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DIRlECT TESTIMONY OF JOSEPH S. F’ICHEFU

1
2

Q.

Please state your name and business address.

3

A.

Joseph S. Fichera, Saber Partners, LLC, 44 Wall Street, New York, New York.

4

*

Professional Qualifications, Education, and Experience

5
6

Q.

By whom are you employed and what is your position?

7

A.

I arn a member of Saber Partners, LLC and serve as its Chief Executive Officer. I am also the

8

President and Manager of the firm’s broker-dealer subsidiary, Saber Capital Partners, LLC (together

9

with Saber Partners, LLC, “Saber”).

10

Q.

Please describe your duties and responsibilities in that position.

11

A.

I manage the organization and execute assignments for clients by providing confidential,

12

independent, senior level analysis, advice, and execution for chief executive officers, regulators,

13

elected officials, chief financial officers, treasurers and others.

14

Q.

PIease describe your educational background and professional experience.

15

A.

1 have a Bachelor’s degree in Public Affairs from Princeton University’s Woodrow Wilson

16

School of Public and International Affairs. I also have a Master’s degree in Business Administration

17

from Yale University’s School of Management. In 1995-1996,I was an executive fellow in residence

18

at the Woodrow Wilson School of Public and Intemational Affairs at Princeton.

19

I have worked in the fields of finance and investment banking since 1982. I began as

20

an Associate in the Public Finance Department of Dean Witter Reynolds (now a part of Morgan

22

Stanley) fi-om 1982-1984. I then served as Vice President in Corporate Finance at Smith Barney

22

Hams Upham (now a part of Citigroup) from 1984-1989. I became a Managing Director, Principal

23

in Corporate Finance and Capital Markets at Bear Steams and Co, Inc. from 1989-1995. Following

24

my fellowship at Princeton in 1996, I served as Managing Director and Group Head of Prudential
2

1

Securities Business Origination and Product Development Unit from 1997-2000. With severa1

2

colleagues from the utility, law, and banking industries, I formed Saber Partners, LLC in 2000.

3

Saber Capital Partners was formed in 2003 and is registered with the National Association of

4

Securities Dealers to participate in mergers and acquisitions and investment banking services. We

5

do not underwrite or trade securities. I hold a general securities principal license (Series 24) from

6

the U.S. Securities and Exchange Commission (“SEC”) as well as a general securities representative

7

license (Series 7 and 63).

8

Since forming Saber, I have been engaged in a number of complex assignments in the energy

9

and finance field. I served as a chief financial advisor, along with the Blackstone Group, to the

10

governor of the State of California during 2001 in response to the state’s energy crisis. I also have

11

served as the chief financial advisor to five state utility commissions or their agents (Texas,

12

Wisconsin, West Virginia, Vermont, and New Jersey) on the use of securitization and specifically

13

on the structuring, marketing, and pricing of approximately $5 billion in bonds. I have also been

14

engaged as an advisor to the SEC and ExxonMobil Corporation, among others.

15

I currently serve on the Board of Advisors of Princeton’s Center for Economic Policy Studies.

16

I am also Chairman of the Princeton Economics Department Advisor Council. In that capacity, I

17

served as an advisor to Federal Reserve Chairman Ben Bemanke when he was the Chairman of the

18

Economics Department of Princeton University in the 1990s.

19

Q.

During your career on Wall Street, have you participated in any underwritings?

20

A.

Yes. The primary focus of my positions from Associate to Managing Director was first to

21

execute underwritings and private placements of debt and equity issuances. My role then evolved to

22

providing strategic advice to corporate treasurers, chief financial officers and chief executive

23

officers in addition to working on financing teams.

3

1

My responsibilities included all negotiations with these officers and counsel on the structuring,

2

marketing, and pricing of security offerings. I also led or participated in corporate reorganizations

3

and restructurings. My underwriting experience included direct negotiations with corporations,

4

utilities, and investors conceming the structuring, marketing and pricing of debt and equity

5

securities. My primary role was as the bookrunning underwriter, sole manager or senior manager. I

6

also have experience as a co-managing underwriter of debt and equity securities.

7

As an underwriter, I received three “Deal of the Year” awards from industry publications.

8

These are awards for transactions that independent observers who follow the profession closely

9

consider to be important or worthy of being brought to the attention of one’s peers.

In 1990, I

IO

received the award from “Institutional Investor” magazine for a preferred stock transaction. In

11

1991, I received this award again for an investor-owned utility debt reorganization in the tax-

12

exempt bond market. In 2003, I was recognized with a similar “Deal of the Year’’ award from

13

“Asset Securitization Report” for a utility securitization offering.

14

Q.

Have you performed investment banking, underwriting or advisory work for FPL?

15

A.

Yes. On two separate occasions, FPL hired me to perform financial advisory work: first,

16

while I was a Managing Director at Bear Steams in 1993, and seven years later when I was a

17

Managing Director at Prudential Securities in 2000. Bear Steams and Prudential Securities did not

18

have prior investment banking relationships with FPL, and neither was considered to be one of

19

FPL’s regular bankers. In each instance, I served as FPE’s financial advisor, dealer-manager and

20

bookrunning underwriter on the restructuring of certain then-outstanding high-coupon fixed-rate

21.

debt that FPL had sold through another underwriter.

22

Q.

Have you participated in transactions involving the use of securitization by utilities?

4

A.

Yes. To date 1 have participated in six utility securitization offerings, and I am involved in

five pending transactions, including the securitization transactions proposed by Florida Power &
Light Company (“FPL”) and Gulf Power Company (“Gulf Power”) in Florida.
4

Q.

Please describe your role in these transactions and the nature of your work.

5

A.

As I noted, Saber has been engaged as the financial advisor to five state utility commissions or

6

their agents (Texas, Wisconsin, West Virginia, Vermont, and New Jersey) on the use of

7

securitization and specifically the structuring, marketing, and pricing of approximately $5 billion in

8

bonds.

9

securitization experience has been as financial advisor to the Public Utility Commission of Texas

10

I have been the CEO of Saber overseeing those assignments. My most extensive

(“PUCT”) in five separate offerings from 2001 to 2005.

11

In many ways, the Florida Commission finds itself in a position similar to the PUCT in 2000

12

when it issued its first securitization orders. At that time, billions of dollars of utility securitization

13

bonds had already been issued across the country, but Texas was about to undertake its first

14

transaction. Underwriters advised that the market was well established with known “generic” rates.

15

Nevertheless, the PUCT deliberated extensively on the matter and developed a framework for

16

implementing a securitization program for Texas that would protect ratepayer interests while

17

respecting the right of the utility to receive bond proceeds. The PUCT adopted a framework

18

requiring Commission involvement and approval of all aspects of the financing, from the structuring

19

through the pricing of the securities. The Texas Commission also adopted a system of independent

20

and hlly accountable certifications which it could use to evaluate whether ratepayer benefits had

21

been maximized and whether ratepayer risks had been minimized.

22

My duties have generally included the items summarized in EXH JSF-1, Duties of the

23

Financial Advisor, and were included in the financing orders of the Public Utility Commission of

24

Texas, the first of which was issued to Central Power & Light Company. My duties were similar,
5

1

though not identical, in securitization assignments for New Jersey and in the pending assignments

2

for Wisconsin and West Virginia.

3

Q.

4

for this case?

5

A.

6

for financial advisory services in connection with utility securitization proposals that it anticipated

7

pursuant to the new law in Florida authorizing the use of securitization to recover storm-recovery

8

costs.' Saber submitted a proposal in response to the Commission Staffs request for bids and was

9

unanimously selected.

Please briefly describe the process used by the Commission to select a financial advisor

The Staff of the Florida Public Service Commission conducted a competitive bidding process

10

Q.

Are you sponsoring any exhibits in this proceeding?

11

A.

Yes. I am sponsoring the six Exhibits that are attached to my testimony.
Purpose of Testimony

12
13

Q.

What is the purpose of your testimony?

14

A.

15

in Florida to mitigate the rate impact of storm damage costs in a way that maximizes ratepayer

16

benefits and minimizes ratepayer costs. We look to balance the interests of FPL with the needs of

17

the ratepayers and to develop a framework within which FPL and its advisors, as well as the

18

Commission and its staff and advisors, can work together in a cooperative, collaborative and

19

collegial manner toward a common goal.

The purpose of my testimony is to describe the securitization process and how it can be used

20

It must be noted from the very beginning that neither FPL, nor its shareholders are responsible

21

for any portion of the costs and charges associated with storm-recovery bonds that would be issued

22

if the Commission approves securitization of any stomn-recovery costs. This is unlike any other

23

security offered by or through FPL. Traditionally, FPL would bear the costs and charges, but here

6

1

the costs and charges are borne by ratepayers. Yet, despite the good will of FPL and its

2

shareholders, ratepayers are simply not represented in a meaningful way in this matter that directly

3

affects them.

4

proposed securitization transaction in order to maximize ratepayer benefits and minimize ratepayer

5

risks.

Consequently, the perspective of ratepayers must be reflected throughout the

6

From a survey of other jurisdictions, I will detail for the Commission a set of “best practices”

7

for efficiently completing a new utility securitization program at the lowest possible cost to

8

ratepayers while fully protecting ratepayer interests in the transaction. I will describe how these

9

“best practices” have evolved over a number of years in securitization transactions in other states. I

10

will also identify the possible ratepayer economic benefits and increased regulatory protections that

I1

have come from adoption of a “best practices” standard.

12

Finally, I will use these standards to evaluate FPL’s petition and identify terms and conditions

13

that the Commission should include in a financing order so that ratepayers are protected from

14

unnecessary risks and costs associated with the issuance of any storm-recovery bonds. I believe the

15

evidence will show that by following these recommendations, the proposed securitization program

16

will comply with the governing statute, protect ratepayer interests, and be consistent with good

17

regulatory practices in Florida and other states. With the cooperation and collaboration of FPL,

18

these recommendations will help maximize ratepayer benefits and minimize ratepayer risks and

19

costs.

20

Q.

How did you determine what could be considered best practices?
I examined the financing orders for all utility securitization transactions from 1997 to present.

21

A.

22

I then looked at the interest rate and pricing results by comparing each transaction’s set of interest

23

rates, by maturity, to a relevant benchmark security interest rate. This revealed a set of “credit

1

Section 366.8260, Florida Statutes.

7

1

spreads” for each transaction.2 A “credit spread” is the difference between two interest rates of

2

similar weighted average lives, one of which usually is from a “benchmark” security such as a U.S.

3

treasury note rate.

4

In all, 36 transactions were reviewed to find the “lowest cost” transactions based on the credit

5

spread achieved for identically rated bond offerings with similar weighted average lives. In

6

addition, I looked for terms and conditions in the financing order, examined practices in the

7

structuring, marketing, and pricing of the securities, and performed a general review of the terms

8

and conditions of ancillary agreements such as servicing agreements, administration agreements,

9

amendment provisions and other matters that affect ratepayer costs or liabilities. Based on this

10

review, I identified a set of “best practices” that are listed and explained in more detail later in my

11

testimony based on my professional experience over 24 years of finance and direct experience in six

12

utility securitizations.

Overview of Securitization

13

14

Q.

What is securitization?

15

A.

16

bankruptcy-remote entities. Typically, property with a dependable cash flow is transferred by the

17

sponsor (in this case, FPL) to a special purpose entity (“SPE”) through a “true sale.” For purposes

18

of achieving the necessary legal protections under federal bankruptcy law, a true sale is achieved

19

through an absolute transfer of the sponsor’s entire right, title and interest in the property to the

20

SPE, a legally distinct party, for fair market value, with sponsor retaining no residual ownership

21

interest in the property. The transferred property is then pledged by the SPE to secure the payment

22

of debt service on the bonds that the SPE issues. The transferred property can either be tangible or

Securitization is the process of issuing highly-rated securities through special purpose,

My review was focused on all offered transactions since 2000 because the convention for quoting credit spreads in the
market for utility securitizations changed from being based off of United States Treasury securities to Interest Rate Swaps.

8

intangible. For example, the transferred property might be a physical asset (e.g., a plant), an
intellectual asset (e.g., a patent), or an intangible asset (e.g., the right to a particular revenue stream.)
Securitization creates a separate and independent credit based on the risk associated
with the cash flows from the pledged property that supports the payment of principal and interest to
investors. As a result, securitized debt instruments do not burden the assets or revenues of the
sponsoring utility and instead are payable solely from the pledged property. This means ratepayers
are solely responsible for payment.

8

Q.

Please discuss how securitization has been used by electric utilities in other states.

9

A.

State legislatures, public utility commissions and investor-owned utilities have used

10

securitization to raise funds for several different purposes deemed to be in the public interest. To

11

date, securitization has been used or is pending to fund energy conservation programs,

12

environmental control facilities, electric power purchase costs, and stranded costs arising from

13

deregulation. (See EXH JSF-2)

14

A defining and common feature of these securitization transactions is that they all have been

15

made possible by specific enabling state legislation that has established a legal framework for the

16

creation of a new type of intangible property right under state law. This new intangible property

17

will, in general, initially be owned by the utility. Like any other property owned by the utility, this

18

new property right can be pledged as collateral in a financing. In this case, the property created is

19

the right to bill, charge, and collect a specific charge on some or all retail electricity consumers in a

20

given electricity transmission and distribution service territory.

21

The enabling legislation allows utility commissions to issue irrevocable financing orders that:

22

(a) segregate a component of the retail rate charged to consumers throughout the territory; (b) cause

23

the right to receive this rate component to be treated as a present interest in property that can be

24

bought, sold, and pledged; (c) authorize the utility to sell this property to a bankruptcy-remote, SPE;

9

1

(d) authorize the SPE to issue debt instruments secured by a first priority lien on this property; and

2

(e) require the utility to use net proceeds from the transaction for specified purposes.

3

There have been 34 issues of securitized utility bonds since 1994 totaling $36.55 billion

4

dollars. In none of these transactions has the utility or its shareholders been responsible for any

5

portion of the costs or charges associated with securitized bonds. Consequently, the financing is

6

unlike any of the utility’s other obligations. The economic burden of repaying these securitized

7

bonds falls squarely on the ratepayers in the service territory; hence they are aptly referred to as

8

“ratepayer-backed” bonds.

9

Initially, ratepayer-backed bonds were issued primarily for the recovery of stranded costs in

10

states that had de-regulated their electricity markets. In 2004-2005, ratepayer-backed bonds began

11

to be used for purposes other than the recovery of stranded costs. Certain state governments and

12

their regulators authorized its use for refinancing of a bankruptcy-related regulatory asset

13

(California), unrecovered electric power purchase costs (New Jersey), environmental facilities

14

(Wisconsin and West Virginia), buy-downs from contracts with independent power producers

15

(Vermont), storm cost recovery (Florida), and m y corporate purpose (Idaho).

Expected Benefits and Protections for Ratepayers

16

What are the expected economic benefits associated with using securitization in Florida

17

Q.

18

to finance storm-recovery costs?

19

A.

There are two basic sources of economic benefits (savings):

20

First, significant savings occur when ratepayer-backed bonds are used to replace

21

conventional utility debt and equity financing. It is effectively off-balance-sheet and non-recourse

22

to the utility. The utility is fully protected. This means that the utility can finance the asset or

23

expense in question with nearly 100% debt rather than its normal capital mix of about 50% debt and

10

1

50% equity without any impairment of its credit structure. The ratepayer savings are even greater

2

for a utility like FPL that has a h g h equity level in its capital structure.

3

There are two reasons why financing in this way saves money. First, the cost of equity is

4

much higher than the cost of debt. A 5% cost of debt and an 11% cost of equity are typical values

5

in today’s environment. In addition, savings occur by the avoidance of income taxes that would

6

otherwise have to be paid on the equity return. These savings accrue directly to the ratepayers in

7

the form of lower overall rates than would otherwise be levied.

8

The second source of savings comes from pricing these ratepayer-backed bonds in the capital

9

markets commensurate with their extremely high credit quality. In general, the better the credit

10

rating, the lower the interest cost. By separating the operating utility from the issuer of the bonds

11

and isolating the cash flow, the credit associated with ratepayer-backed bonds will be evaluated by

12

investors as independent of the sponsoring utility and independent of the traditional debt of the

13

utility. Conventional utility debt has numerous risks associated with its repayment. Those risks will

14

not be present in connection with ratepayer-backed bonds.

15

In addition, the enabling legislation in Florida and any financing order for storm-recovery

16

bonds will create a credit that should allow the bonds to get the highest possible credit rating

17

available in the market. Furthermore, and most importantly, because the broad-based storm-

18

recovery charge will be imposed on substantially all retail electric consumers in FPL’s service area,

19

and because the storm-recovery charge will be automatically adjusted periodically to whatever level

20

is necessary to repay the storm-recovery bonds on time over the life of the bonds, as required by

21

Florida’s enabling statute, like all other ratepayer-backed bonds, storm-recovery bonds will be rated

22

“AAA”.This is the top category in the credit rating system.

a

23

Q.

Are the pricing savings from ratepayer-backed bonds automatic?

11

A.

No. The savings commensurate with this top-quality credit are not automatic. Not all ?&I“

rated bonds trade at the same yield. There are a number of steps, which are discussed later in my
testimony, that are required at the time ratepayer-backed bonds are structured, marketed, and priced
to achieve the lowest cost available in the market and to capture the full economic value of the
unique govemment guarantees embodied in the legislation and the irrevocable nature of the
financing order, (See EXH JSF-3)
Also, in using the best practices I identify, the Florida Public Service Commission (“FPSC”)
and FPL can work to maximize ratepayer benefits and to improve ratepayer protections.

9

Q.

Is LLlowesf
cost” an appropriate standard?

10

A.

Yes. The proceeds of a bond issuance are cash dollars. Issuers want to raise the maximum

11

amount of dollars at the lowest possible cost. Underwriters have a vested interest in urging the use

12

of a standard of “reasonable cost” because “reasonable” covers a range of outcomes. For any long-

13

term financing, that range might represent millions or tens of millions of dollars in extra costs. One

14

might choose to use it reasonable cost standard to reimburse a doctor, where there are differences in

15

both the type and quality of care. However, one dollar has the same quality as another dollar, and a

16

bond issuer only wants the most dollars for the lowest cost. There is no reason to pay any more for

17

a bond issue than is necessary. With a lowest cost standard, the emphasis is on eliminating waste

18

and inefficiency which otherwise might occur under a “reasonable cost” standard.

19

Q.

Has a “lowest cost” standard been applied elsewhere?

20

A.

