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Electric utilities historically have enjoyed protected monopolistic status, in return for an obligation to

provide service to the customer base whenever requested. In return, utilities have made significant long-

term investments and entered into long-term power purchase contracts with the expectation that these

would be recoverable through customer rates. In 1992, the enactment of the National Energy Policy Act

introduced wholesale electric competition into the industry. Since then, almost half the states have taken

steps toward a competitive retail market by legislating or ordering frameworks for "retail access," through

which all customers will be able to choose their own electric generation supplier. With a competitive

market taking shape, many utilities have found themselves saddled with significant unrecoverable

contractual and sunk costs, generically known as stranded costs. These stranded costs are not new, but

rather have already been approved by regulators and are incorporated in existing utility rates as part of

traditional cost-plus regulation. If utilities are to compete in a deregulated market, however, they cannot

pass these stranded costs along to customers. In many cases, the inability of a utility to recover a

significant portion of these costs would result in significant financial deterioration, and in the worst cases,

insolvency.

As noted, many legislatures and state regulatory commissions have established the means by which

utilities can avert financial deterioration while also providing customers with lower rates. Asset-backed

securitization is one such alternative. In several states, such as California, Pennsylvania, Massachusetts,

Texas, New Jersey, Michigan, New Hampshire, Connecticut and Illinois, legislatures have enacted laws

that enable utilities to finance the recover-y of at least a portion of their stranded costs by issuing bonds

backed by a statutory right to recover stranded costs.

In December 1997, the three California investor-owned utilities: Pacific Gas & Electric Co., Southern

California Edison Co., and San Diego Gas & Electric Co., securitized more than $6 billion of their

approximately $28 billion of total stranded investment. During 1998, Illinois Power Co. securitized $864



million followed by Commonwealth Edison Co.'s $34 billion securitization transaction. In 1999, one

Massachusetts utility and three Pennsylvania utilities completed securitization transactions. Boston

Edison Company issued $725 million of rate reduction certificates. PECO Energy Co. issued $4 billion,

PP & L Inc. issued $2.42 billion and West Penn Power Company issued $600 million of transaction

bonds. In 2000, PECO issued an additional $1 billion and in 2001, utilities in New Jersey, Connecticut,

Michigan, and Texas may come to market with rate reduction bonds.

Utilities in states that have not yet addressed industry restructuring through legislative action or regulatory

order, such as Indiana, Kentucky, Florida, and North Carolina, are generally low-cost producers with

limited, if any, stranded assets. These states are much less motivated, therefore, to pursue industry

restructuring, let alone securitization, at the present time. Whether or not these states ultimately pass

relevant legislation, however, the relative competitive standing of their utilities will inevitably be diluted as

high-cost utilities in other states shed a substantial portion of their high-cost assets through securitization.

Standard & Poor's believes that securitization of stranded costs is at least neutral, and generally positive

for utility credit quality. The utility acquires cash up front, instead of receiving an increasingly at-risk

revenue stream over time. Proceeds of the securitization are expected to be used principally to shrink a

utility's total capitalization structure, including retiring debt that carries a higher coupon than that borne by

the highly rated securitized bonds. In most cases, these interest savings are passed along directly to

customers in the form of lower rates. Generally, the amount of rate reduction bonds that the utilities

issued was designed specifically to generate a legislatively mandated rate reduction for customers.

Business and Legal Overview

What Are Stranded Costs?

Stranded costs are broadly defined to include any costs that were incorporated in the traditional

regulatory cost-plus scheme that cannot be passed on to customers in a competitive marketplace. The

most significant of these stranded costs are investments in high-cost nuclear and fossil plants. They also

include deferred and capitalized operating costs, conservation and economic development expenditures,

nuclear decommissioning costs, and long-term contractual obligations with high cost nonutility generators.

In the past, utilities constructed large, centrally located plants to gain economies of scale in producing

electricity. Extremely long construction lead times and overly aggressive demand forecasts caused

management to err on the side of oversupply to meet customer demand. Furthermore, the monopoly

environment meant utilities lacked a strong incentive to contain costs. Indeed, the larger a utility's rate

base was, the more investment on which the utility could earn a return. In addition, costs were

exacerbated by circumstances. The last round of base-load construction occurred in the late 1970s and



early 1980s, which was an era of high inflation and high interest rates. Finally, the nuclear incident at

Three Mile Island in 1979 resulted in heightened Nuclear Regulatory Commission supervision, extending

the timetable for plant completions and elevating capital costs significantly.

