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Storm Cost Recovery Bonds:  
An Update

Introduction
Utility companies are increasingly using 
securitization technology to recoup 
losses incurred as a result of natural 
disasters such as hurricanes. There are 
two different structures that have been 
successfully used for the issuance of 
such “storm recovery bonds.”

The first method or the “traditional 
securitization method” is the use 
of a special purpose entity (“SPE”), 
that is wholly owned by the utility, 
to issue the storm recovery bonds.

In the alternative, the storm 
recovery bonds are issued by a 
governmental entity or agency 
and the proceeds loaned to 

•

•

a legislatively created special 
borrowing entity (“special state 
entity”), which then contributes this 
amount to the utility.
In each case, the bonds are paid 
through dedicated charges to the 
utility’s customers. 

The use of either structure results in 
different accounting and regulatory 
treatment for the utility. In addition, 
differing tax consequences may 
arise, although the tax consequences 
are not discussed here. Finally, the 
choice of either structure gives rise 
to certain structuring and expense 
issues. The purpose of this article 
is to identify certain of the basic 
aspects and considerations in these 
two securitization structures being 
used to recoup storm recovery costs.

•

First, under the “traditional 
securitization method” where a 
subsidiary SPE is used, the storm 
recovery bonds will be treated 
as obligations of the utility and 
consolidated as the utility’s debt 
on its balance sheet. Alternatively, 
when a special state entity is used, 
the storm recovery bonds are 
categorized as the non-recourse 
debt of the special state entity and 
not the utility. In addition, the bond 
proceeds are provided to the utility 
by the special state entity as a non-
shareholder capital contribution 
from a non-affiliate. 

A second major difference in 
the treatment of the structures 
relates to the need for registration 
of the storm recovery bonds 
under the federal securities laws 

•

•
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and the exemptions available 
if the securities are not to be 
registered. The special state entity 
structure can avoid the need for 
registration and its bonds would 
trade freely upon issuance. In 
the traditional securitization 
structures, the securities must 
be registered or, if not, sold 
in reliance on exemptions 
which limit the offerees and 
which constrain resales 
without a separate exemption. 
Registration avoids limits on the 
free secondary marketing and 
resale of the securities, which 
can be beneficially reflected in 
pricing compared to Regulation 
D private placements and Rule 
144A offerings, but subjects 
the offering to potential timing 
delays arising from Securities and 
Exchange Commission (“SEC”) 
review. Special state entity issuers 
of storm recovery bonds have 
avoided these constraints through 
the availability of exemptions for 
state issuers.

An additional difference in the two 
structures for the utility is its tax 
treatment. However, these issues 
are not addressed in this article.

•

Structural Differences
In both structures, special 
legislation authorizes bonds to 
be issued after being specifically 
authorized by a financing order 
of the state’s public service 
commission. The legislation 
contains certain standard features, 
among others providing that 
the entitlement to payments to 
service the bonds from the utility’s 
ratepayers will be a present 
property right upon authorization in 
the financing order, addressing the 
state’s commitment to not interfere 
with the rights to such payments, 
addressing the creation of security 
interests in the property and 
contemplating that the financing 
order will establish a process to 
adjust, or “true-up,” the payments 
from the ratepayers as necessary to 
provide for timely payment on the 
bonds.

Under the “traditional securitization 
method,” the utility sets up a 
wholly owned bankruptcy remote 
SPE to which it sells its rights to 
the securitization property that is 
created under the financing order. 
This property usually consists of, 
among other things, the right to 
impose, collect and receive special 
charges payable by customers 
within the utility’s service territory in 

an amount sufficient to pay principal 
and interest and other required 
amounts and charges in connection 
with the storm recovery bonds. The 
SPE obtains the property right in the 
special charges, which it pledges to 
a trustee for the the bondholders. 
The utility acts as servicer to collect 
the special charges and remits 
these amounts either daily or 
weekly to an account maintained by 
the trustee, which amounts are then 
distributed on specified payment 
dates to the bondholders in 
satisfaction of interest and principal. 
Filings are made with the public 
service commission as necessary 
to obtain approval to “true-up” or 
adjust the charges to the customers 
as necessary so that the charges 
provide for planned debt service on 
a timely basis.

