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PNM Resources and UNS Energy: 

San juan Plant Generating Some Closure 

'--''"·"-""-·'"'·""···c·'-'""'····'''"'"··'·'l-'''"o·'--"''····'··'·"''-'''''"''''-"'' (PNM: Baa3, positive) cmd -~--'"'''''''·-"'~""-"'·"-'" 
..• ,,.,1 _ _.,". ""'y·''"·*'"'-'--'-J.. (TEP: Baa2, stable) are wdl positioned ro recover any costs and 

investments associated with retiring Units 2 and 3 of the San Juan Generating Station 
(SJGS) and ro replace the lost capacity associated with the revised State Implemenration 
Plan (SIP) ruling. We think the total cost related to the SJGS environmental 
compliance, which includes replacing the retired capacity, could reach dose to $600 
million. 

" The current proposed SIP related to the SJCS environmental compliance agreed upon 

" 

by the State of New Mexico, the US Environmental Protection Agency (EPA) and 
PNM, although less cosrly than the original plan, is credit neutral to PNM and TEP, as 
we believe the utilities will be able to recover their incurred costs related to the plan in a 
timely manner. 

An ability to recover and earn a return on these investments in a timely manner is 
important for both utilities to maintain their financial metrics at current levels as the 
regulatory environments in New Mexico and Arizona have been exhibiting increased 
supportiveness. 

» That said, if recovery is less timely, leading to liquidity issues or an increased risk of 
stranded investment, their credit profiles may suffer. ivforeover, should additional 
liquidity or dme constraints arise from material changes to the proposed SIP, rhere 
could be an impact on safety and reliability as well as operating performance, which 
would be credit negative. As operaror and largest owner, PNiv1 is more exposed because 
PNM has rhe most generation capacity at risk. 

» In 1 ')99, the EPA implemented the Regional Haze Rule in an effort to improve visibility 
impairment (regional haze) in national parks and wilderness areas. As a result, coal 
power plants. such as the San Juan Generating Station, were tJrgeted as contributing to 

impairment of visibility. As such, utilities have to comply with the new laws and work 
wirh stares and federal agencies to devise pb.ns ro reduce visibiliry impacts. 



:•:::; 

The San Juan Generating Sotion (SJGS) is a coal-tired power plant near Emningron, Nlv1. PNM is 
the operaror of the plant and owns approximately 46% of rhe aggregate power capacity from the plant. 
However, an ,,dditional eight electric utilities, co-operatives, municipalities and po\ver agencies also 
have an ownership stake in the pianr (see Figure 1 ). SJGS is an important source of power generation 
for PNM as well as the orher eight owners. In operation since 1 97.'3, SJGS contains 4 boilers (Units 1 
-- 4) and generates about 1,700 M\X7 ofiow cost electricity serving New Mexico, Arizona, Utah and 
Calif(Hnia. The plant burns thermal coal from the BHP Bill iron S,m Juan underground mine. 

F\GURE 1 

San juan Generating Station Current Ownership 

{,• 

PNM Resources 50.0% 170 

Tucson Electric Power 50.0% 170 

Unit 1 Total 100.0% 340 

2 PNM Resources 50.0% 170 

Tucson Electric Power 50.0% 170 

Unit 2 Total 100.0% 340 

3 P N M Resources 50.0% 248 

Southern California Public Power Authority 41.7% 207 

Tri-State Generation and Transmission Association 8.3% 41 
----------- -------------------- ----- -----~---

Unit 3 Total 100.0% 496 

4 PNM Resources 38.5% 195 

M-5-R Public Power Agency, CA 28.8% 146 

City of Anaheim, CA 100% 51 

City of Farmington, NM 85% 43 

Los Alamos County, NM 7.2% 37 

Utah Associated Municipal Power Systems 7.0% 35 

Unit 4 Total 100.0% 507 

Total Units 1 - 4 1,683 

Source Company Filings 

In 1999, the EPA implemented the Regional Haze Rule, under rhe Clean Air Acr, in an effort to 

improve visibility impairment or regional haze in 156 federal areas including national parks and 
wilderness areas. As a result, coal power plants, such as SJGS, were identif-Ied as contributing ro 
impairment ofYisibility. As such, uriliries have to comply with the new laws and vvork with states and 
federal agencies to devise implementation plans to limit air pollutant emissions known to cause 
visibility degradation. 