Since that time, new technologies have greatly reduced the cost of building generating facilities. Even

more importantly, the economics of building smaller plants have continued to advance. The lead time for

construction has been drastically reduced, from as much as 10 years to as little as 18 months. This

reduction is in part due to the construction of much smaller-scale highly efficient plants. As a result, the

cost of incremental generation today is significantly lower than the embedded cost of plant of most

utilities. The differential is most evident in nuclear plants. For instance, the 1,143 megawatt (MW) Nine

Mile Point 2 nuclear plant, operated by Niagara Mohawk Power, was completed in 1988 at a cost of about

$5,000 per kilowatt (kW), after a construction period of more than 10 years. This compares with a 500

MW gas-fired combined-cycle plant today that can be built in about 18 months at a cost of $450 to $550

per kW. While prudency hearings did lead to significant write-offs during the rate base proceedings of

Nine Mile Point 2, the bulk of these costs were simply included in rates and are now being recovered from

customers over a lengthy period of time.

Developments in Industry Environment

The enactment of the National Energy Policy Act of 1992 (NEPA) marks the beginning of the end of the

last major government-protected monopoly. NEPA authorized the Federal Energy Regulatory

Commission (FERC) to mandate that utilities become open-access common carriers for wholesale

electric sales, known as wholesale wheeling. Wholesale sales are bulk power sales between utilities or

between a utility and a third-party producer. If two utilities are not interconnected, they would need access

to a third party's transmission network to complete such a transaction.

The ability of a utility to sell power to an end user that is not within its franchise service territory, or the

sale of power from an independent power producer to an end user, is called "retail wheeling." Currently,

utilities are not permitted to engage in retail wheeling. However, retail customers, aware that there may

be cheaper power sources than their current supplier, are pressuring state regulators to permit them to

buy power from alternative suppliers. While most regulators agree that competition will lower the price of

power, some assert that the objective is not merely to lower rates, but to provide customers with the

option to choose their power provider. The vast majority of utilities and regulators concur that retail

wheeling is inevitable, so states have had to grapple with how to make the transition from a regulated to a

competitive environment. As mentioned earlier, many states have passed laws to phase in direct access

to all customers and most of these legislative initiatives include securitization of stranded costs as a

means of reducing utilities' financial exposure to a competitive retail environment.



Recovery of Stranded Costs

Vertically integrated electric utilities provide customers with three basic functions: generation,

transmission, and distribution. Because of legal, regulatory, and technological advances, generation no

longer displays monopoly characteristics. Transmission and distribution, or the "wires" function, on the

other hand, will likely remain natural monopolies for the foreseeable future since it would be prohibitively

expensive, and environmentally difficult, to construct redundant wires. Transmission consists of the high-

voltage system that moves power in bulk from generating plants to an electric distribution system or a

load center. Distribution receives stepped-down power, which is then transported at lower voltages to

individual end users.

As part of various state legislative initiatives, utilities are being required to functionally, if not legally,

disaggregate the vertically integrated components of their business. The costs of each function will be

determined and itemized, or "unbundled," on customers' bills. While customers may purchase the actual

electrons from a source other than their local utility, they must continue to transport this power over the

distribution wires owned by their local utility. The local utility will use its wires system to charge customers

for the services it provides, which will include transmission of power bought from other suppliers. Other

services, such as billing and metering, could be maintained by the utility or could be opened to

competition as well. Any stranded cost that is identified, isolated, and by mandate recoverable in utility

rates, will also be recovered as a "wires charge;" it cannot be recovered as part of a generation charge,

since customers may purchase generation from an alternative source.

Stranded costs, which have been realized as such only with the prospect of a competitive market, are

included in current utility rates, but they are being amortized over as long a period as 30 to 40 years.

Utilities need to accelerate the recovery of these above-market costs as quickly as possible if they are to

lower their rates in preparation for a competitive environment.

Statutory Securitization of Stranded Costs

Until now, securitization of stranded assets has been made possible by state statute. In general, such

statutes provide that the stranded assets themselves, plus interest on any bonds backed by stranded

assets, the costs of servicing the bonds, and the costs of bond issuance all be collected through

imposition of a tariff that is collectible from the utility's customers. While differing in particulars, the

legislation in Pennsylvania, California, Illinois, Massachusetts, Texas, Connecticut, New Jersey, and

elsewhere shares certain characteristics that are significant from a rating perspective.

