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Exhibit (HLH-1)


PUGET SOUND ENERGY, INC.

DIRECT TESTIMONY OF HOWARD L. HILLER 

Q.
Please state your name, business address, and occupation.

A.
My name is Howard L. Hiller.  I am a Managing Director in the Fixed Income Capital Markets Group of Salomon Smith Barney Inc. (“Salomon Smith Barney”).  My business address is 390 Greenwich Street, New York, New York 10013. 

Q.
What are your responsibilities in your current position?

A.
Since 1992, I have been broadly responsible for providing advice to Salomon Smith Barney's electric and gas utility clients on the design and execution of capital-raising and liability-management strategies, particularly pertaining to debt and preferred stock securities. 

Q.
What is your educational background?

A.
I graduated from Cornell University in 1974 with a B.A.. in Mathematics.  I received an M.S. and Ph.D. in Mathematics from MIT in 1977-78.  Between 1978 and 1986, I held a variety of research and teaching positions at Oxford, Yale, Göttingen and Columbia Universities.

Q.
Please summarize your professional experience.

A.
In 1986, I joined Citicorp Investment Bank as an Assistant Vice President in the Municipal Finance Group.  In July 1987, I joined Salomon Brothers and spent five years as a Vice President in the Financial Strategy Group.  During that time, I worked with utility and industrial clients on fundamental financial policy issues, including: capital structure, dividend policy, rating agency strategy and debt/liquidity management.  In 1992, I moved to Salomon Brothers’ Fixed Income Capital Markets Group, focusing on the coverage of our electric, gas and power industry clients from a fixed-income perspective.  

Q.
Have you or your firm provided investment banking services to Puget Sound Energy (“Puget” or “the Company”) during the last 12 months?

A.
Yes. On May 18, 2001, Salomon Smith Barney acted as a co-manager on a $200-million offering of Trust Originated Preferred Securities (TOPrS). On November 1, 2000, we acted as a joint lead-manager on a $260-million offering of 11-year medium-term notes.

Q.
Have you acted as a witness in any other utility proceedings?

A.
Yes.  In July 2000, I submitted direct testimony in Detroit Edison’s application for a financing order to issue Securitization Bonds under the Michigan utility restructuring legislation.  I have also participated in two similar filings for PECO Energy’s issuance of Transition Bonds in 1997. 

Q.
What is the purpose of your testimony?

A.
The purpose of my testimony is to describe how investors in the debt and equity capital markets view the power supply risks faced by Puget and other utilities around the country.  I will also describe the impact these risks have on the Company’s ability to raise capital on reasonable terms.  My testimony will describe how these risks, if left unchecked, could harm Puget’s financial integrity.  I will discuss why the Company’s proposal for a power cost tracker mechanism is an appropriate near-term approach for mitigating this risk. Finally, I will discuss whether interim relief as described in the testimony of William A. Gaines is necessary to enhance Puget’s ability to raise capital on reasonable terms during the Commission’s deliberations on the Company’s general rate case filing.

Q.
What are the conclusions that should be drawn from your testimony?

A.
All my conclusions reflect the higher exposure of Puget’s earnings and cash flow to power price volatility than the average utility because of:  (i) its dependence on purchased power; (ii) the increase in the volatility of western power prices reflecting poor hydro conditions, volatile natural gas prices and fundamental supply/demand conditions; (iii) the uncertain ongoing administrative structure of the western power markets as highlighted by the recently-imposed FERC price caps; and, (iv) its current lack of a power cost tracker mechanism.  There are four broad conclusions to my testimony. 

· First, the volatility of western power costs and Puget's exposure to these costs jeopardizes the Company’s ability to raise capital on reasonable terms.

·  Second, some form of power cost tracker mechanism is critical for Puget to maintain its financial integrity due  to the Company's exposure to these unpredictable costs. 