Yes. Throughout my almost 25 years in corporate finance, every treasurer, chief financial

21

officer or other finance official I have dealt with or observed always strove for the lowest cost

22

financing when pursuing a debt offering in which they or their shareholders were responsible. This

23

is simply an axiom of sound financial management. A prudent person never wants to pay more than

12

1

absolutely necessary for capital. If the prudent person is responsible for repaying the debt, that

2

person will want the lowest cost transaction possible.

3

In authorizing ratepayer-backed bonds, some states have placed a lowest cost standard in the

4

enabling legislation, while others pursue it as a matter of policy. The states of Wisconsin, Texas

5

and New Jersey have it in their statutes. In West Virginia, though it was not in the statute, the

4

sponsoring utility, consumer representatives, Commission staff, and other interveners all agreed in a

7

joint stipulation on the utility’s application that the “lowest cost” standard would be applied to the

8

financing. I expect the West Virginia Public Service Commission will adopt a financing order some

9

time during the week of April 1,2006, approving the issuance of ratepayer-backed bonds to finance

10

SO2 abatement facilities for Allegheny Power and adopting this “lowest cost” standard.

Have ratepayer-backed bonds been issued under a clearly identifiable lowest cost

11

Q.

12

standard?

Yes. In Texas and New Jersey, Saber has overseen the issuance of approximately $5 billion of

13

A.

14

bonds in six transactions with a “lowest cost” standard. Wisconsin and West Virginia have

15

transactions pending with such a standard.

16

Q.

Are underwriters and investors cooperative in achieving the Iowest cost?
It varies. Some are excellent, and others are not. Some are more cooperative than others.

17

A.

18

Fundamentally, underwriters have an inherent conflict of interest in determining the cost of the

19

bonds for issuers. Underwriters are the initial purchasers of the bonds, generally purchasing the

20

bonds from the issuer at an agreed discount and then reselling the bonds to investors at face value.

21

The higher the interest rate, the easier it is to resell the bonds at face value. Therefore, it is in the

22

underwriters’ economic interest to get a higher interest rate to make it easier to induce their

23

customers, the investors, to buy the bonds. Investors also want as high an interest rate as possible.

24

But most underwriters also wish to respect issuers’ interests. Many are well-intentioned and try to
13

balance these conflicting interests in the best possible way, though their legal relationship is
commercial, and no fiduciary relationship exists.
Nevertheless, the parties who represent the interests of the real obligors (in this case the
ratepayers) would be involved in a pricing process that pits them against the interests of the
5

underwriters and the investors. It is therefore the responsibility of the real obligors’ representatives

6

to create a competitive process among underwriters and investors so as to achieve the greatest

7

leverage in negotiations and therefore the lowest possible cost.

Some underwriters and some investors attempt to use their size and market power to induce

8
9

10

higher interest rates on bonds they purchase and re-sell.

All underwriting firrns are profit

maximizers.

11

Some underwriters will be more competitive on a specific bond issue when they anticipate

12

economic gain flowing fi-om h h r e transactions or from related business if they perform

13

successfully. Others might seek solely to maximize their income fi-om the transaction. Still other

14

underwriters might have lower compensation hurdles and might be willing to be more aggressive in

15

distribution and pricing. These are elements of a market-based negotiation and sale of bonds. It is

16

important for any issuer of bonds to have experience with market participants and with negotiating

17

hard to achieve the best deal possible. Nothing is automatic.

18

For example, Credit Suisse (CS) (formerly Credit Suisse First Boston), FPL’s current advisor,

19

demonstrated a willingness to work under a “lowest cost” standard and be judged by the Texas

20

Commission for purposes of establishing its compensation. Later in my testimony, I will describe

21

the best practices in the ratepayer-backed bond structuring, marketing and pricing process that will

22

have the greatest chance to achieve the lowest possible cost to ratepayers.

23

Q.

Does FPL’s petition have a financing standard or objective?

14

No. It is silent on the subject of the bonds’ cost to ratepayers as well as the subject of

1

A.

2

negotiation with underwriters and investors.

3

Q.

4

financing order that are designed to ensure the lowest cost of funds and other ratepayer

5

protections?

6

A.

7

other conditions that the commission considers appropriate and that are not otherwise inconsistent

8

with this section.” This authorizes the FPSC to impose conditions that are designed to ensure the

9

lowest possible storm-recovery charges and the greatest ratepayer protections possible.

10

Q.

Does Section 366.8260, Florida Statutes, authorize the FPSC to include provisions in a

Yes. Section 366.8260(2)2.j, Florida Statutes, specifically directs the FPSC to “[iJnclude any

What are the necessary features to make utility securitization possible?
The necessary features generally include an enabling statute for the commission to issue an

11

A.

12

irrevocable financing order approving a ratepayer-backed bond transaction, a state pledge never to

13

interfere with the bondholders’ rights to collect payment, and regulatory approval of an irrevocable

14

financing order imposing a non-bypassable charge on ratepayers with a periodic adjustment

15

mechanism (often called a “true-up mechanism”) that will adjust the charge automatically, as

16

necessary, to ensure timely payment of the bonds.

17

Q.

Please explain the true-up mechanism and state pledge.

In utility securitizations, enabling state legislation includes a specific pledge that the state will

18

A.

19

not modify or impair the special property right so long as securitized ratepayer-backed bonds

20

authorized by a commission’s financing order remain outstanding. In addition, financing orders

21

include a periodic true-up process that guarantees the Commission will adjust the segregated rate

22

component pursuant to a pre-approved formula at least annually to whatever level is necessary to

23

pay principal and interest on the securitized ratepayer-backed bonds on time.

15

1

Thus, repayment of the bonds is l l l y guaranteed by the state’s pledge and its regulatory

2

authority to implement the true-up mechanism, not the state’s taxing authority or full faith and

3

credit. This is a unique form of government guarantee.

4

Q.

Why are the true-up mechanism and state pledge necessary for a utility securitization?

5

A.

These features are necessary to raise the funds in the most efficient, least costly manner. With

6

these and other structural features in place, a top quality AAA rating can be achieved. Without such

7

a rating, all of the potential economic benefits of securitization might not be obtained. But that is

8

only one component of the process of obtaining these benefits.

9

Q.

Please explain the role of the SPE in the transaction.

10

A.

11

ratepayer-backed bond’s credit from the utility’s credit and makes the AAA rating achievable.

Like the state pledge and true-up mechanism, the SPE structure is necessary to separate the

12

The special property right is granted to a utility by the enabling statute. It is sold by the utility

13

to its bankruptcy-remote SPE. The SPE is nominally owned by the utility for the convenience of

14

the transaction and for tax reasons, but should be responsible to the Commission. The SPE has only

15

minimal equity capital (typically 0.5% of the SPE’s total assets), but its other activities are restricted

16

by its formation documents and the Commission in accordance with requirements of the financing

17

order so that it is unlikely to become insolvent by reason of unrelated activities.

18

The SPE purchases the property from the utility and raises the amount needed to h n d the

19

purchase price by issuing ratepayer-backed bonds. At or about the time bonds are sold, the parties

20

have to agree to the fair market-value price the SPE will pay the utility for the property. The fair

21

market-value price will depend upon the yield inherent in the property (which is based upon the

22

yield on the bonds) and the strength of covenants, representations and warrantees given by the

23

utility to the SPE. Like the market value yield, these covenants, representations and warrantees

16

1

should be actively negotiated, with the final terms not settled until immediately before the

2

marketing period begins.

3

Q.

Please describe the specific duties involved in FPL%role as servicer to the SPE?

4

A.

The servicer calculates, bills and collects the stom-recovery charges associated with the

5

storm-recovery bonds on behalf of the SPE and remits them to the bondholders’ trustee. It also

6

performs duties related to implementing the true-up mechanism so as to ensure that collections are

7

sufficient to ensure timely payment of principal and interest on the bonds.

8
9

Q.

A.

Will FPL be compensated for providing these services?

Yes. Under the Servicing Agreement proposed by FPL, FPL would be paid 0.05% of the

10

initial principal amount of the bonds by the SPE each year for performing these services, regardless

11

of FPL’s incremental cost to provide these services. This type of arrangement is not unusual

12

because bankruptcy law considerations require the relationship between FPL and the SPE to be

13

“arms-length” for purposes of the transaction. However, absent some adjustment, this arrangement

14

will potentially require FPL’s ratepayers to pay more through stom-recovery charges than FPL’s

15

incremental cost of providing the services.

16

Q.

17

commissions linked servicer fees to the incremental cost incurred by the utility to perform the

18

servicer duties?

19

A.

20

Jersey, the financing orders explicitly directed that the utility’s other rates are to be adjusted so as to

21

prevent recovery by the utility in excess of its verifiable incremental costs.3

22

Q.

23

true-up mechanism required by Section 366.8260, F.S., and the Financing Order?

In your experience with ratepayer-backed bonds issued in other states, have

Yes. In ratepayer-backed bond transactions in Califomia, Montana, Connecticut and New

How often should FPL in its role as servicer be required to prepare, file, and process the

17

FPL proposes to make true-up filings twice a year or more frequently if necessary to maintain

1

A.

2

its bond ratings. True-ups every six months will make for more accurate collections and will

3

increase the likelihood that the storm-recovery bonds will be paid on schedule. That likelihood is

4

also perceived by investors as adding value. Investors will likely take comfort fiom knowing that

5

the timeliness and adequacy of storm-recovery charge collections will be excellent, and those

6

factors could provide added value when investors are pricing these securities, to the benefit of

7

ratepayers.

8

Q.

Why is this important from the ratepayers’ perspective?

9

A.

To the extent that investors perceive that the repayment schedule might be missed through

10

either a default or simply an extension (deferral) of a principal payment, they will likely want to be

11

compensated with increased yield for bearing that risk. To the extent that the risk or the perceived

12

risk can be reduced, storm-recovery bonds will become more attractive to more investors at a lower

13

cost to ratepayers.

14

Q.

15

recovery charges it collects from ratepayers?

16

A.

The shortest possible time should be required. Daily is preferable.

17

Q.

Why is this important from the ratepayers’ perspective?

How often should FPL in its role as servicer be required to remit to the SPE the storm-

18

A.

First, until the money is tumed over to the trustee, it is commingled with FPL’s other funds.

19

Investors are concerned that if anything should happen to FPL, the money might get tied up in a

20

court proceeding and eventually delay payment to them. Second, while collected and not remitted

21

to the trustee, the money would be earning interest. Unless it is made clear that this interest income

22

is the property of the SPE and therefore used to pay principal and interest and expenses in order to

See ftn. 4.
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1

reduce kture storm-recovery charges, FPL will keep this additional income at the expense of

2

ratepayers.

3

Q.

4

commissions required the utility, acting as the servicer for the transaction, to indemnify its

5

ratepayers against an increase in the servicer fee in the event of default due to negligence,

6

misconduct, or termination for cause?

7

A.

8

advisor to represent ratepayer interests. In the five prior Texas ratepayer-backed bond transactions,

9

ratepayers received indemnification fkom the servicer for such events.

10

Q.

In your experience with ratepayer-backed bonds issued in other states, have

Yes. This has been required in states where commissions have relied on an active financial

Why is this important from the ratepayers’ perspective?

11

A.

12

backed bonds. Negligence or other malfeasance can result in losses because the cost of retaining a

13

third party servicer to replace FPL is estimated to be many times higher than the cost of FPL

14

continuing to be the servicer. Investors generally will be protected against these losses through

15

operation of the true-up mechanism. Ratepayers will be protected only if they can rely on the

16

servicer and if they are entitled to indemnification from the servicer if any loss results from the

17

servicer’s negligence or malfeasance.

18

Q.

The servicer is a critical participant in the transaction throughout the life of the ratepayer-

What makes a successful ratepayer-backed bond transaction?

19

A.

A successful ratepayer-backed bond transaction produces the greatest economic value fiom

20

the property-i.e.,

21

represented by covenants, representations, and warrantees of the utility to the SPE and for the

22

benefit of ratepayers. If the measure of success were to simply sell ratepayer-backed bonds and

23

raise cash, regardless of the security’s cost, a “successfwl” transaction would need very little

24

attention. There are many investors that would be happy to own a high quality investment product

raises hnds at the lowest possible cost and least liability to ratepayers as

19

1

with a high interest rate. (Indeed, many large investors have made it known that this is exactly what

2

they want and some underwriters are more than happy to oblige.) However, raising funds at the

3

lowest possible cost and least liability to ratepayers requires more attention to structuring, more

4

effort within the capital markets, and more due diligence on the part of regulators and the utility.

5

h this petition, FPL does not take into account ratepayer cost considerations. FPL argues that

6

the test for success should be simply whether the total storm-recovery charge will be less than the

7

current rate surcharge. By not emphasizing the lowest cost possible in absolute terms, FPL’s

8

proposal leaves open the possibility of waste and inefficiency in the financing process. Cost matters

9

to ratepayers when they are footing the entire bill.

10

Q.

Are all the elements for a successful securitization present in this petition?

11

A.

No. There are both substantive and procedural deficiencies in the FPL petition which will be

12

addressed later in this testimony. These should be addressed early so that the Commission and FPL

13

can work in a cooperative manner to complete the transaction expeditiously.

14

Comparison to Other Securities

15

16

Q.

Is a comparison to other securities important to ratepayers?
Yes. To determine whether ratepayers have received all the benefits from securitization, the

17

A.

18

legislation and the financing order, and to have a benchmark for success, it is important to compare

19

storm-recovery bonds to other securities in the market. All securities price in relation to other

20

securities, their terms, conditions, representations, warrantees and other factors making up their

21

credit and their market. Only by knowing and examining these and other factors can one determine

22

whether a ratepayer-backed bond transaction has been successhl or not.

23

Q.

How do ratepayer-backed bonds compare with corporate bonds?

20

1

A.

2

The guarantee is not based upon the government’s taxing authority but rather on the exercise of the

3

govemment’s regulatory authority over rates charged for the consumption of electricity and the

4

transmission and distribution of electricity.

Ratepayer-backed bonds are a corporate security with a unique form of govemment guarantee.

5

Ratepayer-backed bonds are arguably superior to all other corporate securities, secured or

6

unsecured, because of the quality of the credit supporting the bond issue. First, by using an SPE,

7

the property supporting the bonds is isolated fiom the claims of the creditors and the liabilities of

8

the utility or government. There are no other operating, capital, or interest expenses that can have a

9

claim on the cash flow fiom the property. Second, the charge is on an essential commodity,

10

electricity, which is vital to almost everything we do. Third, the charge is applied broadly to all

11

customers and cannot be avoided however electricity is supplied or consumed. Finally, the

12

government has made a pledge, not only not to interfere in the transaction in any way, but also to

13

guarantee that the government will use its regulatory authority to support the bonds. This creates a

14

direct, explicit, unconditional and irrevocable obligation in the financing order to adjust the level of

15

the broad-based charge regularly to whatever level is necessary to guarantee the timely repayment

16

of the bonds.

17

These features result in an incredibly strong credit independent of the utility. Tn fact, in every

18

instance where ratepayer-backed bonds have been issued in the utility industry, they have been rated

19

AAA, and not one has ever been downgraded Erom AAA. A big part of the financial advisor’s job

20

is to work hand in hand with FPL and the underwriters to ensure that more and more potential

21

investors understand this high-quality security so that storm-recovery bonds can be sold at the

22

highest price to investors and thus at the lowest cost to ratepayers.

23

Q.

24

corporate bonds?

With respect to credit fundamentals, how do ratepayer-backed bonds compare to

21

1

A.

2

corporate bond, including utility first mortgage bonds. The credit fundamentals of ratepayer-backed

3

bonds are superior in that they are senior obligations. They are fully secured and do not compete

4

with any operating expenses of the utility.

The certainty over the cash flow to repay ratepayer-backed bonds is unmatched in any

5

The certainty over the cash flow comes not only from the isolation of and the broad-based

6

nature of the charge, but also from the true-up adjustment mechanism. This adjustment mechanism

7

is a form of credit enhancement unique to ratepayer-backed bonds. It is mandated by the enabling

8

legislation and implemented by the Commission. It requires all of the utility’s customers to make

9

up any shortfall in collections for any reason. This essentially means that all customers share in the

10

liabilities of all other customers. In this respect, the structure is similar to the “joint and several”

11

liability structure of the Federal Home Loan Bank Board, another AAA rated issuer of taxable

12

bonds that gamers some of the lowest interest rates from the market.

13

Q.

14

compare to corporate bonds?

15

A.

16

offering of similar bonds in Texas, underwriters (including FPL’s advisor, CS) and others described

17

the credit compared to utility corporate bonds succinctly in an investor presentation:

18
19
20
21
22

23
24
25

26
27
28
29

30

With respect to various investment characteristics, how do ratepayer-backed bonds

Ratepayer-backed bonds are a corporate security with several superior features. In a recent

“The (securitization) bond is a plain vanilla, senior secured sinking fund
bond.. .there are no complicated structures, subordinations or special
features. The money comes from the same source, the customer’s
electric bill, as first mortgage bonds do but with no utility operating
expenses crowding out the flow of funds to investors. In addition, there
are special protections in the law for bondholders with a government
guarantee to implement an adjustment mechanism to provide expected
revenues for timely payment of principal and interest. This makes the
revenue source guaranteed by law and not subject to the vagaries of
utility rate cases. To ensure timely payment, a regularly required
adjustment of the revenue source is also guaranteed by law, again not
subject to the vagaries of utility rate cases meaning there is effectively
no credit risk for all practical purposes.” (Comments made by Lee Mallet
22

of Credit Suisse in an Internet Roadshow for the Texas Transition Bond
offering of Centerpoint Energy, December 2005)

1
2

3
4

Point by point, when compared to FPL secured first mortgage bonds, for example, the superior

5

credit quality of storm-recovery bonds becomes clear. The revenue that supports the repayment of

6

storm-recovery bonds is collected under an irrevocable financing order as opposed to a general rate

order. Unlike first mortgage bonds, whose related revenue stream is subject to a periodic challenge
8

in a rate case, storm-recovery charges are not subject to traditional ongoing regulatory review, and

9

therefore there is none of the typical regulatory risk associated with storm-recovery bonds. To

10

guarantee that expected revenues will be sufficient to make timely interest and principal payments

11

on the storm-recovery bonds, the FPSC by law must directly, explicitly, unconditionally, and

12

irrevocably guarantee in the financing order to adjust the charge to whatever level is necessary to

13

provide the expected revenue to meet the payment schedule. FPL’s first mortgage bonds do not

14

have this feature.

