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ohn M. Meismer
In Support of
Lower Colorado River Authority

Q.
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A.
My name is John M. Meismer.  My business address is Lower Colorado River Authority (LCRA), 3701 Lake Austin Boulevard, Austin, Texas 78703.

Q.
WHAT IS YOUR OCCUPATION?

A.
I am the Deputy General Manager and Chief Financial Officer of the LCRA.

Q.
WHAT IS YOUR EDUCATIONAL AND BUSINESS BACKGROUND?

A.
I hold a Bachelor of Business Administration in Finance from the University of Texas at Austin and a Master of Business Administration from Southwest Texas State University, San Marcos, Texas.  I am also a Certified Public Accountant.

My professional career began with the LCRA in 1974.  During that time I have served in a variety of positions related to LCRA's finance, accounting, rates, budgeting, strategic and resource planning, information services and administration.  Since July 1992, I have held the position of Chief Financial Officer with responsibility for accounting, finance, customer billing, and economic and financial planning.  As Chief Financial Officer, I am also a member of the LCRA's "Financial Oversight Group" which is responsible for providing guidance to the organization on all financial matters.  For three years during that time I also held the title of Executive Director of Corporate Services with the additional responsibilities for information services, fleet and materials management, and facilities planning and maintenance.  Previously, I held the position of Director of Corporate Planning for two years with the responsibility for strategic planning, electric and natural resource planning, financial planning and business planning and budgeting.

Q.
WHAT IS THE PURPOSE OF YOUR TESTIMONY?

A.
My testimony is in two sections.  In Section l, I provide an overall description of LCRA, the impact of SB 7 on LCRA, a summary of LCRA’s responsibilities under the LCRA Act, and factors contributing to LCRA’s need for a transmission revenue increase in 2002.  In Section 2, I discuss LCRA’s recent financial restructuring, determining a reasonable “rate of return” for the LCRA, the determination of LCRA’s debt service requirement for transmission service, a reasonable debt service coverage level for transmission service, and LCRA’s bond credit rating analysis.

Steve Bartley, Corporate Projects Manager, discusses the overall transmission cost of service for LCRA for both the historic year and the forecast year.  Mr. Bartley also discusses the functionalization of LCRA’s total cost of service to electric and non-electric, and within electric, to the generation, transmission, distribution and retail functions.


Stuart Nelson, Manager of Transmission Planning and Implementation, discusses the transmission planning process, the reliability and adequacy of LCRA’s transmission system, current and forecasted transmission capital projects, and the functionalization of substation and distribution facilities, the System Operations Control Center (SOCC) and the LCRA Service Center.

Q. WHAT SCHEDULES ARE YOU SPONSORING?

A.
I am sponsoring Schedule C-2 Debt Service Coverage (Historic Year) and Schedule C(f)-2 Debt Service Coverage (Forecast Year).

Q. WERE THE SCHEDULES WHICH YOU ARE SPONSORING PREPARED BY YOU OR UNDER YOUR SUPERVISION?

A. Yes, they were.

SECTION  1 - DESCRIPTION OF LCRA

Q.
PLEASE DESCRIBE THE LCRA.

A. The LCRA is an agency of the State of Texas, governed by a fifteen- member Board of Directors appointed by the Governor of Texas.  It was created in 1934, subsequent to the passage of the LCRA Act, as a conservation and reclamation district with no taxing authority.  As of December 31, 1999, the LCRA generates and sells electricity to 44 long-term wholesale customers (33 municipally-owned utility systems and eleven electric cooperatives) and several retail customers. 

The LCRA's generating capacity is over 2300 megawatts provided by thermoelectric and hydroelectric power plants.  The LCRA serves in all or parts of 58 counties in central Texas.  Significant legislative changes during the 1995 and 1999 Texas Legislative sessions have directly impacted the LCRA.  In the 1995 Texas session, state legislation deregulated the LCRA's wholesale rates for electricity.  The PUCT no longer sets the LCRA's rates for generation, although the LCRA remains regulated for transmission matters. 

The LCRA is also a transmission service provider operating a transmission system with over 2,800 miles of transmission lines (over 3,200 of circuit miles) and 265 substations.  The LCRA serves the wholesale electric loads in the Electric Reliability Council of Texas (ERCOT) system, pursuant to P.U.C. Subst. R. 25.191, et seq., under tariffs on file at the PUC and in accordance with PUC Rules and ERCOT Operating Guides.