The “traditional securitization 
method” requires that state 
legislation characterize the sale 
of the securitization property by 
the utility as a “true sale” to help 
protect the bondholders against 
the bankruptcy risk of the utility 
servicer.

Under the special state entity 
structure, legislation authorizes, 
and the financing order creates, 
the securitization property as an 
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existing, present property right of 
the special state entity (rather than 
the utility) to charge the utility’s 
customers for debt service on the 
storm recovery bonds. The special 
state entity can then either sell the 
storm bonds itself or arrange for 
an existing state conduit issuer 
to do so. In the latter case the 
special state entity would then 
either (1) sell the securitization 
property to the state conduit issuer 
in exchange for the net proceeds 
of the issuance of the bonds or 
(2) borrow from the issuer the 
net proceeds from the issuance 
of the bonds and pledge such 
securitization property to the issuer. 
The proceeds of the storm recovery 
bond proceeds are provided by 
the special state entity as a non-
shareholder contribution to capital 
for the public good to the utility 
collecting the special charges. 

Commonalties
Both structures share certain 
features:

Legislation: state legislation 
is passed, which addresses 
the securitization of the storm 
recovery cost, provides for the 
creation of the securitization 
property and property rights, 
and provides certain structures 

•

supporting a financing order to 
be issued by the public service 
commission.

Irrevocability of financing order: 
after allowing for a certain period 
for appeals/challenges, the 
financing order is considered 
final and irrevocable, including 
the authorization for the special 
charges.

Pledge of the state: within the 
state legislation, both the state 
and the legislature each pledge 
and agree that until the storm 
recovery bonds have been paid 
and performed in full, the state 
and the legislature will not impair 
the value of the securitization 
property or, reduce, alter or 
impair the special charges that 
are imposed, collected and 
remitted for the benefit of the 
bondholders. In addition, the 
legislation provides that any 
issuer of any storm recovery 
bonds be permitted to include the 
pledge in the bonds and related 
documentation.

Non-bypassibility of the special 
charge: the state legislation and 
the financing order also provide 
that the special charges payable 
by the customers of the utility be 

•

•

•

non-bypassable, meaning they 
must be paid even if the utility is 
no longer the provider of such 
customer’s power.

True-up: the financing order also 
provides for a true-up mechanism 
by which at least annually (and 
more frequently to the extent 
necessary) the special charges 
are reviewed and adjusted to 
correct for any over collection or 
under collection to ensure that 
they will be sufficient to provide 
timely payment of the principal 
and interest on the storm recovery 
bonds.

Accounting Treatment
Under the traditional securitization 
method, the utility’s subsidiary 
receives the proceeds of the 
bonds as the issuer/borrower. 
The subsidiary can contribute 
the proceeds to its parent or 
loan the proceeds under terms 
that mirror the bond service. As 
a wholly owned subsidiary, the 
issuer’s debt is consolidated on the 
utility and any holding company’s 
books, while the right to obtain the 
charges to pay the debt from the 
utility’s customers is an offsetting 
regulatory asset. This treatment 
complicates reviewing the utility’s 
financial statements in several 

•
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ways. Revenues and interest 
charges are inflated for the charges 
associated with the debt, while the 
income impact of the transaction 
is washed out by the matching 
of customer payments with debt 
service. These amounts really need 
to be eliminated for a meaningful 
review of the utility’s operational 
results and have the potential to 
confuse investors.

This complexity is avoided by the 
special state conduit structure, 
because neither the debt nor the 
customer payments are imputed 
to the utility. In both cases, the 
obligation and assets are not 
reflected on the utility’s books, 
but on those of the unrelated 
legislatively created special state 
conduit. The non-shareholder 
contribution by which the utility 
receives an amount equal to the 
proceeds of the bonds does not 
create shareholder status for 
the conduit, but does of course 
increase the utility’s cash resources 
and improve its balance sheet. 

