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Pursuant to the Procedural Order dazed November 13, 1998, Tucson Electric Power Company

27 hereby ilea the Direct Testimony of James S. Pignatelli, Dean E. Criddle and John G. Paton.
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RESPECTFULLY SUBMITTED this 20111 day of NoveMber, 1998

. TUCSON ELECTRIC POWER COMPANY

By:
Brawl _ S. Canola
Counsel, Regulatory Affairs
Legal Department - DB-203
220 West Sixth Street - P.O. Box 711
Tucson, Arizona 85702

Original and ten copies of the foregoing
filed this 20th day of November, 1998,with:

Docket ConI1'0l
ARIZONA CORPORATION commlssIon
1200 West Washington Street
Phoenix, Arizona 85007

Copy of the foregoing hand-delivered
this 20th day of November, 1998, to:

Jerry L. Rudi bough, Chief Hearing O8icer
Hearing Division
ARIZONA CORPORATION COMMISSION
1200 West Washington Street
Phoenix, Arizona 85007

Paul Bullis,Ch.iefCounse1
Legal Division
ARIZONA CORPORATION COMMISSION
1200 West Washingwn Sueez
Phoenix,Arizona 85007
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Ray Williamson, Acting Director
Utilities Division
ARIZONA CORPORATION COMMISSION
1200 West Washington Street
Phoenix, Arizona 85007
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Copy of the foregoing mailed delivered/e-mailed
this 20th day of November, 1998, to:

Ago Improvement Company
P.O. Drawer 9
Ago, Arizona 85321

Carl Robert Aron
Iron, Inc.
2818 n. Sullivan Road
Spokane, Washington99216

Marv At fey
Trice Electric Coop.
P.O. Box 35970
Tucson, Arizona 85740

Arizona Depanrucnent of Commerce
Emmy O&ice
3800 North Central Ave, 12th Floor
Phoenix, Arizona 85012

Stan Barnes
Copper State Consulting Group
100 W. Washington SL, Suite 1415
Phoenix, Arizona 85003

A.B. Bamds0n
Nordic Power
4281 N. Summerset
Tucson., Arizona 85715

I

Andrew Betray
Southwest Gas Corporation
5241 Spring Mountain Road
Las Vegas, Nevada 89102

Michael Block
Goldwater Institute
201 N. Central, Concourse
Phoenix, Arizona 85004

Bradford A. Born an
PacifiCorp
201 S. Main Street
Sat Lice City, Utah 84140

Steve Brittle
Don't Waste Arizona, Inc.
6205 s. 12°  Street
Phoenix, Arizona 85040

Tom Broderick

PG8cE Energy Services Corporation
6800 E. Camelback Rd., Suite 800
Scottsdale, Arizona 85251

Barbara s. Bush
Coalition for Responsible Energy

Education
3 IS W. Riviera Drive
Tempe, Arizona 85252
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William D. Baker
Electric District No. 6
Pima! County, Arizona
P.O. Box 16450
Phoem'x, Arizona 85011

Clifford Cauthen
Graham County Electric Coop.
P.O. Drawer B
Pima, Arizona 85543

Andrew N. Chou
Shell Energy Services Co., L.L.C.

1221 Lamar, Suite 1000
Houston, Texas 77010

Ellen Corkhill
American Assoc. of Retired Persons
5606 N. 174' Sueez
Phoenix, Arizona 85016

C. Webb Crockett
Fennemore Craig
3003 N. Central Ave., Suite 2600
Phoazix, Arizona 85012-2913

Continerma] Divide Electric Coop.
P.O. Box 1087
Grams, New Mexico 87020

Columbus Electric Coop.
P.O. Box 631
Deming, New Mexico 88031

Jim Driscoll
Arizona Citizen Action
2430 s. Mill, Suite 237
Tempe. Arizona 85282

Michael A. Curtis
2712 N. SeveNth Street
Phoenix, Arizona 85006-1003

David Deibel
Assistant City Attorney
City Attomey'sOf5ce
P.O. Box 27210
Tucson, Arizona 85726-7210

Patricia Cooper, Esq.
Arizona Elecm'c Power Cooperative
P.O. Box 670
Benson, Arizona 85602

Joe Eichclbenrger
Magma Copper Company
P.O. Box 37
Superior, Arizona 85273

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

\

4



1

I
4

Suzanne Dallimore
Antitrust Unit Chief
Department of Law Building
Attorney General's Office
1275 w. Washington Street
Phoenix, Arizona 85007

Elizabeth s. Firkixns
International Brotherhood of Electrical

Workers, L.U. #1116
750 S. Tucson BlvCL
Tucson, Arizona 85716-5698

Dixie Escalante Rural Electric Assoc.
CR Box 95
Beryl, Utah 84714

Rick Gilliam
Land & Waxer Fund of the Rocldes
Law Fund Energy Project
2260 Baseline, Sm'te 200
Boulder, Colorado 80302

Sam D¢Fraw-i
Department of Navy
Naval Facilities Engineering Command
,Navy Rate Intervention
901 M St. SE, Bldg 212
Washington, DC 20374

Andrew Gegorich
BHP Copper
P.O. Box M
San Manuel, Arizona 85631

Norman J. Furuta
Department of the Navy
900 Commodore Dr., Bldg. 107
P.O. Box 272 (Attn: Code 90C)
San Brno, CA 94066~0720

Garkane Power Association, Inc.
P.O. Box 790
Richfield, Utah 8470 I

Barbara R. Goldberg
Office of the City Attorney
3939 Civic Center Blvd.
ScotLsd~a1e, Arizona 85251

Steven C. Gross
Porer Simon
40200 Truckee Airport Road
Truckee, California 96161
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Karen Glendon
19037 n. m* Avenue
Glendale, Arizona 85308

Credent Huber
Sulfur Springs Valley Electric Coop.

P.O. Box 820
Wilcox, Arizona 85644
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Peter Glaser
Doherty, Rumble & Butler
1401 New York Ave., N.W., Suite 1100
Washington, DC 20005

Thomas C. Home
Michael S. Dulberg
Home, Kaplan & Bistrow, P.C.
40 N. Central Ave., Suite 2800
Phoenix, Arizona 85004

Michael M. Grant, Esq.
Gallagher & Kennedy, P.A.
2600 N. Central Avenue
Phoenix, Arizona 85012

Ray Herman
Ruska, Herman & DeWulf
400 North Fifth Stew., Ste. 1000
Phoenix, Arizona 85004

Charles R. Huggins
Arizona State APL-CIO
5818 n. 'he St., Ste. 200
Phowili, Arizona 85014-5811

Russell E. Jones
P.O. Box 2268
Tucson, Arizona 85702

Christopher Hitchcock
P.O. Box 87
Bisbee, Arizona 85603-0087

Sheryl Johnson
Teucas-New Mexico Power Co.
4100 International Plaza
Fort Worth, Texas76109

Barry N. P. Huddleston
Regional Manager, Regulatory Affairs
Destsc Energy
2500 City West Blvd., Suite 150
Houston, Texas 77042

David C. Kennedy
Law Offices of David C. Kennedy
2001 N. 3rd Street, Suite 212
Phoenix, Arizona 85004~1439
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Robert Julian
PPG
1500 Merrell Lane
Belgrade, Montana 59714

Timothy M. Hogan
Arizona Center for Law in the Public
Interest
202 E. McDowell Rd., Ste. 153
Phoenix, Arizona 85004
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Steve Kean
Enron Capital & Trade Resources
1400 Smith St., Suite 1405
Houston, Texas 77002

John Jay List
National Rural Utilities Coop. Finance
2201 Cooperative Way
Hendon, Virginia 21071

Barbara Klemsrine, MS 9909
Arizona Public Service Company
P.O. Box 53999
Phoenix, Arizona 85072-3999

Robert S. Lynch
340 E. Palm Lm., Suite 140
Phoenix, Arizona 85004-4529

Wallace Kolberg
Southwest Gas Corporation
5241 Spring Mountain Road
Las Vegas, Nevada 89102

Steve Montgomery
Johnson Controls
2032 w. 415 Supt
Tempe, Arizona 85281

Choy Lee
Phelps Dodge Corp.
2600 N. Central Avenue
Phoenix, Arizona 85004-3014

Walter Meek
Arizona Utilities Investors Assoc.
P.O. Box 34805
Phoenix, Arizona 85067

Rick Levis
Arizona Cotton Growers Assoc.
4139 E. Broadway Road
Phoenix, Arizona 85040

William J. Murphy
200 w. Washington St., Suite 1400
Phoenix, Arizona 85003-1611
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Larry McGraw
USDA- RUS
6266 Weeping Willow
Rio Rancho, New Meadco 87124

Morena Water & Electric Co.

P.O. Box 68
Morena, Arizona 85540
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Mick Mcgrath
Cyprus Climax Metals Co.
P.O. Box 22015
Tempe,Arizona85285-2015

Doug Nelson
7000 n. 16" SL, Suite 120-307
Phoenix, Arizona 85020

Craig A. Maris .
Citizens Utilities Company
2901 N. Central Ave., Suite 1660
Phoenix, Arizona 85012-2736

Douglas A. Oglesby
Vantos Energy
345 California St., 32.nd Floor
San Francisco, Cadifomia 94104-2606

Roderick G. McDougall
City Attorney
Arm: Jesse Sears, Asst. Chief Counsel
200 w. Washingwn St., Suite 1300
Phoenix, Arizona85003-1611

Peter Q. Nice, Jr.
Office of the Judge Advocate General
Department of the Army SALS-RL
901 North Swan sweet
Arlington, Virginia 22203-1837

Mohave Electric Coop.
P.O. Box 1045
Bullhead City, Arizona86430

Berry K. Pmitx
ACAA Energy Coordinator
Arizona Community Action Assoc.
2627 North 3rd., Suite 2
Phoenix, Arizona 85004-1103

Dan Neidlinger
Neidlinger & Assoc.
3020 n. 17"' Drive
Phoenix, Arizona 85015

Wayne Retzalaif
Navopache Electric Coop.
P.O. Box 308
Lakeside, Arizona 85929
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Greg Patterson
RUCO
2828 N. Central Ave,. Suite 1200
Phoenix, Arizona 85004

Michael Rowley
Calpine Power Services Co,
50 W. San Fernando
San Jose, Cadifomia 95113
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Phyllis Rowe
Arizona Consumers Council
6841 N. 15"' Place
Phoenix, Arizona 85014

Lex Smith
Michael Patten
Brown & Bain PC
2901 N. Central Avenue
Phoenix, Arizona 85001-0400

Terry Ross
Center for Energy & Economic Dev.
P.O. Box 288
Franktown, Colorado 80116-0288

Nancy Russell
Arizona Association of krdustries
11 ll n. Third Street
Phoenix, Arizona 85004

Myron L. Scott
1628 E. Southern Ave., No. 9-328
Tempe, Arizona 85282-2179

Louis A. Stahl
Srreich Lang
Two N. Central Ave.
Phoenix, Arizona 85004
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Albeit Sherman
Arizona Consumer Council
2849 East 8:8 Street
Tucson, Arizona 85716

Wallace F. Tillman
Susan N. Kelly
National Rural Electric Coop. Assoc_
4301 Wilson Blvd
Arlington, Virginia 22203-1860

William Sullivan
Macrtinez &: C1HMS, P.C.
2716 N. 7° Street
Phoenix, Arizona 85006

Jack Shilling
Duncan Valley Electric Coop.
P.O. Box 4-40
Duncan, Arizona 85534

Lawrence v. Robertson Jr.
Munger Chadwick PLC
333 n. Wilmot., Suite 300
Tucson, Arizona 85711-2634

Steven M. Wheeler
Thomas L. Mum aw
Snell & Wikncr
One Arizona Center
Phoenix. Arizona 85004
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Ken Saline
K.R. Saline & Associates
160 N. Pasadena, Suite 101
Mesa, Arizona 85201~6764

Timothy Michael Toy, Esq.
Winthrop, Stimson, Punnram & Roberts
One Battery Park Plaza
New York, NY 10004-1490

i Stephen L. Teichler .
Duane, Morris & Heckscher LLP
1667 K. Street, NW, Suite 700
Washington, DC 20006

John T. Travers
William H. Nan
272 Market Square, Suite 2724
Lake Forest, Illinois 60045

Larry K. Udall
Arizona Municipal Power' User's Assoc.
2712 n. 7'*' Street
Phoenix, Arizona 85006-1090

Jessica Youle
Salt River Project

P.O. Box 52025 - PAB 300
Phoenix., Arizona 85072-2025

Marcia Weeks
18970 N. 116th Lane
Surprise, Arizona 85374

Donald R. Allen
Duncanac Allen
1575 Eye Street, Nonhwwt
Washinglon, D.C. 20005-1175
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Sandy waters
Legal Secretary
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Commissioner

IN THE M.AT1'ER OF THE APPLICATION OF ) DOCKET no. E-0I933A-98-0471
TUCSON ELECTRIC POWER COMPANY FOR )
APPROVAL OF ITS STRANDED COST )
RECOVERY. )

)
IN THE MATTER OF mE FILING OF TUCSON ) DOCKET no. E-01933A-97-0772
ELECTRIC POWER COMPANY OF )
UNBUNDLED TARIFFS PURSUANT TO A.A.C. )
R14-2-1602et seq. )

)
IN TI-IE MATTER OF THE APPLICATION OF ) DOCKET no. E-0I345A-98-0473
ARIZONA PUBLIC SERVICE COMPANY FOR )
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RECOVERY )

)
IN THE MATTER OF THE FILING OF ARIZONA ) DOCKET no. E-01345A-97-0773
PUBLIC SERVICE COMPANY OF UNBUNDLED )
TARIFFS PURSUANT TO A.A.C. R14-2-1601 Q )
§2L )

>
) DOCKET no. RE-00000C-94-165

)
) DIRECT TESTIMONY OF
) JAMESs. PIGNATELLI
)
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TI-E PROVISION OF ELECTRIC SERVICES
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On Behalf of
TUCSON ELECTRIC POWER COMPANY

NOVEM8ER 20, 1998
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Q.