15

The importance of these protections became evident following the energy crisis in Califomia

16

in the early part of this decade. As a result of the crisis, some of Califomia’s major electric utilities’

17

debt fell to below investment-grade ratings. Despite those downgrades, and as a further highlight of

18

the benefits of securitization, the ratepayer-backed bonds previously issued for the benefit of these

19

California utilities continued to be rated AAA, and they continue to be rated AAA today.

20

Like ratepayer-backed bonds issued for the benefit of Califomia utilities, storm-recovery

21

bonds are not subject to such risks. They are to be issued through a bankruptcy-remote entity, and

22

the revenues generated by storm-recovery charges will clearly be the property of the issuer, will be

23

dedicated to the repayment of principal and interest on storm-recovery bonds, and cannot be

24

diverted to other purposes.

25

Q.

With respect to various investment characteristics, how do ratepayer-backed bonds
23

1

compare to asset-backed securities?

2

A.

3

asset-backed securities because of some of the structural features of ratepayer-backed bonds, most

4

notably the use of an SPE as the issuer4 Asset-backed bonds are bonds backed, for instance, by

5

credit-card receivables and student loans.

Ratepayer-backed bonds are financial instruments that have been analyzed and compared to

6

The fundamental difference between storm-recovery bonds and typical asset-backed securities

7

is the absence of an asset that meets the traditional definition included in all asset-backed securities.

8

Asset-backed securities are backed by a discrete pool of receivables or other financial assets.

9

Indeed, Mr. Olson’s testimony discusses home-equity loans, automobile receivables, student loans

10

and credit card balances, equipment leases, trade receivables, franchise fees, and royalties as

11

examples of financial assets that support asset-backed securities. The characteristics of those types

12

of instruments are riot directly analogous to storm-recovery p r ~ p e r t y . ~ Moreover, the

13

characterization of ratepayer-backed bonds as “asset-backed securities,” and the comparison of

14

ratepayer-backed bonds to these other more complex and risky instruments has caused confusion

15

among potential investors which in turn has driven up yields on ratepayer-backed bonds.

16

In the most recent offering of ratepayer-backed bonds, Texas Transition Bonds issued in

17

December 2005 for the benefit of Centerpoint Energy, the underwriters, which included Mr. Olson

18

and CS, presented specific side-by-side comparisons of these bonds to three different types of

19

corporate securities: asset-backed securities such as credit card receivable-backed bonds, utility

20

first mortgage bonds, and U S . agency securities. The underwriters concluded that the best

21

comparable corporate securities were U.S. agency securities, such as debt obligations issued by

22

FNMA and FHLC. I agree with that conclusion.
In the case of ratepayer-backed bonds, the isolation of an asset in an SPE does not necessarily make securities offered by
that SPE an asset-backed security.

24

Why is this distinction between asset-backed securities and ratepayer-backed bonds

1

Q.

2

important to ratepayers?

3

A.

4

with different conventions and therefore different outcomes for those with the economic burden of

5

repaying newly issued debt. The most obvious example of the different segments is between the

6

debt and equity securities. Even within the debt capital markets (also known as the fixed income

7

market) there are numerous segments. Within the United States domestic markets, for example,

8

municipal bonds trade separately fkom corporate securities. There is further differentiation among

9

corporate securities offered by finance companies versus securities offered by industrial companies

10

versus securities offered by utilities. In addition, there is a distinct market for asset-backed

11

securities, which is dominated by securities backed by home mortgages.

The capital markets are segmented into many distinct segments that price and trade securities

12

Within investment banks, underwriting firms, and broker-dealers, these market segments are

13

often covered by separate organizational units with separate bankers, traders and salesmen. The

14

capital available, as well as the underwriting, trading, and risk management policies may vary

15

significantly among the market segments within the fim.

16

The customers of investment banks are also segmented. Large mutual funds, for example,

17

operate under strict investment criteria and follow specialized investment strategies set by money

18

managers. Because certain monies are designated only to certain “types” of investments, investment

19

banks may seek fees and profits from supporting these large customers to the exclusion of smaller

20

accounts, and marketing and sales efforts for utility securitizations can become more complicated.

21

The labeling of a security within one of these market segments, regardless of how accurate

22

that is, will influence how investors value the security’s credit features and other factors. This, in

23

tum, affects the cost of the security.
In fact, the Office of Chief Accountant of the Securities and Exchange Commission has specifically ruled that transition
property, which is very similar to storm recovery property, is not a financial asset. Like transition property, storm-

25

1

Q.

Don’t all securities that have an identical “AAA” rating price identically?

2

A.

Absolutely not. There are wide discrepancies in pricing between and among securities of the

3

same rating, even within the same market segment. See EXH JSF-3, which compares pricing on the

4

recent Centerpoint transaction and comparable AAA rated credits. These discrepancies can be

5

dramatic and expensive to ratepayers in the pricing of ratepayer-backed bonds.

6

Some of the minor discrepancies can be attributed to structural differences, such as the

7

sinking-fund schedule. Further, the size of the offering can affect investors’ perception of the

8

ability to buy and sell a security easily. This is known as the bonds’ “liquidity.” These differences

9

may also result fiom the relative efforts of issuers to educate the market and investors about their

10

respective securities.

11

The differences in pricing among AAA rated securities underscores the fact that the ratepayers

12

backing these bonds will not automatically receive the benefit of the best price for the bonds simply

13

because the bonds are AAA rated. In fact, all of these discrepancies can be minimized or eliminated

14

through proper structuring, marketing and pricing of ratepayer-backed bonds.

15

Q.

16

between similarly rated securities that carry different interest rates?

17

A.

Is there a name generally used among market professionals to describe this comparison

Yes. It is called the “relative value” of the security.
Are there any structural reasons that would account for the pricing differences between

18

Q.

19

ratepayer-backed bonds and similarly rated securities?

20

A.

21

affecting price relate to investor perception of the credit, the structure and the perceived liquidity

22

(ability to buy and sell it in the secondary market) of the security, distribution efforts, transparency

23

of pricing and trading, and other technical and fundamental factors.

Y e s , but they would only account for a small portion of the difference.

recovery property is not a receivable.

26

Other factors

1

Q.

2

backed bonds?

3

A.

4

the security and, in part, determines the interest rate they will accept to hold the ratepayer-backed

5

bonds. For example, an investor who wishes to make a quick trading profit would want a very high

6

interest rate on the bonds. Investors who are very concerned about maintaining their principal for

7

the long-term and who do not expect to sell the bonds in the near future may accept a lower interest

8

rate because those investors are more concerned about long-term risk than a quick profit. Foreign

9

investors who want safety in US. dollars (e-g.,China) might also be willing to accept lower yields

10

than U.S. domestic hedge fund managers who have high yield targets for their investment portfolio

11

in order to keep attracting capital inflows to their funds.

How does appealing to the appropriate investor segment affect the cost of ratepayer-

Appealing to the appropriate investor segment creates the baseline by which investors value

12

Furthermore, appealing to a broad base of investors, rather than targeting a small group of

13

large accounts, will create greater competition. Large investor accounts often believe they have

14

“market power” and therefore can demand higher yields for quick execution with their capital.

15

Although underwriters are sometimes willing to oblige them, competition with other underwriters

16

and investors can drive the market to lower costs.

17

Q.

How will marketing and investor education affect the cost of storm-recovery bonds?

18

A.

Consider the analogy of trying to sell a home. If the seller simply puts out a sign in hisher

19

yard and accepts the first offer that is given from whoever drives by, that will be one price. But if

20

the seller lists the home with an agent who creates marketing materials that clearly and accurately

21

explain the benefits of the house and even conducts an open house for prospective purchasers so as

22

to educate them on the property and then receives offers from multiple bidders that will be another

23

price. The latter likely will be a significantly higher price.

27

1

The difference in price achieved will largely be a factor of how well the home was marketed,

2

i.e. how well prospective investors understood the value of the home relative to competing

3

investments.

4

In issuing bonds, there are specific rules and regulations to follow, disclosure and marketing

5

documents to be filed with regulators, and the bonds will compete with multiple contemporaneous

6

investments. But investors’ fundamental valuation comes from an understanding of the credit, its

7

liquidity, “relative value” and the functioning of the capital markets.

8

Accurate market education does not happen by itself. It usually occurs only if undertaken and

9

pursued vigorously by those who have a stake in the outcome. For example, FPL, as well as almost

10

all other corporations, spends a great deal of shareholder resources in promoting and educating the

11

market for its stock. The management invests this time and energy because it believes that from

12

true market education and a better understanding of its company, the valuation of the company’s

13

stock will increase for the benefit of shareholders. The management also targets efforts at lenders to

14

lower the company’s borrowing costs because it expects to need debt capital on an ongoing basis.

15

With storm-recovery bonds, because FPL is not responsible for any costs of borrowing, as it

16

otherwise would be in a traditional debt offering, FPL has no stake in the outcome other than to

17

receive the cash and improve its balance sheet as quickly as possible. Moreover, the transaction is

18

likely viewed from FPL’s perspective as a one-time offering, or, at the very least, an infrequent

19

offering, so its need to make a concerted effort to educate the market regarding the benefits of

20

storm-recovery bonds is diminished.

21

While well intentioned, FPL management also is distracted by independent concerns

22

stemming from the fact that its current debt is a direct obligation of its shareholders, and storm-

23

recovery bonds are not. Therefore, there is little incentive for FPL to invest time and effort in

28

educating the market, expanding the market, or creating as broad a competition as possible for this

or other storm-recovery bond issuances.
As the beneficiary of the storm-recovery bond issue, FPL can and should work collaboratively
and collegially with the Commission, staff and advisors to achieve a successful lowest cost
financing. The Commission, through the use of independent advisors with a duty of loyalty and
care to the Commission, can and should take a co-leadership role with FPL in marketing and in
investor education efforts. A joint and collaborative effort can best serve the interests of ratepayers
while fully addressing the financing needs of the utility.

9

Q.

Will all credit risk be eliminated in connection with storm-recovery bonds?

10

A.

No. It is possible to imagine extraordinary facts or circumstances in which holders of storm-

11

recovery bonds will not receive payments of principal or interest when they come to be legally due

12

and owing. For example, if the entire human population in FPL’s entire electric service area were

13

suddenly destroyed by a nuclear attack that made the service area uninhabitable, holders of storm-

14

recovery bonds would not receive payments of principal or interest when they come to be legally

15

due and owing. However, this is not practical. h all practical circumstances, I expect models

16

prepared by the underwriters for the rating agencies will show that the faithful application of an

17

automatic mechanism pursuant to which the Commission has committed to apply a pre-approved

18

mathematical formula to increase the storm-recovery charge to whatever level is forecasted to be

19

necessary (taking into account the most recently updated forecasts of electricity usage, collection

20

curve and write-offs) to ensure timely payment of scheduled principal, interest and other amounts

21

payable in respect of the storm-recovery bonds will eliminate all credit risk.

22

Q.

23

materials which characterized the credit risk in this way?

Have ratepayer-backed bonds ever been sold using prospectuses or other marketing

29

A.

Yes. The two most recent prospectuses pursuant to which ratepayer-backed bonds were sold

to the public for the benefit of Texas utilities state that the broad-based nature of the true-up
mechanism and the State Pledge will serve to effectively eliminate, for all practical purposes and
circumstances, all credit risk associated with those ratepayer-backed bonds!
Q.

A.
Q.

9

In which transaction was this language first used?
This language was first used in a 2004 Texas transaction for TXU Electric Delivery Company.

Did Saber participate in that 2004 TXU Electric transaction?

A.

Yes. Saber served as financial advisor to the Public Utility Commission of Texas.

Q.

Did Saber draft this language and insist that it be included in the prospectus and other

10

offering documents for the 2004 TXU Electric utility securitization transaction?

11

A.

12

legal counsel for TXU Electric, the sponsoring utility. For the reasons described earlier in my

13

testimony, Saber believed that an accurate description of the State Pledge and the automatic true-up

14

adjustment mechanism, together with a better plan for engaging investors regarding the inherent

15

strength of the credit supporting ratepayer-backed bonds, could lead to narrower credit spreads

16

against benchmark securities than had been achieved in connection with prior ratepayer-backed

17

bonds. Saber believed this could be achieved through a better understanding by investors of the

No. The Ianguage was proposed and drafted principally by two nationally recognized outside

See Centerpoint Energy Transition Bond Company 11, LLC’s prospectus dated December 2, 2005, in connection with
$1,851,000,000principal amount of Senior Secured Transition Bonds, Series A, page 34:
“The broad-based nature of the true-up mechanism and thw pledge by the State of Texas, along with
other elements of the transition bonds, will serve to effectively eliminate, for all practical purposes and
circumstances, any credit risk associated with a series of transition bonds (i. e., sufficient funds will be
available and paid to discharge all principal and interest obligations on such series of transition bonds
when due).”
(http://www.sec.gov/Archives/edgar/data/ 1336265/0000905I4805 004777/0000905 148-05-004777.txt.) See also
TXU Electric Delivery Transition Bond Company LLC’s prospectus dated May 28, 2004, in connection with its
$789,777,000 principal amount Transition Bonds, Series 2004- 1, page 56:
“The bxoad-based nature of the true-up mechanism and the State Pledge will serve to effectively
eliminate, for all practical purposes and circumstances, any credit risk associated with the transition
bonds (i.e., that sufficient funds will be available and paid to discharge all principal and interest
Obligations when due).”
{http://www.sec.gov/Archives/edgar/data/l100179/000095012004000393/0000950120-04-000393.txt)
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1

fimdamental risks of those ratepayer-backed bonds. Saber asked TXU Electric to propose language

2

for inclusion in the prospectus and other offering documents for the 2004 ratepayer-backed bonds.

3

This would explain the powerful, positive effects of the State Pledge and the automatic true-up

4

adjustment provisions with greater clarity than had been done in offering materials for prior

5

ratepayer-backed bonds.

6

Q.

7

connection with which it has been used?

8

A.

9

test whether interest and principal on the ratepayer-backed bonds would be paid when legally due,

10

even under severe stress scenarios. For example, Fitch Ratings, in a 2005 Presale Report explaining

11

to investors the basis for assigning a “AAA” rating to $1,857,000,000 of ratepayer-backed bonds

12

being issued for the benefit of Centerpoint, stated:

Do you believe this language has accurately described prior ratepayer-backed bonds in

Yes. In each case the underwriters constructed detailed and sophisticated financial models to

13

‘‘ . . . ‘break the bond’ cases provide an alternative means by which to

14
15
16
17

measure the potential effects of rapid, significant declines in power
consumption. The magnitude of several decreases is evaluated in these
stress cases, which focus on the break-even point for the bonds at the
specified year and beyond.

18
19
20
21

22
23
24
25

“In these scenarios, the structure is able to withstand a maximum
consumption variance of approximately 26.5% in year one, 61.5% in
year five, 88.0% in year 10, and 41% in year 14. . . . Despite these
extreme variances in each case, due to the true-ups, the [securitized
charge] is adjusted annually and is still able to pay all debt service by
the legal final maturity date.”7

26

None of these are ‘‘practical circumstances”, especially in the context of an electric system as

27

large and diverse as Centerpoint’s. Once similar, detailed and sophisticated financial models are

28

constructed to model storm-recovery bonds to be issued for the benefit of FPL, I anticipate these

29

studies will reach similar conclusions.
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1

Q.

2

risk disclosure language that TXU Electric drafted and included in the prospectus and other

3

offering materials for its 2004 ratepayer-backed bonds?

4

A.

5

different from the outside counsel to TXU Electric and were not as experienced in ratepayer-backed

6

bond transactions. (Furthermore, experience with other transactions has shown that counsel used in

7

different transactions often seem to change the work of other counsel without necessarily adding

8

value.) This kind of disclosure is not traditional because it is highly unusual for securities to have

9

the extraordinary credit features associated with ratepayer-backed bonds compared to all other

10

securities offered in the capital markets. The initial reaction of CenterPoint and its outside counsel

11

was to question including this statement in the prospectus and other offering materials. But after

12

they had the benefit of the results of the modeling studies described above, and after conducting

13

their own factual and legal evaluation, Centerpoint agreed to include this language in the prospectus

14

and other offering materials.

15

Q.

16

underwriters, the trustee and the rating agencies in connection with the 2005 ratepayer-

17

backed bonds?

18

A.

19

delivered the following standard securities law lob-5 comfort to the underwriters, the trustee and

20

the rating agencies:

21
22
23
24
25

Did Centerpoint and its outside legal counsel readily agree to include the same credit

No. This kind of disclosure is not traditional. Also, the outside counsel to Centerpoint were

Did Centerpoint’s outside legal counsel deliver standard

Yes.

“lob-5” comfort to the

At closing, like TXU Electric’s outside legal counsel, Centerpoint’s outside legal

“. . . no facts have come to our attention that lead us to believe that . . .
the Final Prospectus, as amended, supplemented or modified [excepting
operating statistics, financial statements, and other financial and
statistical information] as of the date hereof contains, any untrue
statement of a material fact or omitted to make the statements therein, in
Fitch Ratings, Asset-Backed Presale Report, Centerpoint Energy Transition Bond Company 11,LLC, 2005 Series
(November 8,2005) at page 6 .
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1
2
3

light of the circumstances under which they were made, not
misleading.”

4

5

Nationally recognized underwriter’s counsel also reviewed and accepted the disclosure
language. This was the same case in the 2004 TXU Electric transaction.

Q.

Do you believe this disclosure language accurately describes all ratepayer-backed bonds?

A.

Not necessarily. For example, some states have imposed caps on the authorized levels of the

securitized charge for some or all classes of customers. Examples include Califomia, Pennsylvania
9

and New Hampshire. In those situations, careful analysis would be required to determine whether

10

there are any practical circumstances in which such caps might prevent the automatic true-up

11

adjustment from rising to the level required to make timely payment of all legally due principal and

12

interest.

13

Q.

14

associated with storm-recovery bonds to be issued for the benefit of FPL?

15

A.

16

sophisticated financial models specific to FPL to test whether interest and principal on the storm-

17

recovery bonds will be paid when legally due, even under severe stress scenarios. But so long as

18

the Commission imposes no cap on the pemitted levels of storm-recovery charges and maintains

19

strict limits on consumers’ ability to bypass the storm-recovery charge, I anticipate these models

20

will confirm that the broad-based nature of the true-up mechanism and the State Pledge will serve to

21

effectively eliminate, for all practical purposes and circumstances, any credit risk (Le., that

22

sufficient funds will be available and paid to discharge all principal and interest obligations when

Do you anticipate that this disclosure language will accurately describe the credit risk

Yes.