The statutes specifically provide for securitization of the stranded costs through their sale to a financing

subsidiary, and ultimately, to a trust that issues the bonds. The statutes award true sale status to the



transfer of the stranded assets to a finance subsidiary. This should help support the legal conclusion that

the transfer constitutes a true sale for bankruptcy purposes.

The statutes also provide that any proposal for a securitization of stranded assets be approved on an

irrevocable basis by the relevant utility regulatory commission. The commission must set a tariff schedule.

A tariff would be included in the ordinary bills sent to customers, and would amortize the stranded assets

over the life of the proposed securitization. The tariff would be a separate itemized charge on the

customer's bill, and could be either a fixed charge or tied to electricity usage, in either case included in the

utility's wires charge. In scheduling the tariff needed to amortize the assets fully, the commission will take

into account the utility's forecast regarding the projected size and demographics of its customer base.

Where the tariff is tied to electricity usage, predicted customer usage will be important.

The tariffs that are actually collected from customers may fall short of what was originally anticipated. In

addition to defaults in bill payments, the customer base might decline due to economic and/or

technological factors, or usage might vary from what was originally predicted. This might happen, for

instance, if the winter is unusually warm or the summer particularly cool. These are credit risks that could

impact the ability of the tariff to amortize the assets fully. To address these risks, the legislatures have

created a statutory form of credit support, known as the "true-up" mechanism. The statutes provide that

the utility periodically apply to the commission for a readjustment of the tariffs. The commission must then

readjust the tariffs charged to customers, so that the bond amortization schedule is met. This minimizes

credit risk, except in the tail end of the transaction after the final true-up has occurred. Liquidity risk will, of

course, exist during the periods between true-ups, to the extent that collection shortfalls occur.

The true-up mechanism also may effectively minimize prepayment risk. While there may be a tariff

collection shortfall, it is also conceivable that excess collections may be received. This might occur, for

example, if the customer base grows at a greater rate than originally anticipated when the tariffs were

established. If collections exceed expectations for a particular period, the true-up mechanism could

potentially reduce the remaining tariffs accordingly, so that the remaining transaction amortizes as

scheduled.

When the utility applies for a true-up, the commission may not grant it immediately. The commission's

delay will add to liquidity risk, because the shortfalls in collections to be remedied by the true-up will last

for a longer period, until the commission finally grants the true-up. A delay by the commission will not

create credit risk during the transaction, because once the true-up is in place, the adjusted tariff will take

into account any collection shortfalls caused by its delay. But a delay in the true-up could result in a credit

loss at the tail end of the transaction. The commission might take so long to grant the true-up that the final



true-up never occurs. The statutes prevent this potential credit loss, as well as limit liquidity risk caused by

a delay, by setting a deadline for implementation of the true-up. For example, California requires that the

commission implement a true-up within 90 days of each anniversary date of the transaction. Other

statutes simply require that the true-up filing with the commission becomes effective as early as the

subsequent month.

The duration of these transactions and the ability to impose true-up periods and tariff collections

indefinitely depend initially on whether the statutes impose a limit on how long the tariff may be collected

from the utility's customers. Even where no limit is set as a statutory matter, the final true-up period, and

the deadline for tariff collection, will depend on the legal final maturity date set for the bonds.

A utility might change hands for some reason, or file under Chapter 11 of the U.S. Bankruptcy Code.

Such an event could strike at the heart of a potential securitization. Stranded assets will not be recovered

unless the utility continues to provide electricity, bill its customers, transfer the tariff to the securitization

trust, and apply for true-ups when necessary. The statutes address this problem by requiring that any

successors to the utility, whether through bankruptcy, merger, or sale, must perform all of the utility's

obligations in connection with the securitization.

The statutes provide another feature, by providing that, contrary to what would usually occur under the

Uniform Commercial Code (UCC), there is a continued security interest in collections that have been

commingled with other funds of the utility. This eliminates the usual credit risk associated with

commingled funds in the event of a bankruptcy of the utility, although it fails to alleviate the liquidity risk

and potential credit risk caused by the automatic stay (see Protection Against Credit Risk Caused By

Commingling).

