




































































10

11

12

13

14

15

16

DIRECT TESTIMONY OF
JOHN J. REED
NMPRC CASE NO. 13-00 -UT
The O&M expense used for 2018-2047 is equal to the inflation adjusted value from 2017,

escalating annually at the rate of inflation.

WERE ADMINISTRATIVE AND GENERAL EXPENSES INCLUDED IN THE
VALUATION OF 10.20 PERCENT OF PVYNGS UNIT 3?

Yes. PNM provided me with three years of historical administrative and general
expenses along with five years of forecasts broken out into 11 separate categories. Seven
of these categories are consistent with the FERC accounts for administrative and general
expenses contained in Table 4 below.

Table 4: Administrative and General Expenses FERC Accounts

FERC
Account Title

922 Administrative Expenses Transferred-Credit
923 Outside Services Employed
924 Property Insurance
925 Injuries and Damages
926 Employee Pensions and Benefits
928 Regulatory Commission Expenses

930.2 Miscellaneous General Expenses

In addition to the seven categories listed above, the estimate for administrative and
general expenses includes an allocation of expenses from PNM Resources, Inc. and PNM
and a credit for capitalized administrative and general expenses. The annual
administrative and general expense for 2018-2047 is equal to the inflation adjusted value

from 2017.
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DID YOU ASSUME ANY DECOMMISSIONING FUND CONTRIBUTIONS IN
YOUR DCF ANALYSIS?

Yes. Consistent with the level of decommissioning fund contributions proposed by
Company Witness Horn, I assumed annual contributions in the amount of $1.30 million
to the decommissioning trust fund for 10.20 percent of PVNGS Unit 3. As discussed
earlier, underlying this assumption is the premise that the decommissioning obligation is

fully funded by the end of the plant’s expected life.

WHAT ASSUMPTIONS DID YOU MAKE WITH RESPECT TO GENERAL
INFLATION?

I assumed an inflation rate of 2.50 percent per year. That estimate is consistent with the
inflation rate used in the Company’s other analyses in this proceeding, as well as Pace’s
long-term inflation assumption used in the development of the energy price forecasts.
My estimate is also consistent with Blue Chip Financial Forecasts’ long-term estimate for
inflation of 2.40 percent per year.” Iused the general inflation rate to escalate fixed and
variable operating and maintenance expenses, property taxes, insurance, and capital
expenditures in periods beyond the Company’s explicit forecasts for these items.
Similarly, uranium prices were assumed to escalate at the annual inflation rate beyond

PNM’s explicit forecast range.

Blue Chip Financial Forecasts, Vol. 32, No. 6, June 1, 2013, at 14. Blue Chip Financial Forecasts
publishes long-term forecasts twice per year (June and December) and as of June 2013, the long-term
period includes 2020 to 2024. Inflation is measured by the Consumer Price Index.
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HOW WAS DEPRECIATION FACTORED INTO THE ANALYSIS?

Depreciation is a permissible deduction for tax purposes using IRS-prescribed accelerated
tax depreciation rates. As noted earlier in my testimony, [ have assumed that a buyer has
acquired 10.20 percent of PVNGS Unit 3 at the valuation date, thereby increasing the tax
basis of that asset to the level of the purchase price. I have, therefore, assumed that the
utility buyer may then depreciate the full value of the transaction for tax purposes. This
assumption creates an iterative step in the valuation process, as the value of the tax
depreciation is added to the asset value, and this process is repeated until negligible value
is added by the next iteration. In addition, projected capital improvements in each year
were depreciated going forward in the DCF model. For both purposes, I have assumed a
15-year MACRS depreciation rate. It is important to note that, in the DCF analysis,
depreciation is deducted as an expense in order to calculate income taxes, but is not
deducted for cash flow purposes because it is a non-cash item. Therefore, the amount of
depreciation in any year affects operating cash flows solely through its effect on income

taxes.

WHY DID YOU USE TAX DEPRECIATION RATHER THAN BOOK
DEPRECIATION IN THE DCF MODEL?

The purpose of the DCF analysis is to calculate the future stream of cash generated by the
facility. The depreciation amount that determines the cash needed to pay income taxes is
the depreciation deductible on the income tax return. Book depreciation expense may be
quite different from tax depreciation expense due to the differences in the accounting

methods that are used for these purposes.
24



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

DIRECT TESTIMONY OF
JOHN J. REED
NMPRC CASE NO. 13-00 -UT

WHAT ASSUMPTIONS DID YOU USE REGARDING TAX RATES?