In the 1999 Texas session, state legislation known as Senate Bill 7 (SB 7) became law.  SB 7 restructures the Texas electric industry, including mandating retail competition by January 1, 2002, for the customers of the investor-owned utilities in the state and for the customers of those municipal and cooperatives that elect to open their service territories to competition.  Under SB 7, LCRA must structurally separate its electric generation business and assets from its electric transmission business and assets prior to January 1, 2002.

IMPACT OF SB 7 ON LCRA

Q. PLEASE DESCRIBE SPECIFICALLY THE IMPACT OF SB 7 ON LCRA.

A. LCRA is required by Sections 40.001(b) and 39.051(b) to separate its generation operations from its transmission operations by January 1, 2002.  LCRA will achieve this separation by transferring its transmission assets into an operating non-profit corporation controlled by the LCRA Board of Directors as provided in provisions of the Public Utility Regulatory Act (Section 32.053) and the Water Code (Section 152.055).  As a consequence, the assets will become subject to property and gross receipts taxes upon transfer of those assets to the non-profit corporation. 
B. 
Although LCRA’s transmission  non-profit corporation will be a separate entity, LCRA and the non-profit corporation will not be required to operate as independently from each other as investor-owned affiliates will be required to do.  SB 7 specifically prohibits the PUC from adopting rules that prevent LCRA and its non-profit corporation from sharing officers, directors, employees, equipment and facilities or from providing goods and services to each other.  Such sharing among LCRA and its non-profit corporation is lawful. 

Additionally, SB 7 gives LCRA the authority to provide transmission service statewide, and the authority to build, buy or operate transmission facilities anywhere in Texas. 

EXPLANATION OF LCRA ACT

Q.
WOULD YOU EXPLAIN THE LCRA ACT?

A.
The LCRA Act, and other law, charges the LCRA with several responsibilities: electric and water/wastewater utility service, flood control, pollution control, forestry, parks and recreation, community and economic development, and others.  Some of the activities required to carry out these responsibilities produce revenues and some do not.  For example, river and lake pollution monitoring produces no revenues, whereas producing and transmitting electricity clearly produce revenue.



The Legislature intended for LCRA to use a portion of the revenues from all of its revenue producing activities to fund its other statutory responsibilities that do not produce revenues. In this way, the LCRA saves the citizens of Texas from the higher taxes that would be required to fund the non-revenue producing activities identified in the Act.  The LCRA Board of Directors, appointed by the Governor of Texas, has set a policy that electric and water rate tariffs shall include, as an element of the cost of service for electric and water rates revenue, transfers to service activities.  The amount of the annual funding transfer to service activities shall equal 3% of gross revenues of the utility lines of business.  Please refer to Exhibit JMM-I, which presents LCRA Board Policy 301- Financial Policy, (Section 301.401 LCRA Development Fund).  This target was set to provide LCRA with a level of revenues sufficient to meet the statutory responsibilities of the LCRA Act.  These payments by the LCRA are comparable to the municipal franchise fees paid by the IOUs and the fund transfers made from municipally-owned utilities – the amount of the payment is determined by a public entity and the funds are used for public  purposes.
Q.
WHAT DOES THAT POLICY MEAN TO THIS FILING?

A.
In accordance with LCRA Board Policy, LCRA is requesting that an amount equal to 3% of the forecast test year revenues be collected in LCRA’s transmission rate for 2002 to provide funding for these statutory requirements. 

FACTORS CONTRIBUTING TO THE NEED FOR AN LCRA

TRANSMISSION REVENUE INCREASE IN 2002

Q.
WHAT ARE THE FACTORS CONTRIBUTING TO THE NEED FOR AN LCRA TRANSMISSION REVENUE INCREASE IN 2002?

A.
The investor-owned utilities (IOU’s) in ERCOT were required to file by April 1, 2000, cost of service studies and proposed tariffs for transmission and distribution service based on a forecast test year of 2002.  The Commission has also directed the five largest non-IOU’s to file either a transmission cost of service (TCOS) study by May 15, 2000, or a transmission Earnings Monitoring Report (EMR) by June 1, 2000.  The non-IOU’s have the option to file either an historic or a forecast test year for the May 15 filing.

Financial projections indicate the need for the LCRA to increase transmission revenues in 2002 to meet the operations and maintenance, capital needs and reliability requirements of a growing ERCOT transmission grid, the interconnections of new generators, and to maintain the overall financial integrity of the LCRA.


The testimony of Stuart Nelson describes the growth that has occurred and will occur on the LCRA system and within ERCOT through the forecast year contributing to the need for increased O&M and capital investment.   The testimony of Steve Bartley quantifies the cost of service impact of increased funding for tax and statutory obligations, operations and maintenance, and debt service and coverage for regulated transmission service.