Finally, the statutes purport to create new property interests that must be perfected in a manner different

from a UCC security interest. However, there is the possibility that stranded assets might still be

considered subject to the prior lien of existing mortgage bonds. As a result, proceeds of the securitization

might need to be applied to pay down the debt secured by the prior lien. This would, in any event, be

positive from a credit perspective, because the bonds being retired (typically general obligation bonds

bearing the rating of the utility) would have a higher interest rate than the 'AAA' rated securitized bonds

used to retire the obligations.

Significance of Statutory Securitization

To date, stranded cost securitizations rated by Standard & Poor's have been based on legislation

promulgated specifically for that purpose. Nevertheless, Standard & Poor's understands that, as a



regulatory matter, state public utility commissions have, de facto, historically permitted recovery of

stranded costs through rate adjustment.

While public utility commission regulatory action may well be sufficient to accomplish a securitized

recovery of stranded costs, Standard & Poor's believes that there may be certain advantages to a

legislation-backed securitization. Statutes have the benefit of having undergone the political process.

Affected interests are given the opportunity to introduce, and argue for, their respective views. Hearings,

drafting and amendments, floor debate, and overall legislative, and press and public scrutiny is the

process by which political compromise is achieved and consensus built. The political process is viewed as

investing the resulting legislation with a considerable degree of stability and support.

Viewed from the perspective of legal capacity, legislation has other advantages. At the heart of stranded

cost securitization is the creation of a property right in the transition charges that serve as the basis for

debt service. While it is clear that state legislatures are empowered by due process of law to create

property rights, and to define and record how these rights are to be enjoyed, the ability of a state public

utility commission to achieve the same end by regulatory compact may not be as certain.

Statutory status provides both constitutional and political protection against the risk that the creation and

pledge of securitization property might be impaired by subsequent amendment. Historical precedent

indicates that a legislature is unlikely to reverse itself once it has enacted a statute. Even if a political

reversal were to occur, the Pennsylvania, Massachusetts and California statutes recognize that the

bondholders possess certain constitutionally protected rights. Both statutes provide that if the right to

recover stranded assets is compromised in any way, the bondholders are entitled to adequate

compensation.

Nevertheless, in jurisdictions where public utility commissions may reasonably be viewed to have the

capacity and authorization to order a recovery of stranded costs through a securitization-type procedure,

and in which the commission has a stable history of consistent regulatory action, and in which the courts

have paid regular deference to commission order, Standard & Poor's will consider regulatory-based

recovery procedures case by case. However, any such consideration will necessarily involve a

comparison by Standard & Poor's of the proposed regulating action and its enactment in contrast to rated,

statute-based recovery plans.

Overview of Stranded Cost Securitization

Differences From Traditional Asset-Backed Transactions



Several key aspects differentiate the securitization of stranded costs from the securitization of more

conventional asset types.

Cash Flow Receivables In a typical securitization, the originator of the assets transfers a pool of

receivables to a trust and receives payment based on an agreed-upon value for those receivables. The

key in this case is that the receivables have already been created. In contrast, stranded assets are not

traditional receivables. Although the statutes create a present property right to future collection there is no

initial cash flow backing the debt. Stranded assets represent the present right to the cash flow from

receivables that will be created in the future when performance, in this case power generation and

delivery, has been provided. But until this performance by the utility company takes place, the customer is

not obligated to make any payments. Power generation is thus critical to assure full and timely payment to

securityholders. As a result, there is a greater dependence on the utility as seller/servicer to do more than

just collect payments on existing receivables and liquidate collateral to the extent needed.

Dependence on Servicer Servicer bankruptcy filings generally cause a change in servicer in most

asset-backed transactions to prevent any disruptions in the required servicing and collections on the

portfolio. Therefore, a substitute servicer must be ready and willing to take over all servicing

responsibilities, if necessary. But unlike in typical securitizations, the transaction cannot fully rely on a

substitute servicer. A utility does not just collect payments; it must continue to provide power. Because

provision of electricity is fundamentally a necessary service, however, Chapter 7 liquidations are unlikely.

In contrast, utilities will continue to operate in Chapter 11 reorganization, and thus, provide power and

enforce collection from customers. Security is provided by the statutory mandate that collection

obligations must be assumed by any successor corporation, including successors pursuant to

reorganization, or otherwise. Due to the regulated nature of the industry a state-by-state review of

successor servicing arrangements will be performed by Standard & Poor's.