Income tax rates were based on the composite federal and state income tax rate of 38.62
percent, used by PNM in its IRP analyses. Property taxes were calculated using the
Arizona property tax expense schedule as provided by the Company and the calculated

value as the tax base.

DOES THE ANALYSIS CONSIDER FUTURE CAPITAL ADDITIONS?

Yes. PNM provided me with 16 years of historical capital expenditures and a 10-year
forecast of capital expenditures for 2014-2023 which includes PVNGS Unit 3-specific
capital expenditures as well as capital expenditures related to common facilities and the
water reclamation facility, which support all three units at PVNGS. The forecast is in
real dollars (as of 2013) which I escalated assuming the 2.50 percent inflation rate. I
included 10.20 percent of the PVNGS Unit 3 specific capital expenditures and 10.20

percent of one third of the common capital expenditures which benefit all three units.

PNM’s 10-year forecast exhibits a seven year “trough-to-trough” spending pattern, which
[ have incorporated into the long-term capital expenditure projections for my DCF
Analysis. As such, capital expenditures for 2024 are equal to the inflation adjusted value
from 2017 and capital expenditures for 2025 are equal to the inflation adjusted value
from 2018 and so on. PNM confirmed that the capital expenditure forecast the company
provided includes all amounts necessary to meet the NRC’s Maintenance and Aging
Management Rules for plants that have been granted operating life extensions. Finally, I

increased the annual capital expenditure forecast for each year by 10.00 percent to
25
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accommodate unexpected incremental capital that may be required over the life of
PVNGS Unit 3. That level of increased capital requirement is based on my experience in
helping clients manage and track ongoing life cycle maintenance and capital expenditures

in facilities that have been granted operating life extensions by the NRC. I note that the

steam generators in PVNGS Unit 3 were replaced in the fourth quarter of 2007.

DOES YOUR CONSIDERATION OF FUTURE CAPITAL ADDITIONS MEAN
THAT YOU INCLUDED PROPERTY THAT IS NOT CURRENTLY IN SERVICE
IN YOUR ESTIMATE?

No, quite the contrary. I deducted future capital expenditures at PVNGS Unit 3 because
these expenditures reduce cash flow. As I indicated previously, capital expenditures are

deducted from net operating income. The result is net operating cash flow.

HAVING DERIVED ALL OF THE PROJECTED CASH FLOWS FOR 10.20
PERCENT OF PVNGS UNIT 3, HOW DID YOU ARRIVE AT A VALUE FOR
THESE ASSETS?

[ used a discount rate to express these cash flows in the value of 2018 dollars.

HOW DID YOU DEVELOP THE DISCOUNT RATE FOR YOUR DCF
ANALYSIS?

As I noted previously, the DCF analysis produces a value for an asset in current dollars
based on that asset’s future cash flow stream. In order to convert those future cash flows

into current dollars, the cash flows must be discounted using a rate that is appropriate for

26



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

DIRECT TESTIMONY OF
JOHN J. REED
NMPRC CASE NO. 13-00 -UT

the asset, i.e., a discount rate. The discount rate represents the rate of return an investor

would seek for the asset being valued.

HOW DID YOU CALCULATE THE DISCOUNT RATE FOR THE DCF
ANALYSIS?

As discussed earlier, my valuation approach considered the value of PVNGS Unit 3 as
part of the asset base of a regulated integrated electric utility company. For that reason,
the discount rate I adopted to estimate a reasonable value for PVNGS Unit 3 incorporates
the Company’s after-tax weighted average cost of capital (“ATWACC”). The ATWACC
is composed of the after-tax costs of the individual components of the Company’s capital
structure multiplied by their respective weights. The resulting discount rate is used to

calculate the net present value of after-tax cash flows in the DCF model.

WHAT COST OF EQUITY DID YOU USE IN YOUR ANALYSIS?

[ chose to use the Company’s 10.00 percent cost of equity in my analysis. This
represents the return on equity authorized by the Commission in PNM’s last rate case,
Case No. 10-00086-UT. I have not conducted an independent cost of equity analysis for
PNM like the one I performed to recommend a cost of equity of 10.25 percent in Case
No. 12-00350-UT for Southwestern Public Service in September 2013. At this time, for
purposes of this analysis, I believe that the Company’s current cost of equity expectations

are the best forecast of the incremental cost of equity that the Company will face in 2018.

DID YOU ALSO RELY ON THE COMPANY’S COST OF DEBT?

Yes.
27
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WHAT COST OF DEBT DID YOU USE?

