Exhibit ___THC (WNH-1THC)
Docket U-072375
Witness:  William N. Horton
REDACTED VERSION
BEFORE THE WASHINGTON UTILITIES AND TRANSPORTATION COMMISSION

	In the Matter of the Joint Application of

PUGET HOLDINGS LLC AND PUGET SOUND ENERGY, INC.,

For an Order Authorizing Proposed Transaction


	DOCKET U-072375




	
	


TESTIMONY OF

William N. Horton
Principal
Finance Scholars Group

whorton@finsch.com
On Behalf of Staff of the 

Washington Utilities and Transportation Commission
June 18, 2008
HIGHLY CONFIDENTIAL PER PROTECTIVE ORDER

REDACTED VERSION
TABLE OF CONTENTS

I.
INTRODUCTION 
1
II.
SUMMARY OF OPINIONS 
3

III.
DISCUSSION OF OPINIONS 
6


A.
Financial Leverage:  The Principal Risk to PSE 
6


B.
Macquarie Reputational Risk to PSE 
10


C.
Risks to PSE from PSE’s Dividends to Puget Energy and 



Puget Energy’s Equity Investments in PSE 
13


D.
Goodwill Impairment Risks to PSE 
14

IV.
POTENTIAL MITIGATING ACTIONS TO MINIMIZE 


FINANCIAL RISKS TO PSE 
16

V.
CONCLUSIONS 
19

I. 
INTRODUCTION
Q.
Please state your name and business address.
A.
My name is William N. Horton.  My office is located at Two Theatre Square, Suite 218, in Orinda, California, 94563
Q.
By whom are you employed and in what capacity?
A.
I am a Principal with Finance Scholars Group.  Finance Scholars Group is an economic and financial consulting firm that specializes in analyses for complex business litigation and regulatory matters.  I was asked by the Staff of the Washington Utility and Transportation Committee (WUTC) to offer my opinions regarding certain financial risks that should be considered with regard to the proposed acquisition of Puget Energy Inc. (Puget Energy) and its subsidiary, Puget Sound Energy, Inc. (PSE), by Puget Holdings LLC (Puget Holdings), owned by the Investor Consortium.  
Q.
Have you prepared an exhibit describing your education and relevant experience to formulate such opinions?
A.
Yes, it is Exhibit ___ (WNH-2).
Q.
Can you summarize your qualifications in evaluating financial risks?
A.
Yes.  I have a Bachelor of Arts in economics from the Davidson College and a Masters in Business Administration from the Harvard Graduate School of Business Administration.  I have over 23 years of investment banking experience, both domestically and internationally, as well as over 10 years of experience as an advisor, corporate executive and corporate director.  Over the course of my career, I have been involved in a significant number of mergers & acquisitions and project financings.  I also have assisted corporations and other special purpose entities in raising debt and equity financing and with short and long term debt ratings. 


During the course of my investment banking career and as an advisor, corporate executive and director, I acquired extensive experience in analyzing and/or developing business and financing plans, including pro forma financial statements, as well as addressing the risks to such business and financing plans.  In addition, over the last two years I have been involved with other professionals at Finance Scholars Group in identifying and analyzing the risks incurred with investments made by hedge funds, private equity funds, banks and other financial institutions in leveraged buyouts as well as special purpose and structured investment vehicles.
Q.
Please describe the scope of your testimony in this docket.
A.
I have been asked by the WUTC Staff (“Staff”) to formulate opinions regarding the potentially higher financial risks that PSE will face as a result of the proposed transaction as well as the potential impact on PSE of adverse macroeconomic trends in the global financial and energy markets addressed by Dr. Schmidt.
II. 
SUMMARY OF OPINIONS
Q.
What are the primary risks you believe can or will negatively impact PSE?
A.
In comparison to the prospects facing PSE if Puget Energy remains publicly traded (status quo), the increased risks derive from the structure of the transaction which increases the leverage in the capital structure of Puget Energy.  This increased leverage directly and indirectly impacts PSE.
Q.
Please describe what increased leverage in the capital structure of Puget Energy means.