True-up as Credit Support Credit support is entirely structured within the finances of the typical

securitization. In contrast, in these transactions credit support has been provided by the statutory true-up

mechanism. The parties must initially come up with a proposed amortization schedule. This schedule

determines the tariff to be charged to recover the stranded costs, as well as the costs of the securitization

itself. In setting this tariff schedule, the utility makes certain assumptions about charge-offs and sales over

the following year or even decade. These assumptions will necessarily be inaccurate, especially as the

date of forecast becomes increasingly remote. As a result, the stranded costs collected from customers

could be less than those needed to repay the bonds. The true-up addresses this risk. The statutes

provide that the utility periodically apply to the commission for a readjustment of the tariffs. The



commission must then readjust the tariffs charged to customers. This effectively eliminates credit risk,

except in the tail end of the transaction after the final true-up has occurred.

It should be understood that the true-up is not quite the same thing as an unlimited cash collateral

account. Because the true-up will only be as good as collections in the following year, the amount of a

current year's shortfall will not be fully recovered in the next year, due to charge-offs and forecast error

occurring in that year. The amount will decrease over time, however, as successive true-ups are

implemented. Where statutes do not place a limit on the tenor of the bonds and permit indefinite true-ups,

the legal final maturity can simply be extended as a structural matter to gain the benefit of additional true-

ups. This allows for as many true-ups as necessary to reduce the shortfalls that cannot be collected

because they occur in what may have been originally contemplated as the final year of the transaction.

The true-up can make the amortization schedule for the bonds more predictable, unless dramatic

consumption changes occur. This is because the true-up may adjust the amount payable to the trust by

the customer base to the extent that there has been a shortfall or surplus in the prior period.

Perfection Mechanisms As stated above, the statutes provide for their own methods and location for

filing and perfecting stranded assets. This may or may not result in the conclusion that stranded assets

are new property interests not subject to UCC filing and priority rules, and thus are not subject to prior

liens under the UCC.

Overcollateralization as Additional Credit Enhancement As mentioned earlier, the true-up

mechanism will play an integral role in the transaction structure. The frequency of the true-up, for

example, will influence the need for additional credit enhancement. Overcollateralization is the most likely

form of credit support. Overcollateralization would cover the risks in the stub period following the final

true-up, as well as make up for past shortfalls in collections that were never fully trued-up in the past.

Sale Accounting and FAS 125 Stranded cost securitizations do not possess sale status as an

accounting matter under FAS 125. The Security Exchange Commission's Office of Chief Accountant has

indicated that while the utilities may be able to sell the right to recover stranded costs as a legal matter,

they will not be able to remove the assets (and associated debt) from their balance sheets under FAS

125. Nevertheless, as long as the transaction is structured as a true sale for legal purposes, Standard &

Poor's will "back out" for analytical purposes nonrecourse debt and associated carrying costs from the

utility's consolidated financial statements. While off-balance-sheet treatment would have enabled a more

clear-cut analysis, Standard & Poor's will attempt to recognize the economic (as opposed to the

accounting) reality.



Debt for Tax Treatment Any utility intending to securitize stranded costs will likely seek a private letter

ruling from the IRS that states that the sale of the assets constitutes a "debt for tax transaction." In other

words, the sale would not result in the immediate recognition of income. If the sale were deemed to

provide immediate income, the utility would incur an immediate tax liability as well. This would destroy the

economics of a securitization.

The Rating Approach

Specific credit and legal risks that arise in securitizing stranded costs are addressed below. Standard &

Poor's pursues a general rating methodology that attempts to stress in cash flows the ability of the true-up

mechanism to ensure timely payment of interest and repayment of principal. In addition, it attempts to

determine the number of true ups needed to meet these payments, that is, the structure's ability to meet

its legal final maturity.

Credit Risks

Inaccuracy in Forecasting As mentioned earlier, the funds necessary to pay the stranded assets of the

issuer are dependent on the tariff set by the commission and collected from the utility's customers. Tariff

schedules are compiled for each customer class so that, taken together, the tariffs charged will amortize

the stranded assets over the life of the securitization, while making timely interest payments. The tariff

amounts themselves are based on estimates of cash flows to be collected from the customer base. The

tariff amounts are thus determined based on such factors as the utility's forecast of population growth or

decline, and seasonality in expected usage.