· Third, the interim relief sought by Puget will significantly increase the likelihood that the Company will be able meet its near-term financing needs on reasonable terms while the general rate case is being deliberated.

· Fourth, interim relief is particularly critical for Puget since without it, the Company may not even be able to issue secured (versus unsecured) debt under the terms of its mortgage indenture (see the Direct Testimony of Mr. Donald E. Gaines). In my opinion, Puget should continue to issue secured debt to meet its debt financing needs, particularly while its financial profile is under pressure.

BACKGROUND ON WHOLESALE POWER MARKETS AND POWER COST ADJUSTMENT MECHANISMS

Q.
Please describe the impact of recent wholesale power market volatility on investor perception of utility stocks and bonds.

A.
Competition in wholesale energy markets and industry restructuring has forced debt and equity investors to fundamentally reevaluate the overall risk profile of the electric industry – state-by-state and utility-by-utility. 


The energy crisis in California highlighted the challenges of introducing competition into markets where supply was not necessarily in balance with demand.  The mismatch between volatile market-driven power prices and frozen rate structures in that state caused rapid increases in its utilities’ unrecovered power costs – on both an accounting and cash basis.  Ultimately, these escalating costs precipitated financial distress and a bankruptcy filing at Pacific Gas & Electric. 


The Pacific Gas & Electric bankruptcy prompted many investors, particularly bond investors, to focus renewed attention on the ability of utilities around the country to recover power costs from customers.  This is confirmed in a recent report from Regulatory Research Associates: 

“The potential for volatility in wholesale electricity markets … has raised investors’ level of awareness and concern with regard to the ability of electric utilities to recover increased wholesale power costs and fuel expenses from customers … This pricing instability has raised the specter of unrecoverable wholesale power costs nationwide, and thus has piqued investor interest in the existence of purchased power and fuel cost recovery mechanisms.” 

RRA Special Report: “Recovery of Fuel and Wholesale Power Costs: Who Is At Risk and Who Is Not?” dated February 28, 2001.

Q. 
Describe the impact of wholesale power price volatility on the market for bank debt.

A. 
Bank lenders, like stock and bond investors, are concerned about the impact of power cost volatility on credit quality.  The availability of credit to the electric utility sector has been constrained, in part, by the experience of the California utilities and by other similar but less draconian situations around the country.  Banks may withhold credit from a utility if they believe it is unable to ultimately recover its fuel or purchased power costs from customers.

Q.
Are there specific features of the California power markets that led to, for example, the Pacific Gas & Electric bankruptcy filing?

A.
Yes.  First, legislators, regulators, utilities and informed “experts” wrongly believed that the new competitive framework would lead to systematically lower wholesale power prices.  This outlook ignored the fundamental supply-demand imbalance that has developed in California and has been intensifying in the western region.  Deregulating into “scarcity” is a recipe for higher prices. In addition, these core price pressures were exacerbated by other external shocks: below-normal hydro conditions in the Northwest, an unexpected spike in gas prices, and the legislated inability of California utilities to hedge power needs under the state’s restructuring plan.

Q.
How have gas local distribution companies (LDCs) coped with the volatility in natural gas prices?

A.
Almost all LDCs benefit from a framework to recover the cost of the gas commodity and pass those costs through to consumers.  In fact, Puget’s purchased gas adjustment (PGA) mechanism is an example of this approach. These structures are designed, in large part, to shield the LDC’s earnings from commodity price volatility.  In general, the gas cost adjustment mechanisms are viewed very positively by both equity and debt investors, as a vehicle for reducing the riskiness of earnings and cash flow within the LDC sector.  In addition, many LDCs also have regulatory weather normalization clauses which further offset the risks associated with severer-than-normal winter weather. 