A.
Leverage refers to the share of debt of the entity’s capital structure.  Increased leverage in the capital structure of Puget Energy after the acquisition by Puget Holdings means there will be more debt in the capital structure than existed under the status quo. 
Q.
How does the increased leverage in the capital structure of Puget Energy impact PSE both directly and indirectly?

A.
The increased leverage in the capital structure of Puget Energy directly impacts PSE because of PSE’s dependence on Puget Energy for direct equity investments and the arrangement of borrowing facilities.  PSE is impacted indirectly because of Standard & Poor’s (S&P’s) views the credit risks of Puget Energy and PSE as a consolidated entity with their debt ratings being interdependent.  S&P is a well-known credit rating firm.



On a consolidated basis the leverage in the capital structure of Puget Energy after the acquisition will be greater than it is in the status quo.  Although the leverage at PSE will be lower immediately after the acquisition, the funding of part of the equity investment in PSE by Puget Energy using debt indirectly increases the leverage at PSE.  This is because any further investment in the equity of PSE by Puget Energy depends on further borrowings by Puget Energy.  
Q.
Please describe the risks of leverage that you see.

A.
Short descriptions of the primary risks I see are discussed below: 


First, the enterprise value of this transaction is $7.4 billion.  The Investor Consortium is investing approximately $3.2 billion in equity, borrowing $1.6 billion and assuming $2.6 billion of debt in making the acquisition of Puget Energy and its subsidiary PSE.  Puget Energy would fund anticipated capital expenditures at PSE with additional bank debt.  


This capital and funding structure increases the financial leverage at Puget Energy on which PSE is dependent for new equity capital.  This increased financial leverage places PSE’s capital expenditure plans at increased risk versus the status quo if there are any disruptions in the financial markets along the lines testified to by Dr. Schmidt.  These financial risks could be realized, either individually or, more likely, in conjunction with each other which increases the probability and the severity of such risks.


Second, the Investor Consortium led by Macquarie Group entities could suffer a loss of reputation in the financial markets and access to additional bank funding which is a fundamental tenant of the proposed transaction.  The Macquarie Group is currently involved in approximately 116 similar investments that are supported by $54.6 billion in equity and $69.4 billion in debt.  The Macquarie Group is also actively pursuing additional investments that will require both equity and debt financing. 


In addition, the Macquarie Group’s general approach to infrastructure projects requires refinancing much of such debt during the next 5 years.  Given the size and breadth of these projects and their dependence on access to financing through the Macquarie Group, the Macquarie Group’s need for an excellent reputation in global markets is critical.  If that reputation is adversely affected, it would restrict Macquarie’s access to global capital to fund its investments, including Puget Energy and ultimately PSE. 


Third, the economics of the transaction from the Investor Consortium’s perspective depend upon PSE’s ability to pay dividends to Puget Energy.  Those dividends are critical to Puget Energy’s ability to fund additional equity investments in PSE with debt.  Consequently, if Puget Energy is unable to fund the equity investments in PSE and dividends from PSE to Puget Energy are restricted as a result, the capital and funding structure of the new ownership structure, including Puget Energy and PSE, could collapse.  A collapse of the funding structure could have a direct and negative impact on PSE’s access to its existing borrowing facilities, including access to the secured debt markets.  This is because S&P views Puget Energy and PSE as a consolidated entity for rating purposes.  Therefore, a decline in the ratings of Puget Energy would likely be mirrored at PSE, thereby increasing borrowing costs at PSE and potentially restricting its access to credit.  This is not a risk that PSE faces under the status quo.