A.

PLEASE STATE YOUR NAME AND BUsinEss ADDRESS.

James S. Pignatelli, 220 West Sixth Street, Tucson, Arizona 85702.

WHAT IS YOUR POSITION WITH TUCSON ELECTRIC POWER COMPANY

("COMPANY" OR "TEP")?

I am Chairman of the Board, President and Chief Executive Officer. I do hold these same

positions with TEP's parent company, UniSource Energy Corporation.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The primary purpose of my testimony is to provide a general overview and policy perspective

with respect to the Settlement Agreement dated November 4, 1998 ("Agreement") that was

entered into between TEP and the Arizona Corporation Commission ("Commission") Staff.

IN GENERAL, WHY DO YOU SUPPORT THIS SETFLEMENT PROCESS?

First, let me say from the outset that even before the adoption of the Commission's Retail

Electric Competition Rules ("Competition Rules") on December 26, 1996, TEP has been an

avid supporter of competition in the retail electric industry. In anticipation of competition,

TEP formed its holding company, expanded into other competitive energy businesses and

reduced its costs. These cost reductions resulted in present and future rate decreases for its

ctmtomers. The Company has been devoting significant resources to meet the January 1,

1999 start date for competition that the Commission established with the support of many of

the parties to this proceeding. In order for competition to become a reality in Arizona by drat

date, certain crucial issues must be resolved. I believe that this Agreement, and the process

under which it is being considered, is the only way to resolve those issues in time and get

competitive access underway for Arizona consumers.

WHAT IS THE BASIS OF THE AGR-18EMEN'I*?

Pursuautt to Commission Decision No. 60977 dated June 22, 1998 ("Decision") and A.A.C.

R14-2-1607, A&lected Utilities (such as TEP) were required to make a stranded cost Sling

Mth the Commission by August 21, 1998. Additionally, Affected Utilities were required to

choose between two options for stranded cost. The first option, "the Divestiture Option,"

permitted an opportunity for an Affected Utility to recover 100 percent if it divested itself of

its generation a.ssets. The second option, the "Transition Revenue Option," provided an

Affected Utility less than 100 percent recovery as it would only receive transition revenues

A.

l
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A.

for a period of time to permit the Affected Utility to maintain financial viability. As TEP has

demonstrated throughout the electric competition proceedings, the opportunity for 100

percent stranded cost recovery is essential to the Company's financial future. The "auction

and divestiture" option provides Affected Utilities this opportunity. As a result, on August

21, 1998, TBP tiled its plan for stranded cost recovery ("Plan") which requested Commission

auidtorization for the Company to auction off it generation assets as a market based solution

to determine TEP's stranded costs. The Plan also requested authorization for TEP to

privately securitize its stranded cost recovery in order to provide the funds necessary to pay

the debt associated with the assets to be divested, and to lower costs to customers.

Consistent with the Decision, which already provides TEP with an opportunity to

recover 100 percent of its stranded costs if it elects divestiture, the Agreement is an extension

of this Decision by providing the methodology for such recovery. The Company and Staff

believe than a settlement of the stranded cost issues is preferable to a lengthy and contentious

hearing process. As a result, TBP and the Staff entered into settlement discussions.

Concurrently, the Company entered into discussions with Arizona Public Service Company

("APS") with respect to the "Transco" proposal (discussed below) which TEP views as an

integral pan of the Agreement.

PLEASE OUTLINE THE MAJOR PROVISIONS OF THE AGREEMENT.

To complete the divestiture of TEP's generating assets in a way that will allow the Company

to fully recover stranded costs, while providing the benefits of competition to its customers,

the Agreement provides, among odder things, the following:

a. Approval o f  t h e Company's proposed auction process, including associated

documentation and bidding protocols,

1
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b. Approval of the transaction set forth in the Memorandmum of Understanding dated

November 4, 1998 between the Company and APS regarding Transco (see discussion

below);

c. An interim mechanism for recovery of stranded costs relating to the period between the

implementation of retail electric competition and completion of divestiture,
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A.

d. A delimitive mechanism for calculation and approval of stranded costs based on the

market value of the Company's generating assets, as determined by divestiture of the

assets, including approval of the costs associated with such divestiture; and

A definitive mechanism for full recovery of stranded costs determined through

divestiture, supported by authorization for securitization of the revenue stream associated

with stranded cost recovery, and an alternative mechanism for full recovery in the event

the Company is unable to successfully divest.

WITH RESPECT TO THE AUCTION PROCESS, HOW LONG DO YOU ANTICIPATE

IT WILL TAKE BEFORE THE GENERATION ASSETS ARE SOLD?

John Patonof New Harbor, Inc. discusses this in greater detail in his testimony,but once TEP

receives a nomappedable order 'from the Commission, the auction process will be initiated.

We anticipate the auction will be completed by the third quarter of 1999. Thereafter, we

anticipate completing the transaction after receiving all necessary approvals prior to

December 31, 2000.

WHAT WOULD HAPPEN IN THE EVENT OP A FAILED AUCTION?

The Agreement has a built in mechanism to provide the Commission ile>dbility to declare a

failed auction in the event that the auction process does not produce satisfactory bids. The

"failed auction" scenario is designed to protect customers from having to pay too much for

stranded costs, while at the same time providing a fall-back method of stranded cost recovery

acceptable to both the Company and Stalff. In the event of a failed auction, the Commission

would allow the Company stranded cost recovery through a "Net Lost Revenues" approach.

That methodology essentially estimates the difference between market revenues produced by

the assets and the embedded costs of operating the assets under cost-of~service raternalcing.

This is a recognized and acceptable administrative method of calculating stranded costs that

was advocated by TBP at the stranded cost hearings held earlier this year.

WHY HAS TEP REQUESTED AUTHORIZATION FOR SECURITIZATION OF ITS

SIRANDED COSTS?

Dean Criddle discusses this in greater detail in his testimony, however, the principal reasons

for securitization are to provide the required funds necessary to pay debt associated with the

3
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assets to be divested, and to provide a lower cost means sf iinandmg the revenue stream

associated with stranded cost recovery.

PLEASE EXPLAIN THE TRANSCO PORTION OF THE AGREEMENT.

The Transco proposal permits TEP to exchange with APS, TEP's interests in the Navajo and

Four Corners generating plants for certain of APS's transmission assets. Two principal

objectives of this transaction are to address vertical market power concerns and achieve

competition. After divestiture, TEP's Transco will not own any generating assets and will

operate the transmission company separately from its distribution company. Additionally,

APS will continue to own generation but will not own or control transmission users.

Customers will benefit through pricing reforms and simplified access through an Independent

System Operator ("ISO"). A key feature of the transaction is that transmission rates will not

be increased for customers in the current service territories of TOP and APS. Moreover,

Transco will provide a rapid jumpstart to the development of an ISO in the Southwest. While

genuine efforts are being made through the Desert Star process, I believe that the

centralization of ownership of transrnisNon assets will significantly increase the pace of ISO

development. I would note die! the Agreement contemplates an ISO would be in place by

December 31 , 2000.

PLEASE DISCUSS TEP'S UNBUNDLED RATES.

TEP's unbundled distribution rates include the 1.1 percent rate reduction approved by the

Commission in Decision No. 61104. Additionally, the rates for standard offer customers will

be reduced an additional two percent over the next two years in conformance with that

Decision. The tariffs identify separately distribution, transmission, metering, billing service,

system benefits, market generation charge, regulatory asset charge and an interim transition

or competition transition charge, as applicable.

The interim competition charge is determined as follows: A quarterly 5m Wholesale

Market Generation Charge will be estimated for a 12-month period based on shaping the Pablo

Verde Nynex futures price for California hourly spot market index plus 3.5 mills. The adder

reflects the ancillary services, capacity reserves and other necessary generation costs. I

believe these mechanisms will provide the necessary stimulus to the market upon the

introduction of competition
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PLEASE DISCUSS THE BENEFITS OF THIS AGREEMENT.

I believe them to be significant:

• First, and foremost, the Agreement resolves two major issues crucial to meeting

the January 1, 1999 start-date, stranded costs and the unbundled distribution tariff

Widiout resolution of these two issues retail competition cannot be implemented.

» The Agreement addresses vertical market power concerns raised by some of the

parties. Under the Agreement, TEP will divest its generation assets. The

formation of Transco will result in the divestiture of APS' transmission assets.

Neither TEP nor APS will continue to operate 8 a vertically integrated utility.

The potential for assertion of vertical market power will be eliminated. The key

result of diesel divestitures is that transmission assets are owned by a company

without generation and access to such assets will be controlled by an independent

third party such as the ISO.

The Agreement provides for rate stability for TEP's distribution customers by

establishing unbundled distribution rates that will remain in effect during the

transition period. Additionally, TEP's standard offer customers will receive the

benefit of an additional two percent rate decrease during the transition period.

• TEP will continue funding systems benefits charges, including its low income,

DSM and renewable programs, at 1997 levels.

• The Transco proposal provides for quicker non-discriminatory open access and

movement towards the establishment of the ISO.

• The securitization component will facilitate the financing of the divestiture

process, which is an essential component of TEP's ability to divest.

Securitization will lower the cost to customers of stranded cost recovery, by

funding the payment stream at an investment grade rate of interest.

The Agreement allows the Commission to retain complete oversight over the

entire transaction, as well as over TEP on a going-forward basis.

» The Agreement allows TEP to function as a UDC to concentrate on serving is

customers without regard to who supplies its customers with energy.

5
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The Agreement provides TOP an opportunity to continue rebuilding and maintain

its financial integrity thereby resulting in a financially healthy and stable UDC to

serve the distribution needs of the customers of Southern Arizona.

Finally, the Agreement ensures that TEP will not pursue its litigation options with

respeer to the Colnrnission's ability to implement the Rules, thereby removing a

major potential impediment to the introduction of competition.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes.
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PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Dean E. Criddle. My business address is 400 Sansone Street, San Francisco,

California 94111.

BY wHom ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am a partner in the law firm of Orlick, Herrington & Sutcliffe LLP, where I have practiced

law since 1976. I am admitted topractice law a a member of the Cdifomia bar. Since at

least 1988, my practice has consisted primarily of providing legal advice in connection with

public capital market financings for electric utilities.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The Setdernent Agreement between Tucson Electric Power Company ("TOP") and Stair of

the Arizona Corporation Commission ("ACC"), dared November 4, 1998 (the "Settlement

Agreement"), provides that TEP "shall securitize all regulatory assets and/or stranded costs

resulting from the divestiture [of its generation assets]" if securitization will reduce the total

costs to customers for regulatory assets and/or stranded cost recovery. My testimony will

describe the principal benefits of securitization transactions. It also will describe the

principal requirements of national rating agencies, My testimony will not attempt to interpret

Arizona law.

WHAT IS YOUR EXPERIENCE WITH SECURITIZATTONS POR ELECTRIC

UTILITIES?

I served as lead outside counsel for Pacific Gas and Electric Company in connection with its

$2.9 billion securitization transaction completed in December of~l997. This was the first

(and remains the largest) securitization transaction completed in connection with the

deregulation of generation-related assets and obligations of investor-owned electric utilities.

Securitization

WHAT IS SECURITIZATION? »

Securitization is a special purpose, collateral-based financing method which can provide

tiding a a much improved rare of interest. In addition, securitization is a Financing

structure that provides tirnding through the isolation of specified revenues and/or assets &om

the general credit of the sponsor (here, TEP) in order to achieve a lower cost of capital than is
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available based upon die sponsor's own credit rating. The objective generally is to obtain a

"AAA" rating for the secuxitizarion from at least two of the three major national rating

agencies ('tvfoody's Investors Service, Standard & Poor's, and Fitch IBCA) without adversely

affecting the credit rating of the sponsor's other debt and equity securities.

TEP must be able ro securitize to finance the cost of divestiture and the termination of

its associated debt and lease obligations. It is unlikely that TEP could finance such costs

without the specialized financing technique provided by this form of asset-based financing.

For example, a financial institution with an "A" credit rating and a portfolio of single

family mortgage loans worth $100 million might organize a special purpose trust or limited

liability company (the "special purpose entity" or "SPE") and transfer $2 million worth of

mortgages to the SPE in return for all equity interests in the SPE. The SPE then might issue

$98 mil l ion of  SPE notes to the general publ ic and use the proceeds to purchase the

remaining $98 million of mortgages from the iinancid institution. For a fee, the sponsoring

financial institution might agree to continue to provide the same billing, collection and

administrative services with respect to the mortgages that it performed prior to selling the

mortgages to the SPE. Such transactions are designed to isolate the transferred assets from

the effects of a possible bankruptcy of the sponsor. Properly structured, the transaction will

result in a "AAA" rating from national rating agencies, thereby producing a signiticandy

lower cost of capital than would be available if the sponsor were to issue $98 million of its

notes directly, secured by the $100 million of mortgages. It also should avoid any adverse

impact upon, and may even improve, the credit ratings of the sponsor's other debt and equity

securities (which might well occur if the sponsor were to issue $98 million of debt directly).