SECTION II - FINANCIAL RESTRUCTURING

Q. PLEASE DESCRIBE THE FINANCIAL RESTRUCTURING THAT LCRA IMPLEMENTED IN THE FALL OF 1999.

A. LCRA restructured its outstanding debt in November 1999 through a series of refundings to defease approximately $1.5 billion of its outstanding debt pursuant to a new Master Resolution.  The restructuring of LCRA’s outstanding debt was necessary to meet the business separation requirements of SB 7 and to provide needed flexibility to implement business strategies and pricing structures for each of LCRA’s lines of business.


The restructuring will enable LCRA to meet the unbundling requirements of SB 7, by transferring the assets of its transmission line of business to a non-profit corporation.  LCRA’s previous bond resolutions strictly limited these options.  The prior resolutions permitted the LCRA to transfer or sell assets only to the extent such assets were deemed “not useful.”  The restructuring also permitted LCRA to better match its debt service requirements to the life of its assets.   LCRA implemented the financial restructuring in a favorable long-term interest rate market achieving a net present value savings of approximately $18 million to the LCRA, compared to the old debt service requirements.

RATE OF RETURN

Q:
HOW DOES THE LCRA DIFFER FROM AN INVESTOR-OWNED UTILITY (IOU) WITH RESPECT TO ITS "RATE OF RETURN"?

​A.
The LCRA is a Texas conservation and reclamation district operating with no taxing authority.  Unlike an IOU, the LCRA has no shareholders to provide equity capital and share in profits and losses of the business.  An IOU's financial requirements are driven by return on investment. The LCRA's revenue requirements are directly determined by ongoing cash flow needs required to meet operating expenses and debt service.  The LCRA's financial integrity is evaluated primarily by reference to the level of debt service coverage achieved as a result of operations.

The LCRA has only two sources of funds: its revenues and debt.   Primary uses of funds consist of various operations and maintenance expenses, capital improvements and debt service payments.  Debt service consists of the principal repayment and interest expense on the LCRA's $1.4 billion of outstanding system debt.  Revenues, the primary source of funds, are directed into LCRA's revenue fund, from which operations and maintenance expenditures are also made.  The net revenues remaining after paying for operations and maintenance are available to pay debt service.  Moneys accumulate in the revenue fund to make semi‑annual interest payments and annual principal payments on the LCRA's outstanding debt obligations.

Net revenues available after paying debt service (called debt service coverage) are used to fund capital projects.  To the extent that revenues are not sufficient to fund capital projects, the LCRA issues debt instruments.

Q:
HOW DO THESE DIFFERENCES INFLUENCE THE LCRA'S RATE OF RETURN?

A:
The LCRA's revenue requirement is determined by debt service and debt service coverage.  In the context of the funds flows just discussed, debt service coverage is determined as the ratio of net revenues available for debt service (the revenues remaining after operations and maintenance expenses are paid) to debt service.  All funds from debt service coverage are reinvested into the LCRA system.  Over the years, the LCRA has accumulated retained capital that now equals nearly 30% of its total assets.  These funds represent "equity" that has directly offset the need for issuing debt.  For example, net revenues available for debt service of $125 million and debt service of $100 million would result in "equity" of $25 million to fund capital and a debt service coverage that would be 1.25x (the ratio of $125 to $100).  Continuing this same example, a given debt service of $100 million and required debt service coverage of 1.25x would yield a net revenue available for debt service requirement of $125 million ($100 million times 1.25x.)  LCRA Board Policy requires a 1.25 debt service coverage.  In this example, the $125 million would be applied to pay debt service of $100 million and $25 million would be available for capital project funding.  The $125 million represents a "net" revenue requirement, that amount of revenue remaining after operations and maintenance expenses have been paid.

The LCRA's revenue requirements must be set to include the sum of debt service and debt service coverage.  As discussed earlier, debt service consists of the interest expense and principal repayment amounts.  Debt service coverage provides security to bondholders for the financial risks associated with lending money to the LCRA.  Prudent financial planning requires the LCRA to maintain debt service coverage targets higher than the annual debt service payments.  As discussed earlier, the higher coverage targets reduce future borrowing needs by partially funding capital expenditures.  Debt service coverage is an indicator of financial integrity in terms of measuring the relative strength of annual net revenues in relation to immediate debt service obligations and financial flexibility.  These are criteria upon which the LCRA's bond rating and cost of debt are based.

ALLOCATION OF LCRA’S DEBT TO TRANSMISSION SERVICE
Q. 
A. 