Fourth, the increased leverage in the capital structure of Puget Energy rests upon an equity base that includes just under $1.4 billion in goodwill.  In light of the macroeconomic risks that Dr. Schmidt has testified to, should they be realized, there is a substantial risk that the Puget Energy’s auditors could conclude that the goodwill has been impaired, requiring a write-off.  If a write-off is taken, Puget Energy’s leverage ratios could increase significantly, resulting in a violation of its debt covenants and triggering an event of default on their debt.  PSE would then lose access to equity funding from Puget Energy.  In addition, PSE could lose access to its own borrowing facilities because S&P’s consolidates Puget Energy and PSE from a ratings perspective.  PSE does not have this risk under the status quo.
III. 
DISCUSSION OF OPINIONS

Q.
What is the structure of your testimony?
A.
My testimony addresses each of these risks to PSE from a financial perspective and then concludes with suggestions for mitigating such risks.  
A. Financial Leverage:  The Principal Risk to PSE
Q.
What is the primary risk factor of the proposed transaction?

A.
As described in Mr. Elgin’s testimony, the proposed transaction is a leveraged buyout of Puget Energy.  It is to be funded by approximately $3.2 billion in equity investment from the Investor Consortium, plus bank borrowing of $1.6 billion and the assumption of $2.6 billion of debt.  The proposed transaction significantly increases leverage in Puget Energy’s capital structure. 


The structure of the transaction makes PSE entirely dependent upon Puget Energy’s access to additional debt financing over the course of the 10 year business plan prepared by the Investor Consortium.  This debt is required to fund equity investments in PSE by Puget Energy, to support PSE’s capital expenditure program and to fund dividend payments by PSE to Puget Energy.  Puget Energy then in turn pays dividends to Puget Holdings as a return on the Investor Consortium’s investment.     
Q.
How does financial leverage increase risks for PSE versus the status quo?

A.
As Dr. Schmidt testifies, the increased financial leverage poses additional financial risks to PSE because of potential changes and/or disruptions in financial and/or energy markets.  This is because the financial plan presented by the Investor Consortium is dependent to a great extent on Puget Energy’s ability to achieve financial ratios and other performance measures on which the debt financing is predicated.  Should such changes and/or disruptions take place, the financial leverage limits Puget Energy’s ability to directly support PSE with additional equity investment.  Because PSE is dependent on Puget Energy for any new equity capital, Puget Energy must be able to absorb the normal fluctuations in PSE’s cash flows, without defaulting on any of its own borrowing facilities.  Puget Energy’s increased leverage under the transaction reduces its flexibility to absorb such variations in cash flow compared to the status quo.
Q.
Why may potential disruptions in the financial markets negatively impact PSE compared to the status quo?
A.
 Potential disruptions in financial markets may negatively impact PSE because, as Dr. Schmidt testified, these disruptions in the global financial markets affect Puget Energy’s ability to raise additional debt to fund PSE’s equity needs.  Any such disruptions could also limit access by Puget Holdings through the Macquarie Group to funding, both existing and new.  Any such disruptions would negatively impact the Macquarie Group and Puget Energy and thus have more of an impact on PSE than in the status quo.
Q.
Why?
A.
Under the status quo, Puget Energy and PSE have direct access to the capital markets for debt and/or equity.  In addition, Puget Energy and PSE have developed these funding relationships over the years and, in times of financial market turmoil, they tend to be more resilient than wholesale relationships in the international markets.  If the transaction is consummated, the Macquarie Group will depend on the wholesale international markets to fund all of its projects.  Macquarie has a good reputation in the markets currently, but that could change.  The risk of PSE of being dependent upon financial sources that are in turn dependent upon the Macquarie Group is greater, in my opinion, than the status quo. 
Q.
Why may changes in the energy markets negatively impact PSE compared to the status quo?
A.
Changes in the energy markets, particularly energy prices, may negatively impact PSE’s cash flows.  This is because energy costs are PSE’s greatest expenses and the normal regulatory delays in PSE’s ability to recover increased energy costs decrease short term cash flow and increase the need for borrowing.  Given the overall leverage in the acquisition and ongoing operating structure, Puget Energy’s access to borrowing, particularly if there are any issues that arise to delay recovery of the increased energy costs by PSE, may be negatively impacted.  Although PSE would be exposed to the same risks in the status quo, the increased leverage at Puget Energy as a result of the transaction, limits PSE’s ability to absorb such risks compared to the status quo. 
Q.
Why may changes in interest rates negatively impact PSE compared to the status quo?
A.
Similar to changes in energy costs, the leveraged financial structure of the transaction increases Puget Energy and PSE’s exposure to interest rate changes.  The Investor Consortium plans to hedge the interest rate risks.  However, there is the possibility that the Macquarie Group and the Investor Consortium may not be able to hedge such risk at rates and spreads that do not negatively impact the financial results of PSE and Puget Energy going forward.  This is particularly true where PSE and Puget Energy are subject to potential credit ratings downgrades as a result of the proposed acquisition. 
Q.
Why would the inability to hedge interest rate exposures and ratings downgrades negatively impact PSE?
A. Any inability to hedge the interest rate risk could adversely impact earnings and cash flows at PSE and Puget Energy.  Since PSE can hedge its interest rate exposures under the status quo, any risk to that ability raises the financial risks to PSE from the transaction versus the status quo.  Moreover, any inability to hedge the interest rate risks at PSE and Puget Holdings would put at risk the interest coverage and other financial performance measures that are conditions for access to the bank lines at both PSE and Puget Energy.  As explained previously, any restrictions on Puget Energy’s ability to borrow money to fund equity investments in PSE would negatively impact PSE versus the status quo.  
B. Macquarie Reputational Risk to PSE
Q.
Why is Macquarie’s reputation a financial risk to PSE in this transaction?