WHAT COST OF CAPITAL BENEFITS ARE AVAILABLE TO n~rvEs° roRownED

UTILITIES THROUGH SECURITIZATION?

Securitization transactions generally flow investor-owned utilities ("IOUs") to substitute

low-cost debt financing for higher cost debt and equity financing. IOUs generally are

required to report securitizations as debt on their consolidated balance sheets. However,

within limits, the ratting agencies have indicated that they will treat properly structured

securitizations as though they were off-balance sheet transactions because a defbdt by the

SPE will result in no iinancid obligation on the part of the IOU, and because the assets and

I
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liabilities are isolated from the effects of a possible barnkruptcyof the sponsoring IOU.

Compared with a large corporate debt offering, which could adversely affect the ratings on

the IOU's remaining debt and equity securities, securitization provides a cheaper form of

financing that does not adversely affect the Company's existing cost of capital.

Rising Agency Requirements
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WHAT FEATURES MUST BE IN PLACE IN ORDER TO ACHIEVE MAQmW RATINGS?

During the last 26 months, each of the three major national rating agencies has released as

least one report summarizing the requirements for obtaining a "AAA" ra t ing for

securitization transactions in the electric utility industry. The most recent of these are the

Special Reports released by Fitch IBCA on September 24, 1998, and October 8, 1998 (the

"Fitch Reports"). A copy of die Fitch Reports is attached as Appendix A. Like more general

reports previously issued by Fitch IBCA, Moody's Investors Service and Standard & Poor's,

the Fitch Reports identify six key legal elements that must be present to achieve a

"AAA"-rated securitization:

(H) Pr<>p¢r1v right;
(b) irrevocability and State support,

(c) nonbypassability;

(d) bankruptcy remote/true Ade;

(e) "true-up" mechanism, and

(t) guidelines for third-party energy service providers.

In California, the only state in which stranded cost securitization transactions actually

have been completed, all six of the key legal requirements identified in the Fitch Reports

have been addressed either by statute or by regulatory orders, The California Public Utilities

Colnmission's approval of key legal provisions has been confirmed by a decision of the

California Supreme Court

While the California securitization were based upon enabling legislation, page 4 of

the Fitch Report dated September 24, 1998, and page 2 of the Fitch Report dated October 8,

1998, note that electric utility securitization might be achieved in some states without special

implementing legislation. Arizona is mentioned as a state where such "adnu.inistrative

3
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A.

securitization" might satisfy the six key legal requirements based upon general powers

granted to the ACC under existing law.

A-

W HAT K IND OF PROPERTY RIGHT MUST BE CREATED IN ORDER TO

AccompusH A SECURITIZATION?

The ACC order must create a legal right of TEP to be paid a specified dollar amount, together

with interest at a specified rate on the unpaid balance, die "Transition Property" referred to in

Exhibit A to TEP's Application. This legal right must be transferable by TEP to a

bankimptcy-remote SPE. It also should be capable of being pledged by the SPE to secure

payment of principal and interest in respect of notes issuedby the SPE .

B. Irrevoeabilzry and State Support

IviAY me ACC REVOKE OR AMEND me SECURITIZED CHARGE?

Yes. However, the rating agencies will not assign a "AAA" rating to Competition Transition

Bonds ("CTBs") that are payable solely from the securitized charge unless the ACC agrees

not to exercise its right to revoke or amend the securitized charge without making adequate

provision for scheduled payments of principal and interest on the CTBs. For example, the

ACC order might stipulate that the ACC will not revoke or amend the securitized charge

without first arranging for a portfolio of U.S. Treasury obligations to be deposited in an

escrow to ensure scheduled payments of principal and interest on the CTBs.

C Nonbypassabifity

MAY RETAIL ELECTRIC CUSTOMERS BE EXCUSED FROM PAYING THE

SECURITIZED CHARGE TO THE EXTENT THEY GENERATE THEIR OW N

ELECTRICITY OR omERw1sE CEASE TO TAKE DELIVERY OF ELECTRICITY

OVER DISTRIBUTION LINES OWNED BY TEP OR BY A SUCCESSOR UTILITY?

Yes. However, the rating agencies likely will run "stress case" analyses which test the debt

serviceability under various sensitivities or scenarios. For example, they may assume that

large numbers of industrial and commercial customers avoid the securitized charge through

self-genaation or otherwise. The rating agencies might require shorter terms to maturity,

declining scheduled debt service, large overcollaterarlizadon amounts, or other features that

ensure the payment of scheduled principal and interest even in the ever of these "stress

Q.
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cases."

MAY RETAIL ELECTRIC CUSTUMERS BE EXCUSED FROM PAYING TI-LE

SECURITIZED CHARGE BY PURCHASING ELECTRICITY FROM A SUPPLIER

OTHER THAN TEP?

No. The rating agencies will require that the securitized charge continue to be paid by

substantially dl retail customers who take delivery of electricity ayer TEP's distribution

lines.

MAY RETAIL ELECTRIC CUSTOMERS BE EXCUSED FROM PAYING THE

SECURITIZED CHARGE IF TEP'S ELECTRIC DISTRIBUTION SYSTEM IS

ACQUTRED BY A MUNICIPALITY OR BY ANOTHER BODY THAT IS NOT SUBJECT

TO ACC RATEMAKJNG JURISDICTION?

No. The maxing agencies will require the: the remaining principal amount of the underlying

Transition Properly, including accrued interest, become due and payable if a substantial

portion of TEP's distribution system is acquired by an entity that is not subject to ACC's

raternddng jurisdiction or if TEP's rates cease to be established by the ACC.

D. Bankruptcy RernoteMIlrue Sale

WHAT FEATURES SHOULD BE INCLUDED IN AN ACC ORDER TO ENSURE THAT

PAYMENTS ARE MADE ON THE CTBs EVEN IN THE EVENT OF A  TEP

BANKRUPTCY?

It will be crucial to the rating agencies that TEP be treated as making an absolute transfer

(sometimes referred to as a "Mie sale") of its property right to the SPE. It do will be crucial

that the SPE notbeconsolidated with TEP for purposes of bankruptcy analysis.

In order to support the transaction as a "true sale," the ACC order should direct that

the secuxitized charge be displayed as a separate line item on retail customers' bills. The

order should clearly state that TEP's transfer to the SPE is an absolute transfer of TEP's

interest in the property, such that the securitized charge will not be taken into account in

establishing TEP's revenue requirement and interest on the property will not be taken into

account as a cost of TEP's capital for TEP ratennaldng purposes. Moreover, the securitization

transaction should be structured such that all rnaterid economic benefits from any increase in

value of the property is captured by the SPE (not by TEP), and that all material economic
r
r
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losses resulting from any decrease in value of the property are borne by the SPE (not by

TEP).

In order to avoid consolidation of TEP ad the SPE for bankruptcy purposes, the SPE

must have at least one independent director and must observe dl separate corporate

formalities. The SPE also must have sufficient capital or other available 6.mds to pay its own

reasonably anticipated administrative and operating expensesas they come due .

E "Tn¢e»Up" Meehamlvm

WHAT IS THE PURPOSE OF A "TRUE-UP" MECHANISM?

The purpose of a "time-up" mechanism is to provide for automatic adjustments to the

securitized charge as usage of electricity exceeds (or is less than) projected levels in order to

match periodic revenues from the securitized charge as closely as possible to the amounts

required to be pad on the CTBs. All mechanics and formulas for implementing "true-up"

adjustments should be approved in advance by the ACC so that they can be put into effect

(and remain in effect) widiout further action of the ACC.

I S  s E c U R m z A T 1 o n  O F  T H E  S P E C I A L  C H A R G E  P O S S I B L E  W I T H O U T  A N Y

"TRUE-UP"  ADIUSTMENI MECHANISM?

Perhaps. But without an efficient, seifexecuting "true-up" adjustment mechanism, the rating

agencies probably will require adaiaonai overcollateralization, subordinate tranches of CTBs

retained by the SPE, or other forms of credit enhancements. These features would make the

securitization transaction much less cost effective.

FL Third-Party Energy Service Providers

WILL 441-'vy RATINGS FOR THE CTBs DEPEND UPON THE cnsnrrwonmnnzss

OF THIRD-PARTY ENERGY SERVICE PROVIDERS?

If third-party energy service providers ("ESPs") separately bill retell customers, or if TEP

bills retail customers both for electricity provided by ESPs and for distribution service

provided by TEP, it probably will be possible to obtain "AAA" ratings for the CTBs even if

the ESPs have poor credit routings. But if ESPs are permitted to present a consolidated bill to

retail customers, with the ESPs being obligated to remit collections of the securitized charge

to TEP (or its assignee), creditvvonhiness of the ESP will become important to the rating

agencies. Unless ESPs are required to meet certain credit criteria or post collateral to ensure

1
1

6

A.

Q.

I

f

j



4

1 I

41

I

that they will remit the securitized charges in a timely fashion, the rating agencies probably

will nm "stress case" analyses to ensure that scheduled payments will be made to owners of

the CTBs even if ESPs fail to remit their collections of the securitized charge in a timely

fashion. The rating agencies might require additional overcollateralization, subordinate

ranches of CTBs retained by the SPE, or other forms of credit enhancement, any of which

would make the securitization transaction less cost effective,

i v .
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DO YOU HAVE ANY CONCLUDING REMARKS?

Yes. Securitization of a separately-stated, nonbypassable charge IMposed on all of TEP's

distribution service customers, 8 provided for in the Settlement Agreement, would provide

an extremely cost-effecdve means to Finance TEP's stranded costs. This financing technique

requires the ACC's advance approval of a special change, as well as an automatic "true-up"

adjustment mechanism, that will remain in effect without amendment until the CTBs have

been repaid or until adequate, alternative provision has been made for repayment of the

CTBS. Securitization might be the only feasible xnediod available to TEP, whose credit

rating is below investment grade, at this time to raise cash sufficient to finance the divestiture

of TEP's power plants. It also is expected to result in a significant reduction in TEP's

consolidated cost of capital in comparison to the cost associated with TEP issuing a blend of

its own traditional debt and equity sectidties.
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In December 1997. the three California investor-owned
utilities each completed a securitization through the
issuance of debt backed by the right to collect "transi-
tion tariffs." Across :he U.S.. investor-owned utilities in
several scares, including Illinois, Pennsylvania, and
Montana, arc poised ro issue similar bonds with legisla-
:ive support. The development of r.his asset-backed
marker has :racked the timing QF electric industry te-
structuring, subject to the legislative and political proc-
ess in each state. The earliest transaction al' this top:
was completed in July 1995 by Puget Sound Power &
Light Co. (NQw known as Puget Sound Energy), which
sold the right to collect tariffs relating to energy conscr-
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variurx programs. In 1996.bonds backed by utility sur-
charges were issued by Spanish and italia utilities,
with addirionai govcmmem-al support. The California
uansacdons have been viewedas scuzing precedent for
broazicr issuance in this markce

The {.'.S. electric utility industry is undergoing 2 fun-
damcnul reorganization, under which power genera-
t ion wi l l  become subject  to compet i t ion whi le
transmission and distribution will remain monopoly
activities. As part of this transition. many utilities arc
requesting compensation for prior investments or com-
mitments that were deemed prudent by investors and
would be rendered uneconomic in a competitive mar-
ket. These investments, commonly referred to as
"stranded costs" or "transition costs," may include un-
rccovcrcd investments in, or costs associated with the
closure of, a power plant.: maintenance costs of nuclear
?° n.¢r facilities; nuclear decommissioning costs; obliga-
tions assodaxed with abovvmarkct power purchase con-
tracts: the cost of work force retraining and dernanti~side
management or low-income assismncc programs.

in many States, as z matter of public polio-. :he lcgjsla-
ture and rcgulawry authorities haveprovided (or recov-

ery <nlucili<ics̀ stranded costs through the imposition of

a deaned surcharge or nnrift' robe assessed by the utility

against icecustomerbase. The resulting rightro collect

future:stiff revenues l̀ rom  ̀uciiiqf customers is referred

co herein as "transition propcrqn"

In states considering securitization, z surutc will con-
rain general sccuririution guidelines that will be sup-
pk mcnted by specific applications for financing orders
submincd by :he urilidcs to the stare uciliry commis-
sion. Thc goal of securicizirion is co reduce :he u:iliry's
Aus: of L1piraL thus improving irs abilitv- cc opcrarc in a
compczirive marker, and to allow utilities ro realize
compensation for stranded costs sooner.