Q. 





R. PLEASE DESCRIBE HOW THE LCRA ALLOCATES DEBT SERVICE TO TRANSMISSION.

A. LCRA adopted a methodology in June, 1996 to assign all outstanding debt associated with all LCRA assets to specific lines of business within LCRA.  After this date, additional debt and debt service requirements would be specifically identified and assigned to the appropriate line of business.  

The LCRA adopted this approach in response to the deregulation of the wholesale power market and the advent of deregulation throughout the electric industry.  This deregulation fundamentally changed the nature of the LCRA’s electric business.  The LCRA would no longer be providing a single service to a single class of customers.  Instead, the LCRA would be providing a variety of services to many different customers depending upon the service provided.  Because the LCRA’s transmission services will be provided to a different customer base than the LCRA’s generation services, it becomes more important to eliminate subsidies between lines of business.  By adopting this new methodology, the LCRA also ensured that each of its lines of business would carry its own weight and not subsidize any other line of business.

In addition, since February, 1998, the LCRA has been required under Internal Revenue Service rulings to use taxable debt for all future transmission capital improvements.  This change, which the LCRA anticipated, will allow the LCRA to identify future debt offerings for the LCRA’s transmission line of business. 

In order to establish a starting point for the allocation of existing debt, LCRA elected to use the rate base allocation that was used in Docket No. 15640 to allocate the total outstanding debt to the LCRA lines of business as of June 1996.  LCRA allocated approximately 21% of its overall debt service requirement in Docket No. 15640 to TENSCO, the regulated transmission (and wholesale distribution) line of business. From that point forward, LCRA tracked and assigned debt and debt service requirements by line of business.  LCRA specifically assigned taxable debt to transmission as transmission capital additions were undertaken such that the debt allocation to TENSCO increased to 23% immediately preceding the financial restructuring. 

R. HOW DID THE FINANCIAL RESTRUCTURING AFFECT THIS PLAN?

A.
As part of the financial restructuring, LCRA issued an additional $50 million in taxable debt to finance immediate needs for transmission capital funding.  Taking into consideration the additional $50 million of taxable debt that would be an integral part of the refinancing, the debt allocation to TENSCO increased from 23% to 27%.  With the financial restructuring, LCRA has established new debt service requirements for TENSCO equal to 27% of the net present value of future debt service requirements of the restructured outstanding debt, as of November 1999.   


The LCRA, in effect, directly allocated its restructured debt to each line of business.  Each line of business has been allocated a percentage of the net present value of future debt service requirements equal to the percent of debt allocated to each line of business immediately preceding the restructuring.  This method of assigning debt service requirements on a net present value basis allows each line of business flexibility to schedule debt service requirements in any given year to meet the unique business and pricing needs of the individual line of business.  LCRA has attempted to levelize the annual debt service requirements for TENSCO and the regulated transmission line of business to the extent possible within the constraint of meeting the 27% percent net present value debt service requirement.  

Q.
WHAT ABOUT ADDITIONAL DEBT?  HOW WILL THAT BE TREATED?

A.
Additional debt, issued after November 1999, will be directly assigned to the appropriate LCRA line of business and debt service payments scheduled to meet the specific business needs of that line of business.  New debt issued on behalf of TENSCO for transmission capital projects will be taxable, and the life of the debt matched with the life of the assets to the extent possible.

Q.
WHY IS THE LCRA NOT USING THE RATE BASE METHOD TO ALLOCATE DEBT SERVICE REQUIREMENTS?

In LCRA’s previous rate filings, including its last transmission cost of service filing, Docket No. 15640, LCRA used the rate base approach to allocate LCRA’s overall debt service requirements to lines of business.  The LCRA is not using the rate base method in this proceeding because LCRA has developed a method to directly assign debt service to its different lines of business.  

Additionally, the rate base method will no longer work to equitably allocate debt service between the LCRA’s lines of business.  The rate base approach, like the functionalization factors in Schedule F of the rate-filing package, is an inexact but easily computed method of allocating debt service.  The rate base method assumes a fungible system financing approach, whereby individual lines of business within a corporate structure have the same cost of debt, the same debt/equity ratio and that the percentage of total debt service for each line of business remains fairly constant over time. 

While the rate base approach has been a reasonable approach to use in the past, it is not a methodology that works well given the functional separation and electric price unbundling required in the restructured electric industry.  The LCRA has also adopted business and financial strategies by line of business and must now use taxable debt for transmission capital projects.  For these reasons, the LCRA has adopted a new methodology to assign debt service obligations to its lines of business.