A.
One of the fundamental rationales for the acquisition is that the Macquarie Group and the other members of the Investor Consortium allow Puget Energy and PSE access to the international capital markets that they do not now have.  This access is achieved because of the Macquarie’s reputation in acquiring infrastructure assets, including utility companies, and operating them successfully.  Macquarie’s reputation has been built over a number of years and is a significant factor in its ability to successfully refinance existing investments and fund further acquisitions.  The loss of reputation by the Macquarie Group would be a major problem for them and all of their infrastructure investments because access to financial sources could become limited or more expensive.  
Q.
How would this impact PSE?

A.
Puget Energy’s and PSE’s ability to access the new acquisition-related debt facilities and/or refinance or raise new financing are critical factors in Puget Energy’s and PSE’s financial plans.  If the Macquarie Group’s reputation in the international financial markets were to be damaged, that could disrupt or halt PSE’s capital expenditure program.
  The Macquarie reputational risk to PSE is not a risk that PSE is subject to in the status quo.
Q.
How significant is Macquarie’s reputational risk to PSE?
A.
As Dr. Schmidt testifies, an institution’s reputation in financial markets is something that can be lost suddenly and for any number of reasons.  In my view, the Macquarie Group’s reputational risk to PSE from a change in the financial market’s perspective on the Macquarie Group within the next 5 years is significant.  
 Q.
Why do you have this view?

A.
I have this view for three reasons.


First, Macquarie Group is involved in approximately 116 similar infrastructure investments supported by $54.6 billion in equity and $69.4 billion in debt.  This level of involvement in infrastructure investments along with the continuing pursuit of further investments raises the probability that one or more of the investments will encounter problems in the next five years.  Such problems, assuming they are realized, will negatively impact the Macquarie Group’s reputation.



Second, the Macquarie Group recently underwent a corporate restructuring to allow its continued growth by separating the funding sources for the Macquarie Bank from the Macquarie Group Ltd.  This restructuring points to recognition on the part of Macquarie of limits to its access to funding that, given the level of investments in infrastructure assets I previously described, may have a negative impact on its reputation in the financial markets.


Third, as Dr. Schmidt testifies, changes in the energy markets may precipitate a paradigm shift in the fundamental economics underlying Macquarie’s infrastructure investment strategy.  Should such a paradigm shift be realized, it will negatively impact Macquarie’s reputation in financial markets because of their focus on infrastructure projects, many of which have major exposures to changes in energy markets that affect transportation or utilities.
C. Risks to PSE from PSE’S Dividends to Puget Energy and Puget Energy’s Equity Investments in PSE 
Q.
Why do PSE’s dividends to Puget Energy and Puget Energy’s equity investments in PSE result in financial risk to PSE?