ASSET-BACKED

STRUCTURED FINANCE

g;-n-ul

SPECIAL REPORT

i i t c h i b c a x o m
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UT\L\TV STRANDED COSTS: RaTING THE SECURtTIZATXON or TnAnslT1ov4 TAQIFFS

Scvcral features differentiate deb:
backed be' transition ranlfils from "plain
vanilla" asset-bfackcd deb: instru~
merits The eStablishment of transition
property (i.e. the right to collect :he
futurecash flowstrcam) will depend on
a specific suture or body of regulatory
procedures rather Chan standard con-
tract law, such as :he Uniform Commer-
cial Code (UCC). Transition propcm;
represents a dedication of future reve-
nues; consequently, the creation of the
obligation to WY depends on the per-
formance of a service to be rendered in
the future. Furthermore, individual
utility ratepayers may move into or out
of the region or existing customers may
increase or reduce their consumption.
thercbv increasing or reducing overall
payments for energy delivery Final
maturitieson these bonds may stretch
out 10-15 scars. The longer the ex-
pected maturity the greater the potent
rial impact business or technology

It is important to note :her statutes es~
tablishing transition tariffs will not nec-
essarily provide for :he securitization at'
such tariffs. Furthermore, securitiza-
:ion is only one method of recovery for
stranded costs. Many utilities have cho-
sen to recapitalize through divestiture
of assets or other forms of reorganiza-
tion. Also, securitization need not be
directly coupled with the identification
and compensation of stranded costs.
For example. the restructuring statute
passed in Illinois permits seeuridzarion of
a defined transitional revenue scream,
viidiout linkage to stranded investment.

*

I

changes could have on :he cash Hows
supporting thebonds.

The enabling stature or order will gen-
crally provide for :he restructuring of
the snare's electric utility industry by
bringing competition no cleczric gen-
eration and, in Some coS¢$. certain other
utility-related services (<:.,g.metering,
meterreading, and billing).

Legaland Regulatory
Framework

Unlike other assn: classes. :he tariff-
based cash How snrcam supporting :he
bonds is established by legislative or
rcgulanory authority. 'Illus. :he first
oomponenz in FitchIBis analysis is a
thorough understanding of :he aurhoriz-
ing legislation and financing orders.

In states considering securitization. a
transition tariff will be established

through a stature approved by :he scare

legislature, or by rcgularory order ap-

proved by the sratc utility commission.

ro provide for :he recovery of a portion

of utilities' stranded costs. I: is impor-

can: ro note :her utility restructuring

legislation (enacted ro introduce com-

petition to :he generation marker) may

establish transition tariffs while not al-

lowing for securitization. Some legisla-
tion. as in California. provides for

securitization of only a portion of the

transition charge.

For a ramble sec'uriti1.ation. :he transition

tariff should provide various legal ele-

ments that are crucial to :he securitiza-

don, as dctaikd in the following sections.

If the bonds are issued pursuant to spe-
cific legislation, the stature will gener-
ally contain a scare non-impairment
pledge, wherein the state agrees that it
will not limit or alrcr the tariffs, transi-
tion property, financing orders. or any
other right under the bonds until the
principal of and interest in the bonds
are fully paid or unless adequate com-
pensation has been made to safeguard
bondholder rights.

Irrevocability andState Support: The
statute or :he regulatory order nast cs-
tablish the transition tariffs as irrevoca-
ble, prohibiting the legislature. :he
cnmrnission, or any other agency or
governmental entity from rescinding.
altering, or amending the tariffs or :ran-
sirion property in any way that would
reduce or impair :heir value. The ir-
revocability language is an important
protection against changing political
agendas in :he legislative or executive
branches of government. Once the
bonds have been issued. the tariffs arc
further supported by :he "Contracts"
and the "makings" douses of the U.S.
Constitution and most state constitu-
tinns, which protect against impair-
ment of contracts and taking of
property without the provision of ade-
quate compensation.

uri!T. as we!! as :he rules for its collcc~
son, will be dc5ned in financing orders

approved by :he regulatory commission

in :he relevant state.

4
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Property Right: Since :he asset secur-
ing the bonds is a right ro a future cash
flow stream, the srarurc or order should
establish the fururc tariff collections as
a property right that can be rransferrcd
and pledged as a security irrreresr. The
transition propers' will nor be governed
by the UCC: therefore. rho procedures
for establishing a Grsr-perfected secu-
rirv inrercsr should also be outlined in
the stature or order. The amount ofrhc

Because :he assets securing these bonds

are created through:he political process

and are bound with industry' resrructur-

ing. the enabling srarutc and orders will

be subjccr ro challenge from opposing

parries. While :he political process dif-

fers from state to state. the enactment

of legislation. or issuance of Final enm-

mission order, involves a process in
which interested parties have the op-

ponunity to challenge or submit

amendments to the proposed language.

Generally,after a stature isapproved by

the legislature, and/or an order is issued

2 FITCH 18<:A, lt4c.
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by the commission, there is an addi-
tional defined periodwhenoutside par-
ties can challenge: the statute or order
through litigation. When this period
has expired, the potential for later ar-
tack is substantially diminished.

Many states have a ballot initiative
process that allows opposition groups co
place a petition on the election ballot
upon receipt of a given number ofvooer
signatures. When analyzing bonds is-
sued under statute in these states, Ir is
important ro ensure the soundness of
the federal and state constitutional pro-
tections, the irrevocability language,
and :he snare non-impairment pledge.
Fitch IBCA analyzes :he constitutional
protections and issues in each sure and
requires corresponding legal opinions
from utility counsel. In addition, other
qualitative factors, such as capital mar-
ket restrictions, political support, the
potential legitimacy of any legal attack,
and incentives of all panics involved,
should be considered.

Examples of Stranded C0515/Transition Costs
D

D

o

o

Above-Market GeneratiOn - - Nuclear or other generating facilities
that will not be cos: effective in a oompctitive environment.
Non-Utility Generating or Independent Power Contracts -  M a n y
of these contracts have signed with fixed or escalating power
-prices above current:nth fngrure power sales prices.

"Regulatory 'PiO'3rNm§¥F¢;teh-fall category for deferred

..;Pl§9¢¢ retaining, .
:1-irr$a¢ti0n Goss

N " ,-

.8gc8. nuclear deoomm'ls'sliOnin g=6E>o;,§,. conservation programs, cm-
I omcr subéidics.

isstiing. servicing, and retiring
A -~. .

. .s=~'

i  i

or backup service, will limit their ability
ro bypass the tariff.

Bankruptcy Remote/True Sale: The
statute or regulator order should pro-
rect :he bondholders from the interrup-
:ion or impairment of cash flows in the
event of a utility bankruptcy. It should
also ensure :her :he transfer of the :ran-
sition property will be :reared as an
absolute transfer, not a pledge. of the
seller's right, title. and interest in the
prop¢fry_ The statute or regulatory- order
should also define conditions for a valid,
cnfonccable, and perfected security in-
t.crest for the indenture trustee.

Fitch IBCA requires legal opinions of
utility counsel staring char.in :he event
of a uniliry bankruptcy: :he :ransfcr of
:he transition property would consci-
ture an absolute sale rather Chan a
pledge. Thus. the :ransirionprnpcrqr is

UT1 LlTV STRANDER COSTS~. Rrrws THE SECURITIZATION OF TRANSITION TAR1FrS

cm
E]

D
Q
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not considered part of the ut i l i ty's
bankruptcy estate and the court will not
order the consolidation of :he assets of
:he special purpose vehicle (SPV) with
the utility in :he event of :he utilxtyls
bankruptcy.

True-Up Mechanism' The statute or
order may provide a mechanism :her
would authorize :he utility co reset nar-
iff`s at least annually.The reset, referred
to as the "t rue-up mechanism" or
"true-up," typically adjusts :he tariff to
a level sufficient to maintain interest
payments, scheduled principal amorti-
zation, related fees. and any credit cn-
hancement balances. The statute or
order may provide for more frequent
resets. based on the occurrence of eer-
tain events, such as a minimum per-
ccninge variance between projected
and actual principal amortization. The
true-up can increase or decrease the
tari f f  depending on the posit ive or
negative variance of actual tariff pay-
ments and/or energy consumption from
the utility's projections.

The filing for the true-up mechanism
will generally be made with the utility

_ or
agency at' the state based on updated
sales forecasts for :he forthcoming
years. It is important that :he statute or
order neither require discretionary
commission approval for the :rue-up

regularorv commission cquivalen:

connected :he discriburion

\:. al:.

_gr

mpamnazcpledge.

U

frequently 0

Nonbypassabilify: The transition tariff
is usually assessed as a distribution
charge. applicable to the monopoly
utility service. Therefore. regardless of
which power provider generates :he
energy delivered ro the customer, a
transition charge wi l l  be col lected
based on delivery service. This type of
tariff is referred to as a
'Nvircs charge. While customers will
be able to choose their power provider,
their need to be connected to the dis-
tribution system, whether for primary

illegal and. Regufa Tory Framewo8:.[gQ§[;
* Establish rransicion tariff as a pr6§'3;=..888ht.

Nonbypassable for. any customers . .

system within :heservice lcl'l'llo§x..: .1 _- z.
Irrevocable by subSgéqucnr legisla:i§es ¢8r.3.oomm§§idh sdmtory lan-

guage (if applicablgijgshould include§i§ii:é 0pr\-i|1i{ ì'§i;''1;\i;:n pled

Suppohscdby fcdéiil and succ ooziSfigaiiOnal
Bankruptcy remote \Hsu r. nonconsblid uon with the util-
ity, and a :rue sale of the transi:ion-pro rcy.
Granting of a Erst-=-perfected secunty iiiizercsc irrl";he-cransizion prop-
crqf to the indcncirfe trustee.
Review of rcquircmems and mcclgixinics of uuégdp mechanism (if
applicable). ... .': .
Guidelines far consolidated billilriiibygiizird-pap:y° -encrgli providers
(if applicable). -

o
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Administrative Securitization
Utility sccurinizarions. ro dare. have been preceded by
passage of legislation that explains :he transactions' legal
and structural framework. As dcraiiod in :his rcporn, :he key
provisions included in a securitization statute relate no :he
irrevocability of a commission finding ctcating :he transi-
tion tariff that underlies the securitization, the :me sale of
:he utility:y'stransition propcny ro a special purpose vehicle
(SPY) or trust, and the remoteness of the SPV or trust from
time potential bankruptcy of :he involved utility or any
entity acting as servicer for :he transaction.

legal bases will likclv be umlcrpinncd by one or Mont of
the l`oll0v.*inf' legal thcutics that would hold that f`utuf~c
action by cither the mmmisxiiin nr :he legislature to
adversely afTcct bondhnldcf rights is prohibited:
' The federal or state constitution forbids :he raking

of bondholder property without just compensation.
The federal or scare constitution forbids state ac-
dons that impair CY)!'1U2C[S.
The federal or state constitution forbids state ac-
tions char are arbitrary and capricious.
The scare. having achieved its public policy goals
through the bond issuance, is stopped from modi-
fying :he rights previously granted to bondholders.

It is possible that a valid securitization could be structured
without the need for such specific legislative authorization.
This technique, called "administrative securitization,"
seeks to ensure the necessary elements desaibed above
based on existing scare law or constitutional provision. The
idea has received the greatest consideration in states where
the legislature has found the enactment of a more tradi-
tional authorizing statute no be difficult (New York). or
where :he utility regulatory commission receives ins
authority from the scare constitution and, thus, is shielded
from any attempt by the legislature ro limit the commis-
sion's powers or modify ice decisions (Arizona)-

In the absence of specific enabling legislation, the par-
ries formulating an administrative securitization must
rely on the general powers granted to a public utility
commission under existing law Accordingly. the trans~
action structure might differ depending on the specific
legal circumstances of the state in which the transaction
will occur. Regardless of the form of a particular deal, its

Whatever the legal theory espoused, the use of admin-
istrative securitization wilt be an issue that is not gov-
crncd by any existing precedent within :he courts of any
state in which the concept is proposed. Accordingly,
Fitch IBCA fully expects that the authorization of such
securitization by a snare utility commission will be as
pealed co :he state coin of appropriate jurisdiction for a
determination that the structure proposed for the mns~
action is legitimate. if such judicial finding is returned
in the affirm itivc, Fitch IBCA would sec no bar to
analyzing the deal in the manner outlined within this
report ro determine whether the transaction, as strut»
tired. accts the requirements for an `Ai'UlC rating. In the
unlikely event that an administrative securitization or-
der is unchallenged. Fitch IBCA would investigate the
specific state law provisions to determine if all of the
necessary elements for a securitization are supported.

*
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Transaction Structure

J

r
Inor limy: :he resulting tariff ro a lcvc)

insufiicicnn no ensure deb: repayment.
If the rcgulacory framework docs nor
provide a true-up mechanism, Finch
IBCA will require ovcrcollarcralizarion,
subordinarcd :ran<:hcs_ or other forms
of credit enhancement.

allows for third-pany consolidated bill-
ing, it should also impose minimum
credit or collateral requirements on par-

g to assume :his service.
Generally, such guidelines will include
setting of minimum credit standards;
posting of cash collateral to cover the
maximum period for which revenues
are at risk: and/or requiring that the
third party assume personal liabilirv ftrr
billed amounts, regardless of collec-
tions. For additional information on
third-party energy providers. please sec
Fitch IBCA Research on "California
Direct Customer Access Plan." d.ircd
Nov.  is,  1997,  avai lable on Fi tch
IBC's web site :it ww\t.firchibca.com.

ties wishing

Ar closing. the uti l i ty as seller, wil l
transfer its ownership interest in :he
transition propcrqt to a bankruptcy-ro
mote SPV (t_hc issuer). To ensure :he
:rue sale. all conditions of the enabling
statute or regulation must be fulfilled.
The SPV pursuant to its statutory or
regulatory authorization, will grant a
first-perfected security interest in the
transition propcny to a trustee on be~
half of the bondholders. For tax put
poses. the transaction will generally be
classificti as debt of die selling utility
and a letter from the Internal Revenue
Service confirming this classification may
be received prior to issuance. The bonds

Third-Party Energy Providers: In many
states. third~parrv energy providers (i.c.
non~utilit'y power generators. energy
marketers, and independent brokers)
will be granted the right ro perform
"consolidated billing," Le. :he right to
bill customers for all services rendered
(including distribution services and
transition tariffs) and remit payment
back to the utility. If the statute or order

f
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are gcncraily classified as debt of :he
utility for accounting purposes as web.
The char: at right summarizes cho basic
srrucrurc for these rransacricns.
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The notes issued may be ranched into
multiple classes with varying maturities.
The principal amortization schedule can
be structured as level, mort8ge-style, or
variable payments. The key to assess-
ing the appropriate amortization sched-
ule is to ensure thatproposedpayments
arc consistent with forecasted seasonal
fluauaxions in collections. While the
projected principal amortization sched-
ulc will be established at closing, prin-
cipal shortfalls will generally not trigger
a default under the transaction docu-
ments. If there is a periodic reset, the
true-up Mechanism should encompass
any prior shortfalls in interest, princi-
pal, fees, or any overcollareralization
account balances so that principal
shortfalls in a given year should be com-
pensated by tariff adjustments in the
following period.

fewer. A: :his point, funded avcrcollar-
eralizarion makes up a larger percent-
age of the outstanding principal balance
Rf the bonds, more closely approaching
marker cnhanoemcn: levels for 'A.» *.*¥
raced bonds in other asscr classes.