Implementation plans developed by states must include ent(Jrceable measures and strategies tor 
reducing visibility-impairing pollution and idemiFj facilities that will require the installation of best 
andable retrofit technology (BART) cot:rrols. 

In 2005. the EPA issued a second ruiemaking and published guidelines for states to determine BART 
requirements f()r tacilities built benveen 1962 and 1977 that have the potential to emit more rhan 250 
tons per year of visibility impairing pollution. If it was determined that these emissions could 
reasonably be anticipated to cause or contribute to visibility impairment in any of the 156 protected 
f-ederal areas. then BART must be installed hy 2018. SJGS feli under these requiremems. 

Furthermore, as part of a lawsuit settlement in 2005, PNM agreed to several major environmental 
improYemenrs at SJGS which were implemented over a four year period completed in 2009 t(Jr a total 
cosr of approximately $320 million. PN!vf has been recovering these costs and earning a return on rhe 
investments through its current rates. The plant upgrades reduced emissions of tour main air 
pollutants including nitrogen oxide. sulfur dioxide, particulate matter and mercury. As a result, the 
mercury removal rate at the plant is abom 99. 9%. 

In June 2011, the state of New Mexico submitted its implementation plan to imrall selective non
caulytic reduction technology (SNCR\ at SJCS to reduce nitrogen oxide emissions. However, in 
1\ugust 2011, the EPA filed its Federal Implememation Plan (FIP), which required the installation of 
selective catalytic reduction technology (SCR) on all t(mr units at SJGS by September 21, 20 l (J. 

After several months of lirig3tion cmd numerous discussions amongst PNM, rhe New Mexico 
Environmental Department (NMED), the EPA and other parties, a revised draft SIP emerged. 

On February 15, 2013, PNM, NMED ,md the EPA outlined terms of a new non-binding agreement 
on a revised plan that would allow SJGS ro meet the BART standards and comply with federal 
visibility rules. In general, we viev,: the revised settlement as credit positive, as it removes a potentially 
large Lmcertainty and is evidence of a more collaborative settlement hamework in NM. 

The agreement would result in the retirement of the San Juan Units 2 and 3 by the end of 2017 and 
the installation of Sl\;CRs technology on Units l and 4 by the later of January 31, 2016 or 15 months 
after EPA approval of rhe New Mexico revised SIP, which is expected by the end of 2014. In addition, 
PN M would also build a natural gas-tired peaking generating plant at the San Ju,m site to partially 
replace the capacity lost from rhe retired coal units. 

Additionally, due to the expected retirement of Units 2 and 3, a re-·balancing in the ownership of the 
remaining l:nits l and 4 could result if agreed upon by the existing owners, which would include 
PNM obtaining additional ownership and generating capacity in Unit 4. PNIVI has stared that they are 
interested in adding 78M\V' of existing capacity from Unit 4 ro its ownership, which would increase 
PN1Yfs ownership of Unit 4 to 5.).8%J. PNM's combined ownership of the remaining Units 1 and 4 
would increase to an aggregate of 52%. 



Under the revised plan, the estimated costs ro instali SNCR technology and the additional equipment 
to comply with air quality sramlards on San Juan's Units l and 4 is .tpproximately $120 rniilion, 
which is considerably less costly than the approximately S900 million estimated rota! cost associated 
with the EPA's original FIP is,ued in August 2011. Thus, the local, collaborative settlement reduces 
the total expected cost of a Federally mandated FIP by more than $700 million. 

As a result of the expected re-balancing in ownership of the remaining Units 1 and 4, PNM's share of 
the estimated costs would be approximately $63 million based on irs proje([ed combined ownership of 
52fVo. TEP's estimated ailocated cost to install the SNCR technology associated with TEP's '50°0 
owner5hip of Unit 1 is approximately $25 million. 