A.
The structure of the transaction involves PSE paying dividends to Puget Energy that are effectively replaced by equity investments in PSE by Puget Energy.  This structure allows PSE to pay dividends out of earnings that, as Mr. Elgin testifies, are XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXX.  The ability of PSE to do this is dependent upon Puget Energy’s ability to make additional equity investments in PSE in order to maintain its leverage ratios on which its borrowings are dependent.
Q.
Why does this increase the financial risk to PSE compared to the status quo?
A.
It increases the financial risk to PSE because the proposed transaction and the financial plans for PSE and Puget Energy are dependent upon on Puget Energy’s access to debt to make such equity investments in PSE.  As I have testified previously, there is a very real risk that Puget Energy will have its access to such financing restricted or lost within the next 5 years.  If this happens, then the entire funding structure of transaction would most likely collapse to the detriment of PSE.

D. Goodwill Impairment Risks to PSE
Q.
What is the goodwill impairment risk to PSE? 
A.
The goodwill impairment risk to PSE results from the $1.362 billion in goodwill that Puget Energy will be reflecting in its financial statements as a result of the acquisition.  As Mr. Elgin has testified, the goodwill represents the premium over the value of the underlying assets that the Investor Consortium is paying Puget Energy’s shareholders in the acquisition.  This goodwill is included in the equity of Puget Holdings on which the debt and leverage ratios in Puget Energy’s borrowing agreements are based. 


From a financial statement point of view, the auditors to Puget Energy are required to assess the value of goodwill on a regular basis to determine if there has been any impairment to goodwill sufficient to require a write-down for financial reporting purposes.  T he risk to PSE versus the status quo is that, if the auditors were to require a write down in the value of the goodwill because they conclude that it has been impaired, Puget Energy could immediately be put in violation of its borrowing covenants.
Q.
Why is goodwill impairment a risk to PSE?
A.
A goodwill impairment charge to Puget Energy’s financial statements would immediately reduce the equity of Puget Energy.  Should such a charge be required by Puget Energy’s auditors, Puget Energy could immediately be put into violation of its borrowing covenants, thereby restricting or eliminating PSE’s ability to access 


capital from Puget Energy and  reducing PSE’s ability to fund its operations and capital expenditures.
Q.
How real is the financial risk of a goodwill impairment charge?
A.
I view the risk of a goodwill impairment charge to Puget Energy as being significant.  There are several reasons for my conclusion on this matter.


First, as Mr. Elgin testifies, Puget Energy retained Morgan Stanley to shop the Company before accepting the Investor Consortium offer and advised Puget Energy that no other offers were likely because of XXXXXXXXXXXXXXXX XXXXXXXXXXX.  The implication of this advice by Morgan Stanley is that the Investor Group may have XXXXXXXXXXXXX, thereby raising the risk of a goodwill impairment charge at some point.



Second, as Dr. Schmidt has testified, there is a risk that increases in energy prices could result in a paradigm shift in the use of energy by consumers.  Should such a shift take place and the energy demands at PSE were to downshift permanently, it increases the probability that the value of the goodwill at Puget Energy will be impaired.



Third, since the value of equity investments declines as interest rates rise, a general increase in the level of interest rates could cause impairment in the goodwill at Puget Energy.  This is true even if the Investor Consortium hedges Puget Energy’s underlying loans. 


Fourth, should any investor in Puget Holdings either seek to or be forced to sell their equity interest at a lower value than they paid initially, the equity value of 


Puget Energy could be viewed as impaired forcing an impairment charge to goodwill.