Registration 
The “traditional securitization 
method” must be registered in 
accordance with the Securities 
Act of 1933 or sold pursuant to an 
exemption with resulting limitations 

on resale. Registration has a 
number of costs, administrative 
burdens and potential delays. 
For the registered transaction, a 
registration statement must be 
prepared, with some associated 
costs, including registration fees. If 
the registration statement is chosen 
for review by the staff of the SEC, 
the transaction would generally be 
delayed for a period of one to two 
months. Other constraints would 
be imposed by the applicability of 
Regulation AB, which has certain 
substantive requirements and 
constraints for securitizations. In 
addition, registered transactions 
would be subject to the continuing 
reporting obligations of the 
Securities Exchange Act of 1934. 
The alternative to registration, a 
sale using the Rule 144A or other 
private placement exemption from 
registration can be equally costly 
and can result in additional interest 
costs because resales of such 
securities are limited for at least 
a certain period of time unless 
certain requirements are met and 
investors generally prefer freely 
transferable securities. The private 
placement alternative or Rule 
144A alternative would avoid the 
delay of registration, but resales 
of the bonds are restricted under 
this alternative for a period. This 

can result in increased interest 
requirements from investors.

In contrast, bonds issued by a 
special state conduit can be exempt 
from registration under Section 
3(a)(2) of the Securities Act of 1933 
without limitations as to offerees or 
on resale. This exemption, generally 
available to state and municipal 
issuers, would apply because 
the special state entity would be 
a public instrumentality of the 
applicable state and, as required 
by SEC rules and interpretations, 
the storm recovery bonds would 
be issued for a “public purpose.” 
This would also mean that the 
offering documentation would not 
have to comply with Regulation 
AB, avoiding certain attendant 
costs, and would also avoid the 
necessity to register for ongoing 
reporting obligations under the 
Securities Exchange Act of 1934. 
Under this structure, however, 
the utility, as servicer, would be 
required, pursuant to Rule 15c2-12 
of the Securities Exchange Act of 
1934, to provide to each nationally 
recognized municipal securities 
information repository or the 
Municipal Securities Rulemaking 
Board certain reports, certificates 
and notices. These requirements 
are not onerous and involve some 
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non-audited financial statement 
availability.

Opinion Comparison
Opinions differ significantly 
depending on whether the 
“traditional securitization structure” 
or the special state conduit 
structure is chosen:

True Sale
Under the “traditional 
securitization” structure, the 
utility must sell its rights in the 
special charges, the securitization 
property, to the SPE. This requires 
a true sale opinion from the utility’s 
counsel. True sale opinions in utility 
storm recovery securitizations are 
not as difficult to provide as in 
other asset-backed securitizations. 
The legislation itself provides that, 
if the documents governing the 
transaction expressly state that 
the transaction is a sale, it is to be 
considered a “true sale,” and not a 
pledge of secured assets, despite 
the retention by the seller (i.e., 
the utility) of a partial or residual 
interest in the securitization 
property or any recourse the 
purchaser (i.e., the SPE) might 
have against the seller. However, if 
a special borrowing conduit is used 
to issue the bonds, then the rights 
to the securitization property are 

created directly in the special state 
conduit and no true sale opinion is 
required. 

Substantive Non-consolidation
Under the “traditional securitization 
structure,” since the issuer is an 
SPE, wholly owned by the utility, 
counsel to the SPE would have 
to provide a substantive non-
consolidation opinion, in essence 
stating that: (1) a United States 
court in connection with any 
bankruptcy proceedings instituted 
by or on behalf or against the utility, 
would not order the substantive 
consolidation of the utility with 
the SPE and (2) if the utility were 
to become a debtor under the 
bankruptcy code, the securitization 
property (including the collections 
thereon) would not be property of 
the estate of the utility and that 
provisions of the bankruptcy code 
would not apply to prevent the 
utility in its capacity as servicer 
from paying those collections to 
the SPE. This is a cumbersome and 
complicated opinion for counsel to 
provide as state legislation doesn’t 
address this point and counsel 
has to ensure that all appropriate 
documentation (including the 
formation documents of the SPE) 
are commensurate with providing 
such an opinion. If a special state 

conduit is used, independent of 
the utility, there is no question 
of a bankruptcy court ordering 
substantive consolidation of the 
assets of the special state conduit 
and the utility.