1
l
f
I

Sizing of the credit enhancement will
depend on :he terms of the :rue-up
mechanism, :he bond structure, and
:he strength of the cash flows. Bonds
structured with back-cnded principal
amortization. for example. may require
higher credit enhancement in :he carly
years ro compensate for lower interest
coverage. For bonds structured without
a :rue-up mechanism. higher enhance-
ment levels will be required. a

Fitch IBCA will evaluate the interrelate
worship of all aspects of :he srructurc
in developing the racing for the bonds-
However, certain structural factors will
contribute to achieving the highest rat-
ings- For example, the final maturity
dare for the bonds should fall within the
maximum term of the tariff. as de6ncd
by statute or order. Back~ended princi-
pal payments (i.e. mortgage-style am-
ordzadon) may strain cash flows in the
early periods and increase risk toward
the end of the term. Also. given the
technology risks associated with the
transactions, longer term bonds will be
subject to higher cash flow stress sce-
narios than bonds of shone: duration.

comic incentive co invest in alternative
energy technologies, reduce their con-
sumptiori, become self-generators, or
seek political or legal Qvertum. '1`his
risk is somewhat mitigated in scares
where total customer races arc capped.

Credit Enhancement: In traditional as-
se.-backed analysis, the level of credit
enhancement determines the rating on
the securities. However, traditional
credit enhancement for debt backed by
transition tariffs tends to be relatively
Small (usually 1%-3% of the .initial prin-
cipal amount). This reduced amount of
enhancement is sufficient to achieve
'AAA' ratings for bonds structured with
the true-up mechanism since cash flow
variability is mitigated by the true~up
mechanism and the essential nature of
electric service.

1

r

On a qualitative level, Finch IBCA pre-
fers :he tariff co be a relatively small
percentage of customers' overall bills
and/or char rho u:iliry's moral arcs con-
form co the regional average. [Ethe tran-
sirion charge is large or :oral arcs arc
high. customers may have a PFCBICICCO'

When a true-up mechanism adjusts :he
tariffs at least annually, any cash flow
shortfalls will ideally be captured by
the end of the following year. Tradi-
tional forms of ovcrcollatcralization
provide some l iquidity in the carly
stages of :he deal and greater support
toward the end of the transaction. In
the later years, the opponunirics to
true-up, and, thus. the flexibility to rc-
coup principal shortfalls, become

Collection Accounts: An indenture :rus-
rec will establish collection accounts into
which all tariff collections will be do
posited. The frequency of :he u:ilirvls
dcposirs ro :he collection accounts will
depend on commingling provisions, as
described in Uri l icy as Servicer on
page 6. Funds held in these accounts
will pay expenses, fees, principal, and
interest, as well as fund any ovcrcollat-
cralizacion requirements on a monthly,
quarterly, or semiannual basis. Any ex-
cess cash collected will normally be
held in a reserve account and, if appli-

I

r

f
J

i
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temperature. :he utilities may be for-

biddcn from disconnccdn g service dur-

ing extremely her or cold seasons. For

these reconS, :he key factor in a utility's

credit assessment process will be the cri-

tcri» a for requiring addidonal security

from riskier customers If scrvioe cannot

be denied. most utilities will require a

security deposit for new customers or

those who pose a greater credit risk,
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Collections, Delinquazdes, and Write
offs: The unilicy should have a well cs-
cablishcd process for pursuing and col-
lecring dclinquendes. However, since
customers consider electricity an cs-
scnrial service,historical chargcoff and
delinquency rates for utilities :end co
be relatively low. Lr is no: unusual for
urilicics co experience 0.50% average
chargeoffs fora 2.0-year period.cable, incorporancd into the calculation

of the following year's :rue-up.

CollectionS Curve: Some bond srruc-
rures may require :he utility no remit cash
co the uusrce based on a "collections
curve," regardless of the acrid cash col-

lected. A oollccrions curve specifics the
required pcrocnuzgc of each bill than
must be resined to the :rust in eachof
the five or six months afccr Lhc bill is
issued. The curve is calculated based on
historical average percentage of bills col-
lccred by month after issue. with per-
cenragcs adjusted annually based on
updaccd collections experience.

is 'BBB` or lower, Ir will generally be
the optimal servicer for the transaction.
Fitch IBC's due di l igence on each
utility proposing to act as servicer on a
rransacdon incorporarcs a review of :he
urilicyls forecasting. credo: asscssrncnn
collections. delinquencies, wriccoffs.
billing systems, commingling risk, and
:he availability of alternate servicers. as
summarized below.

In :he dercgubredenergy services mar- .
kcr. an important factor will be the dis-
criburion urilil:y's continued abiliql ro
disconnect service for nonpayment,
even if a third-pany energy provider is
supplying clcc:n'ciq¢ In some sizes,
the ability to disconnect: may be de-
layed, especially if a third party is pro-
vidingconsolidated billing.Forecasting: Since scheduled principal

amortization will be based on the u:ili:yls
sales fonccascs, in is imporranc ro assess
the uriliwls forecasting ability and accu-
ram: Udliries generally rnaincain sophis-
:icarcd econometric models char relacc
historical values of energy variables no
measures of wcarhcr, the economy, and
the number of customers. Finch IBCA
reviews :he ucili:yls historical sales forc-
casts and :he variances ro actual results to
dccerminc :he peak unfavorable forccasr
variance, as well as :he reasons for such
variance, for each customer class included
in :he securitization. These results are
used in the cash flow srrcss scenarios. as
outlined on page 8.

billing Sysfans: Under the cur rent
system of "bundled" bills. utility cus-
tomers receive a bill for one amount
incorporating various tariffs. taxes. and
surcharges. In the competitive market,
most udlidcs will be tcquined to offer
'unbundled" bills, cxplicitlv breaking
out bill components. The utility's bill-
ing systems must be able to incorporate
multiple components of billing infor-
mation. As pin of the due diligence proo-
ess, Fitch IBCA will review the utility's
billing systems to ensure that they are
adequately prepared to handle the com-
plexities associated with assessing the
transition ran'ffs and tracking collections.

Ut i l i t y  as  $e r v ice r
The utility will normally ac: as servicer
for :he bonds, performing activities such
as billing. rzlculating and collecting :he
tariff calculating and filing for true-up
adjustments. and sales and usage fury
casing. When third-pany energy scrv-
ice companies perform consolidated
billing, :he utility functions as master
scrviecr to consolidate and supervise
collection from third parties. Electric
utilities will normally have extensive
experience in the functions necessary
to act as servicer. Furthermore, a utility
will frequently have the ability to rer-
minute Service due tn nnnpavmcnt.
Thus. even if :he utility's credit rating

Credit Assessment: l`ndcr mos: scare

regulatory guidelines. a uniliry will be

required to provide service no all cus-
tomers regardless of crcdirworrhiness.
In some scares with dramatic swings in

Commingling: The u:iliqrls ability to
_ be based

on ice senior debt rating. Generally.
ucilirics with a short-:crm racing of 'PZ'
or above will be pcrmiwed ro commin-

commingle funds will usually

6 FITCH IBCA, l~c.
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regional economic scnsizivirics. and
wcarhcr-rclarcdscasonzlicy.

I

r

Servicer Checldist
D Forecasting methods and

accuracy.
O Procedures for assessing

customer credit.
O Collections process, no-

tice, and disconnection.
O Historical delinquency and

chargooff Dana.
Q ..Billing systems.
D. Comminglingf of .securi-

:ized tariffs.
D *Requirements .484 fees

for alternate

Grstonaer Base: The size and variabil-
ity. of the customer base wit! have a
significant potential impact on the cash
Rows to the bonds. Fitch [BCA reviews
a number of economic factors in its
analysis of the customer base. includ-
ing: the size and shape of the service
territory (the geographic footprint): the
diversity of the C\ls!oI'hc\' pool: the
change in housing starts during reces-
sionary periods; exposure to key indus-
cries; cyclicality of key industries:
historical recessionary bankruptcy data;
the municipal rating of any major cities
within the service territory, and the ex-
istence of any major universities or
military bases in the territory.

drive :he cash flow projcccions and.
cunsequcnnly, :he arnonizarion szruccurc
of :he bonds. In the long term. :he avail-
ability of energy-¢f5denr appliances.
Lrcrxds in energy conservation, and the
availability of new energy-consuming
:cchnologics will Iikclv affect :here cus-
romcrs' usage pattcms.

plc funds for 30 days prior to 1-emitting
pavmcn: co :he crust. However, if :he
uziliqr is a qualified service: with a
short-:crm ratingbelow 'FZ', commin-
gling risk may be mitigated by limiting
commingling ro a maximumof :we days,
collecting allreccipns:through a lock box.
or requiring a lelrerof crcdi: equivalent
ro 30-day maximumcollections.

The residential segment will provide a
high level of customer diversification,
similar so chat found in crcdic card rc-
ccivables. Since che tariff will be as-
scsscd against a houschnld rarhcr :Han
an individual, in is assumed char :he
majority ofresidcnrs movingawav from
a service nerricory will be replaced by
new residcncs. Thus. the residential
segment will tend co be a large. diversi-
fied, and rclarively srablc source of cash
flow.

Large commercial and industrial cus-
rome: revenues Show grearcr scnsirivicy
ro economic cycles. Such scnsiniviries
should be incorporated into cash flow
screes scenarios. as approprianc.

Self-Generation andAlternativeTech-
nologies: Because :he tariffswill be as-
sessed upon discribuzion services, rh
marker cncranoe of alternative energy
providers should not affect tariff re-
ceipcs. Howevg, customers could poten-
cially avoid payment of the uansirion
nariffby performingenergy generation on
sire and disconnecting completely from
:he distribution grid. The risk the: cus-
:omers will use new and existing :ech-
nologies ro generate power for :heir own
use is referred ro as "self-gerzeradon."AlternateServicers: While a sub-in-

vcsrmcnt-grade uciliw may be an ac-
ceprablc servlccr based on ice
operational qualiheacions, :he Il'2n$8€-
:ion should provide for the right no rc-
place :he utility with an alremarc
servicer in :he even: of a decline in
credit racing, insolvency, or the failure
ro perform any of the dudes ofservieer.
The cransacrion should incorporate a
scrvioer fee sufficient no adequately
compensate a backup servicer :her
makes on this role. it is particularly help-
ful if :he legislature or regulatory order
places an obligation on the par: of any
successor co :he uciliry co invoice and
collect on behalf of :he bondholders.

r

J

The udlit§"s commercial and industrial
customers could potentially represent
significant concentration in the cus-
tomer base. These customers will tend
to be fewer in number and contribute
higher tariff revenues per account than
those received from residential custom-
ers. Industry conccntraxion Should also
be assessed. Fitch IBCA incorporates
the risks associated with eustomcr con-
ccntradons into its cash fiowszrcss tests.

Given current available technology,
Fitch IBCA considers in unlikely that a
significant portion of the residential ac-
count base will implement self-genera-
tion irnrnedianely or :her alternative
technologies will develop sufNcicndy
in the next 10 years to allow for wide-
spread disconnection from the grid.
Sclf~8enera:ion in the industrial and
large commercial segments, where
large energy usage and greater access co
capital would make developing a genera-
tion system _more feasible, is somewhat
more likclv. Fitch IBCA assumes that the
risk of self-generation, driven by the dc-
vclupment of new technologies, has the
potential to increase substantially be-
vond a 10-year horizon.

I Gedit Analysis
Since cash flow supporting the bonds
willbegenerated by payments from all
or designated categories of customers
in the utilitvls service territory. it is
importantm analyze the composkifm
of the service territory to determine
the size and usage level of the cus-
tomer base. customer delinquencies,

Cydicd and Seasonal Patterns: Billed
revenues from residential and small

commercial cuscomcrs :end so show

minimal scnsiriviry ro economic cycles.