Q.
What is the current status of fuel and purchased power cost recovery mechanisms for US electric utilities?

A.
The RRA report cited above contains a table summarizing which states (and the District of Columbia) have power cost recovery mechanisms as well as rate caps. According to RRA, only 16 states (including DC) lack power cost recovery mechanisms.  A number of these states – for example: Michigan, New Jersey and Pennsylvania – recently abandoned their power cost recovery mechanisms in the context of a legislative restructuring process that included a rate freeze, because the power cost recovery mechanisms were expected to be no longer needed.  In a restructured environment, utilities did not face exposure to energy cost risks, it was presumed.
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They also provide the following summary overview:

“Other utilities in ME, MA, NH, NY, RI, TX, have been authorized to implement new power cost recovery mechanisms that flow through wholesale price adjustments on a timely basis, and essentially leave the utility risk free with respect to wholesale power purchases. Yet, other companies, mostly those that continue to operate under traditional regulation, have maintained their traditional FACs (AL, CO, FL, GA, HI, ID, IL, IN, IA, KS, KY, LA, MN, MS, NC, ND, OK, SC, SD, TN, VA, WI, WY). Finally, there are a handful of states (MO, UT, VT, and WA) in which FACs are prohibited. Utilities operating in those jurisdictions have always been, and continue to be, at risk for fluctuations in fuel and purchased power costs between rate cases.”  (Emphasis added).

Q. Are utilities in any of the 16 states that lack power cost recovery mechanisms seeking to establish one?

A.
Yes.  Let me provide two recent examples. 


In Pennsylvania, the two Pennsylvania subsidiaries of GPU – Pennsylvania Electric and Metropolitan Edison – have just completed a settlement with the Pennsylvania Public Utility Commission and other parties that grants them deferral of supply costs for a five-year period.  The Pennsylvania utilities have been subject to a post-restructuring rate freeze as in California. As a consequence of higher energy prices (and the prior sale of the utilities’ generation assets), GPU’s Pennsylvania utilities posted a loss of $47 million related to energy supply in 2000 and have estimated a supply related pre-tax loss of $250 million in 2001 in the absence of any rate relief.


On April 18, 2001, the Nevada legislature passed and the Governor signed into law AB 369.  This bill essentially reversed an earlier deregulation plan, halted divestiture of company-owned power plants and, from the perspective of power cost recovery mechanisms frameworks, re-established deferred energy cost recovery for the utilities within the state.  This was a critical first step for the Nevada utility subsidiaries of Sierra Pacific Resources – Nevada Power and Sierra Pacific Power – to regain their financial footing. 
Q.
What do you believe is the appropriate role for power cost recovery mechanisms from a capital markets perspective?

A.
Both equity and debt investors abhor uncertainty.  Controlling risk is a fundamental part of their jobs as managers of securities portfolios. As a consequence, a power cost recovery mechanism is viewed positively by investors since it reduces risks, particularly in the context of increasingly uncertain power markets.  From a shareholder perspective, it increases the predictability of earnings and earnings, of course, are a key driver of share price valuation. Similarly, from a bondholder perspective, a power cost recovery mechanism reduces the variability of cash flow, a key driver of credit quality.

Q.
If so, why are utilities in states that lack a power cost recovery mechanism not all actively pursuing this alternative?

A.
The need for power cost recovery mechanisms as a risk mitigant depends on the utility’s reliance on purchased power, sensitivity to hydro and gas as key fuel sources, and the overall volatility of power prices in the region.  Utilities in states that lack power cost recovery mechanisms which are not seeking some form of power cost recovery mechanism typically have sufficient owned or controlled supply to cover their native load demand and do not face such hydro and gas uncertainty.  These utilities are, therefore, not excessively exposed to the volatility of fuel and power prices.

PUGET’S CURRENT CONDITION

Q.
Please describe, in your view, the risks presently faced by the Company and the potential market view of those risks.

A.
Puget has limited generation resources and, as a consequence, a significant exposure to wholesale power prices as described by the testimony of William A. Gaines.  Providers of capital have focused on these sources of cash flow variability because of the California crisis, the resulting bankruptcy filing of Pacific Gas & Electric, and similar financial challenges at GPU and Sierra Pacific Resources, that I mentioned briefly above.  The evaluation of a utility’s power supply risk has been a critical tool for many investors – in both the debt and equity markets. Clearly, utilities with limited internal supply resources are subjected to the greatest amount of investor scrutiny. 