Mortgage Opinion
In the “traditional securitization 
model” the securitization property 
rights are created in the utility, 
which then sells them to the SPE. 
Thus, counsel to the utility would 
also have to provide an opinion that 
such securitization property is not 
subject to the lien of the utility’s first 
mortgage. If a special borrowing 
conduit is used this is a non-issue, 
as the securitization property rights 
are created directly in the special 
conduit, and thus no mortgage 
opinion is required with the special 
state conduit structure.

Bankruptcy Opinions
When a utility uses a wholly owned 
SPE to issue the storm recovery 
bonds, the following bankruptcy 
opinions would be required:

A court in determining the 
SPE’s authority to commence a 
voluntary bankruptcy case would 
hold that compliance with certain 
bankruptcy protection provisions 
of its formational documents is 

•
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necessary in order to commence 
a voluntary case;

That the bankruptcy or dissolution 
of the utility would not, by itself, 
cause the SPE to be dissolved or 
its affairs to be wound up;

That a judgment creditor of the 
utility may not satisfy its claims 
against the utility by asserting 
these claims directly against the 
assets of the SPE; and

That the SPE is a separate 
legal entity and the existence 
of the SPE as a separate legal 
entity would continue until the 
cancellation of its formation 
documents.

When using a special state entity, 
the following bankruptcy opinions 
would be required:

An opinion that the issuer, if such 
issuer itself were not the special 
state entity but rather a public 
instrumentality authorized to 
issue the storm recovery bonds, 
is not authorized to commence a 
voluntary bankruptcy proceeding 
under the bankruptcy code and 
a creditor or interested party 
of the issuer is not authorized 
to commence an involuntary 

•

•

•

•

bankruptcy proceeding against 
the issuer under the bankruptcy 
code; and

An opinion that the special state 
entity, which is borrowing the 
storm recovery bond proceeds 
from the issuer and making 
the non-shareholder capital 
contribution to the utility, is 
not authorized to commence a 
voluntary bankruptcy proceeding 
under the bankruptcy code and 
that a creditor or interested party 
of the issuer is not authorized 
to commence an involuntary 
bankruptcy proceeding against 
the issuer under the bankruptcy 
code.

Perfection Opinions
Both structures require perfection 
opinions, i.e., in the traditional 
securitization structure that the 
trustee has a perfected interest 
in the securitization property and 
when using a special borrowing 
entity that: (a) the issuer has 
a perfected interest in the 
securitization property pledged 
by the special borrowing entity 
in which the property is created 
and (b) that the trustee then 
has a perfected interest in the 
securitization property on-pledged 
by the issuer.

•

The type of perfection opinion 
required will depend on the 
legislation that creates the property 
interest. Either UCC opinions will be 
required or perhaps the statute may 
bypass the UCC and contain its 
own requirements for perfection. 

Some Practical Issues for  
the Special State Entity
The special state entity structure 
combines two different financing 
conventions, those of securitization 
and municipal finance. A transaction 
which follows the special state 
entity structure must accommodate 
sometimes conflicting conventions 
arising from these differing 
constructs.

In the special state entity structure, 
the bonds are issued by a state-
created conduit, which could be the 
special state entity, or an existing 
municipality or state conduit. If the 
issuer is the special state entity 
the legislation creating it may do 
so for the single transaction or for 
multiple transactions. Municipal 
finance issuers of this type and their 
counsel typically assiduously limit 
their role and their counsel’s role to 
the issuance of the non-recourse 
debt and seek to avoid ongoing 
covenants, representations, 
warranties and opinions in order to 
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avoid liability issues and expense 
issues for their transactions. By 
contrast, securitization structures 
include (from rating agencies and 
market participants) voluminous 
requirements for covenants, 
representations and warranties 
and opinions from the issuer. With 
respect to the special state entity 
structure, this risk allocation and 
expense issue can be addressed 
by parsing the issuer’s and its 
counsel’s typical requirements 
among the conduit issuer, the 
special state entity and the utility. 
This may be challenging because 
the special state entity may wish 
to avail itself of the municipal 
issuer’s conventions, since it too is 
a governmental entity, and second, 
the utility, the real repository of 
responsibility and the beneficiary 
of the transaction, will want to 
limit its role and its counsel’s 
role so as to not jeopardize its 
accounting treatment and possibly 
its tax treatment. Skill is required in 
meeting all parties’ as well as the 
rating agencies’ and the market’s 
expectations in these regards.