In :he shortcorm, the greatest hiscurical

changes in residcnrial and small com-

mercial usage have been due to

weather. Thus, weather paucrns ofrcn

Cash Flow Models
and Stress Cases

Whig :he form of cash flow models will
vary based on :he srrucrurc of :he bond.
statutory and rcgularory framework. and

FITCH IBCA, INC. 7
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amortizationschedules. models will ad-
dress fundamental credit issues com-
mon co all securities in :hisclass. These
issues include: :he forecast customer
base (by customer class); tariff levels for
czchcustomcrclass;encrgyconsumption
by class: assumptions on collections and
chargcoffs; any true-up mechanism and
any overcollateraliutinn.

Credit Analysis Checklist
. D Composition of customer base.
-ID Customer concentrations in commercial and iriduscrial segments.
...p Regional industry conccnmtinns.

11:43 Strength of regional economy.
Cl Geographic footprint.
,O Seasonality and Cvclicalityz
Q Development of alternative energy generation technologies.

' D Disconnection from the power grid by self-gene.:-ating customers.
Basis for Methodology: Several factors
could porcncially reduce :he cash Flow
to the bonds, including economic rc-
oessions, loss of large industrial cuscom-
ers, demographic shifts, increased use
ofsclf-generarcd energy sources driven
by technological advancements, and cr-
rors in forecasting. Finch IBis cash
How stress methodology aggregarcs
Mcsc mulniplc risks and applies a single
variance percencagc co cash collections.
Actual scrcss cases are described below

:he rransacrions` maximum exposure ro
:hied-party collections. To res: the im-
pac: of a porcndal third-party dcfauln,
the second stress case assumes lh8E
third parries cake Over billing for a large
pcrcencage of :he customer base and
default every year for the enrirc :cm of
:he bonds. The lcngrh of the assumed
default, and :he pcrccnragc of the cus-
romer base affected, will vary based on
:he third-party commingling restric-
tions contained in :he scarce or order.'AAA'Stress Case: Finch IBC's 'AAPC

stress case stresses four model vari-
ables, each of which is mean: co incor-
porare multiple risk factors described
above and rcsulcing in a reduction in
cash flows below projections.
>

\>

Break-the8ond Case: The third scn-
sitivity strives ro test the amount of
stress necessary w force an event of
default under the bonds. The results of
this scenario should be so severe as ro
be outside what would be considered
reasonable for an 'AAA' stress. To: cx-
ac: cases developed no achiovc this goal
will vary by transaction.

>>

>

Base Error-The first stress variable
is applied as a base error to projected
revenues. This base error is intended
to incorporate the impact of an oco-
nomic rcoession, extreme weather
duangcs, changing usage patterns, or
general demographic shifts. The
base forecast error will equal between
2.0 times (x)-3.0x :he historical 20-
year peak positive forecast variance.
The multiple used and the length of
historical data required will vary
based on the term of the transaction
and the underlying credit risks
Self-Generation/Technology Risk
- Pitch IBCA assumes that tech-
nological uncertainty increases over

time, especially for commercial and
industrial customers. This would
subsequently increase :he risk of
self-gcncratioh as greater tcchno-
logical options become available.
To incorporate this risk. Finch IBCA
will assume :her :he base error in=
creases exponentially over the :cm
of the bonds, based on :he per-
ceived risk of self-generation for
:he utility's customer base.
Delinquency Races - To incorpo-
rate the effects of delinqucncv rates
on forecast collections. Fitch [BCA
will review :he utility:vls historical
delinquency experience and apply
a multiple of :he highest delin-
quency period. If the transaction
uses a col lections curve. Fitch
IBCA will assume delays in the col-
lection curve.
Chargeoffs - Despite utilities' his-
torically low chargeoff ratios. Fitch
IBCA will apply chargeoff ratios at
5.0x the 20-year historical peak
chargcoff. Again, the historical data
required may vary based on the
credit quality and term of the deal.

Q,,,,°[ida¢¢dBilling Def aukCase: Fitch
IBCA will review the credit guidelines
established in the financing order for
third-party energy providers perform-
ing consolidated billing to determine

For additional information on this as-
set class, please refer to Fitch IBCA
Research on "California Infrastruc-
ture and Economic Development
Bank Special Purpose Trust pc&[:1,
SCE-1, and SDC&E-1" dated Jan. 12,
1998, Feb. 4, 1998, and March 19,
1998, respectively. All reports are
available on Htch l8CA's web site at
wwmLffcfIibca.com.
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Issues Addressed in the Report

Rating Transition Bonds"
>- Risk of judicial overarm or ballot nefexendums
2- Securitization widxoutébecial legislation
> Technology risk .'
> Size of transition chargesand mal price

Implications of Seeuritizalionfor Utility Credit
> Strandedcos:recovery
>- Leverage andadjusted .financial mies
x- Corporate dcbt.ve.rsus qfansiziotx bonds
> Overalleffect on the utility creditrating

:he sracurc or order. When :his defined period has
expired. :he opporumiry w challenge the statute or
regulatory order =vpi¢21lv diminishes_

For more information. l>l=='=¢ Finch IBCA Research

on 'Utility Stranded Coses: Rlidhg :he Seeudtizarion of
Thnsizion T=lriRls," dared Sept. 24. 1998. avsihblc on Fitch

lscxs web size oz w~¢ma=i6=.¢°tn.

R a t i n g  T r a n s i t i o n  B o n d s

Can the cash flow stream servicing transition
bonds be adversely affected by judicial
overturn, voter referendum, or ballot initiative?

Some states have a ballot initiative process permitting
voters ro place a petition on :he election ballot upon
request by a given number of voters. A group in Cali~
forma has qualified a ballot initiative for the November

1998 election that seeks to prohibit future utility r.ran~
sition tariff sccuritization and the collection of transition
charges, limit the ability of the dice California inves-
tor-owned electric udlides to recover costs for non-nuclear
generation plants, and prohibit assessment of charges to
recover costs of nucicar-related assets. In this situation,
the securitization bonds were sold before the initiative
was qualified. Fitch IBCA believes that federal and
state constitutional protections against impairment of
contracts and taking of property without adequate com-
pensation would lead a coin to uphold the continuing
collection of the dedicated transition tariff backing the
bonds even if a majority of voters approve the ballot
initiative. Another possible source of protection for bond-
holders is coin enforcement of the State of California's
pledge to take no action that would impair bondholderS
rights without making adequate provision for the pro
section of bondholders.

Since the assets securing these bonds are ctcatcd by a
political process involving icgislativc or regulatory com-
mission actions. :he enabling statute and/or regulatory
orders are subject ro challenge from opposing parries.
While the political process differs from state co state.
interested parties generally have the opportumrv no
challenge or suggest amendments ro the proposed stac-
utc or regulatory order. Also. after the passage of legis-
lation or the issuance of a regulatory cQmmissionls
financing nrdcr, there is an additional defined period
when outside panics can bring a legal challenge against

A diffcrcnr scenario is playing our in Massachusercs, where
a ballot referendum in November 1998 will challenge the
utility rcscrucruring law passed in November 1997. No
rransidon securirjzadons will have occurred in Massachu-
serrs prior to the voce on :he referendum. A successful
vote on the referendum likely will climinarc :he pos-

ocrossa a, 1998 an -

i

vvww.fitchibca.com

f



fr

K
UTILJTY $ECURITIZA1ION Q & A

*

-¢¢.. -. --» -~

I
sibilicyofsccuricizacion for Massachu-
scrcs investor-owned uziliries. How-
cvcr, if the referendum is dcfcazcd, :he
cariffsccuririzarion is likely ro proceed.

The scare, having furthered its pub-

lic policy objccrivcs (Le. compari-

:ion in electric service and dirccr

.customer access) through :he in-
volvcmcnr of bond investors, is cs-

topped from modifying :he rights

granted to those investors.

California, Pennsylvania, Illinois,
Massachusetts, and Montana
have approved specific statutes
authorizing securitization. Is it
possible to securitize transition
charges without a special law? .

Finch IBCA ful ly expects the: :he
authorization of administrative securi-
:ization by a state utility commission
will be appealed to :he state coin of
appropriate jurisdiction ro determine
that the structure proposed for the
transaedon is legitimate. If the judicial
outcome is positive. Fitch IBCA would
apply its typical criteria for transition
bonds to soc itlthe transaction as struc-
tured meets our rating requircmcnis.

could become commercially competi-
tive in certain regions of the U.S. within
the next IOyears. Finch lBCAconsidcrs
xi unlikely than rcsidendal cusiorners
could implement self-gcncracion im-
mcdiarcly or cho: alternative technolo-
gies will become so affordable in die
ncx: i0 years to allow for widespread
disconnection from the grid. Cuscom-
crs of any doss or size could invcsc in
more efficient equipment for energy
conservation and rcduoc :he base of
sales upon which :he tariff is collcc:ed_
A subscandd decline in the oonsumpzion
of elccrriciry Gould scrcss the economics
of :he securirizadon transaction.

There may be circumstances in which
a. utility securitization can be structured
without :heneed for specific legislative
authorization. This technique, Called
"administrative securitization," relies
on existing state law or constitutional
provisions to ensure several issues that
would otherwise be addressed in spe-
cial legislation, These matters include
the irrevocability of a regulatory com-
mission order creating the transition
tariff, the true sale of the utility's right
to collect the transition tariff to a special
purpose entity (SPE), and the remote-
ness of the SPE from the potential
bankruptcy of die utility or any entity
acing as servicer for the transaction.

How does Fitch IBCA factor
technology risk into transition
bond ratings?

Fitch IBCA assumes that :he risk of
self-generation or use of altcrnare tech-
nologies will increase substantially bc-
yond a i0-year horizon, especially ifrhe
:oral cos: of electricity distributed over
the utility network is high. In cash How
models and stress cases, Fitch IBCA
applies a loss factor that aggregates die
various risks affecting the collection of
the securitized tariff' (die "base crror"l.
To incorporate potential technology
risk, the base error is increased expo-
nentially over the term of the bonds.
The forecasted rate of consumption
lost due to new applications of technol-
ogy will be higher for large commercial
and industrial customer accounts than
for residential accounts.

I
i

r

Finch IBCA macs into consideration avail-
able and developing altcmatives no elec-
tricity distributed over the utility network
and the likely cHloct on consumption of
electricity over the life of the transition
bonds. In mos: cases. the transition tariff
supporting the securitization bonds is for-
mulated as a. distribution charge, and cus-
tomers will continue to be subject to the
charge as longs they have any connection
to the distn'but.ion system. whether for
primary or backup service. Some scares
have considered an "exit charge" that a
customer would pay upon becoming a
"self-generator," but other states have rc-
jected such a charge Assuming that :here
is no exit fee. a customer may avoid pav-
ment of die tariffby using existing or hew
technologies to perform allergy generation
on sine and disconnect completely from
the disuibudon grid.

Does the size of the securitized
transition charge or the absolute
level of electricity prices have
any effect on the credit of the
transition bonds?

Demand for clecrriciny ncnds to vary
depending on relar ivc pr ice.  The
higher the :oral all-in cos: ofdiscriburcd
clccuiciry, the grazer cho economic in-
-oanrivc for an elccrricicy consumer ro
reduce consumption or instal l  new
rcchnolozy. Also. the larger the rransi-
tion charge, rho grcaccr :he inccncivc
for cusromcrs co apply political prcs-
sure or Sock legal recourse no try ro
avoid paying rho charge. Consequently.

In the absence of new legislation, the
parties formulating an administrative
securitization must rely on the general
powers granted ro the public uti l i ty
commission under cxisdng law Ac-
cordingly, the transaction structure
might differ depending on :he specific
legal circumstances of :he state in
which :he transaction will occur. inc or
more of the following legal theories is
likely to form a foundation for the legal
argument char future action by either
:he commission or :he legislature to
modify bondholder rights is prohibited.
>~ The federal and/or state constitu-

dons forbid :he taking of bondholder
property without jus: compcnsaxion.

> The federal and/or state constitu-
tions forbid stare actions that impair
contracts.

> The federal and/or state constitu-
tions forbid state actions that are
arbitrary and capricious.

Currently industrial and large commcr-
cial customers have :he grcar¢sr ability
and mocivarion ro invest in cquipmenr
or new rcchnologics to lower Lhcir :lcc-
cric bills. Small gas~fircd curbings. fuci
cells, and photo-volcaics arc examples
of on-sire gcnerarron alremacives that

2 FITCH IBCA, INC.
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Anoti\cr method ro recover stranded
costs is co delay implementation ofopcn
access until all existing generation in-
vcstmcncs and regulatory assets have
been amonizcd in :he normal course of
business, a strategy :her appears to be :he
favored course in many states, vrhczher
by conscious intent or inaction.

produces a beucr picture at' the under~
lying ucnds of the ucilky company.

:he credit of :he transition bonds is
qualitatively improved if the transition
charge is relatively small and iflthc total
cos: of distributed electricity is nos
high. Furthermore, the longer :he du-
ration of :he transit ion charge, die
greater the economic incentive For cus-
tomers ro make investments co reduce
consumption or self-generate. The
ideal circumstance is a relatively small
ti-ansidon charge and a moderate all-in
electricity price for a short period (five
years or less), while :he worst case is a
large transition charge and a high all-in
electricity price for a long duration
(more than 10 to 12 years.) Practically
speaking, most transactions will fall
somewhere in between.

Does securitization result in
excessive leverage for the utility?
How does Fitch IBCA treat the
financial statements of the utility
after a transition bond issue?