Of course, it will be necessary for the underwriters to construct detailed and

due) associated with the storm-recovery bonds issued for the benefit of FPL

24

Q.

25

up mechanism and the State Pledge will serve to effectively eliminate, for all practical

Has a state commission ever specifically found that the broad-based nature of the true-
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purposes and circumstances, all credit risk associated with ratepayer-backed bonds?
A.

Yes. Such specific findings of fact were included in the most recent financing order issued by

the Public Utility Commission of Texas’ and in the financing order issued by the Wisconsin Public
Service

om mission.^

Q. Are there any other special features that could be associated with ratepayer-backed
bonds ?

A.

Yes, the bonds may qualify for a 20% risk weighting under the Basel Accord in the United

Kingdom, Ireland and other countries. Recently, similar ratepayer-backed bonds issued fkom Texas
qualified for this treatment fiom regulators in the United Kingdom.

IO

Q.

What is risk weighting, and why is it important to ratepayers in Florida?

11

A.

12

certain international credit standards for banking institutions that could be major investors in storm-

13

recovery bonds and could create greater competition for the storm-recovery bonds. A 20% risk

14

weight can help dramatically expand the market for these securities to increase competition and

15

lower costs. See EXH JSF-4, for a further explanation of the benefits of risk weighting. The FPL

16

application is silent as to whether FPL would attempt to structure the storm-recovery bond

17

transaction in a way to qualify for 20% risk weighting.

A 20% risk weighting has little to do with the credit risk of the bonds but has to do with

PUCT’s 2005 Financing Order issued to Centerpoint (Docket No. 30485), Finding of Fact 107:
“The broad-based nature of the true-up mechanism and the pledge of the State of Texas embodied in
PURA 0 39.3 10, along with the bankruptcy remoteness of the special purpose entity and the collection
account, will serve to effectively eliminate for all practical purposes and circumstances any credit risk
associated with the transition bonds (i.e,, that sufficient funds will be available and paid to discharge all
principal and interest obligations when due).”
Wisconsin PSC’ 2004 Financing Order issued to Wisconsin Elecfxic (Docket 6630-ET-100), Finding of Fact 73:
“The broad-based nature of the true-up mechanism and the State Pledge will serve to effectively
eliminate, for all practical purposes and circumstances, all credit risk associated with the environmental
trust bonds ( i e . , that sufficient funds will be available and paid to discharge all principal and interest
obligations when due.”
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Q.

Were any ratepayer-backed bonds sold overseas in the most recent Texas transaction as

a result of a 20% risk weighting?

A.

Yes. Over $1 billion in orders were received fi-om overseas investors, and one-third of the

bond issue was sold to investors interested in the 20% risk weighting. Even though only $600
million of these orders were accepted, $1 billion in orders from a small group of investors is
indicative of the potential market that could be developed for storm-recovery bonds. This likely
would add to competition and lower costs.

8

Q.

9

backed bonds, such that thorough education and market expansion efforts by an active

Do you believe that there is much (‘value added” left in the markets for ratepayer-

10

financial advisor would be effective in lowering costs?

11

A.

12

transaction which priced in December 2005, are not yet valued by the market as equivalent to

13

comparable AAA-rated debt issues to the extent they should be. The Exhibit includes debt issued

14

by U.S. government-sponsoredentities such as Freddie Mac and Fannie Mae, sovereign credits such

15

as the European Investment Bank, AAA-rated debt issued by industrial firms such as Pfizer and

16

Johnson & Johnson, and “asset-backed” credit card securities.

Yes. As shown in my EXH JSF-3, recent ratepayer-backed bonds such as the Centerpoint

17

Ratepayer-backed bonds are priced barely more favorably than AAA-rated asset-backed credit

18

card securities, and substantially less favorably than all other AAA-rated debt. This is despite the

19

fact that ratepayer-backed bonds have virtually none of the risks associated with either asset-backed

20

credit card securities or AAA-rated debt issued by industrial firms. Thus, one may conclude that,

21

with investor education and market expansion, the pricing of ratepayer-backed bonds can improve

22

and reflect their inherent relative advantages over comparable asset-backed securities.

23

The 2005 Centerpoint transaction was still a record transaction, with a lower yield and lower

24

ratepayer costs than any and all previous ratepayer-backed bond transactions of similar size and
35

maturities, particularly on the important long maturities of 10 and 13 years (important because the
interest on these maturities are paid for 10 and 13 years vs. interest on, say, 2-year debt being paid
for only two years). Texas ratepayer-backed bonds have consistently priced at least as well as the
best credits in the asset-backed securities market, but with substantial upside (i.e., lower interest
rates) still possible for the credit and size of issuance once investors come to fully appreciate the
relative value of ratepayer-backed bonds.

Structuring, Marketing and Pricing
9

Q.

Please describe what is meant by the phrase “structuring, marketing, and pricing” of

10

ratepayer-backed bonds?

11

A.

12

responsibilities and actions of various parties to the transaction under current and anticipated market

13

conditions affecting the bonds and the interaction with investors. Structuring also refers to the

14

specific payment schedule for the bonds, the maturity, aggregation of cash flows in tranches (a

15

series of maturities within the bond issue) and the method and frequency of payment.

“Structuring” refers to the legal documentation and the delineation of rights, duties,

I6

“Pricing” refers to the actual interest rate and costs assigned to the bonds in exchange for cash.

17

Generally, the bonds are first sold to a group of investment banks (undenvriters) who resell the

18

bonds to investors.

“Marketing” is an aspect of “structuring” and “pricing.” It refers to the communication of the

19
20

terms, conditions, credit and relative-value investment thesis to the undenvriters and potential

21

investors in preparation for pricing.

22

Q.

23

actively involved in the structuring, marketing, and pricing of these transactions after the

24

issuance of the financing orders?

Regarding ratepayer-backed bonds issued in other states, have commissions been
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1

A.

2

been actively involved in the structuring, marketing and pricing of ratepayer-backed bonds.

3

Significantly, the California Public Utilities Commission, which was one of the first states to

4

sponsor ratepayer-backed bonds, initially did not participate actively after issuing its financing

5

orders in 1997 and 1998. However, when a second round of ratepayer-backed bonds was

6

authorized in 2004, the California Commission created an active role for a Commission financing

7

team to approve all matters post financing order. The Texas Commission has had the most active

8

post-financing order participation.

Yes. Commissions in Texas, New Jersey, and Califomia--and prospectively Wisconsin--have

9

Two transactions in the past year illustrate the results that can be achieved by an active and

10

involved commission in the structuring, marketing and pricing of ratepayer-backed bonds. In

11

September 2005, Public Service Electric and Gas Company of New Jersey sponsored the issuance

12

of $102 million of ratepayer-backed bonds. Saber served as financial advisor to the New Jersey

13

Commission and CS was the lead underwriter. Normally a transaction of this size might have been

14

difficult to sell because of its small size relative to other competing investments. However,

15

according to a report written by CS to the New Jersey Commission,

16
17
18
19

“The extensive marketing of these bonds conducted by CS,
Barclays and M.R. Beal, with active participation by Saber, led to
the unprecedented (low) pricing spreads, despite the disadvantage
of relatively small tranche sizes.”

20

21

In December 2005, Centerpoint Energy of Texas initially offered $1.2 billion of ratepayer-

22

backed bonds to the market.

23

responsibility with the issuer. The Commission acted by and through the financial advisor. CS was

24

one of the bookrunning underwriters, In this case, the large size of the transaction, coupled with the

25

timing of the issuance at the end of the year (which traditionally is not a good time to sell securities)

26

posed special challenges. Nevertheless, the ratepayer-backed bonds received worldwide investor

Saber was the financial advisor with joint decision-making
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1

demand at record-low credit spreads. The transaction was increased to $1.85 billion with over one-

2

third of the bonds being sold to foreign investors for the first time ever. This transaction was also

3

notable because of the large amount of bonds sold with very long maturities which are the type of

4

bonds most costly to ratepayers. Yet, the credit spread levels achieved by the Texas Commission

5

for ratepayers though these Texas ratepayer-backed bonds on the longest maturities were

6

significantly below all other previously offered ratepayer-backed bonds in any state.

7

CS is the current storm-recovery bond advisor to FPL. Barclays is the current storm-recovery

8

bond advisor to Gulf Power. Both firms have been able to work well under the active oversight of

9

other state commissions and their financial advisors after the financing order has been issued and up

10

to the time ratepayer-backed bonds were issued. There is no reason why these same firms should

11

not be able to work collaboratively with the FPSC and Saber after a financing order has been issued

12

and up to the time the storm-recoverybonds are issued in the proposed transactions as well.

13

Q.

Does a lowest cost standard create more cost for ratepayers than a lesser standard?

14

A.

Pursuing a lowest cost standard might require transaction participants to work harder, but not

15

necessarily at higher economic cost. FPL proposes almost $12 million in issuance expenses. It is

16

appropriate to expect the best possible outcome for such costs. Otherwise waste and inefficiency

17

might arise fiom the process. Indeed, not pursuing the lowest cost almost guarantees higher total

18

cost because there is no incentive or accountability to get anything better. Among the transaction

19

costs, the greatest economic cost to ratepayers is the interest rate on the bonds which ratepayers will

20

be paying for 12 years. This dwarfs any single up-front transaction cost. One eighth of one per cent

21

of $1 billion outstanding for about 7.5 years will cost ratepayers $9.4 million in nominal dollars.

22

“Reasonable” is not an appropriate standard to apply, especially when the potential cost is so

23

substantial. Moreover, without involvement in real time, there will be no way for the Commission

24

to know that the transaction was priced at the lowest interest rate possible.
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1

This is one reason why care needs to be taken, in cooperation with FPL, in selecting

2

experienced transaction participants and others. It is essential to put together a team which shares a

3

similar objective and commitment to excellence, which can provide economies of scale and which

4

is responsive to competitive pressures and economic incentives. If the economic incentives are

5

properly aligned with proper oversight, underwriters, counsel, advisors and others will work in the

6

most cost-effective, collaborative manner with the Commission and the utility to achieve the lowest

7

cost objective.

8

inefficiencies are likely to occur. The standard of “lowest cost” with accountability compels the

9

transaction parties to achieve the best transaction possible and to avoid a poorly executed, badly

10

If there are no incentives or no accountabilities in the process, waste and

priced transaction.

11

Some may argue that an active Commission increases utility legal costs and that this is a

12

reason not to have active Commission involvement in protecting ratepayer interests after a financing

13

order has been issued. A review of past legal costs associated with all publicly-offered ratepayer-

14

backed bonds with or without an active commission, staff, or an advisor shows no discemible

15

pattem.

14

Finally, some expenditures can provide savings as well as protection against adverse

17

consequences. For example, is hiring an independent auditor cost effective? Does having a public

18

utility commission increase electricity rates?

19

Q.

20

pricing of ratepayer-backed bonds after the issuance of the financing order ensure Iowest

21

cost?

22

A.

23

the ratepayer-backed bonds is important because ratepayers are the sole source of funding for these

24

bonds. The financing order is irrevocable, and therefore the interests of ratepayers need to be fully

How does having active Commission involvement in the structuring, marketing, and

An active Commission that is involved throughout the structuring, marketing, and pricing of
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1

reflected at every step of the process. FPL and its agents have specific interests in the outcome of

2

this transaction, and those interests might diverge in some respects from those of ratepayers.

3

Nevertheless, a cooperative and collaborative effort can occur to reach a common goal.

4

In this case, the nature of the financing process is such that many decisions affecting ratepayer

5

costs and risks cannot be known until after a financing order has been issued. FPL accepts that

6

there should be a post-financing order-review process but has proposed a process that omits

7

Commission approval of some of the most important final terms and conditions ultimately affecting

8

ratepayers. By having transaction oversight and approval by the Commission at every step after

9

issuance of the financing order, the Commission can work with FPL during all critical stages to

10

ensure that the lowest cost is achieved.

11

Q.

12

assist in its legislative duty?

13

A.

14

issuance of traditional utility debt and equity securities. But the Commission and its staff do not

15

have experience in reviewing and approving ratepayer-backed bonds where the utility has little or

16

no incentive to minimize the rate of interest or the costs of issuance, or to offer reasonable

17

representations, warrantees and covenants for the benefit of ratepayers to whom they owe no

18

fiduciary duty.

Why is it necessary for the Commission to engage an experienced financial advisor to

The Commission and its staff have many years of experience in reviewing and approving the

19

Through storm-recovery charges, FPL ratepayers will be paying the cost of outside legal and

20

financial advisors retained by FPL even though these professionals have a duty of loyalty and care

21

to protect the interest of FPL’s shareholders. It is important that ratepayer interests are similarly

22

protected in this transaction by experienced and active professionals that have a duty of loyalty and

23

of care to ratepayers.
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With the help of experts intimately familiar with the legal and financial nuances of ratepayer-

1

2

backed bonds, the Commission can ensure that ratepayers’ interests are protected.

3

involved independent financial advisors add tremendously to the Commission’s ability to reach this

4

goal. For example, corporations and financial advisory firms interface regularly with public capital

5

markets, whereas utility commissions do not. Financial advisors are intimately familiar with the

6

structuring, marketing, and pricing of ratepayer-backed bonds, as well as the participants in the

7

corporate, “asset-backed” and international securities markets.

8

provides critical information and perspective to the Commission to discharge its duties.

9

Q.

Actively

Therefore, a financial advisor

What have been the benefits to ratepayerdcommissions of active financial advisor

10

involvement in the structuring, marketing, and pricing of ratepayer-backed bonds issued in

11

other states?

12

A.

13

oversight of the SPE, transparency in the pricing process to maintain the integrity of the process and

14

trust of consumers, and enhanced economic benefits for ratepayers. Commission involvement also

15

has created a knowledge base in the Commission of a significant new financing technique for

16

possible future use within the state.

17

Q.

18

lowest cost has saved ratepayers dollars in other transactions?

19

A.

20

performed other similar transactions and even secondary market levels from 2001 to the present. A

21

study presented to Saber by Citigroup in 2003 estimated that the three Texas transactions done by

22

the time of the study saved ratepayers $18 million in net present value interest savings compared to

23

similar transactions. One year later, an economist on the staff of the Wisconsin Commission

24

conducted an analysis of the four Saber-managed Texas transactions and concluded:

The benefits have taken the form of reduced ratepayer risks, improved ongoing regulatory

Is there any evidence that active Commission oversight of the process in pursuing the

Yes.

The five Texas Transition Bond transactions, for example, consistently have out-
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I
2
3
4
5

6

“Statistical analysis of actual securitization data suggests that for a
10-year securitization issue, Saber’s advice would reduce the yield
spread on the security by about 15 to 20 basis points. For a $500
million security, this amounts to a savings of $750,000 to
$1,000,000 per year. The savings estimates are statistically robust
in that several different approaches provide similar answers.

7

“This analysis confirms the strong recommendation received from
the staff of the New Jersey Board of Public Utilities and Texas
Public Utility Commission that Saber’s advice adds substantial
value for the ratepayer. It also confirms some of the concems of
our staff that the proposed deal [in Wisconsin] in this proceeding
reflects a potentially less-than-cost-effective relationship-type
arrangement between the utility and its investment bankers, rather
than a more competitively arranged deal.” (from “Analysis of the
Potential Savings from Saber Partners”. Steven G. Kihm,
Economist and Certified Financial Analyst, October 2004)

8
9
10
11
12
13
14
15
16
17
18
19

Moreover, in helping state commissions oversee this process, Saber has conducted

20

competitions for underwriting positions and has recommended payment for underwriters through a

21

system based on performance. As a result of these two innovations, underwriting and structuring

22

fees borne by ratepayers were substantially reduced from the amounts that utilities had proposed to

23

pay underwriters. For example, in Texas, Centerpoint and its financial advisor proposed a fee of

24

0.55% of the principal amount of the ratepayer-backed bonds, or approximately $10.2 million. The

25

final fee negotiated by Saber was 0.38% of the principal amount, or $7 million, which was a net

26

savings of approximately $3 million in up-fkont fees. Saber was paid $925,000 in that transaction.

27

In the 2005 Public Service Electric and Gas transaction in New Jersey, the utility had proposed an

28

underwriter, Citigroup, for a structuring fee of approximately $500,000 plus 0.50% of the principal

29

amount, with 80% guaranteed to Citigroup regardless of how it performed for ratepayers in the

30

transaction. Saber created a competitive process and selected new underwriters, reduced the

31

structuring fee by $400,000 and the underwriting fee to 0.48%, with a majority of the fee to be paid

32

based on perfomance in a competitive process among all underwriters rather than guaranteed to the

33

lead manager regardless of performance.
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1

Further confirming evidence is found in ratepayer-backed bond pricings in relation to other

2

market comparables. In the Olson and Dewhurst testimony, FPL compares ratepayer-backed bonds

3

to asset-backed securities. The lowest yielding fixed-rate asset-backed securities are credit card-

4

backed bonds.

5

ratepayer-backed bonds and similar bonds from other states were compared to generic fixed-rate

6

credit card bonds on the date of issue for the important approximate 10-year tranche, Texas

7

ratepayer-backed bonds consistently achieved lower costs and by a wide margin. This “relative

8

value” shows the effectiveness of a program over time. This same result was confirmed by

9

Citigroup (FPL’s former advisor) in 2003 and by Barclays (Gulf Power’s advisor) and Lehman

10

]in

a study prepared by CS and presented to Saber, CS showed that when Texas

Brothers in 2005. (See EXH JSF-5)

11

Finally, the financial press and other independent observers have commented on Texas

12

ratepayer-backed bond transactions and other ratepayer-backed bond transactions that have involved

13

an active Commission in the structuring, marketing and pricing of bonds to protect ratepayer

14

interests Some of those articles are included in EXH JSF-6. Of course, past performance is not a

15

guarantee of future results. The process must adapt to changing market conditions.

16

Q.

How is the standard of lowest cost and maximum ratepayer protections measured?

17

A.

Determinations of lowest cost and the level of ratepayer protections are evaluated through a

18

collaborative effort of transaction participants based on both quantitative and qualitative factors,

19

respectively, including examination of similarly priced transactions, similarly rated securities,

20

trading pattems, and investor indications of interest, among other factors. Since pricing is the

21

culmination of a process, it is important that each element of the process be examined as it is

22

occurring in real time. And since there is no meaningfwl opportunity to make a post-transaction

23

review given the nature of the transaction, transparency and accountability during the process are
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1

essential. Thus, the Cornmission should oversee the transaction to ensure that it is completed at the

2

lowest cost to ratepayers and with maximum ratepayer protections.