Similar to the cost of equity, I used the Company’s current cost of long-term debt, 6.35
percent. In order to test the reasonableness of using this estimate as the incremental cost
of long-term debt in 2018, the Company obtained a current market quote from one of its
investment bankers, indicating that the current incremental cost of new 30-year debt
would be approximately 5.66 percent. Given the likelihood that interest rates will rise
over the intervening period, using the Company’s current embedded cost of debt of 6.35
percent as its incremental cost of debt in 2018 is a reasonable approach when estimating
the value to PNM of PVNGS Unit 3. Using this higher cost of debt increases the
discount rate and in turn reduces the resulting valuation, again contributing to a

conservative valuation.

Because of the deductibility of interest expenses for income tax purposes, I adjusted the
cost of debt to account for PNM’s expected income tax rate of 38.62 percent. As shown
in Table 5, below, the resulting after-tax cost of debt of 3.90 percent was then used in the

calculation of the ATWACC.

DID YOU ADOPT THE COMPANY’S COST OF PREFERRED EQUITY?
Yes. As shown in Table 5, below, the company has a small portion of its capital structure
funded by preferred equity. I have adopted the Company’s cost of preferred equity of

4.62 percent.
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WHAT OVERALL REGULATED UTILITY COST OF CAPITAL DID YOU
EMPLOY?

In order to estimate the value of PVNGS Unit 3 as part of the assets of a regulated utility,
as shown in Table 5, below, the ATWACC used in my DCF analysis is 6.98 percent.

Table 5: Regulated Utility After-Tax Weighted Average Cost of Capital

Pre-Tax After-Tax
Pre-Tax Weighted  After-Tax  Weighted
Weight Cost Cost Cost Cost
Debt 49.00% 6.35% 3.11% 3.90% 1.91%
Preferred Equity 0.46% 7.53% 0.03% 4.62% 0.02%
Common Equity 50.54% 16.29% 8.23% 10.00% 5.05%
11.38% 6.98%

IS THE ATWACC USED IN YOUR DCF ANALYSIS MEANT TO BE EQUAL TO
THE COMPANY’S AUTHORIZED RETURN ON RATE BASE?

No. The Company’s return on rate base is a regulatory concept that represents a weighted
average of pre-tax (debt) and after-tax (equity) costs of capital. While that measure is
often used by utilities in evaluating ratemaking impacts and determining revenue
requirements, it is not a measure that is used by asset purchasers to evaluate whether a
project’s purchase price will offer a level of return that exceeds the acquirer’s hurdle rate
or cost of capital. The ATWACC that I have used, which represents all of the same
capital components and costs of capital as are reflected in the return on rate base figure, is
a financial metric that reduces all capital costs to an after-tax basis, because the discount

rate is being used to adjust after-tax cash flows. The approach I have used reflects the

29



10

11

12

13

14

15

16

17

18

19

20

21

22

DIRECT TESTIMONY OF
JOHN J. REED
NMPRC CASE NO. 13-00 -UT

correct discount rate for a corporate acquirer that is taxable, although it may not reflect

the appropriate discount rate for a tax exempt acquirer or an individual investor.

WHAT WERE THE RESULTS OF THE DCF APPROACH?

The DCF Approach resulted in a range of overall value for 10.20 percent of PVNGS Unit
3 of $351.76 million, or an average of $2,625 per kilowatt based on the Reference Case
market price forecast, and $340.67 million, or $2,542 per kilowatt, based on the weighted
average of the three different price forecasts provided by Pace. This is a reasonable

valuation range for regulated integrated utility ownership using the DCF Approach.

VII. SUMMARY AND CONCLUSION

WHAT IS YOUR FINAL CONCLUSION AS TO THE RANGE OF
REASONABLE VALUE OF PVNGS UNIT 3?

[ have based my recommended value on my review of the available historical and
forecasted operating information and my consideration of the alternative electricity price
forecasts. Based on those analyses, a reasonable range of value for PNM’s ownership
stake of 10.20 percent in PVNGS Unit 3 is between $2,542 per kilowatt to $2,625 per
kilowatt. At 134 megawatts, that represents a range of value between approximately
$341 million and $352 million. Because the proposed use of PVNGS Unit 3 is for a
regulated utility to be included in rate base as the lowest cost alternative, it is my opinion
that the weighted average value, i.e. $2,542 per kilowatt is a reasonable valuation for

ratemaking purposes. As such, PNM’s proposed valuation of $2,500 per kilowatt
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provides benefits to PNM’s customers as well as the portfolio benefits described by Mr.

O’Connell.

DOES THIS CONCLUDE YOUR PREPARED DIRECT TESTIMONY?

Yes, it does.

GCG #517352
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