Developments in Recent 
Utility Equity Offerings

Recent market conditions have led 
issuers and their investment banks 

to consider alternative methods 
of raising equity capital. Two such 
methods, the “wall-cross” and 
the at-the-market offering, are 
discussed below.

“Wall-Cross” Deals
In order to execute an equity deal 
quickly and avoid market instability, 
more issuers are participating in 
“wall-cross” equity deals. For a 
wall-cross process, the investment 
banks identify targeted investors 
prior to publicly launching an 
equity transaction. These targeted 
investors are provided the issuer’s 
sector (without identifying the 
name of the issuer), as well as 
some general information regarding 
the nature of the offering. If 
the investment firm wishes to 
participate in the offering, the firm 
is required to enter into a non-
disclosure agreement. Thereafter, 
the name of the issuer is disclosed. 
The investment banks use the 
discussions with the wall-cross 
investors to gauge interest in the 
proposed transaction. If there is 
sufficient interest, the transaction 
is publicly launched and further 
marketing is done by the banks to 
increase the size of the transaction.

At-the-Market Offering Programs/
Dribble Programs
Another alternative to the traditional 
public equity offering is the at-the-
market offering program (or “ATM”), 
also known as an “equity shelf 
program” or an equity “dribble-
out program.” Versions of these 
programs have been available for 
years, but recently their use and 
attractiveness have increased 
significantly.

With an ATM, an exchange-listed 
company can incrementally sell 
newly issued registered shares 
into the trading market. Shares are 
sold by a placement agent from 
time to time at prevailing market 
prices. This is unlike a traditional 
underwritten offering, wherein a 
fixed number of shares is sold at a 
fixed price all at one time.

An “equity distribution agreement” 
or “sales agency financing 
agreement” is entered into between 
the issuer and a placement agent 
at the outset of the program. A 
prospectus supplement is filed with 
the SEC describing the ATM offering 
program, including the maximum 
number of shares to be sold, the 
name of the designated placement 
agent and the plan of distribution.
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Once the program is in place, the 
issuer may send sales orders to 
the placement agent based on 
volume or other relevant trading 
information. The placement agent 
may also bring to the issuer’s 
attention particular instances of 
demand in the market. The timing, 
frequency and terms of the sales 
orders are completely within the 
issuer’s discretion. The issuer may 
set minimum required pricing and 
volume limitations and may revoke 
orders prior to execution.

Because ATM programs can last 
several years and the issuer and 
placement agent have liability 
on each sale, there is a need to 
establish a due diligence defense 

for each sale. During the effective 
period of the ATM, the placement 
agent will require periodic due 
diligence updates, including 
business updates, documentary 
updates, and the delivery of bring-
down legal opinions and comfort 
letters. A due diligence protocol 
is agreed to by the issuer and the 
placement agent prior to launch of 
the program.

There are several benefits of these 
programs for an issuer. An issuer 
can raise equity opportunistically, 
as and when needed. An issuer 
can also use an ATM to mitigate 
volatility, selling more during 
periods of stock price strength 
and/or high volume. An ATM 

program is also less likely to have 
as significant a downward impact 
on stock price as the case with a 
large public offering that all comes 
to market at one time. Additionally, 
nothing precludes the issuer from 
conducting other sales of equity 
securities during the life of the ATM 
offering program. However, before 
putting in place an ATM, a company 
is well-advised to first consider the 
ongoing maintenance case of an 
ATM, including legal and accounting 
fees. Another consideration is the 
amount of time that the issuer’s 
personnel must spend maintaining 
the program over a period of 
several years.
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