3

Q.

4

for selecting and compensating bookrunners and members of the underwriting syndicate?

5

A.

6

any process are introduced, some resistance can be anticipated. There were some instances of

7

underwriters who made it clear that our requirement for “p erformance-based compensation” was

8

unacceptable to them, and they did not participate in a transaction. We were confident, however,

9

that competition would produce better results for ratepayers, and those beliefs were later

10

substantiated when other underwriters did step forward, accepted our terms and successfully worked

11

with us on those deals.

12

Q.

13

securitization transactions?

14

A.

15

current advisor, CS, and the advisor to Gulf Power, Barclays Capital. Each firm had to submit a

16

response to a detailed questionnaire prepared by Saber about the potential offering.

17

18
19
20
21
22
23
24
25
26
27

28
29

Have you encountered any resistance from underwriters to your recommended process

Yes, at times. Whenever innovations and changes to the business-as-usual approach toward

Have other underwriters cooperated in the pursuit of a lowest cost standard in utili@

Yes. In the recent Centerpoint transaction, there were twelve underwriters, including FPL’s

The following is CS’s response to one of our questions:

“The firm is willing to bring all of its resources to beax in the
transaction and hold its people accountable for achieving the
lowest possible cost of funds.. .. The firm is willing to coordinate
all aspects of the transaction with Centerpoint, PUCT and Saber
Partners.”

Barclays Capital gave the following in response to the Saber Centerpoint questionnaire:
“Barclays will provide its marketing plan which details how our
firm as Bookrunner will develop the value proposition and then
market the securities to create the greatest competition for the
bonds in all market segments in order to achieve the lowest cost of
funds.”
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1
2

Q.

3

there may be insufficient interest on the part of underwriters if the FPSC adopts the use of

4

“performance-based compensation” that Saber has recommended to other commissions?
A.

With respect to this proposed storm-recovery bond transaction, are you concerned that

No, we are not. Given the track record in prior transactions where we were able to obtain

robust participation among underwriters, we have demonstrated significant benefits to ratepayers,
improved the regulatory process for reviewing these unique transactions in a timely and thorough
8

way, and at the same time provided incentives to underwriters to improve their performance and

9

lower the costs to ratepayers while meeting the financing needs of the sponsoring utility.

10
11

Collaboration and Cooperation in the Securitization Process
Can you briefly describe how Saber intends to interact with FPL, its financial advisor,

12

Q.

13

the underwriting syndicate and the FPSC and its staff in this assignment?

14

A.

15

so as to reducehitigate ratepayer burdens of recovering storm-recovery costs approved by the

16

FPSC. In meeting that obligation, we hope that we can establish a collaborative and collegial

17

working environment to assure an effective and timely sale of storm-recovery bonds at the lowest

18

possible cost.

Saber is committed to meeting its obligation to minimize the net costs of doing this transaction

19

Saber proposes that the Commission, through staff and its financial advisor, will have

20

oversight over the principal storm-recovery bond transaction documents including, but not limited

21

to, the Servicing Agreement, the Administration Agreement, the LLC Agreement, the Sale

22

Agreement, and the Indenture among others. It is possible that Saber, staff, and FPL will have

23

differences of professional opinion on strategy and wording of these transaction documents. That is
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to be expected in a negotiating environment. In case of a stalemate on any issue, Saber proposes that
Saber, staff, and FPL will make written presentations of their views to the FPSC.

In six prior transactions, Saber relied upon “best practices” summarized in this testimony to
help sell $5 billion of ratepayer-backed bonds (using numerous nationally known underwriting
firms in the syndicates) at lower yields and transaction costs than similar contemporaneous
transactions. I see no reason why the various participants in this transaction will not be able to work
cooperatively to implement these “best practices” as part of a successful transaction.

Is the length of time it takes to complete a transaction a fair measure of success in

8

Q.

9

ratepayer-backed bond transactions?

10

A.

11

agencies’ evaluations, efficiency of the underwriters in developing the marketing plan, whether new

12

markets or marketing strategies are being developed, and whether the utility and/or underwriters

13

work collaboratively with the commission and its advisors in assisting the commission in its

14

oversight hnction.

15

significantly by appeals of the financing orders. In other cases, the rating agencies and securities

16

registration processes have been the most time consuming aspects of a transaction. However, many

17

items can be done concurrently.

No. The length of a transaction depends on many factors, such as the speed of the rating

In some cases, ratepayer-backed bond transactions have been delayed

18

Because FPL is not responsible for the costs or charges of the transaction, and the financing

19

order is irrevocable, FPL and the underwriters might want to complete the transaction quickly with

20

less than optimal effect on the pricing. FPL and some of the underwriters also might be tempted to

21

implement a final structure that increases storm-recovery bond charges in retum for weaker

22

covenants, representations and warrantees than might be strongly urged by Saber and by

23

underwriters appointed in collaboration with the Commission.
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1

The best measure of the effectiveness of a transaction is not how fast it is completed but what

2

the ultimate value received for ratepayers is. Was the cost as low as possible under existing market

3

conditions, and was the liability to ratepayers minimized? Of course, in a rapidly rising interest rate

4

environment, the speed of issuance might take a higher priority than in a stable or declining interest

5

rate environment. However, predicting interest rates is a highly speculative endeavor. Even

6

economists have been unable to predict interest rates reliably.

7

Best Practices: Recommended Procedures

8

Q.

9

bond financing process. Can you briefly describe the approach?

You have referred to the “best practice” standards for guiding the ratepayer-backed

Yes. Based on experience gained from past transaction and our professional experience and

10

A.

11

judgment, Saber has distilled from past transactions a set of concrete steps the Commission can take

12

to ensure that the interests of ratepayers are protected through a cost-effective issuance of storm-

13

recovery bonds. These steps represent a set of best practices. None of these steps represents a

14

radical departure from existing practices; on the contrary, most represent best practices previously

15

put in place by other state commissions. These cost saving steps are summarized as follows.

16

The Commission should:

17

1)

Participate in the selection of underwriters, counsel and other transaction

18

participants and should define the responsibilities of each to the extent that each is to be paid fkom

19

bond proceeds. To assist it, the Commission should utilize experienced experts and financial

20

advisors with a duty of loyalty and care solely to the Commission, absent any conflicts of interests

21

with FPL, underwriters or investors.” The Commission will act by and through staff and its advisor

IO

See Wisconsin PSC’s 2004 Financing Order issued to Wisconsin Electric Power Company (Docket 6630-ET- IOO),
Ordering Paragraph 7 (“The Commission shall oversee all negotiations regarding the structuring, marketing, and pricing
of the environmental trust bonds and, without limitation, the selection of underwriter(s), counsel, trustee(s) and other
parties necessary to the transaction and to review and approve the terms of all transaction documents.”)
4/

1

to serve as a joint-decision maker with FPL in all matters related to the structure, marketing and

2

pricing of the storm-recoverybonds.

3
4

2)

Carefully review and negotiate all transaction documents and contracts that

5

could affect future ratepayer costs to ensure accuracy and compliance with all laws, rules and

6

regulations.

7
8

3)

Ensure that all statutory limits which benefit ratepayers are strictly enforced.

10

4)

Establish procedures to ensure that all savings are transferred to ratepayers.’

11
12

5)

Require that the storm-recovery bonds be offered to the broadest market

9

’

13

possible to gamer lower interest rates for the benefit of ratepayers through increased competition

14

among underwriters and investors.l2

11

See the Califomia PUC’s 2004 Financing Order issued to PG&E (Decision 04-11-015 November 19. 2004), pages 40
and 41 (“TOthe extent PG&E’s incremental costs to provide this service are less than the servicing fee revenue fiom the
Bond Trustee, PG&E will return that excess revenue to consumers through the ERBBA.”); New Jersey BPU’s 2005
Financing Order issued to PSE&G (BPU Docket No. EF03070532), Ordering Paragraph 22 ((‘However, if the Servicing
Fee is greater than the actual incremental costs to service the BGS Transition Property, other rates of the Petitioner shall
be adjusted to reflect the difference between actual servicing costs and the Servicing Fee.”); Montana PSC’s 1998
Financing Order issued to Montana Power (Docket No. D97.11.219; Order No. 6035a), pages 6 and 7 (“The full amount
of the market-based servicing fee will be included in the FTA charges. However, as long as Applicant is servicer,
Applicant proposes a ratemaking mechanism that will provide a credit to ratepayers equal in value to any amounts it
receives as compensation, since these servicing costs will generally be included in the Applicant’s overall cost of
service.”); Califomia PUC’s 1997 and 1998 Financing Orders issued to PG&E (Decision 97-09-055 September 3, 1997),
SCE (Decision 97-09-056 September 3, 19971, SDG&E (Decision 97-09-057 September 3, 1997) and Sierra Pacific
(Decision 98-10-021 June 24, 1998), page 6 (“The full amount of the market-based servicing fee will be included in the
FTA charges. However, as long as PG&E is servicer, PG&E proposes a ratemaking mechanism which will provide a
credit, after the rate-freeze period, to residential and small commercial ratepayers in PG&E’s Rate Reduction Bonds
Memorandum Account equal tin value to any amounts it receives as compensation, excepting only amounts needed to
cover incremental, out-of-pocket costs and expenses incurred by PG&E to service the RRBs. These types of expenses
would include required audits related to PG&E’s role as servicer, and legal and accounting fees related to the servicing
obligation. Thus, the only net ratemaking impact will be such incremental expenses.”).
l2 In support of this best practice, it will be usefbl for the financing order to include a variety of findings, including (a)
each SPE is responsible to the Commission in connection with its issuance of storm-recoverybonds; (b) storm-recovery
property is not a receivable; (c) the State Pledge and the automatic true-up adjustment mechanism constitute a State of
Florida guarantee of regulatory action to ensure payment of principal and interest on the stonn-recovery bonds (see e-g.,
Wisconsin PSC 2004 Financing Order issued to Wisconsin Electric (Docket 6630-ET-100), Ordering Paragraph I : “The
approval of this Financing Order, including the true-up provisions, by the Commission constitutes a guarantee of state
regulatory action to ensure repayment of the environmental trust bonds and associated costs.”; California PUC 2004
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1
2

6)

Require transparency and accountability in the distribution, initial pricing and

3

in the secondary market for storm-recovery bonds to support the integrity of the process and ensure

4

competition.

5

6

7)

Direct the Commission staff and outside experts such as its financial advisor to

7

participate fully and in advance in all aspects of structuring, marketing and pricing the storm-

8

recovery bonds and instruct them to challenge any decision they believe would not result in the

9

lowest all-in cost of funds to

10

ratepayer^.'^ This should include:

a) establishing and clearly communicating goals and objectives with FPL and

11

potential underwriters throughout the process;

12

b) reviewing, analyzing and proposing revisions to all documentation to better

13

protect ratepayers, including specific certifications, representations,

14

indemnities, and warranties that are accurate, appropriate and comply with

15

all laws, rules and regulations.

16

c) evaluating and approving offering methods such as competitive bid,

17

negotiated sale or combinations thereof, to determine the most effective

18

offering method with the least risk;

Financing Order issued to PG&E (Decision 04- 1 1-015 November 19,2004), Ordering Paragraph 40: “All true-up
adjustments to the DRC shall guarantee the billing of DRC charges necessary to generate the collection of amounts
sufficient to make timely provision for all scheduled (or legally due) payments . . .”); and (d) if all private consumers of
electricity in FPL’s service area cease to consume electricity and/or fail to pay storm-recovery charges, the automatic trueup adjustment mechanism will cause state and local governments in FPL’s service area to be payors of last resort.
13

See Ordering Paragraph 26 of the Texas PUC’s 2005 Financing Order issued to Centerpoint PUC Docket No. 30485);
Ordering Paragraph 21 of the Texas PUC’s 2002 Financing Order issued to Central Power & Light (Docket 21528);
Ordering Paragraph 2 1 of the Texas PUC’s 2002 Financing Order issued to TXU Electric (Docket No. 2 1528); Ordering
Paragraph 2 1 of the Texas PUC’s 2002 Financing Order issued to Reliant Energy (Docket No. 2 1665); Ordering
Paragraph 17 of the New Jersey BPU’s 2005 Financing Order issued to PSE&G (BPU Docket No. EF03070532);
Ordering Paragraph 7 of the Wisconsin PSC’s 2004 Financing Order issued to Wisconsin Electric Power Company
(Docket 6630-ET-100).
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1

valuating the performance of underwriters of prior securitized ratepayer-

2

backed bond

3

or more underwriters without a prior relationship with FPL; tying any

4

negotiated underwriter compensation to performance;’

5

requiring underwriters, if a negotiated process is selected, to develop a

6

written marketing plan

7

emphasizing the need to broaden distribution and to attract non-traditional

8

investors;

9

establishing a regularly scheduled (weekly) conference call between senior

offering^;'^ including in any offering or bidding syndicate one

and implement robust marketing efforts

10

representatives of the

11

Commission, and the financial advisor to update the Commission on

12

relevant information;

13

requiring FPL and potential underwriters or advisors to carefully monitor

14

market conditions to minimize foreseeable pricing risks, such as year-end

15

pressures, economic announcements, or other outside events, and to

16

document their marketing efforts and pricing recommendations.

17
18

8)

issuer, other transaction participants, the

Requiring accountable certifications from the underwriter, FPL and the

19

Commission’s financial advisor as to actions taken to achieve the lowest cost of funds at the time of

20

pricing under then-current market conditions.

14

See Ordering Paragraph 26 of the Texas PUC’s 2005 Financing Order issued to Centerpoint PUC Docket No. 30485);
Ordering Paragraph 21 of the Texas PUC’s 2002 Financing Order issued to Central Power & Light; Ordering Paragraph
21 of the Texas PUC’s 2002 Financing Order issued to TXU Electric (Docket No. 21528); Ordering Paragraph 21 of the
Texas PUC’s 2002 Financing Order issued to Reliant Energy (Docket No. 21665); Ordering Paragraph 17 of the New
Jersey BPU’s 2005 Financing Order issued to PSE&G (BPU Docket No. EF03070532); Ordering Paragraph 7 of the
Wisconsin PSC’s 2004 Financing Order issued to Wisconsin Electric (Docket 6630-ET-100).
l 5 See Texas PUC’s 2005 Financing Order issued to Centerpoint (PUC Docket No. 30485), Finding of Fact 110: “The
Commission’s financial advisor or designated representative shall require a certificate from the bookrunning
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1

9)

Providing that the Commission is to have authority to enforce the provisions of

2

the financing order, the Servicing Agreement, the Sale Agreement, the Indenture and other

3

transaction documents for the benefit of ratepayers.

4
5

Financing Order Recommendations
Please explain the importance of having these ratepayer protections in the transaction

6

Q.

7

documents or in the financing order issued in this case.

8

A.

9

wanantees concerning all contracts need to be evaluated fiom an arrns-length, dispassionate

10

perspective. The personalities of the people involved in the transaction need to be set aside, while

11

the risks, costs and liabilities are independently evaluated and policies are developed.

In a complex legal arrangement such as a securitization, terms, conditions, representations and

12

From the Commission’s and ratepayers’ perspective, the storm-recovery bonds are issued

13

under an irrevocable order that cannot be changed by the Commission. The term of the bonds could

14

be as long as 12 years. Yet, the bond and corporate structure submitted by FPL for approval could

15

be changed after the transaction is complete in several critical areas by a simple amendment of

16

various documents. At best, these changes will not materially affect ratepayers; at worst, these

17

changes could be detrimental to ratepayers.

18

In addition, FPL’s obligations as servicer (in essence the collection agent for the SPE which

19

provides funds to the bondholders) are under a specific contract with the SPE known as the
~~

~

~~

~

~

~~

underwriter(s) confirming that the structuring, marketing, and pricing of the transition bonds resulted in the lowest
transition bond charges consistent with market conditions and the terms of this financing order.” See also Wisconsin
PSC’s 2004 Financing Order issued to Wisconsin Electric Power Company (Docket 6630-ET-100), Ordering Paragraph
37: “Following determination of the final t e m of each series of environmental trust bonds and prior to issuance of the
environmental trust bonds, the Commission may require any certificates from the Applicant’s underwriters.”
I

16

See e.g., Wisconsin PSC’s 2004 Financing Order issued to Wisconsin Electric Power Company (Docket 6630-ET-100),
Ordering Paragraph 17 (“The Commission, acting on its own behalf or through the Attorney General, may enforce this
Financing Order and related transaction documents, including those contemplated by the Affiliated Interest Final
Decision, for the benefit of Wisconsin ratepayers to the extent permitted by law including, the enforcement of any
ratepayer indemnification provisions in connection with specified items in the servicing agreement.”)
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1

Servicing Agreement. That contract, like any other contract for services, has certain provisions

2

conceming performance, care, liabilities, and indemnities. All of these could affect ratepayers at

3

any time during the life of the storm-recovery bonds. Yet the Servicing Agreement is essentially

4

between affiliated parties with all of the liabilities associated with the agreements falling to

5

ratepayers under the storm-recovery charge and the true-up mechanism.

6

Saber strongly believes regulatory oversight should be preserved conceming the transaction

7

documents for the life of the storm-recovery bonds. With an increasing number of mergers in the

8

electric industry, it is important for the FPSC to look beyond the next few years and put in place

9

ratepayer protections that survive even in the case of a merger and new management. Ever-

10

changing corporate structures require close scrutiny by the FPSC since future owners may have a

11

different attitude about this transaction 5- 10 years into the future.

12

Q.

Please explain why you recommend active Commission oversight.
Ratepayers need to be represented in the transaction. In the absence of Commission oversight

13

A.

14

with the use of its own independent experts and advisors reviewing the financing order and the

15

underlying contracts, there is no opportunity past the issuance of the financing order to review

16

potential changes to the contracts that could impose additional costs or risk on the ratepayers.

17

Q.

How can the benefits to ratepayers be maximized and extended?

By adopting the “best practices’’ procedures summarized earlier in my testimony, the

18

A.

19

Commission will be “at the table” for all negotiations affecting ratepayers in advance of any

20

decisions affecting ratepayers.

21

speculative without the real time access to the information available to the underwriters and

22

investors, the only way to protect ratepayers is to provide for Commission approval of all future

23

decisions affecting ratepayers before they are made final. The Commission should not make

24

decisions based on draft language but on final terms and conditions in real time. For this to be a

Because any retrospective review of the pricing would be
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1

meaningful review and decision process, it cannot be restricted or restrained in terms of time and

2

consideration.
Q.