The revised plan is a departure from the more expensive previously issued fiP by the EPA in Augu't 
2011, which required the installation of SCR technology on all t(mr uni rs of the Sanjuan station bv 
September 2016. See figure 2 for the differences in estimated tmal capital expenditures under each 
proposed plan. 

~!GlJRE 2 

CapEx Requirement Under Proposed Plans 

PNM $379- $419 1 

TEP $180- $200 

l- Pt'-lH 46~_.-:, sha"e of estirr,atrd CCJS.~ range (A $824- $910 m:aicn 

2 - Hoody'; estimate 

Source: Comp:my Filings 

$63 $281 $344 

$25 $200 2 $225 

The revised SlP calls for the retirement of Units 2 and 3, which accounts for a combined 836 J\1\V of 
generating capacity that needs to be replaced. As 50% mvner of Units 2 and 3. PNJ\-1 needs to replace 
418 MW, while TEP needs to replace the 170MW associated with its 50% ownership of Cnit 2. 

··'··'·'-''·'·'·':".~'··'+ (Aa3, stable) needs to replace the 207 iv1W of 
generating capacity related to its 41.7'!1(J ownership oft..: nit 3, while c'•··''-·''·"''"·"-·.:c'"-'·'·''·'·"-'·'·''·''···"''·'·'·' 
L'.''"-'''''!'"'·"'·!:LcLo:".'C1·~'-~!0,'·''1.''·~ (Baal, stable) ;vill need to find a substitute source for the 41 1\-f\V of power 
associated with its 8.2'!/,J ownership stake of Unit 3. 

P;\M indicated it intends to replace 340 MW of its tonl418 M\Xi generating capacity being retired 
through the acquisition and/or construction of gas-fired capacity as well as the potential for nuclear 
capacity from P~M's ownership of the Palo Verde ~uclear Generating Stadon (PVNGS). \'i?ith 
respect to the remaining 78 M\X! of capacity needed to be replenished, PNM expects to obtain the 
additional megawatts from another partial owner of San Juan's Unit 4 through an anticipated agreed 
upon re-allocation of owner5hip. The majoritv of the replacement power ( 150-200 ,'\1\Xt) will come 
from a natural gas-fired peaking generation plant located at the San Juan station as well as a 40 ,'\1\V 

gas-fired peaking plant. PNM estimates the cost of building and acquiring the gas generated power 
would approximate $281 million. PNM is also looking at the possibility of adding its l0.2')b 

ownership share of the Palo Verde Unit 3 nuclear generating capacity (134 M\Xt') into rate base to 

supplement the loss of the retired coal capacity. The ability to bring PVNGS into rate base would be a 



credit po~irive as it t'nhances their ability to recover costs and earn a rerum on rhe nuclear plant 
particularly considering the current low whole.sale power prices. 

Although PNM's current fuel mix capacity is reasonably diversitled (see Figure 3), the utility's 
generation of electricity in 2012 was more heavily weighted towards its coal Hred generadon 
considering 56% of its l 0.947 G\X'h was sourced from coal (see figure 1.). \Ve believe rhe additional 
gas-fired capacity provides P~M a larger opportunity to furrher diversifY its fuel generation mix as well 
as reduce its carbon footprint. Assuming the additional natural gas-fired generation replacement power 
is installed, P~M's generation capacity would be funher diversiHed (see Figure 4). However, increased 
proportion of natural gas capacity would increase the utility's exposure to natural gas commodity 
prices. 

F!GURE 3 

PNM's 2012 Generation Capacity 

Rer,ewab~es 

Nudear 
16% 

Source. Comparrv FiFn0s 

fiGURE 4 

PNM's Estimated Generation Capacity 
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PNM's 2012 Energy Generation- 10,947 GWh 

