when price spikes occur. Given high natural

gas prices and typically low power prices in west Texas, LP&L's day-ahead market purchases accounted for a
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significant 52% of total energy over the past 12 months through June 2022, and more than 80% of its energy in May

and June 2022. The utility maintains 96 MW in dispatchable natural gas-fired generation capacity it expects to be

available for its August summer peak demand. The utility's ERCOT load hit a summer peak in July 5.6% above its

forecast, and management plans to recover $3.7 million in currently under-collected power costs this winter through

its semi-annual power cost adjustment.

Any delay in LP&L's full integration into ERCOT will not present a market exposure because LP&L's settlement

agreement with SPS does not take effect until LP&L's load is integrated. In anticipation of LP&L's full integration into

ERCOT, LP&L and SPS have agreed to terminate their long-term purchase power agreement (PPA), with an estimated

termination date of May 31, 2023. Under the terms of the settlement agreement, LP&L will pay $77.5 million to SPS,

which we believe will be debt-financed in 2023. For comparison, LP&L had $64 million or 107 days' cash on hand at

the end of fiscal 2021. By terminating its PPA with SPS and its related settlement payment, LP&L projects reducing

annual fixed costs by $12.9 million annually, equal to roughly 10% in power cost savings to the customer. The electric

utility board, city council, and SPS have approved the settlement agreement, which also requires approval by the

Federal Energy Regulatory Commission (FERC) and the Public Commission of Texas (PUCT).

LP&L and the city have decided that the utility will not be a retail electric provider (REP) and will not initially serve as

the POLR for customers who do not select alternative providers. Management issued a request for information for

POLR services and the city council may select a POLR by the end of 2022. We believe competitive energy providers

could begin to meet the needs of all of its customers in the retail competition area by 2024. It is our understanding that

the retail electric providers (REPs) will remit T&D charges they have collected on LP&L's behalf to LP&L on a monthly

basis. To ensure timely payment to LP&L, each REP must meet certain financial standards of the Texas PUC

applicable to electric service providers. It is currently unclear what those standards entail as contracts have yet to be

entered into. We expect limited potential for outstanding generation debt costs totaling an estimated $451,000 by fiscal

2023 because of LP&L's modest generation assets.

Prior to June 1, 2021, LP&L was in the SPP, and purchased most of its energy needs from SPS, a subsidiary of Xcel

Energy. The utility's generation performance during the severe Feb. 13-17, 2021 North American winter storm and its

heat rate call option, which mitigates its exposure to power price spikes, limited its unbudgeted costs to a net $23

million. Management indicated higher day-ahead market purchases, ancillary charges, and lower bilateral real-time

sales contributed to the utility's total costs from the winter storm. LP&L absorbed these unbudgeted costs without a

rate increase because it drew down liquidity and had over-recovered power costs prior to the winter storm.

Coverage metrics are projected to weaken

Due to rapidly rising debt service obligations and sizable ERCOT hold harmless payments through fiscal 2026, we

believe fixed-charge coverage metrics will weaken from historical levels, based on our view of management's financial

forecast, which assume no base rate increases. We expect LP&L's coverage metrics to decline to 1.2x in fiscal 2023

and they could remain below 1.2x through fiscal 2026 before improving to 1.4x in fiscal 2027. We expect annual debt

service requirements will increase to $45 million in fiscal 2024 from $34 million in fiscal 2022, assuming the utility's

planned $77 million debt issue in 2023. The projected decline in coverage is a weakening trend from its historical

almost 1.3x for the past three fiscal years.
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LP&L's transmission revenue stream beginning in fiscal 2021 totals an estimated $42 million by fiscal 2023 and will

provide additional revenue diversity and predictability because all of the ERCOT area's transmission system users will

essentially be LP&L's transmission customers. Transmission rates are approved by the PUC and are based on a

transmission cost-of-service filing that includes a return on investment. Also, the regulatory framework socializes the

transmission system's costs and the return across the nearly statewide system. We also understand as the utility

transitions to a T&D utility, it will create a new delivery rate which is being closely evaluated and could result in

improved cost recovery or better-than-projected financial performance.

LP&L's six-year CIP has identified about $251 million in total projects through fiscal 2027, including $67 million in

distribution capital upgrades and $50 million in transmission upgrades. LP&L intends to debt-finance 65% of its current

CIP. The city intends to authorize termination of its 2021 direct-purchase revolving note program of up to $60 million

with Bank of America N.A. in August 2022.

Related Research

• Through The ESG Lens 3.0: The Intersection Of ESG Credit Factors And U.S. Public Finance Credit Factors, March

2, 2022

Ratings Detail (As Of August 2, 2022)

Lubbock retail elec

Long Term Rating A/Negative Downgraded

Lubbock retail elec (AGM) (SECMKT)

Unenhanced Rating A(SPUR)/Negative Downgraded

Many issues are enhanced by bond insurance.
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