What specific ratepayer protections should the Commission include in the financing

order for the proposed issuance of storm-recovery bonds?

A.

At this time, we have not completed our final analysis of FPL’s form of financing order.

Many decisions still need to be made closer to the time of offering and after feedback from the
7

rating agencies and others. However, there are a number of general deficiencies that we have

8

identified that are part of our overall recommendations for improving the Financing Order.

9

e

10

“Negligence.”

I1

e

12

0

a

Require that any Servicer “float” benefit Florida ratepayers rather than FPL

shareholders.

17
18

In case of a Servicer default, prohibit termination of the Servicing Agreement

without prior FPSC approval.

15

16

Require the Servicer to indemnify ratepayers for any losses resulting from the

Servicer’s breach.

13
14

Change the Servicer’s standard of care from “Gross Negligence” to

e

Mandate continuing disclosure to the SEC and the general public to increase

liquidity for storm-recoverybonds and lower ratepayer costs.

19

Include an accurate description of credit risk in marketing documents.

20

Describe accurately the government’s role in the transaction.

21

What aspects of FPL’s petition and proposed financing order are consistent with

22

Q.

23

petitions and financing orders approved by other state commissions?
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1

A.

2

financing orders.

3

Q.

4

petitions considered and financing orders approved by other state commissions?

A.

The general transaction structure appears to be consistent with most, but not all, other

What aspects of FPL’s petition and proposed Financing Order are unique compared to

The most unusual aspects of FPL’s application involve the pre-issuance document review

process and the issuance advice letter process as described above. To our knowledge, there is
nothing similar to it in any other utility securitization transaction.
8

Q.

9

storm-recovery bonds after a Financing Order has been issued, set forth as Findings of Fact

10

54 through 59 of the proposed form of Financing Order attached as Exhibit B to FPL’s

I1

Petition for Issuance of a Storm Recovery Bond Financing Order?

12

A.

Yes.

13

Q.

Do you find any of those proposed procedures troubling from the perspective of

14

protecting the interests of ratepayers?

15

A.

16

financial advisor to participate actively and in advance in all aspects of structuring, marketing and

17

pricing storm-recovery bonds. In particular, proposed Findings of Fact 57 and 58 appear to be

18

designed to exclude the Commission’s staff and financial advisor from participating in any way

19

after 5:OO p.m. two business days before the storrn-recovery bonds are to be offered for sale,

20

including the actual pricing of storm-recovery bonds. In most transactions, this is the time when the

21

most crucial negotiations take place, including the actual pricing of the bonds. Indeed, after the

22

second business day before the storm-recovery bonds are issued, proposed Finding of Fact 59

23

specifically contemplates a marginalized role for the Commission in which it would serve as a mere

24

recipient of finalized documents that become effective “without further Commission action”.

Have you reviewed the procedures for Commission participation in the issuance of

Yes. The entire program seems designed to limit the ability of the Commission’s staff and
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I

In addition, this pre-issuance negative check-off review process proposed by FPL is unduly
First, the timetable that it provides for

2

burdensome to the Commission and to ratepayers.

3

Commission review appears arbitrary and rigid. Second, it would not be able to adapt to changing

4

market conditions so as to possibly accelerate the storm-recovery bond transaction if conditions

5

warrant.

6

Q.

Has this process ever been used anywhere in the U.S. capital markets or internationally?

7

A.

No, not to our knowledge, nor has FPL submitted any evidence that this process ever has been

8

used elsewhere.

9

Q.

Has a similar, limited review process been proposed in connection with ratepayer-

10

backed bonds proposed to be issued for the benefit of utilities in any other state?

11

A.

12

Approval of Affiliated Agreements, and Related Relief filed jointly by Monongahela Power

13

Company and The Potomac Edison Company with the West Virginia Public Service Commission

14

on May 24,2005. We understand these utilities have employed the same legal counsel as FPL. But

15

in testimony given in a public hearing before the West Virginia Public Service Commission on

16

January 18, 2006, a representative for the applicant utilities acknowledged that subsequent

17

discussions with other parties had persuaded the applicant utilities that the originally proposed

18

procedures were not necessary or appropriate, and the applicant utilities proposed that the West

19

Virginia Commission, acting principally through its staff and financial advisor, be actively involved

20

at all times and in all stages of the structuring, marketing and pricing of the proposed ratepayer-

21

backed bonds and that there was no need for the originally proposed limiting procedures. As I

22

mentioned earlier, I expect the West Virginia Public Service Commission will adopt a financing

23

order some time during the week of April 1, 2004, approving the issuance of ratepayer-backed

24

bonds and accepting this revised recommendation.

Yes.

A similar process initially was proposed in an Application for Financing Order,
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1

Q.

2

ratepayer-backed bonds, including the interest rates and all other costs associated with the

3

issuance of the bonds, resulted in the lowest cost to the ratepayers?

How have other state commissions ensured that the financing costs associated with

4

A.

5

as well as commission staff to participate actively and in advance in all aspects of the structuring,

Other state commissions with active financial advisors have instructed those financial advisors

marketing and pricing of ratepayer-backed bonds.

This has included the earliest drafts of

transactions documents and initial contacts with rating agencies as well as investor presentations
and the actual negotiations with underwriters at the moment of pricing of the ratepayer-backed
bonds. Fundamentally, FPL’s application asks for approval of costs based on estimates with no
10

procedure for determining whether the most important costs, the interest costs, are the lowest

11

possible for the benefit of ratepayers.

12

Comments on the Testimony of Company Financing Witnesses

13

Q.

Have you reviewed the testimony and exhibits of FPL’s financing witnesses in this case?

14

A.

Yes, I have.

15

Q.

What are your reactions to their testimonies?

16

A.

Let me start with Mr. Olson’s testimony. First, please note that I have worked with Mr. Olson

17

first as a colleague in the late 1990’s at Prudential Securities and then in recent securitization cases

1s

in New Jersey and Texas where his firm was one of the lead managers for the transactions. We

19

were able to complete the deal and sell about $102 million of securitized ratepayer-backed bonds in

20

New Jersey and $1.8 billion of such bonds in Texas.

21

collaboratively in Florida to complete this storm-recovery bond transaction economically and save

22

ratepayers meaningful amounts of money through an efficient process using Saber’s “best practices’’

23

as the guide.
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I am optimistic that we can work

1

Mr. Olson does a very good job describing the asset-backed securities market. One problem is

2

that storm-recovery bonds do not fall precisely in that market. In fact, the characterization of storm-

3

recovery bonds as pure “asset-backed securities” has caused the bonds to be inappropriatelyjudged

4

from a quality and credit perspective. Mr. Olson has repeatedly acknowledged this fact in other

5

jurisdictions where CS has worked with Saber, notably Texas and New Jersey.

6

For a potential $1 billion offering, Mr. Olson suggested that only three or four underwriters

7

are necessary to sell the securities, and that all should be active in the ratepayer-backed bond

8

market. He is correct that this may be all that is necessary to sell the bonds, but he does not address

9

whether this syndicate size or this offering process protects ratepayer interests and will produce the

10

lowest cost of funds.

11

In general, Mr. Olson has identified the key issues and offered his professional opinion on

12

how to address and resolve them for the benefit of his client, FPL. Saber has been retained to

13

provide its professional opinion on those issues from the point of view of its ultimate client, FPL

14

ratepayers.

15

Q.

Do you have any comments on Mr. Dewhurst’s testimony?

16

A.

Mr. Dewhurst does not address how FPL would structure, market or price the storm-recovery

17

bonds so as to achieve the lowest cost of funds or provide any standard of ratepayer protection. For

18

example, it is unlikely that FPL would allow other bonds for which the full economic burden for

19

repayment would fall on FPL and its shareholders to be structured, marketed and priced by an

20

unrelated third party who was not responsible in any way for the burden of repayment and was fully

21

compensated for its actions regardless of the result. In addition, Mr. Dewhurst does not address the

22

offering process to be employed.

23
24

Summary of Testimony and Recommendations to Commission
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1

Q.

Can you list your recommendations to the Commission?

2

A.

I recommend that the Commission: (1) conform the proposed Financing Order based on

3

application of “best practices” as outlined in this testimony, and (2) approve oversight by the

4

Commission acting by and through its staff and its financial advisor for participation in real-time on

5

all matters related to the structuring, marketing, and pricing of the storm-recovery bonds.

6

Q.

How do you expect the transaction to proceed?

7

A.

FPL, and its advisors, and the Commission, staff, and its advisors can work collaboratively

8

and congenially to expeditiously complete this important transaction and establish this new

9

financing technique for the benefit of ratepayers and the utility. We look forward to working with

10

the transaction team.

I1

Q.

Does this conchde your testimony?

12

A.

Yes, it does.

5s

Docket No. 060038-E1
Duties of the Financial Advisor
Exhibit JSF-1, Page 1 of 2

Duties of the Financial Advisor
The following is a list of duties of the Financial Advisor excerpted from the Central Power &
Light Transaction (Financing Order 2000).
A.

General Duties of the Financial Advisor

To ensure that the structuring and pricing of the transition bonds results in the lowest transitionbond charges consistent with market conditions and the terms of the Financing (FOF 97 and OP
21).

To ensure that the structure and pricing of the transition bonds protects the competitiveness of
the retail electric market in Texas. (FOF 97 and OP 21).
To give effect to the Commission’s directive that the caps in the Financing Order related to costs
and maximum interest rates are ceilings, not floors (FOF 98 and OP 21).

B.

Specific Duties of Financial Advisor

To notify the Commission no later than 12:OO p.m. CST after the pricing date of each series of
transition bonds whether the pricing and structuring of that series of transition bonds complies
with the terms and conditions of the Financing Order. (OP 21).
To veto any proposal that does not comply with all the terms and conditions of the Financing
Order. (OP 21).
To participate in negotiations regarding the pricing and structuring of the transition bonds. (OP
2 1).
To decide whether to use credit enhancements. (OP 17).

To determine whether it is prudent to enter into hedging and swap agreements to mitigate risk of
hture rate increases. (FOF 99(h)).
To inform the Commission of any cost items that, in the Financial Advisor’s opinion, are not
reasonable. (OP 21).

Docket No. 060038-E1
Duties of the Financial Advisor
Exhibit JSF- 1, Page 2 of 2

C.

General Authority of the Financia1 Advisor

Authority to participate fully and in advance in all aspects of the pricing, marketing and
structuring of the transition bonds including all plans and decisions related to the pricing,
marketing and structuring of the transition bonds. (FOF 98 and OP 21).
Equal rights with the utility to approve or disapprove the proposed pricing, marketing and
structuring of transition bonds. (OP 21).
Decision making authority co-equal with the utility with respect to the structuring and pricing of
the transition bonds. (FOF 97). Thus, all matters relating to the structuring and pricing of the
transition bonds must be decided jointly by the utility and the Commission’s Financial Advisor.
(FOF 97).
The right to receive timely information as necessary to fulfill its obligation to advise the
Commission.

Docket No. 060038-E1
Usage of Utility Fee Securitization
Exhibit JSF-2, Page 1 of 1
Usage of Utility Fee SecuritizationRatepayer-Backed Bonds
The following table presents a complete list of utility fee bond transactions, including date, issue,
state, credit ratings at issuance, size and purpose. Saber-advised transactions are highlighted in
yellow, including those for which Saber has been chosen as an advisor for 2006.
-

8 Jun-95

Puget Power, Ser. 1995-1
Puget Power, Ser. 1997
PG&E, Ser. 1997-1
SCE, Ser. 1997-1
SDG&E,Ser. 1997-1
MPC,Ser. 1998
ComEd, Ser. 1998
Illinois Power, Ser. 1998-1
PECO, Series 1999-A
Sierra Pacific
Boston Edison
PP&L, Ser. 1999-1
West Penn Power, Ser. 1999-A
PECO, Ser. 2000-A
PSE&G, Ser. 2001-1
PECO, Ser. 2001-A
Detroit Edison, Ser. 2001-1

29-Jul-99
3-NOV-99
28-Apr-oo
25-Jan-01
15-Feb-oi
2-Mar-oi
27-Mar-oi
PO-Apr-o 1
14-May-oi

PSNH, Ser. 2001-1
WMECO, Ser. 2001-1

Washington
Aaa/AAA/AAA
Washington
AaajAAAjU
California
AaajAAAjAAA
AaajAAAjAAA
California
California
AaajAAAjAAA
Aaa/AAA/AAA
Montana
Illinois
AaajAAA/AAA
Illinois
AaajAAAjAAA
Pennsylvania AaaIAAAjAAA
California
AaajAAA
Massachusetts Aaa/AAAjAAA
Pennsylvania AaajU / A A A
Pennsylvania AaajAAAjAAA
Pennsylvania AaajAAAjAM
AaajAAAjAAA
New Jersey
Pennsylvania AaajAMjAAA
Michigan
Aaa/AAA/AAA
Connecticut
AaajAAAjAAA
New Hampshire AaajAAA/AAA
Massachusetts Aaa/AAA/AAA

28-Jul-04
I-Jan-04
3-Feb-05

Rocklaad Electric
State of Connecticut
PG&E,Ser. 2005-1

New Jersey
Connecticut
California

Aaa/AAA/AAA
Aaa/AAA/AAA
Aaa/AAAjAJA

46.3 Deferred Cost Balances
205.3 Stranded Costs
1,887.9 Refinance Regulatory Asset

23-Sep-05
3-Nov-05

West Penn Power, Ser. 2005-A
PG&E, Ser. 2005-2

Pennsylvania
California

AaajAAAjAAA
AaaiAAAjAAA

844.5 Refinance Regulatory Asset

1997
25-NOV-97
3-Dec-97
4-Dec-9 7
1-Dec-98
4-Dec-98
io-Dec-98
18-Mar-gg
1-Apr-99

26-Jd-99

CUP,Ser. zooi-1

Total

202.3 Demand Side Management

35.2 Demand Side Management
2,901.0
2,463.0
658.0
62.7
3,400.0

Stranded Costs
Stranded Costs
Stranded Costs
Stranded Costs
Stranded Costs
864.0 Stranded Costs
4,000.0 Stranded Costs
24.0 Stranded Costs
725.0 Stranded Costs
2,420.0 Stranded Costs
600.0 Stranded Costs
1,000.0 Stranded Costs
2,525.0 Stranded Costs
805.5 Stranded Costs
1,750.0 Stranded Costs
1,438.4 Stranded Costs
525.0 Stranded Costs
155.0 Stranded Costs

115.0 Stranded Costs

$40.178.8

Source: SEC documents, proposal requests and Fitch report UtiZity TariffMonetization
Bond Performance Review,August 22,2005. Amounts for 2006 subject to change.
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Relative Value in Practice

On December 9, 2005, the Centerpoint Energy Transition Bond Company 11,
LLC, issued $1.85 billion in ratepayer-backed bonds for the recovery of stranded costs.
Saber Partners, LLC, advised the Texas Public Utility Commission on the transaction.
The securities received M A A A / A a a credit ratings from Fitch, Moody’s and Standard
& Poor’s’, respectively.

Figure 4.1 on the following page provides a comparison of the underwriters’
selected market comparable transactions at the time of the Centerpoint transaction2. The
Centerpoint transaction priced at record low spread to benchmark levels compared to all
other ratepayer-backed bonds, something that Texas bonds had achieved for 4
consecutive years on 4 separate transactions advised by Saber Partners.
Yet, as can be seen from the data, the Centerpoint transaction priced at or near the
top of the range of comparable credit transactions despite receiving identical credit
ratings. While the Centerpoint bonds were at or below rates on top tier ABS credit card
bond rates, differences of as much as 24 basis points existed with other AAA bond rates
in the market demonstrating significant savings still to be achieved.

This

valuatiodin fom a t iodeducation gap is reduced through more pro-active marketing,

From rating agency pre-sale reports. Fitch report dated November 8, 2005; Standard & Poor’s report dated
December 5,2005; Moody’s report dated December 6,2005.
2

Lehman Brothers, CSFB and RBS Greenwich Capital. Centerpoint Energy Senior Secured Transition
Bands Series A Pricing Book. January 13,2006. Included transactions rated similarly by credit agencies.
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increased education of potential investors and market makers on relative value analysis
and the broadening of investor appeal in the U.S. and foreign markets. This in turn
promotes greater competition among investors and market makers whch can lead to

narrowing the valuation gap and therefore ratepayer costs.

Pricing of Centerpoint Energy Series A transitionbonds vs. comparable credits%

Utility Securitization Relative Value
Centerpoint Energy Series A Pricing vs. Comparable Credits
December 9,2005
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Explanation of Swap Spread (Vertical Axis): When debt instruments are priced, they are usually priced
relative to the rate for a benchmark security, that is to say a security that is highly liquid and whose price in
the market is readily available. Traditional utility debt, for example, is priced relative to the yield on US
Treasury securities. For example, a utility bond might be priced at Treasuries + 50 basis points (.5%). Most
securitization debt is priced relative to interest rate swap yields. An interest rate swap is a transaction
wherein two parties agree to swap a stream of fixed rate interest payments for a stream of variable rate
payments on a certain principal amount. Various financial services will quote on a real time basis the fixed
swap rate over the yield curve from 2 to 15 years. The bonds are then priced relative to a point on the curve
corresponding to the weighted average life of the bonds.
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4.