Two adjusted financial measures helpful
co undcrscand utility leverage are ad-
jusrcd dcbc ro adjusncd :oral capital and
adjusted deb: coadjuszcd earnings before
inccresn, raxcs, dcprcdadon. and amom'-
zarion (EBITDA). Fiodu IBCA also ana-
lrxs adjusted inccxcxc coverage ratios
(adjusncd pracax inwrne no adjusrcd in-
rcrcs: and adjusted EBITDA of adjusted
inccxtsr). The adjusoncn: calculations
arc arplained in :he rnblc on page 4.

In some cases. the charge is high in the
early years and diminishes over :he
course of the rransaczion, while in orhcr
cases, the sccuricized :ransizion charge
is level or increases Over time (i.¢.
charges are back-ended). Back-ending
the recovery co lance years increases
bondholdcrs` exposure co changes in
clectricirv consumption or commer-
cialization of alrernarc cechnologics. r

Implications of Securitiza son
for utility Gedit

Finch IBCA does no: view bonds aris-
ing from Loc sccuririzarion of a dcdi-
carcd cransirion tariff as utility dcbr. If
the transition bonds are reported as
deb: on :he ucilir.'y's consolidaccd finan-
cial scarcmencs, Fitch IBCA deduces
the securitization bonds and associated
revenues, interest expense, and princi-
pal arnorrizarion from :he uriliryS Ei-
nancial scacemcnLs and ratios. This
approach is predicated upon :he view
:her transition bonds are nor a pcrma~
ncnc layer of ucilicy capital; the dcbr is
self-liquidaring over a defined rransi-
:ion period from a deiincd cash flow
stream that is not available no urilicy
bondholders or onhcr creditors.

Ir is important no note than the securiti-
zarion is gcncrzlly pan of 2 broad rc-
structuring of :he utility company that
may snail rare reductions, a race freeze
or race cap for a defined number of
years, aceelcraced recovery of assess,
asset divestiture, and mc rcrircmazn of
debt or equity securities in varying pro-
pornions depending on die company's
longer term capidimcion objective.
The unilicy's business and eorporace
suancgy will no: sand still over the cran-
sidon period. All xzhcsc factors will have a
profound effect: on Me company's lever-
age and financial oondicion during the
uansidon period and beyond.

is securitization the only way to
recover utility stranded costs?

securitization is lcgallv

Does the securitization of a
dedicated revue stream

J

By way of background. even though a
and economi-

cally structured as a :mc sale" in is
likely ro appear as deb: in :he urihryls
corxsolidarcd accounting statements.
The snail' of :he chief accouncanfs of-
lice of the Securirics and Exchange
Commission concluded in February
1997 :her a utility's right no collar a
transition rarify does nor qualify as a
financial asset pursuant co Financial
Accounting Scarerncnr 175 ("Sales of
Fin2n l Assct.s"). Thus. the reported
financial sraremcncs of a utility char has
securicized irs transition :aiff arc likely
no overstate deb: as well as revenues
and cash flow available ro the utility.

supporting the transition bonds
result in the effective subordination
of the utility/s cotpouate bonds?

While :here is no actual subordination
of :he utilities' debt no the securidu-
:ion debt, the separate revenue stream
dedicated no :he :etc reduction bonds is
more sccurelthan :he utility's general
rcvaiuc steam because of :he constitu-
tional protection of contract rights and
against the confiscation of Pf<>p¢rty- A
utiliry's revenue stream is subject tn vari-
ation based on wcadmer and operating
performance and is subject to political
and regulatory risks. An unanticipated
rate reduction Ar drop in consumption
will adversely affect the utilities' debt,
while the credit of the rate reduction

i

Securicizarion is one ofscvcral methods
for recovering irivesrmenrs rendered
uneconomic as a rcsulr of restructuring
the utility business. Regulators may
authorize stranded cost recovery via a
transition charge collected over : i n c
or a rate freeze over a defined period
without sccuririzarion. However, :his
zypc of recovery is subjccr no regula-
rory and pol i t ical  r isks of  a future
change in tariffs. With securicizarioh,
the utility receives cash immediately
and the bonds establish a third-party
contract :her bencfins from consricu-
rional proccccion, chug. porencial politi-
cal and regulatory risks are subscanrially
limircd.

Comparing rsporncd Financial measures
with :he adjusccd N1¢3sllfc$ over : inc

FITCH IBCA, INC. 3
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Cafcufafing Adjusted Financial Measures
Measure

Deb:
Total apical
Assets

Revenues

Acliusled Measure

Total debt on the balance sheet is reduced by the OiL<landing amount of transition bonds

Sum of adjusted debt plus common and preferred equity .
Deduce from assets an ammnt equal to outstanding transition bonds; the deduction may be applied lo

specific asset accounts or as an adjustment to total assets

Deduct from reported electric revenues the tariff revenues dedicated lo interest expense and principal
amortization of transition bonds (generally disclosed in a footnote)

Operating income
Pretax income
EBITDA

To compute adjusted opefaxing income, adjusted pretax income, and adjusted EBITDA, 6h6 adjusunens
applied to reported revenue are carried down M a direct reduction no eadw of these adjusted measures

r

Interest expense Deduct from reported total interest expense the interest expense anriburabie ro transition bonds
(generally disclosed in a foouworel

EBITDA - Earnings before interest, coxes, depreciation, and amoctizamon.

r

bonds may continue unimpaired. The
me reduction bon dsarc more effectively
insulated against these pressures. Con-
scqucntly, the difference in :he ratings
of the securitization bonds compared
with it:ilit§' corporate debt ratings ro-
lanes co the constitutional and legal pro-
tections available ro :he investors in :he
securitization bonds, rather than to
credit cnhanccrnent from the subordi-
nation of the utility's corporate dcbc.

action on a case-by-case basis co deccr-
mine if :he utility crcdi: is exposed co
greazcr risk as a rcsulr of sccuricizacion.

favorable for most urilidcs with mare-
rial stranded cos: exposure.

While most of :he benefits relate co :he
generation business. there arc some
possible disadvantages of an exces-
sivciy large and long-lasting transition
charge for :he future distribution util-
icy. Should the distribution utility need
co implement ne-w distribution tariff
approaches. :he securitization transac-
:ion would be difficult. if nor impossi-
ble., ro unwind. High distribution fees
will provide a greater incentive for con-
sumers to invest in new capital equip-
mcnt to reduce or replace the
consumption of electricity distributed
over the utility network, as previously
described in the section on technology
risk factors. This risk is likely to be
modest if the transition charge is of
relatively short duration (for example.
six to eight years).

l
Some urilitv fixed-income: analysts
have expressed concern than :he util-
iry`s residual cash flow stream may be
more volatile after securitization that
before. This could be the case if the
up:iiitvls total tariff is capped and the
sccuritizcd transition tariff represents a
large percentage of the zonal. There is
no rule of thtimb for :he maximum size
of securitization transactions or maxi-
mum percentage of :oral revenues
dedicated no servicing the transition
bonds. Fitch lBCA reviews each :rans-

Does securitization strengthen
or impair a utility's business
outlook and credit rating!

In mos: cases, the outcome of a securi-
tization transaction will be positive or
neutral no :he credit of :he utility: with
the largest benefits accruing to utilities
with large stranded costs and low credit
ratings before securitization. A utility's
credit will be affected by industry re-
structuring, deregulation ofgcncration.
mergers or acquisitions. or asset dives-
titurcs during the transition period. On
the positive side. the quality of utility
cash flow may be significantly better
after the securitization and restructur-
ing because of the lower level of fixed
costs and reduced regulatory and com-
pctitive risk in the generation business
unit. On balance. Fitch IBCA believes
that the credit impact is l ikely to be
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PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

John G. Paton, New Harbor, Inc., 280 Park Avenue, East Tower, 27°  Floor, New York, New

York, 10017.

WI-LAT IS NEW HARBOR, 1'NC.?

New Harbor, Inc. ("NHI") is an investment bank that specializes in financial advisory

services for the electric, gas and water industries. The rum was founded in June 1993 and is

comprised of experienced investment bankers from First Boston, Kidder, Peabody, Lehman

Brothers, Merrill Lynch, Morgan Stanley and Salomon Brothers. Its Managing Directors

have accumulated over seventy years of experience in die investment banking and financial

advisory industry, and have worked with almost every major electric and gas utility in the

United States. Their collective work experience includes a broad range of assignments from

strategic advisory, divestiture of assets, mergers and acquisitions, bankruptcy and out-of-

court restructurings to project finance, equity research, and debt and equity financings.

WHAT IS YOUR POSITION WITH NEW HARBOR, INC?

I am currently a Managing Director. My responsibilities include directing and overseeing all

expects of investment banking transactions, primarily in the strategic and restructuring areas.

These activities include transaction structuring, auction design, valuation., negotiations, etc.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND YOUR BUSINESS

EXPERIENCE AS THE SAME PERTAIN TO YOUR POSITION.

I received a Bachelor of Mathematics degree in 1980 from Waterloo University in Kitchener-

Waerloo, Ontario, Canada. I am a Chartered Accountant, having been admitted by the

Canadian Institute of Chartered Accountants in 1982. I received Masters of Business

Adrninisuation and Bachelor of Laws degrees in 1986 Nom the University of Western

Ontario in London, Ontario, Canada.

I worked as a public accountant in the audit and tax area of a predecessor firm to Peat

Marwick Mitchell in Toronto, Ontario, Canada from 1977 through 1982. After completing

my graduate degrees in 1986, I joined Salomon Brothers Inc in New York City. While at

Salomon Brothers, I was pan of the Mergers and Acquisitions Group, specializing in electric

l
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and gas utilities business combination transactions, defense, resiructtuings and bankruptcy

advisory.

I left Salomon Brothers in February of 1992 to join Barr Beatty Devlin and Co., a

strategic financial advisory firm specializing 'm gas and electric utilities. In July 1993, Jay

Beatty and I lai Barr Beatty Devlin to form Na-II.

PLEASE DESCRJBE ANY OTHER BUSINESS EXPERIENCE OR BACKGROUND AS

IT RELATES TO 'll-IE DIVESTITURE OF THE GENERAITNG ASSETS OP TUCSON

ELECTRIC POWER COMPANY ("COMPANY" OR "TEP").

I have been involved in the auctioning of large generating stations on behalf of U.S. electric

utilities preparing for the deregulation of the power supply function. I personally directed the

auction of approximately ten thousand megawatts of gas-tired generating capacity on behalf

of Southern California Edison Company. I am currently conducting the sale of the 1,340

MW Cerncralia, Washington coal-fired mine~mouth generating station on behalf of the eight

investor-owned and municipal utility owners, in addition to several other yet to be publicly

announced divestitures. .

PLEASE DESCRIBE ANY BUSINESS EXPERIENCE AND BACKGROUND RELATED

TO ELECTRIC UTILITY DIVESTITURES.

During the course of my career, I have been involved in several major mergers, acquisitions,

and restructurings in the utility business, including the Energy/GSU and San Diego/SCEcorp

combinations and the bankruptcy cases of Public Service Company of New Hampshire,

Eastern Utilities Associates and its wholly-owned nuclear power subsidiary, and EUA Power

Corporation. More recently, I have been involved in representations of El Paso Electric

Company, for both its bankruptcy case and proposed merger with Central and Southwest

Corporation, as well as the Official Committee of Unsecured Creditors of the Columbia Gas

System, Inc., and PacifiCorp in its acquisition of PowerCor in Victoria, Australia.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The primary purpose of my testimony is to discuss the various methods of divestiture

considered by TEP and the rationale behind the selection of sale by auction.

I
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What is the Preferred Method of Divestiture for Tucson Electric Power Company?

W H AT  AL T ER N AT IVE MET H O D S O F  D IVEST IT U R E W ER E EVAL U AT ED  BY N H I

AND TEP?

NHI, in conjunction with TEP, evaluated a variety of possible means of divesting the

generating assets of TEP, with due regard for factors such as certainty of computation of

transition costs, maximization of proceeds, fairness, efficiency and rapidity, and impact upon

the competitive market. Two fundamental divestiture strategies were considered:

Asset sale through auction

• Asset sale through negotiated private transaction

WHAT IS AN ASSET SALE THROUGH AUCTION?

An asset sale through auction is a method of divestiture that uses a staged bidding process

and allows numerous potential purchasers to participate. In general, an auction is the method

that will most likely reved the market value of an asset because it tends to draw out the

largest number of potential buyers.

In light of existing uncertainties regarding the operation of the new electricity mad<et,

different potential buyers may have widely varying views of future electricity prices and the

development of a direct access market. This may lead to a wide range of values attributed to

the generation assets by potential purchasers. It is therefore desirable to expand the pool of

potential buyers, at least initially, in order to identity buyers who value the assets most

highly. By identifying and soliciting buyers who value the assets most highly, TEP will

maximize the proceeds received from a Ade and minimize stranded costs.

In addition to maximizing price, an auction advances _other objectives, such as

fairness to ratepayers, shareholders, and potential buyers. Further, an auction provides

gzteater likelihood of convincingly demonstrating to the Commission and to other interested

parties the market value of these stations.

WHAT IS AN ASSET SALE THROUGH NEGOTIATED PRIVATE TRANSACTION?

In an asset sale through a negotiated private transaction, TEP would contact a limited number

of parties for each asset and attempt to negotiate a Ade through those contacts. In some

contexts, a negotiated sale with one or possibly a few potential buyers may be the only

realistic alternative. This may be true, for example, where there are significant restrictions on

3
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the seller's ability to dispose of an asset, or where market ci 9ances are such that it is

highly unlikely that more than one party would even be potentially interested in purchasing

the asset. Because fewer potential buyers are involved in a negotiated sale compared to an

auction, sometimes the process is easier to manage.