Q.
Please describe the market’s view of Puget’s current ratings.

A.
The Company’s current credit ratings for secured long-term debt are Baa1 by Moody’s and A- by Standard and Poor’s (S&P).  The S&P rating, however, has a negative outlook status. According to S&P, “the negative outlook reflects the company’s challenge to improve consolidated credit-protection measures to a level commensurate for current ratings. If substantial near-term balance sheet improvement does not occur, ratings will be lowered.”  Because the Company’s key credit measures are weak in comparison to utilities with similarly-rated debt securities, the market expects that Puget will strengthen its balance sheet through equity issuance over the near term. 


In addition, S&P’s analytic methodology systematically adjusts all of Puget’s key credit statistics (leverage, coverage ratios, etc.) to reflect debt imputed from its purchased power obligations. 


Moody’s writes that the ratings reflect “high debt and somewhat weaker interest coverage ratios compared to similarly-rated peers.”

Q.
Are there specific examples where we can gauge how the debt markets have responded to utilities facing exposures similar to Puget’s?

A.
Yes.  On March 29, 2001, Avista Corp. issued $400 million of seven-year unsecured notes. The ratings of the notes (at the time of the offering) were Baa2/BBB.  Despite these investment-grade ratings, the coupon rate on the notes was 9.75% (yield: 9.875%), reflecting a spread of 492.5 basis points (bp) over the benchmark Treasury yield.  This spread is more reflective of a non-investment-grade rating and is over 3 percentage points (or 300 basis points) higher than the cost appropriate for a BBB rating at the time of issuance.

Q.
What are the implications of the Avista debt offering? 

A.
One clear implication is that the capital markets will not wait for the rating agencies to reassess their view of the credit quality of an issuer.  If the issuer’s debt ratings are subsequently lowered, it would confirm the market’s judgement, but the penalty the market imposes on issuance cost will not wait for that confirmation.  Market opinions change more quickly than ratings. 

Q.
Are there other relevant debt transactions? 

A.
Yes.  On May 22, 2001, Nevada Power, a utility subsidiary of Sierra Pacific Resources, issued $350 million of ten-year secured debt at a spread of 287.5 basis points (bp) over the corresponding benchmark Treasury yield.  The credit ratings of the secured notes were A2/BBB+.  The estimated generic spread for such an issue at the time was approximately +162.5 bp, so the premium that Nevada Power paid was about 1.25 percentage points.  In addition, Nevada Power’s prior debt offering on June 25, 1999 was unsecured, not secured.  In my opinion, Nevada Power selected this more investor-friendly structure in order to ensure the completion of the offering and lower its overall cost. 

Note that Nevada Power paid a penalty rate for its secured debt issuance even though a deferred energy cost recovery framework had just been signed into law by the Governor on April 18, 2001.  If legislation had not been completed, Nevada Power’s spread-to-Treasuries would likely have been closer to Avista’s, a further two percentage points of incremental cost.

Q.
What do you mean by a debt financing at a “reasonable” cost?

A.
The secured debt issues of investment-grade electric utilities trade within a well-defined range at any particular time.  There is sufficiently many liquid investment grade debt offerings quoted in the secondary market that one can use these reference points for making indicative estimates.  In fact, Salomon Smith Barney publishes every week indicative new issue levels for Ten-Year Utility Bonds.  I interpret “reasonable” to mean that the borrower’s new issue cost is comparable to these indicative new issue levels, say, within 25-50 bp. If the market charges a penalty premium that is more than 1% above indicative new issue levels, I would call that “unreasonable.”  As an example, on a $300-million ten-year notes offering, the additional annual interest expense would be more than $3 million.  On a present value basis, the economic cost would be approximately $21 million, assuming 20 semi-annual payments and a discount rate of 8%.