2.0
Centerpoint Energy Transition Bond Co.
Centerpoint Energy Transition Bond Co.
Centerpoint Energy Transition Bond Co.
Centerpoint Energy Transition Bond Co.
Florida Power & Light
Florida Power & Light
Florida Power & Light
Pfizer
Citigroup Cr. Cards
Fannie Mae
European Investment Bank
Freddie Mac
KFW International Finance
Piker
Johnson & Johnson
KFW International Finance
European Investment Bank
Freddie Mac
Citigroup Cr. Cards
Fannie Mae
Freddie Mac
Fannie Mae
Citigroup Cr. Cards
KFW International Finance
Johnson & Johnson
Johnson &Johnson
Pfizer
Pfizer
KFW International Finance
Fannie Mae
European Investment Bank
Freddie Mac
Citigroup Cr. Cards
TVA
Pfizer
Federal: Home Loan Bank

A-2
A-3
A4
A-5

4.970%
5.090%
5.170%
5.302%
6.000%
5.875%
4.850%
2.500%
3.200%
4.250%
3.125%
4,375%
3.250%
5.625%
6.625%
4.250%
4.125%
4.125%
4.750%
4.750%
5.125%
4.375%
4.140%
4.625%
3.800%
3.800%
4.500%
4.500%
4.375%
4.375%
4.625%
4.750%
5.100%
6.250%
4.650%
5.375%

611/2008

4/1/2009
U1I2013
3/15/2007
a124~007
9115/2007
1011512007
11/16/2007
12/20/2007
4115/2OO9
9/1/2009
6/15/2010
9/15/2010
10/18/2010
10/20/2010
12/15/2010
7115/20 I2
9/15/2012
10/2u2012
12/14/2012
5/15/2013
5/15/2013
2/15/2014
2/15/2014
712 1/2015
1O/15/20 15
10/20/2015
11/17/2015
1 1/20/20 15
1211512017
3/1/20 18
8/15/20]8

5.0
7.5
10.0
12.7
2.5
3.3
7.I
1.3
1.7

1.8
1.9
1.9
2.0
3.4
3.7
4.5

4.8
4.9

4.9
5.0
6.6
6.8
6.9
7.0
7.4
7.4

8.2
8.2
9.6
9.9
9.9
9.9
9.9
12.0
12.2
12.7

-4.75
0.00
5.00
7.00
14.38
6.00

11-00
8.00

-12.00
-2.00

-18.00
-28 .OO
-16.00
-26.00
-7.00
-17.00
-20.00
-19.00
-1 1.oo
2.00
-12.00
-11.00
-14.00
6.00
-22.00
-19.00
-19.00
-6.00
-6.00
-20.00
-15.00
-19.00
-13.00
8.00

-6.00
13.OO
0.00

Source: Lehman Brothers, CSFB and RBS Greenwich Capital. CenterPaint Energy Senior Secured
Transition Bonds Series A Pricing Book. January 13, 2006. included transactions rated similarly by credit
agencies with exception of Florida Power & Light.
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The Benefits of 20% Risk Weighting
The attached document, authored by Saber Partners, describes the benefits to European
investors that a 20% risk weighting provides. These benefits will result in greater demand
and hence lower cost for rate-payer backed bonds.

c
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Exhibit 5. Ratepayer-Backed Bonds Historical Pricing Spreads to
Credit Cards
On December 9, 2005, the Centerpoint Energy Transition Bond
Company 11, LLC, issued $1.85 billion in transition bonds for the recovery

of stranded costs. Saber Partners, LLC, advised the Texas Public Utility
Commission on the transaction. Lehman Brothers was a lead bookrunning
manager on the transaction and provided, post-transaction, a pricing book.

The attached charts Pricing Spreads tu Credit Cards were selected from
the pricing book to .show the historical pricing of ratepayer-backed bonds
versus generic credit card asset-backed securities of the same weighted
average life.
On September 9, 2005, the Public Service Electric & Gas
Company issued $102.7 million in ratepayer-backed bonds.

Saber

Partners, LLC advised the New Jersey Board of Public Utilities on the
transaction. CSFB was bookrunning managers on the transaction and
provided, post-transaction, a pricing book. The attached table RRB and
Credit Card Pricing Comparison is provided from the pricing book to

show in tabular form the relative performance of Saber-Advised
transactions (highlighted in yellow) versus other transactions since 200 1 in
New Jersey and Texas.

Pricing Spreads to Credit Cards
Current Fixed Income Market Conditions

45

42

35

25
19

15

11

5

-5

WMECO

Reliant

5/14/01
WAL=69

10/17/01

WAL-72

Consumers
11/08/0l
WAL=7Q

CPL
1/31/02
WAL=?2

JCP&L
6/04/02
WAL7 0

Atlantic City
12/11/02
WALT0

-4
Oncor
8/14/03
WALBO

Atlantic City
12/18/03

WALSZ

TXU
6/07/04
WALT0

PG&E
2/03/05

WAL71

Western M a s
2/15/05
WAL=’I4

PSEBcG

PCafcE

9/09/05

I I/03/05
WAL68

WAL=lS

CenterPoint
12/9/05
WAL=’I5

45

35
25
25

14

-5

-5

PSE&G

PECO

1/25/01
WAL=9 4

2/15/01
WAL=9 3

Detroit
3/02/01
WAL=8 8

CL&P
3/27/01
WAL=8 9

PSNH
4/20/01
WAL=IO 0

Reliant
10/17/01

WAL=10 3

Consumers
11/08/01
WAL-10 0

CPL
1/31/02
WAL=IO 0

Source: Lehmun Brolhers; red bars denole Texas deals

7

JCP&L
Atlantic City
6/04/02
1211 1/03
WAL=IO 0 WAL=IO 5

Oncor

TXU

PSE%G

8/14/03

6/07/04

9/09/05

12/9/05

WAL=IO 8

WAL=IO 4

WAL4 2

WAL=IO 0

CenterPoint

CONFlDENTIAL

PSEG

RRB and Credit Card Pricing Comparison

New Jersey and Texas Transition Bond New Issues vs. Csntemporaneous Credit Card AE3S

'SE&G 2005-1

A-1
A-2
A-3
A4
A-1

$
$
$
$

25,200,000
35,000,000
20,000,000
22,500,000

2.00
5.00
7.47
9.16

-5.0
-1.0
4.0
7.0

-3.0
1.o

-2.0

4.0
8.0

0.0
-1.0
-2-o

$

46,3

8.69

30.0

15

3ncor 2004-1
5/28/2004)

A-1
A-2
A-3

$

279,000.000
221,000,000
289,777,000

3.00
7.00
10.43

3.0
12.5
18.0

1.o
12.0
16.0

2.0
0.5
2.0

4tlantic City Electric
,1211812003)

A-1

$

46,000,000
52,000,000
54,000,000

2.97
8.24
12.90

4.0
17.0
25.0

-1.0

3ncor 2003-1
:8/14/2003)

A-1
A-2
A-3
A4

103,000,000

2.00

122,000,000

5.00

130,000.000
145,000,000

8.00
10.83

$

109,000,000

3.00

$
$
$
$

91,111,000

3.00

14.0

5.0

52,297,000

7.00

27.0

15.0

10.00

35.0
43.0

22.0
29.0

:9/9/05)

?ocktand Elect. Co. Transition Funding
7128/04 1

:

$
$

$
$

4tlantic City Electric
12/11/2002)

JCP&L Transition Funding LLC
(6/4/2002)

A-t
A-2
A-3

A-4

$
$
$
$

77,075,000

99,517,000 13.41

7.0
7.0
16.0
19.0

5.0
10.0

I
1

2.0

20.0
25.0

-6.0

8.0
23.0
32.0
47.0

13.0
14.0

I .o
2.0

CPL Transition Funding LLC
(1/31/2002)

I

-2.0
0.0

Reliant Energy 2001-1
(10/17/2001)

A-5

$

191,856,85

A-1
A-2
A-3

$
$
$
$

115,000,000
118,000,000
730,000,000
748,987,000

A-6

$

453,

2.0
2.71
5.29
7.19

16.0
17.0
22.0

14.0
19.0
25.0

2.0

36.0

34

PSE&G 2001-1
(1/25/2001)

SUlSSE i BOSTON
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Press Articles 2002-2005

Reprinted from Electric Light & Power website, http://elp.pennnet.com:

Texas utility bond offering sets record low yields, resets market
levels for deregulation 'transition' bonds

Texas ratepayers will save over $350 million from the sale on Thursday
nding, LLC of approximately $797 million asset-backed bonds, backed
by charges on electric bills in the Central Power and Light Company of Texas service territory.
The so-called "stranded cost" or "transition" bonds are part of Texas' eIectricity deregulation plan enacted
in 1999. Goldman Sachs led a team of underwriters that priced and sold the bonds. CPL Transition
Funding, LLC, is a wholly owned subsidiary of CPL a subsidiary of NYSE: AEP.
"Texas electric customers are the winners here," said Commissioner Becky Klein of the Public Utility
Commission of Texas (PUC) which provided for the transaction in a financing order. "Customers will
benefit from a well-crafted electric restructuring pian and the cooperation of utilities and the PUC through
its financial advisor, Saber Partners."
"It appears that the CPL bond sale has set a new pricing standard and reset the asset-backed market for

These bonds were priced at spreads of from 7 to 34
basis points above the appropriate pricing index. Previously, similar securities have priced at spreads from
9 to 67 basis points. (A basis point is 0.01%.)
Moreover, the CPL bond issue is the first ever electric utility asset-backed bond to price on top of or below
the yields on comparable credit card receivable backed bonds, the asset-backed market's "gold standard"
or highest quality security. "Goldman Sachs, Bear Stearns, Credit Suisse First Boston, Merrill Lynch and
Salomon Smith Barney did an outstanding job educating the market, and the result was landmark pricing,"
Fichera said.
Under Texas' deregulation law, the PUC was required to achieve the "lowest transition bond charges
consistent with market conditions and the terms of the financing order." The proceeds of the bonds will be
paid over to CPL who will use them to retire CPL debt and equity. By replacing the more expensive costs
of the outstanding debt and equity with these bonds, savings of more than $350 million are created for
ratepayer.
The PUC is currently considering a settlement with TXU Electric Company for a similar financing later this
year. A previous financing for Reliant Energy was completed in October of 2001.
Copyright 0 2002 - PennWell Corporation and PennEnergy, Inc. All rights reserved.

2003

Deal of the Year Award

TRis year's ASR Awards sum-up
December I, 2003
Drawing a common theme from worldwide securitization is not an easy task, as each marketplace, at different points of evolution, seems
to have its own story.
With that in mind, we present the 2003 Annual ASR Achievements in Securitization Awards, a diverse set of deals, programs and, in a
few instances, turnaround stories fueled by securitization, though the underlying transactions themselves may not have seemed
particularly innovative. That said, we chose to honor and recognize achievements that captured the true challenges of the market and its
participants, as well as the latest advances in design.
On that front, our U.S. securitization award went to Oncor Transition Funding, the first of many
rate reduction deals expected out of Texas. Oncor featured many first-time enhancements, such
as performance based underwriting fees.

ACHIEVEMENTS I N
SECURITIZATION
U.S. SECURITIZATION

Oncor Transition Fundino LLC

Qncor Electric
Revitalizing an entire asset class

Runner up

Terrapin Funding
Honorable mentions

Turnaround programs for AmeriCredit
and Capital One
EUROPEAN SECURITIZATION

RMBS first-loss tranche for DZ Bank
Runner up
ELOC No. 16 for BBC

Oncor Electric's first stranded cost securitization was a landmark for the stranded cost sector,
which at the time had yet to fully mature. While roughly three years old, stranded cost ABS, or
rate reduction bonds ( m s ) , had been brought primarily by non-programmatic issuers, with
the intention of never returning. And although called rate reduction bonds, most issuers were
more concerned with recovering costs associated with prior investments made in a prederegulated environment.

Honorable Mention

Development of HBOS platform
LATIN AMERICAN
SECURITIZATION

Visanet cross-border credit card
Runner up

Development of Colombian MBS
program
_____

~ ~ ~ _ _ _ _ _ _

-~

ACHIEVEMENTS IN INNOVATION

FIN 46 innovators: Bank of America
HSBC and Citibank
Runner up

Georgetown Funding

With the combined efforts of Public Utilities Commission of Texas (PUCT), and advisory firm
Saber Partners, Oncor changed the stranded cost ABS landscape - creating investor
reporting standards. Issuers in Texas - the state with the most potential supply - must allow
investors to fully understand and gauge performance of this relatively new asset class. The goal
of the PUCT, Oncor and Saberwas to achieve the most inexpensive all-in cost for the issuer,
and in turn keep charges to the consumer as low as possible.
In addition to increasing transparency for investors through reporting, Oncor utilized an
unheard of "performance based underwriting fee, rewarding lead and co-managers for
broadening investor distribution and tightening spreads.

Joseph Fichera ,CEO of Saber Partners calls the performance-based compensation
"revolutionary."

"In Oncor's offering we created additional relative value through the structure, increased
disclosure and transparency and broader liquidity by expanding the buyer base," Fichera said.

http://www.saberpartners.com/press/articlepages/asr~O3
It 20 1-dealofyear.html
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"For the bookrunners and co-managers, we tied compensation to performance on price and distribution so that everyone's incentives
were aligned - the investor buying the bonds and the ratepayer paying for the bonds received the best deal possible at the time."
The result was broad distribution to non-traditional ABS investors, with heavy corporate overlap. Also, Oncor priced at the tightest levels
the sector had seen to date through secondary RRB spreads, pricing just behind the largest and most liquid asset classes of the ABS
market, rather than a "one-off' collateral type. Moreover, in the weeks following Oncor's pricing, the entire $30 billion stranded cost
sector tightened four to IO basis points, depending on maturity, and has remained at those levels throughout the year.

"The concept is essentially investment bankers earning their compensation during the underwriting and sales process, as opposed to
being guaranteed compensation before a single bond is sold," Fichera added. "We wanted an incentive-based compensation plan that
prevented the bookrunners from controlling everything while giving the co-managers a greater incentive to work."

The Deals
ONCOR TRANSITION BOND LLC 2003-1

Date: 8/14/2003

Seller: Oncor Electric Delivery Co.
Amount: $500 million
Collateral: stranded cost

Class Amount MDY/S&P/FK Avg. Life Benchmark Guidance Spread Coupon Price

Yield

A1

$103.0 Aaa/AAA/AAA 2.00~ Swaps

-1-8-lObp +7bp

A2

$122.0 Aaa/AAA/AAA 5.00~ Swaps

+B-lObp

A3

$130.0 Aaa/AAA/AAA 8.00~

SwaDs

+16-18bo + 1 6 b ~4.95% 99.9683 4.955%

A4

$145.0 Aaa/AAA/AAA 10.8~ Swaps

+20-22bp +19bp 5.42% 99.9768 5.423%

2.26%

99.9827 2.269%

~~

+7bp

4.03% 99.9872 4.033%

Credit Enhancement: sr/sub Manager : tehman Brothers, Morgan Stanley

Notes: Settles: 08/21/03;Co-mgrs: Goldman Sachs, Merrill Lynch

Copyright 2003 Thomson Media Inc. All Rights Reserved.

http://www.saberpartners.com/press/articIepages/asr~03
120 1-deal0 fyear.htm1
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No Longer Stranded in the USA
By Nicole Gelinas

US utility companies have been issuing stranded-cost
securitisation deals in domestic markets without much fanfare for
seven years. But a recent favourable risk weighting ruling handed
down by the UK's Financial Services Authority (FSA) at the
request of one UK investor in a recent US stranded-cost deal has
stoked global interest in the sector. Nicole Gelinas reports from
New York.
A recent US stranded-cost transaction that received a favourable
risk weighting from the UK's FSA has re-ignited interest in this
asset class. The deal involved Texas utility TXU issuing US$790m
in medium-term, stranded-cost debt, through special purpose
vehicle TXU Electric Delivery Transition Bond Co LLC in May. The
debt issuance - TxU's second such securitised deal in a year - was
jointly led by Merrill Lynch and Wachovia Securities, and was
rated triple-A by both Standard & Poor's (S&P) and Fitch Ratings.
Additional underwriters included Banc of America Securities, Bear
Stearns, CSFB and MR Bealt.3 Co; advisers Saber Partners LLC
counselled the Public Utility Commission of Texas (PUCT) on the
transaction.

Published in
In ternati0 nal Securitization Report
August 2004

The debt was broken into three tranches: a US$274m, three-year
tranche, priced at 3bp over triple-A swaps; a US$224m, sevenyear tranche, priced at l l b p over and a US$292m, 10-year
tranche, priced at 14bp over.

The TXU deal was not structurally different from a similar US$500m deal the company did just last August indeed, since November 1997, US utilities have securitised US$30bn in stranded costs across 25 different deals in
10 states, all rated triple-A due to an airtight repeated structure.
The I X U deal, like its predecessors, is backed by a mandatory charge tacked onto consumer utility bills. Some
states in the US enacted laws that mandate such charges in the 1990s, in order t o pave the way for deregulation
of the formerly tightly regulated rate structure of the power sector.
Formerly monopolistic utilities, that had built excess generation capacity prior to deregulation because they were
assured of captive markets in their service territories, needed a way to recapture those now "stranded costs"
before they could compete with new upstarts which would not have to build such excess capacity. Thus, the state
stranded-cost laws allowed politicians to garner the support of powetful utility lobbyists for aggressive state-level
deregulation initiatives in the US.

I n the case of the Texas deal, the collateralised utility charge, or "transition property," was authorised in an
August 2002 financing order issued by the Public Utility Commission of Texas, S&P analysts wrote in an analysis
of the deal. The charge backing the TXU collateral is considered particularly strong by raters, as it is backed by a
"statutory and irrevocable" restructuring act voted into law by the Texas legislature in 1999 and recently upheld
by the State Supreme Court. The State of Texas does not provide an explicit payment guarantee, but the state
has pledged not to "alter or impair the transition property," S&P noted - the legal strength of the pledge and the
strength of the collateral merits the highest-grade rating.
The transition cost is set to recover the principal, interest and administrative costs of the bonds and relates to

http://www .saberpartners.com/press/articlepages/isr-O40729.
html
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previously agreed-upon costs borne by the utilities for their generation-related assets, S&P said.
"Most importantly," wrote Fitch Ratings analyst Steven Moffitt in that agency's report on the credit, "the act and
the financing order require a [tariff] adjustment at least annually through a true-up mechanism to keep principal
amortisation and funding of the overcollateralisation account in line with expected balances." Overcollateralisation
is equal t o 0.5% of the original principal; other credit enhancement includes a capital account also equal to 0.5%
of the original principal that was funded at closing.
But even with triple-A ratings, strong collateral and good track records, stranded-cost deals always suffered a
handicap in Europe. International risk-based capital rules have always assigned US banks a 20% capital risk
weighting to all triple-A and double-A rated asset-backed debt in the US, but have assigned a 100% risk
weighting to the same securities in the UK and in Europe unless the securities are explicitly guaranteed by the US
government or another reputable public-sector entity in the US.
Since deals like TXU are guaranteed by the government's specific regulatory authority, but only indirectly by its
taxing authority, it was assumed until this year that they were assigned a 100% risk weighting in Europe, akin
more t o corporate deals than to high-grade government deals. The difference is important, because 100%weighted bonds require banks t o back their investment with 8% capital, whereas a 20% weighting requires only a
1.6% capital backing (20% x 8.0%).
But all that changed in May, when a UK investor on the TXU deal requested an individual guidance from the FSA
on the risk capital, and privately received a 20% risk assignment on the deal. "No one thought this was possible,"
Saber Partners chief executive officer, Joseph Fichera, tells ISR, as high-grade stranded-cost deals have
always been assumed in Europe t o fall into t he category of riskier-weighted c orporate debt.
"Many bankers skipped their homework and incorrectfy compared these bonds to more complex - and lesser
quality - securities they trade. But once you strip back the layers, these bonds are among the highest quality,
government-supported securities available in the US and international capital markets," Fichera notes.
The 20% ruling significantly improves the return on regulatory capital for Europe-based investors, because it
lowers the investors' own cost of funds and thus widens the spread. For example, a US-based bank investing in a
triple-A rated deal yielding 4.70% (or 20bp over the 10-year swap curve) with a 20% risk rating would net a
12.5% overall return on regulatory capital, but a UK-based investor forced into a 100% risk weighting could not
earn an equivalent return unless that same security yielded 5.5% (or lOObp over the swap curve). Indeed, that
UK investor would earn just 2.5%.