Renewabtes 

30% 

Source: Com anv Fi{mas 

'F:o.J~!'!f'.JrgJ: .. ~"'Pif>9·nitJJ~n (UNS: Baa3, stable), parent ofTEP, conrinues to evaluate its opportunities 
to replace the 170 M\V of generation associated with TEP's 50'+'o ownership share of Unit 2, which 

will be retired as parr of rhe revised SIP. U~S Energy issued a request for proposal to better 
understand the price points around acquiring or building gas-fired gener:ltion plants and will compare 
those costs with long-term potential power purchase agreements. For 2012, TEP's generation capacity 
was 6Jf!'i1 coal-tired and 29% gas-fired with the remaining 8% a combination of sources including mlar 

power (see Figure 6). Assuming the 170 M'X1 of coal capacity thJt is being retired through the Cnit 2 
shut-down is replaced by gas-fired generation, we view a reduction ofTEP's high reliance on coal, 
despite it being a low cost fuel would increase the utility's fuel diversification and be viewed as a credit 
positive (see Figure 7). 

FIG~RE 6 

TEP's 2012 Generation Capacity 
Other 

63% 

)(;urce Con1Ddn Fr!inas 



FICUR!:7 

TEP's Estimated Generation Capacity 

8% 

Coal 
56% 

We think PNM and TEP are well positioned to recover the costs of environmemal compliance 
associated with the revised SJP through regulated rates. Hmvever, in rhe event rhar recovery is less 
timely, leading ro a stre>s on liquidity or <ln increased risk of stranded inve~tment, credit profiles may 
surfer, absent some form of mitigating action. 

;\!though the revised plan calls for a reduced level of invested capital compared to the original August 
2011 plan, PNM's c1pital expenditure budget (see Figure 8) would increase by approximately $344 
million through 2017. [n addition, reduced spending levels associ<tted with the revised SIP will likely 
coincide with a lower potential rate impact on rate payers. 

We expect P0JM to make filings with the New Mexico Public Regulation Commission (NMPRC) iu 
December 2013 for recovery of investment related to rhe abandonment of Units 2 and 3 as well as 
investments associated with the identified replacement resources and other remaining costs related to 

rhe BART c:ompliance. Although rhe filings are intended to identifY the methods of cost recovery and 
return on investment, we do not expect the ~J\1PRC to decide the actual rate impact on customers 
until P~M's next general rate case which we anticipate in the 2015 to 2016 timeframe. 

At March .31, 2013, PNM's net book value ofUnirs 2 and 3 was approximately $290 million. P~M's 
ability to recover and earn a return on these stranded inve~tments as well a; the costs incurred to retire 
the two tmirs, in a timely manner, is important in maintaining its financial merrics at current levels. 



f1CURE 8 

PNM's Projected CapEx 
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The impact on TEP is less significant compared to that of Pi'\M based on TEP's estimated cost of $25 
million. ~or included in TEP's five-year capital expenditure rorecast (see Figure 9) is the estimated 
cost to replace the 170 MW of generation TEP is losing upon the closure of Unit 2. As previously 
menrioned, lJ0;S Energy is contemplating several alternatives to identify the rephcement power 
needed. IfTEP elected to build a gas-H red generation plant to replace the total 170 1vf'X1 of generating 
capacity, we estimate the cost to be about S200 million. 

As of Jv1arch 31, 2013, the book value of Unit 2 was approximately $115 million and we expect TEP 
would request approval from the Arizona Corporation Commission (ACC) to recover from its nte 
payers all costs associated with the retirement of this unit including stranded costs as well as any 
additional costs associated with replacing the lost power generation. Furthermore, TEP' s recenrly 
approved June 2015 rate case includes a rider r()r environmental compliance spending, which would 
allow TEP ro recover a portion of its environmental spend up to a certain limit. Moody's views 
environmental riders as credit supportive since rhey reduce regulatorv lag in recovering mandated 
capital expenditures. 

>>CURE 9 

TEP Projected CapEx 
Core \oi:Opnonal Lease Purchase !m:Proposed SIP 
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On April l, 2013, P:'<M filed a BART analysis with rhc state of New Mexico, and the NMED 
submitted a draft revised implementation plan to che New Mexico Environmental Improvement 
Board 1Nlv1EIB) for approval, which is projected w be in Q4 2013. lf the NMEIB approves the plan. 
the ~lvf Governor, on behalf of the State of New ""1exico, will submit the revised implementation plan 
to the EPA, which \Yilllikely take about a year to review. While the EPA is reviewing the 
implementation plan, PNM would apply for regubrory <1pproval from the NMPRC to retire Units 2 
and .3 and obtain certificates of convenience and neces'lity (CCNs) for a portion of the proposed 
replacement resources that are needed. The timing of the regulatorv tiling will likely be in late 2013 ro 
early 2014, which will take about a year ro resolve. As such, the installation of the SN CR> on Units 1 
and 4 is not expected to begin until Q I 2015 with the final retirement of Units 2 and 5 on Decembtr 
51, 2017. See Figure l 0 for a depiction of the SJGS revised SIP rimeline. 