W HAT ARE THE RELATIVE MERITS OF AN AUCTION AND A NEGOTIATED

SALE?

So long as TBP believes that a pool of buyers exist to purchase its generating assets, the

primary advantage of a negotiated sale is the manageability of the process. However, a

carefully designed auction process need not preclude incorporating the more beneficial

aspect of negotiation. The auction should draw out the largest number of potentially

qualified and interested parties thereby ensuring the best sale price. To make the process

most efficient., TEP will narrow the Held of bidders based on the bidders' preliminary bid

submittals. This narrowing will enable TBP to deal with a more manageable number of

parties as time-intensive activities, such as on-site due diligence and discussion of contractual

language, proceed. An important feature of a staged auction is that it enables multiple rounds

of bidding, providing flexibility ro respond to bidders' concerns as well as incemivizing

bidders to increase their offers. If TEP, as the seller, is prohibited from engaging in such

activities as part of the auction, this lack of flexibility might deter potential bidders from

participating, arid TEP might be prevented from selling die generating assets at the best price

and other terms. Based upon these considerations, TEP believes that the auction process

should retain considerable flexibility.

WHY WAS THE AUCTION METHOD CHOSEN? -

Both an auction sale and a negotiated sale are reasonable and justifiable methods of disposing

of generating assets. NHI recommends TEP proceed with an auction sale because it is more

likely to give TEP and the Commission the greatest measure of assurance regarding the

consequences of the divestiture, to ensure the best price for the assets, to attract and satisfy

the largest number of potential owners, and is the most consistent with the regulatory

process.
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IS THE TRANSCO PROPOSAL WITH ARIZONA PUBLIC SERVICE ("APS") A

VIABLE METHOD POR REALIZING FAIR MARKET vALUE FOR TEP'S SHARE IN

THE NAVAJO AND FOUR CORNERS GENERATING STATIONS?

As I have discussed previously, a negotiated sale is a viable means of realizing the fair

market value of generating assets. The Transco proposal between TEP and APS has some

unique aspects, which make a negotiated sale a particularly appropriate method of divestiture

for the Navajo and Four Corners assets. The transmission assets of APS are an integral pan

of TEP's plans to become the builder and owner of transmission assets in Arizona, and

cannot be obtained from a broad market solicitation of bids. Also, divesting the generating

assets and acquiring transmission assets in separate transactions would be a more time

consuming process than having both parties agree to the Transco proposal at this time.

How Will the Auction Process Work?

WHAT ARE THE GOALS OF THE AUCTTON?

TEP, in consultation with NHI, has designed its auction procedures wide a focus on the goals

of efficiency and price maximization, as well as fairness to all interested parties. In order to

expedite divestiture, TBP has developed a streamlined, staged approach that is intended to

ensure a fair auction process while preserving suEicient flexibility to flow for the maximum

possible competition amongpotential and actual bidders for the assets that are to be sold.

WHAT IS THE PROPOSED SCHEDULE FOR THE AUCTION?

Although TEP mist retain the flexibility to alter its schedule to reflect unanticipated events,

an anticipated schedule has been established to auction TEP's generating assets. The

Company plans to implement a five-phase auction process, which is summarized in the

following timetable (all dates are estimates My):

Phase 1 Pre-auction marketing activities

Preparation of selling memorandum

Preparationof assets for sale

Buyer prequalification

Distribution of selling memorandum

Receipt and analysis of indications of

interest

Phase 2 April through June 1999

A.
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| ' Phase 3 July through September 1999

Phase 4

Phase 5

October through November 1999

By January I, 2001
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Selection of short list of bidders

Due diligence for short list participants

Receipt of iinad bids

Selection of winning bidders

Negotiation and Execution of Documents

Final regulatory approvals

Closing

The timetable set forth above is tentative, and assumes among other things, timely regulatory

approvals and the removal of material asset contingencies.

WHAT IS THE COMMISSION'S ROLE DURING THE AUCTION PROCESS?

The Commission will be kept informed during every phase. The auction has been designed

to be as robust and transparent as possible. While the bids must be kept confidential to

ensure the integrity of the auction, TBP and NHI believe that Me Commission must be

informed of the progress of the auction.

W HAT IS EXPECTED TO TAKE PLACE AT EACH STAGE OP THE AUCTION

PROCESS?

The auction process has been designed no ensure that all bidders have the same opportunity to

evaluate and bid on the generating assets. Phase 1 of the process is ongoing and will

continue during the Commission's review period for this tiling up until the commencernmt

of the actual auction (Phase 2). Phase I activities include gathering all of the information

necessary for bidders to conduct their due diligence, which will include operating, iinancid,

environmental, legal and technical information on the generating assets. During Phase 1,

NH1 will assist TEP in identifying and contacting potential purchasers. TEP will also prepare

a press release directing bidders to contact New Harbor in order to be included in the process.

Phase 2 is the stage where initial indications of interest are provided by bidders. Potential

bidders will receive copies of the Confidentiality and Auction Protocol Agreements as well

as be given or have access to due diligence materials. Following the initial review period in

Phase 2, bidders will be asked to submit non-binding Indications of Interest. TEP with NHI

will evaluate the Indications of Interest and select a "short list" of bidders to invite into Phase

3, to conduct more extensive due diligence on the assets. The Indications of Interest will be J

j
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evaluated primarily on price, financing contingencies, financial wherewithal to complete die

transaction and any necessary consents or approvals that could significantly delay a closing.

Specific bidders will be invited to participate in Phase 3 and will be provided additional due

diligence material, site tours, and management presentations in order to make Tina] bids for

the assets. Phase 3 will require a high level of resources and commitment from the invited

bidders. At the end of Phase 3, the bidders will be required to submit dieir final bids. Upon

receipt of the final bids by NHI. and TEP, the auction will enter Phase 4 where the final bids

will be evaluated on a similar basis to the Indications of Interest and winning bidders will be

selected. Bidders will be required to be available to meet with TEP and NHI for Final

negotiations and connect execution. Phase 4 will conclude width documents executed

between the winning bidders and TEP for the generating sets. In Phase 5, the last phase of

the auction process, TEP will submit executed documents to the Commission for approval.

The Commission will have the opportunity at this time to review the filings to satisfy itself

that the auctions were done in a fair, diligent and professional manner. Any other regulatory

approvals, such as FERC and the Federal Trade Commission, will be obtained in this last

phase.

WHAT HAPPENS AT THE CONCLUSION OF mE AUCTION?

The auction will actually be concluded at the end of Phase 4 when the winning bidders have

executed documents for the purchase of the generating assets. At that time, Commission and

regulatory approvals of the sales will be obtained. Furthermore, upon completion of the

auction process, but prior to the actual sale and transfer of the assets, TEP will file

appropriate fem of transfer documents and proposed must-run contracts for approval by the

Commission.

What Are the Auction Protocols?

WHAT IS THE PURPOSE OP THE AUCTION PROTOCOLS?

TEP and NHI have designed an auction process to attract a wide universe of qualified bidders

which will result in a market determination of the value of the generation assets in a manner

that is fair to the bidders, efficient in terms of time requirements and effective for TEP, its

shareholders and ratepayers. The auction protocols provide potential bidders with the details

of the auction process including: the auction methodology, tentative timetable, Arles of

7
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conduct, bidding restrictions, methods of allowable communication, cost responsibility and

the form of bid. The auction protocols will be contained in the Confidentiality and Protocols

Agreement, which each potential bidder will be required to execute prior to participating in

the auction process.

WHAT IS . INCLUDED I N THE CONPIDENTIALITY

AGREEMENT?

kt addition, to containing the auction protocols, the Confidentiality and Protocols Agreement

will obligate the potential bidder, its affiliates and representatives to maintain as confidential,

any information, documents, data or any other material provided by TEP ("Due Diligence

Material") or analyses performed by the bidder. Any such Due Diligence Material and

analyses may be used by the bidder solely for the purpose of evaluating the assets. Potential

bidders will be required to treat as confidential any bid or related discussions it has with TEP.

Destruction of Due Diligence Material shdl be certified by an officer of die bidder. Due

Diligence Material provided to participants in the auction will include, among other things, a

selling memorandum, any third-party environmental or engineering reviews performed for

TEP in conjunction with the auction, as well as environmental, operating and technical

information and data. Such information may be made available in a daze room or provided

directly to the potential bidder.

WHEN WILL THE conrm18nrrAury AND PROTOCOL AGREEMENT BE

DISTRIBUTED?

The Confidentiality and Protocol Agreement will be distributed to potential bidders at the end

of Phase l. No potential bidder will receive a Selling Memorandum on which to base initial

indications of interest until the Confidentiality and Protocol Agreement has been signed and

returned to TEP.

What Are the Current Divestiture Plans of TEP?

WHICH ASSETS ARE BEING DIVESTED?

Bidders will have an opportunity to bid on any oral of the following Assetsz'

I

2

3

4

5

6

7 A..

8

9

10

11

12

13
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15

16

17
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20
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23
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25 v.

26

27

28

29 TEP has mered inc the Setdanent Agreement with the Commission Staff which will exchange TEPls interest in :he
30 Four Comers and Navajo generating stations for the transmission asses of the Arizona Public Service Company.
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(i)

(ii)

(iii)

(iv)

Spuringerville (100% interest)

Irvington (100% interest)

San Juan (TEP's 50% interest in each of Units I and 2); and

TEP's combustion turbines

TEP reserves the right to bundle, or to change the bundling of die assets. Bidders will

be notified of any changes and appropriate adjustments will be made to the auction timetable,

if necessary, to allow for a resubmission of bids reflecting revised bundling, or for any other

reason.

The Assets will include Leasehold, as well a.s ownership interests. The divestiture

will include all ancillary agreements, operating permits, real and personal property, inventory

and spare parts required to operate the Assets. TEP will retain ownership of and reserve any

necessary easements for transmission facilities and associated property and lines from the

facilities. In addition, because TEP will retain its transmission and distribution operations,

the Company may enter into one or more joint use/management agreements with the

purchasers of the Assets relating to systems or facilities necessary for the operations of each

party.

WHAT TEP CONTRACTS MAY BE ASSIGNED?

The divestiture of Assets will require the asignrnent or modification of several ancillary

agreements. The most significant of those agreements are the coal and transportation

agreements relating to Springerville and Irvington, and the project agreements relating to

TEP's interests in remote generating facilities operated by other utilities.

WILL TEP BE ALLOWED TO BID ON ANY ASSETS? -

The auction process has been designed to provide all bidders access to the same information

and due diligence materials regarding the generating assets. Should a TOP affiliate decide to

bid on any or dl of the Assets, appropriate *foe walls" will be established between the

bidding affiliate and TEP personnel involved in the auction. The bidding affiliate will be

required to enter into the Confidentiality and Auction Protocols Agreements modified to

permit the affiliate to communicate only with NHI. The affiliate will have access to the same

information and will be required to adhere to the same rules and standards of conduct as all

the other bidders. Indications of interest and final bids from the affiliate will be delivered to

. 1
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NHI as an independent third party, be opened first and evaluated with the other bids prior to

disclosure to TEP.

What Is the Current Market for Generating Assets"

WHY HAVE OTHER UTILITIES CHOSEN AN AUCTION SALE?

As stated earlier, the most viable options considered for divestiture of utility assets are an

auction sale or a negotiated sale. Each has its advantages and disadvantages. NHI recently

completed the sale of generating assets for Southern California Edison ("SCE") through an

auction process. The reasons SCE chose to do an auction are similar to the reasons that NHI

has recommended TEP proceed with an auction: provide the greatest measure of assurance

regarding the consequences of divestiture, ensure the best price for the assets, to attract the

largest number of potential bidders, and to avoid unnecessary delay. NHI is currently

conducting an auction for the 1340 MW Centralia Generating Station, in the State of

Washington, for these same reasons.

WHAT ARB SOME OF THE OTHER UTILITY AUCTIONS THAT HAVE BEEN

ANNOUNCED?

Across the country, the electric utility market is undergoing substantial and fundamental

changes. Many states, like Arizona., are strongly encouraging their traditionally integrated

electric utilities to separate into non-negulated generating companies and regulated

transmission and distribution companies. Most utilities have chosen to date to sell their soon

to be non-regWated businesses including generation, and used or plan to use an auction

process in almost every case. Fifteen utilities, including TEP, have announced intentions to

divest some or all of their generation assets. The total megawatts_for sale are approximately

38,000 MW of which 15,000 MW is coal. The two utilities with announced impending

auction sales nearest TEP are Nevada Power and PG&E (California). Exhibit A lists the

announced, but not completed, utility generation divestiture activity in the U.S.

WHAT IS THE LIKELIHOOD OF A SUCCESSFUL AUCTION BY TEP?

Over the past two years, the market has been robust for domestic generating assets.

Approximately 15 utilities have sold mostly gas-fired generating assets for prices from less

than one to over five times book value. The live coal-Ered facility sales included in the

above group yielded proceeds in the range of one to over three times book value. A list of

10
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the generating assets that have been sold in the past two years is provided in Exhibit B.

There is currently little generation sale activity in the Southwest. That lack of activity should

make potential bidders interested in the auction, and the prices recently obtained for

generation assets have been attractive. Accordingly, we believe there is a high likelihood the

auction process proposed by TEP will result in the realization of the maximum value for its

generating as8t.s.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes.
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