"This difference in risk weighting treatment represents a real economic cost for European banks, and has led them

http://www.saberpartners.com/press/articlepages/isr-040729.html
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to shy away from investing in US bonds other than taxable municipal bonds," Saber Partners' Fichera says.
Issuers and their financial advisers hope to educate European investors on this new benefit, t o capitalise on
higher demand on the part of global investors for future stranded-cost deals and achieve the lowest cost of funds
possible for the utilities and their customers.

-

Saber Partners has already won new clients who want t o structure similar deals to be sold globally Saber was
hired in April by the State of New Jersey's Board of Public Wtiiities t o arrange bonds backed by special charges on
New Jersey's retail power consumers' bills. The bonds will be issued under a New Jersey law similar to that in
Texas, which reimburses investor-owned utilities for power costs built during regulation. The bonds will be issued
later this year t o raise about US$200m.
Fichera notes that, in light: of the FSA guidance t o that UK investor on the TXU deal, it is "not unrealistic" for other
stranded-cost issuers t o aim for placement of up to one-third of similarly securitised debt with UK and Continental
European investors.
A high level of European interest is expected, because the bonds are not tax-exempt in the US, and thus offer
higher yields to investors overall, Fichera notes. Issuers can get away with offerings a t low yields in the US
because the tax benefits compensate for the lower income, but European investors derive no benefit from that
Stateside tax-exempt status on the debt.

European investors have already shown interest in investing the American high-grade municipal market when that
debt is taxable and thus higher-yielding. In June 2003, the State of Illinois issued a US$lObn general-obligation
taxable bond issue t o great European interest; in fact, about 27% of the deal, which garnered a 20% risk
weighting due t o its high-quality government guarantee, was sold t o UK and Continental European investors.
But it may take aggressive international marketing t o make the benefits of stranded-cost deals clear to potential
investors in Europe, as this is currently an inefficient market.
Stepped-European investment in stranded-cost deals will feed off itself. More investors in stranded cost deals
worldwide will improve liquidity in the secondary market, and thus create a more robust, transparent trading
market for the overall sector between large-scale issues. While no US utility has yet issued a euro tranche,
Fichera notes that euro-denominated facilities are certainly possible if demand warrants such a structure.
Other states are aJso looking to capitalise on this projected new demand. In Texas, utilities, Centerpoint and AEP
are planning deals, although amounts aren't yet decided. Additional issuers in the pipeline include utilities
operating in the states of California (US$3bn); Wisconsin (US$5OOm); Michigan (US$5OOm) and Vermont
(US$200m).
Risks t o the collection of the collateral are minimal, since the collections are spread over milfions of customer
accounts and are government-mandated, However, one potential risk is that of voter referendum or petition right
on the part of citizens - as S&P noted in its legal analysis of the TXU deal, that particular deal is strong partly
because "citizens o f Texas do not have referendum rights or initiative petition rights regarding laws adopted by
Texas".
But even in states with strong histories of referendums and voter revolts, the risk of a reversal of a statutory
state charge on a power bill is considered very low; proof of that is found in the fact that deals in California, with
a very high level of voter initiative, have also been awarded the triple-A rating and have performed well thus far.
"Legislation enacted to recover stranded-costs is separate from the routine budgetary appropriation process," S&P
analyst Weili Chen, who covered the TXU deal, told ISR in July. Indeed, the history of the asset class shows it to
be a strong one, as early issuers have a robust history of paying their obligations without hiccups even during the
post-deregulatory turmoil that has plagued the US power sector over the past four years. I n addition, the
legislation in each state "is meant to create a property right" according to Chen.
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The US Constitution provides for the enforcement of contracts between parties, including when one party is a US
state, Fichera adds. Thus, the risk of a state re-appropriation of the right to charge utility users for stranded-cost
reimbursement is quite low under US law.

Copyright 0 2003 Thomson Media Inc. All Rights Reserved.
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Increasing Investor Demand for Utility RatepayerBacked Bonds Prompted by Bond Market Credit
Concerns
Special Topic at Industry Meeting in September

(New York, New York) Investors are increasingly bidding for utility ratepayer-backed bonds to provide superior
safety, stability and diversification for their portfolios. Described as a "super-corporate" security with an airtight
government guarantee, according t o one mid-west insurance company portfolio manager, and amid unprecedented
credit concerns in the bond market, investors managing corporate and ABS portfolios are turning to this $33 billion
market. Utility ratepayer-backed bonds have also been referred to as rate reduction, stranded cost, utility fee,
hurricane recovery, environmental trust and transition bonds.
Within the last 6 months, more state legislatures (such as West Virginia (Allegheny Energy NYSE:AYE), Florida (FPL
NYSE:FPL and Progress Energy NYSE:PGN) and Idaho (Avista NYSE:AVI, Idaho Power) have approved the issuance of
this new breed of bonds -- one with a special government guarantee of regufatory action to prevent any credit
problems -- to protect constituents from higher energy bills. This followed Wisconsin's (Wisconsin Energy Corp. NYSE:
WEC) adoption of similar legislation in 2004. A special panel of industry experts, led by Saber Partners, LLC CEO
Joseph Fichera will discuss these and other developments at t h e upcoming ABS EAST Conference in September.

Negative Credit Events Throughout Bond Market Except in Ratepayer-Backed Bonds
High-grade bond portfolios have been hurt from more than a half a trillion dollars of AAA/AA corporate bonds that have
been downgraded since 2000 in almost all sectors. Nomura Securities recently reported that the only class of securities
t o have zero credit events has been utility ratepayer-backed bonds X" neither utility first mortgage bonds, nor drug
companies, nor credit cards, nor student loan bonds can boast of such a record.

Secondary Market Pricing Improves Significantly - - - On Top of Cards
Now, for the first time, major secondary market asset-backed bond dealers are quoting 5-year and longer utiIity
ratepayer-backed bonds at levels the same as top tier credit card bonds, traditionally considered the ZKcegold
standardsf0 of the ABS market. This means that new utility ratepayer-backed bond issues, even those not from
Texas (Centerpoint Energy NYSE:CNP) who always have traded on top of credit cards as new issues and below
secondary levels, are likely to price through this barrier. I n fact, according t o some observers, competition for
ratepayer-backed bonds could drive yields closer in line with the bond's inherent relative credit value and through
Federal agencies or in fine with high-grade corporate bonds like Johnson &Johnson.

New Legislative Developments To Spur Supply
Four new state legislatures have authorized this type of financing for their utilities, and more are likely to follow. What
are the risks and rewards for this re-emerging asset class? IMN Conferences has Page 2 of 2 6-Jul-05
assembled an exceptional top-tier array of issuers, bankers, regulators and lawyers t o discuss the subject a t the ABS
EAST conference in Boca Raton in September.

Conference Agenda September 16 2005
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A RE-EMERGING ASSET:UTILITY RATEPAYER-BACKED BONDS,NEW STATES AND NEW
OPPORTUNITIES
How Should Relative Value Comparisons Be Made fn Deciding To Upgrade A Portfolio To Include RatepayerBacked Bonds? What Are The Credit Considerations?
When Will Ratepayer-Backed Bonds Surpass Credit Cards As The ABS Market Benchmark For Highest Safety,
Security And Value?
Is There An Appropriate Tiering Among These Types Of Bonds? Are These Super-corporate Securities And Not
l u s t ABS?
What Are The UK Basel Accord Risk Weighting Advantages Of Ratepayer-Backed Bonds?
How Will Legislative Developments I n Wisconsin (Wisconsin, Florida, West Virginia, Idaho Expanding The Use Of
Proceeds (i.e., No Longer Limited To Electricity Deregulation) Affect The Growth Of The Market?
Wifl The Tax Law Limit Ratepayer-Backed Bonds To Recovery Of "Stranded Costs" I n Connection With Electricity
Deregulation?
What I s The Outlook For New Issue Supply, Liquidity And Credit?

Session Facilitator:
Joseph S. Fichera, Chief Executive Officer, SABER PARTNERS, LLC

Panelists:
Jay Kim, Director, BARCLAYS CAPITAL
Marc Kilbride, Treasurer, CENTERPOINT ENERGY HOUSTON CORP (NYSE:CNP)
Wayne Olson, Managing Director, CREDIT SUISSE FIRST BOSTON
Becky Klein, LOEFFLER GROUP, (Former Chair) PUBLIC UTILrrY COMMISSION OF TEXAS
l a y H. Eisbruck, Team Managing Director, MOODY'S INVESTORS SERVICE
Fred Grygiel, Former Chief Economist, NEW JERSEY BOARD OF PUBLIC UTILITIES
Dean E. Criddle, Partner-Tax, ORRICK, HERRINGTON 8 SUTCUFFE LLP
For more information: Contact Sa bine Ohler a t 212-461-2370, sohlerasa berpartners.com, or visit
www.saberpartners+com.
Sign up for the ABS East Conference at:
http://secure* imn .org/-conference/im/index2

.cfm?sys_code= 509 13-SF-O006&header=on
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Centerpoint Energy Expands Mkt For Utility Tariff Bonds
December 12, 2005
By Allison Bisbey Colter
Of DOW JONES NEWSWIRES
12-12-051740ET

NEW YORK (Daw Jones) - A $1.85 billion utility fee securitization from CenterPoint Energy (CNP) attracted a
number of first-time investors in the U.S.and abroad, pointing to a much broader market for these securities.

The offering, which was sold Friday in five tranches, is part of a plan to finance the deregulation of Texas' electricity
market, which began in 2002. I t is backed by a special charge levied on retail customers in the Houston utility's 5,000
mile service area, which has approximately 1.9 million customers representing about 20% of the entire Texas
electricity market.
But other Texas utilities such as American Electric Power (AEP) and Texas New Mexico Power could issue similar bonds
late next year if the state approves pending applications.

"The offering is expanding the investor base for these types of securities and will benefit similar utilities
and their ratepayers in other states," Joseph Fichera, chief executive of Saber Partners and the financial
adviser to the Texas Commission, said in a statement Monday.
Like many utility tariff bonds, CenterPoint's latest offering has a credit enhancement feature known as a "true-up"
mechanism. This means that if fee revenue falls because customers leave the service area, Centerpoint can raise the
tariff on the remaining customers to make up for the shortfall, thus ensuring timely interest and principal payments to
bondholders.
But Centerpoint marketed the bond as being even less risky than similar offerings. For one thing, the utility has the
ability to adjust the fee as often as every six months, which the prospectus says is more frequent than true-up
mechanisms on similar bonds.
And according t o the prospectus, customers are required to make the payments even if they elect to purchase
electricity from another supplier or generate their own power, or if the CenterPoint goes out of business and its service
area is acquired by another utility.
"Credit risk, for all practical purposes, is effectively eliminated," Albert Yoshimura, a managing director at joint
bookrunner RBS Greenwich, said in the video presentation that was part of the offering's virtual roadshow.
And unlike similar offerings, CenterPoint's utility tariff bond was assigned a 20% risk weighting by the U.K. Financial
Services Authority, according to the prospectus. That's the same risk weighting assigned t o debt issued by U.S.
housing agencies Fannie Mae (FNM), Freddie Mac (FRE) and the Federal Home Loan Banking System. All three benefit
from an implicit government guarantee, since many investors assume that Uncle Sam would make good on their debt
in the event of default.
That risk weighting was key to the offering's appeal to overseas investors, according t o a person familiar with the
transaction, who said the deal attracted over $1billion in orders from Europe alone. Among other first-time investors
in utility fee bonds was an Asian central bank as well as a major U.S. investor that bid for an entire tranche, this
person said.
As a result, CenterPoint was able to upsize the offering from an original $1.25 billion and price it a t much tighter
spreads than similar deals. The $250 million two-year A 1 tranche was sold at spread of 4.75 basis points under London
inter-bank offer rate, or 42 basis points over Treasurys. That compares favorably with spreads on two-year utility tariff
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bonds in the secondary market, which have been indicated at around 3.0 basis points under Libor.
But it's still a far cry from the agency market, where Fannie's most recent two-year benchmark note was trading at 28
basis points over Treasurys Monday.

The $368 million five-year tranche was priced flat to Libor, the $252 million 7.5-year tranche at a spread of 5 basis
points over Libor, the $519 million 10-year tranche a t a spread of 7 basis points over Libor and the $462 million 13year tranche a t a spread of 13.5 basis points over Libor.
Fichera said the state of Wisconsin is considering a similar bond offering for its utilities to finance "environmental
costs" that could come in the first half o f 2006. He said a similar bond is being considered in West Virginia and Florida.
Saber Partners is a finanical adviser to the Wisconsin and Florida Commissions.

By Allison Bisbey Colter, Dow Jones Newswires; 201-938-5298; allison. bisbey-colter@dowjones.com
Copyright ( c ) 2005 Dow Jones & Company, Inc.

http://www.saberpartners.com/press/articlepages/djnw_l2_
12-05 .html

3/3 1/2006

Home > News & Analysis

Page

BusinessWire

Global Distribution Leads to Record
Low Spreads for Bond Offering of Texas Utility
12.12.05, 2:28PM ET

d May Change Its Tune

Centerpoint Energy Transition Funding I1sold
$1.85 billion of bonds in 5 tranches on Friday at
credit spread levels lower than any comparable
transaction from any other utility. The offering
significantly expanded the investor base for this
type of security. The issuer is a finance
subsidiarv of Centerpoint Enercrv Houston fNYSE:
CNP) an klectric transmission and distributibn
utility in Texas. The triple-A bonds are backed by
a special charge on all retail electric customers in
the Centerpoint Energy Houston service territory.
It is guaranteed by law and by the State of Texas'
Public Utility Commission to be always adjusted
to whatever level is necessary to repay the
bonds.

"Competition lowers costs in any market and the
pricing of these bonds benefited from competition
from investors across the globe," said Barry Smitherman a member of the Texas
Commission. "For the first time ever, investors from Asia to Ireland invested in this
sector as well as major US institutions. Almost $1 billion in orders were received from
Europe as a result of the bonds receiving a 20% international risk weighting from UK
regulators. U.S. agency buyers, insurance companies, corporate investors and even
asset backed investors also purchased the bonds with this unique and strong credit."
The bond's credit spreads, the amount in basis points (?/IO0of a per cent) above a
benchmark credit index, are lower than any other similar triple-A utility bond offering of
size from any other state since 2001. The $250 million 2-year tranche were sold at a
spread of 4.75 basis points below the benchmark LlBOR swap index to yield 4.841%,
$368 million 5-year bonds were on top of the index, or 4.977%, $252 million 7.5-year
bonds at plus 5 basis points or 5.089%, $519 million 1O-year at plus 7 basis points or
5.172% and $462 million 13-year bonds at plus 13.5 basis points to the index or
5.302%.
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The offering is part of the Slate of Texas' plan to finance the transition to a competitive
retail electric market in Texas which began in 2002. The financing method and interest
rates achieved will reduce the special charge to Centerpoint territory retail electric
customers by more than $963 million. Other Texas utilities such as American Electric
Power (NYSEAEP) and Texas New Mexico Power could issue similar bonds late next
year if the State approves pending applications. There is also the possibility of
additional legislative authorizations for Centerpoint and others. All of which would add
several billion dollars more to issuance of these bonds from Texas.
"This offering is expanding the investor base or these type of securities and will benefit
utilities and their ratepayers in Texas and other states," said Joseph Fichera CEO of
Saber Partners and financial advisor to the Texas Commission. 'Wtsconsin, West
Virginia and Florida are considering similar bond offerings for their utilities for
environmental costs in Wisconsin and West Virginia and hurricane damage recovery in
Florida. The market can expect the next issue to likely come from Wisconsin in the first
half of 2006."
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Company.

CERTIFICATE OF SERVICE
I HEREBY CERTIFY that one correct copy of the DIRECT TESTIMONY

AND

EXHIBITS OF JOSEPH S. FICHERA, has been served by U.S. Mail to R. Wade Litchfield, Esq.
at 700 Universe Blvd., Juno Beach, Florida 33408-0420 on behalf of Florida Power & Light

Company, and that a true copy thereof has been hmished to the following by U.S. Mail this 3 1 st
day of March, 2006:
John W. McWhirter, Jr., Esq.
McWhirter Reeves Law Firm
Attomey for FIPUG
400 North Tampa Street, Suite 2450
Tampa, FL 33601-3350

Robert Scheffel Wright,Esq.
John T. LaVia, HI, Esq.
Young van Assenderp, P.A.
Attorneys for FRF
225 South Adams Street, Suite 200
Tallahassee, Florida 3230 1

Michael Twomey, Esq. .
Attorney for AARP
P. 0. Box 5256
Tallahassee, FL 323 14-5256

William Wa1ker
Florida Power & Light Company
Regulatory Affairs
215 South Monroe Street, Suite 810
Tallahassee, FL 32301-1859

McWhirter Reeves Law Finn
Timothy J. Perry, Esq.
117 South Gadsden Street
Tallahassee, FL 3230 1

Office of Public Counsel
Harold McLean, EsqKharles Beck, Esq.
c/o The Florida Legislature
111 West Madison Street, Room 812
Tallahassee, FL 32399-1400

Lieutenant Colonel Karen White and
Captain Damund Williams
AFCESAfULT
139 Barnes Drive
Tyndall Air Force Base, Florida 32403
tr

WM . COCHRAN KEATING IV
Senior Attorney
FLORIDA PUBLIC SERVICE COMMISSION
2540 Shumard Oak Blvd.
Tallahassee, FL 32399-0850
(850) 413-6199
I