A shortfall in tariff collections can be caused by lower than expected usage due to:

Unanticipated customer migration (anticipated migration is included in the forecasting). Residential and

small business customers are considered low risk in terms of customer migration. Large industrial

customers, on the other hand, are considered a significant risk that requires additional stress to the cash

flows (see Cash Flows). Additionally, as the term of transition bond issued exceeds the 6-8 years

historically seen, technology driven customer migration increases significantly and begins to impact

usage from commercial and small business customers.

Unanticipated weather conditions. Seasonal weather fluctuations are studied, and typically accounted for

in setting the tariff charge.

Forecast error negatively impacts liquidity on the bonds and may "push out" the maturity of the bonds by

requiring additional true-ups before the bonds can be paid out. To capture this risk, historical forecasting

error is stressed at a certain multiple depending on the rating sought.



Where the tariff is recoverable from large industrial and commercial customers, Standard & Poor's will

require data stratifying these customers by revenues generated. The cash flows will be additionally

stressed to account for a potential loss in revenues caused by relocation of those customers with a high

concentration risk in revenue generation for the utility.

Certain states have legislated rate caps on either the transaction charge for specific customer classes or

on the total customer charge (i.e. through mandated rate reductions). Standard & Poor's will review the

cash flow models to confirm that these rate caps are respected in stress scenarios.

Higher-Than-Expected Charge-Off Experience Like other forecasting variables, anticipated charge-

offs are included in forecasting for purposes of setting the tariffs. Charge-offs may be higher than

expected based on historical experience due to a variety of factors, including economic changes and

unforeseen disasters. To account for this risk, charge-off history is stressed by the multiple relevant to the

rating sought.

Commingling by Aggregators The recent mandated unbundling of generation, transmission, and

distribution charges has paved the way for alternative generation suppliers. The consumer may choose to

purchase its generation services from an alternative supplier, while continuing to pay transmission and

distribution (wires charge) to the utility. As discussed earlier, the tariff would be included in the wires

charge, so that collection of the tariff itself would not be endangered by the existence of competition for

generation services. However, commingling risk could exist as a result of potential billing arrangements

for the utility's transmission and distribution services on the one hand, and the alternative energy

provider's generation services on the other.

Generally, alternative energy service providers (retail electric providers; third-party servicers) may provide

a consolidated bill for their generation services and the tariff owed to the utility. Where this is the case, the

energy services provider is liable to pay the tariff regardless of whether it has received collections from

the ultimate users. As a result, the securitization is exposed to commingling risk, and the resulting loss of

commingled tariffs, in the event of the bankruptcy of an energy services provider.

This risk can be mitigated by certain restrictions on the length of time that an energy services provider

may commingle funds before consolidated billing and service is terminated. If the energy services

provider becomes delinquent, direct and consolidated billing may cease and service and separate billing

to the end-user customer would be made up for the tariff. This means that the aggregator could

commingle funds for a number of days before consolidated billing were terminated. To address this risk,



Standard & Poor's stressed cash flow runs eliminate one month of collections per year at the utility's peak

billing cycle.

This or other risks involving alternative energy providers may exist in other stranded cost securitizations.

Standard & Poor's will assess these risks and the resulting necessary cash flow stresses on a case-by-

case basis.

Estimate of Tariff Based on Collections Curve Generally, utilities are unable to allocate amounts

received to various charges on the bill, so they were unable to calculate what percentage of collections

constituted tariff collections. To address this problem, the utilities prepared forecasts of the percentages

of amounts expected to be received during each of the following six months. These forecasts were based

on collections curves developed periodically based on accounting studies and collections studies

performed by the companies. For each monthly billing period, collections were estimated over six months

based on the collections curve.

When the actual tariff remittances by customers are calculated (on the seventh month following each

monthly billing period), either too much or too little may have been paid for that billing period. If the

amount remitted has been less than the actual tariffs collected during that six-month period, the shortfall

will be made up the following month out of the servicer's (the utility's) own funds. Thus, if the servicer is

bankrupt (Standard & Poor's assumption), there is a risk the bondholders will lose that portion of the tariff.

If the actual tariff amount has been less than the estimated tariff collections remitted to the trust, the

servicer would be entitled to withhold the excess amount paid from the next month's remittances.

It is not clear whether this risk will be present in other securitizations. To date, the risk of lower-than-

actual remittances has not been separately stressed in the cash flow runs. The one month of lost

collections (see Commingling by Aggregators) has been sufficient to cover this risk. Standard & Poor's

also has relied on data provided by the company showing relative lack of volatility in the collections curve.