Q.
Describe the response of the capital markets to an unsecured debt offering from Puget versus the secured structure it typically uses?

A.
In my opinion, an unsecured debt issue would be significantly more challenging and expensive than a secured debt offering to complete.  There are two principal reasons.  First, investors typically have a strong preference for secured versus unsecured debt when the issuer is experiencing some form of financial distress. (For example, secured utility debt has always fared well in bankruptcy.)  Second, substantially all of Puget’s outstanding long-term debt issues are first mortgage bonds or are collateralized by first mortgage bonds. As a consequence, unsecured debt would be subordinated to Puget’s $2 billion of outstanding secured debt.  Fixed-income investors would require a significant premium to accept these risks or would decide not to invest at all.

Q.
Are there any other reasons why it would be difficult for Puget to issue unsecured debt?

A.
Yes.  The testimony of Mr. Donald Gaines indicates that Puget may be precluded from issuing secured debt if its coverage ratio falls below 2.0x, by the terms of its mortgage indenture.  In addition, it is stated that without adequate interim relief this might occur in 2002.  The combination of financial pressures/uncertainty with the lack of collateral protection would make it very difficult for the Company to raise capital on reasonable terms.

Q.
Could you describe the reaction of the equity market to Puget’s need for equity under a scenario of ongoing exposure to power prices?

A.
Based on the testimony of Mr. Donald E. Gaines, the share price of Puget Energy, Inc. (“Puget Energy”) is likely to come under pressure. Not only is Puget Energy forecasting that earnings for fiscal year 2001 will be lower than expected by the financial community, but due to ongoing uncertainty, it is difficult to predict whether these forecasts are even accurate.  This uncertainty is unacceptable to most equity investors unless the share price is significantly discounted.  As a consequence, a public offering of common stock would likely be priced at depressed levels from intrinsic or longer-term value.

Q.
Are there any recent market examples of such equity offerings?

A.
Sierra Pacific Resources, the utility holding company in Nevada, issued 20.5 million shares at a price of $15 per share on August 10, 2001.  The company’s book value per share, as of June 30, 2001, was $16.90 per share. Hence the new issue share price was 89% of book value.  As another western utility example, the share price of Avista Corporation closed at $17.30 on August 17, 2001, or approximately 106% of its second quarter-ending book value.  On the same date, the share price of Puget Energy closed at $24.29, or approximately 145% of its second-quarter book value.  The combination of lower earning expectations and the announcement of common stock offering would likely depress the share price of Puget Energy, driving it closer to its book value or an approximate 31% decline.

PUGET’S REQUEST FOR INTERIM RATE RELIEF

Q. Would Puget’s request for interim rate relief allow Puget to access the capital markets at a more reasonable cost than without?

A.
Yes, I believe so. The Commission’s approval of interim rate relief would send a strong signal to markets that the Commission is aware of the Company’s financial challenges and is willing to address them. Interim relief would not be interpreted as a leading indicator of the Commission’s position on the Company’s general rate case filing. It does, however, indicate that the Commission believes that it is in the public interest to ensure the Company’s access to capital while the filing proceeds.  Interim relief is critical for the Company, because Puget, in fact, has financing needs between now and the conclusion of the rate case in 2002. Without an affirmative tangible signal from the Commission, most investors will assume the worse and exact harsh terms for market access. 

Q.
Describe Puget’s market access without interim relief.

A.
As the recent Sierra Pacific Resources debt and equity issuances suggest, even with positive legislative/regulatory steps, markets will exhibit healthy skepticism. Without the impact of interim relief, market access for Puget over the next 12 months will likely be challenging and expensive for the Company and, ultimately, its ratepayers.

Q. Does this conclude your testimony?

A.
Yes.
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