Fifth, if Puget Energy is required to implement fair value accounting, the likelihood of a write-down of the value of the goodwill increases.  
IV. 
POTENTIAL MITIGATING ACTIONS TO MINIMIZE 
THE FINANCIAL RISKS TO PSE
Q.
Did you consider any actions that the WUTC might take to mitigate the financial risks to PSE from the proposed acquisition?
A.
Yes.



First, the WUTC could require that the Investor Consortium commit to make further direct equity investments in Puget Holdings and Puget Energy in order to cure any financial problems that arise as a result of the financial risks that Dr. Schmidt and I have addressed or any others that might be realized.


Second, the WUTC could require that the funding commitments for the acquisition be increased to cover the full amounts indicated as needed in the financial plans of the Investor Consortium, thereby eliminating to some degree risks to both refinancing and new financing. 



Third, the WUTC could require that the term of the committed bank loans be extended from 5 years to 10 years, thereby mitigating the refinancing risk inherent in the transaction.


These suggestions could be integrated into a plan to mitigate the risks to PSE from the proposed acquisition.

Q.
Please describe the equity commitment alternative.

A.
In its strongest form, the structure of an equity commitment would need to be a legally binding agreement that would allow PSE to access equity directly from the equity commitment facility.
Q. 
Would an equity commitment by the Investor Consortium fully mitigate the financial risks to PSE from the proposed transaction?
A.
No.  Recent experience in financial markets for leveraged buyouts has demonstrated that investors will often refuse to honor such commitments for equity and debt, if financial circumstances and/or market conditions change between the initial commitment to a transaction and its closing.  In many circumstances, these events have taken place despite the apparently legally binding nature of the commitments and acquisition agreements.
Q.
Please describe the change to the bank borrowing agreements to cover the full funding requirements of Puget Energy and PSE.

A. 
The plans presented by the Investor Consortium contain projections of PSE’s capital requirements for the next 10 years, through 2018.  The financing plan, however, only covers the first 5 years of this period.  Therefore, the committed financing agreements related to the acquisition will need to be supplemented with additional borrowings and are assumed to be refinanced in 2013, at the end of 5 years. 


The need for new financing at the five-year point is in the middle of the 10 year business plan.  If the funding is not available for any of the reasons that Dr. Schmidt and I have discussed or any other risks that might be realized, PSE is at risk.  Consequently, to the extent that Macquarie and the Investor Group can arrange commitments for the full amount of the financing anticipated in the financial plans, the risks to PSE of having access to the full financing required in the plan are reduced.

Q.
Would such financing commitments fully mitigate the financial risks to PSE from the proposed transaction?
A.
No, while the change in amount of the funding commitments reduces the risks to access to capital to some degree, there can be no assurance that the financial institutions making such commitments will honor them in the event that the Macquarie Group has reputational problems in financial markets and/or Puget Holdings and/or PSE have problems of their own.
Q.
Please explain the concept of changing the maturity of the financing commitments from 5 years to 10 years.

A.
This change is straightforward.  The term of the financing commitments that have been arranged for the transaction could be extended from 5 to 10 years.  This change would reduce the refinancing risks that Puget Energy and PSE are subject to in the proposed financial plan of the Investor Consortium.
Q. 
Would a change in the maturity of the bank loans from 5 years to 10 years totally mitigate the financial risks to PSE in the proposed transaction?

A.
No, while the change in maturity reduces the refinancing risk to some degree, it merely delays the refinancing risk by 5 years, from 2013 to 2018.  Under the status quo, PSE would typically match the term of any new loan with the life of the facilities, and any new equity capital that Puget Energy would issue would be a permanent source of capital.
V.
CONCLUSIONS

Q.
Please state your conclusions.

A.
It is my opinion that the proposed acquisition of Puget Energy by Puget Holdings and the Investor Consortium raises the financial risks to PSE as I have explained in my testimony.  Although there are changes to the proposed structure of the acquisition that can reduce those risks to some extent, the risks cannot be fully mitigated.

Q.
Does that complete your testimony?

A. 
Yes.
� It is unlikely, however, that PSE would be locked out of the secured debt market if Macquarie were to lose access to financial markets.