Higher Tariff An increase in tariff resulting from higher true-ups might become burdensome to

consumers. This risk might have a spiraling effect, because greater charge-offs or customer migration or

decreased usage might result, which in turn would result in the need for increased true-ups. Standard &

Poor's will assess this risk by examining the highest per kWh tariff charge reached under the relevant

stress scenarios. This risk increases as the term of the transaction increases to 10-15 years given greater

technological/migration risk.

Cash Flows Two cash flow runs are generally required in rating stranded costs: a compounding forecast

error run and an oscillating forecast error run, implementing the stress scenarios described below. These



runs are created to test liquidity as well as the transaction's ability to meet the final maturity of each class

of bonds in the transaction. They do so by creating scenarios where the true-up in the tariff amount (the

reset of the tariff to reflect prior experience with actual collections and recover prior shortfalls in

collections) continuously fails to reflect actual collections.

Compounding Forecast Error Run The compounding forecast error run assumes a compounding

stressed error in forecasting resulting in a continual decline in actual tariff collections over what was

forecast for that year. Assume, for example, that during year one, sales are 90% of the original sales

forecast, that is, forecast error reflecting a multiple of the average forecast error for the customer class,

where actual collections are less than expected collections.

At the end of year one, the tariff charge is recalculated assuming that year two customer sales will be

what was experienced in year one, that is, 90% of the original expected forecast. Instead, year two sales

are only 81% (90% of 90%) of the original sales forecast.

The sales decline is generally based on a multiple of the absolute value of the largest historical non-

weather-normalized forecast variance by customer class. This compounding is assumed to continue from

year to year over the life of the transaction.

Oscillating Forecast Error Run The oscillating forecast error run assumes a scenario where in one-

year tariff collections exceed expectations, so that in the following year, the tariff is reset based on the

prior year, only to experience a shortfall in actual collections. Assume for example that the appropriate

stressed forecast error is 10%. During year one, sales are 90% (10% below) the original sales forecast. At

the end of year one, the tariff is recalculated assuming that year two sales are also 90% of the original

forecast. Instead, year two sales are 99% (110% of 90% level) of the original forecast. The tariff for the

following year is reset assuming 99% of original forecast collections, only to receive 90% of originally

forecast collections. This oscillation between 90% and 99% of original forecast is assumed to continue

over the life of the transaction.

Legal Final Maturity The legal final maturity dates on stranded cost transactions are often set at up to

two years beyond expected maturities. This additional period acknowledges the long-term nature of the

liabilities being rated, and the corresponding possibility that fundamental changes in technology might

take place that further stress the transaction in an unforeseen manner. One currently known possibility is

that over time customers may increasingly switch to self-generation, which would enable them to cease

paying the wires charge and thus, the tariff. Certain transactions have reduced this period by requiring

more frequent (e.g. monthly) true-ups during the final year or two of the transaction.



Legal Risks

Reliance on Commission to Implement True-Up, and Potential Delay in Approving the True-Up

Standard & Poor's believes that so long as the statute clearly specifies the maximum period before which

the commission is compelled to implement the true-up, any shortfall in collections resulting from the delay

can be sized and factored into the cash flow projections. Certain structures may permit the application of

principal collections as liquidity for any interest payments due to noteholders during any true-up delay. In

the absence of such features, adequate provision for liquidity and additional credit support should be

demonstrated to Standard & Poor's.

Adequate Provision Law permits alteration or limitation of right to transition property and right to collect

tariffs if "adequate provision" is made to the bondholders. Although there has been no conclusive

demonstration as to what constitutes "adequate protection," and how such alteration or limitation would

affect timely interest and principal payments on the bonds, Standard & Poor's, in rated transactions, has

received legal assurances that any such alteration would be constitutionally prohibited were it

substantially to impair the security for the bonds. While such assurances do not really define adequate

provision, Standard & Poor's believes, in practice, that adequate provision should prove to be the

functional equivalent of the pledged transition property.

Stranded Assets to Aid Industry Restructuring

Securitization of stranded assets provides an efficient method electric utilities can use to quickly free

themselves from the high cost of stranded assets that prevents them from becoming players in the

emerging competitive retail generation market. At the same time, the statutory true-up mechanism

provides strong credit support that has withstood 'AAA' stress criteria applied by Standard & Poor's.
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