Upon signing of the non-binding agreement in February 2015, the EPA stated that if the timeline 
does not proceed as planned due to factors not controlled by PNM and the ~MED, then the EPA will 
work with P~M and the srate to identify a reasonable aitern<nive plan and time schedule to comply 
with appropriate standards. 

One of the hurdles that needs to be cleared involves the pending litigation residing at the US 10'" 
Circuit Court of Appeals, vvhere PN ;'\fs request to delay the installation of SCRs as recommended 
under the EPA's August 2011 FIP was denied. The 1 Orl' Circuit referred the litigation ro the 1 0'" 
Circuit M"ediation Oftlce, which is asking all parties to continue to discuss the matter and inf(Jrmally 
resolve issues around the pending appeals. lr is expected that if the revised SIP is approved and 
continues towards implementation that rhe l O'h Circuit remediation would likely be resolved. 

Any changes ro the proposed SlP that could cause additional liquidity or time constraints on the 
urilitie~ potentially impacting safety and reliability or otherwise impacting operating perf;-mnance 
vvould be credit negative. 



fiGU1<E 10 

SJGS State Implementation Plan Timeline 

Q22013 Q42013 Q4 2014 Q1 2015 Q12016 Dec. 31, 2017 

Source. Comoan Filmns 



Public Service Company of New Mexico 
L T Issuer Rating: Baa3 Outlook: Posit1ve 

Revenue 968 1,017 1,057 1,092 1,100 

EBITDA 232 316 350 387 381 

Net Property Plant & Equipment 2,808 3,002 3,146 3,158 3,164 

Total Assets 3,937 4,131 4,341 4,360 4,351 

Total Debt 1,527 1.702 1,689 1,594 1,662 

Total Equity 1,156 1,135 1,224 1,263 1,279 

Cash From Operations 156 237 305 381 261 

Capital Expenditures 265 237 267 208 186 

Dividends 300 29 48 35 35 

CFO pre-W /C + Interest I Interest 4.2x 4.5x 5.0x 4.6x 4.4x 

CFO pre-W/C I Debt 19.7% 17.9% 21.5% 21.2% 19.5% 

CFO pre·W/C- Dividends I Debt 0.0% 16.2% 18.7% 19.0% 17.4% 

Debt I Caprtalization 48.7% 50.5% 48.3% 45.4% 46.1% 

Tucson Electric Power 
L T Issuer Rating: Baa2 Outlook: Stable 

Revenue 1,099 1,125 1,156 1,162 1,185 

EB!TDA 388 393 374 351 355 

Net Property Plant & Equipment 2,267 2,416 2,664 2,764 2,785 

Total Assets 2,825 3,014 3,262 3,466 3,405 

Total Debt 1,431 1,488 1,572 1,581 1,524 

Total Equity 643 710 825 861 863 

Cash From Operations 283 316 279 268 306 

Capital Expenditures 233 278 352 253 248 

Dividends 60 60 0 30 30 

CFO pre-W /C + interest /Interest 4.7x 4.2x 40x 4.4x 4 9x 

CFO pre-W/C I Debt 20.5% 17.8% 17.1% 19.5% 22.4'Yo 

CFO pre-W IC- Dividends I Debt 16.3% 13.8% 17.1% 17.6% 20.4% 

Debt I Capitalization 62.5% 61.4% 59.1% 57.3% 56.1% 
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fo accPss any of these reports, click on the entry above. Note that these references are currePt as of the date of publicaticn of 
this report and that more recent reports may be available. All research may not be available to all clients. 
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