Q.
PLEASE INDICATE HOW THE DEBT ASSOCIATED WITH REGULATED TRANSMISSION SERVICE FOR THE HISTORIC AND FORECAST TEST YEARS WAS DERIVED? 

A.
Please refer to Schedules C-2 and C(f)-2.

Q. PLEASE DESCRIBE THE INFORMATION PROVIDED ON SCHEDULE C-2 FOR THE HISTORIC YEAR.

A. Schedule C-2 presents LCRA’s total debt service for the historic test year and fiscal year ended June 30, 1999.  This schedule presents outstanding debt and debt service requirements prior to the debt restructuring.  LCRA’s total annual debt service requirement was $122,184,616 for this period.  The allocated transmission and wholesale distribution annual debt service of  $28,627,856 was approximately 23% of the total annual debt service as mentioned earlier in my testimony.  The historic annual debt service requirement for transmission is $25,349,213.  
The debt service coverage of 1.18x indicates that LCRA’s current transmission rate is not providing sufficient funds to meet historic test year requirements.  Schedule C-2 also presents selected LCRA financial ratios for the historic test year in accordance with the rate filing package instructions. 

Q.
PLEASE DESCRIBE THE INFORMATION PROVIDED ON SCHEDULE C(F)-2 FOR THE FORECAST YEAR.

A. 
Schedule C(f)-2 presents LCRA’s proposed transmission annual debt service requirement for the forecast test year.  With the proposed 1.25x debt service coverage level, I am proposing a forecast test year amount of $39,406,385 for annual transmission debt service and coverage.  This amount is reduced by forecast test year transmission interest income of $2,365,000 to produce a forecast revenue requirement of $37,041,385 as shown on Schedule A(f).
Q.
HOW WAS THE ANNUAL TRANSMISSION DEBT SERVICE FOR THE FORECAST TEST YEAR DETERMINED?

A.
The annual transmission debt service for 2002 was determined by projecting the additional annual debt service requirements that would be added to the annual debt service resulting from the debt restructuring in late 1999.  Additional debt service is necessary to provide funding for the capital additions discussed in Mr. Bartley and Mr. Nelson’s testimony.
Q.
PLEASE SUMMARIZE THE IMPACT THE FINANCIAL RESTRUCTURING AND REALLOCATION OF DEBT SERVICE REQUIREMENTS HAS HAD ON LCRA’S REGULATED TRANSMISSION SERVICE.

A.
The overall result is a reduction in the annual debt service requirements for LCRA’s regulated transmission line of business. 

TRANSMISSION DEBT SERVICE COVERAGE

Q. WHAT IS THE DEBT SERVICE COVERAGE (DSC) LEVEL YOU ARE RECOMMENDING FOR THE FORECAST TEST YEAR DEBT SERVICE REQUIREMENTS FOR LCRA’S REGULATED TRANSMISSION LINE OF BUSINESS?

A. I am recommending a debt service coverage level of 1.25x DSC for LCRA’s regulated transmission line of business.  This level of coverage has been approved by the LCRA Board of Directors as reflected in LCRA Board Policy 301, which is attached as Exhibit JMM-I. 

As discussed earlier, DSC serves as an indicator of financial integrity and also provides a source of internal funds to pay for capital projects.  The LCRA's current financial plan and Board Policy incorporate a target DSC of 1.25x.  The LCRA considers this coverage level necessary in order to generate revenues at a level adequate to contribute to the funding of projected capital projects.
A DSC of 1.25x also is lower than the DSC that would be “presumed reasonable” by the transmission rate filing package.  The filing package would allow the LCRA to seek a DSC based on the minimum DSC set by the LCRA’s Board of Directors plus an additional coverage of 0.25.
Q. HOW DOES LCRA’S PROPOSED DSC LEVEL OF 1.25X AS REFLECTED IN THIS FILING COMPARE TO THE DSC ALLOWED IN LCRA’S LAST TRANSMISSION RATE FILING?

A. LCRA filed a DSC level of 1.40x in the last case.  LCRA’s minimum debt service requirement under the previous bond resolutions was approximately 1.15x, and the additional DSC amount of 0.15 allowed by the previous TCOS rate filing package suggested that a 1.30x DSC may be considered a minimum acceptable level for LCRA.  With the elimination of minimum DSC requirements in LCRA’s bond resolution, LCRA is requesting a lower DSC in this case than the last TCOS filing, as provided in the current rate filing package.

BOND CREDIT RATING ANALYSIS

Q.
PLEASE PROVIDE AN OVERVIEW OF THE LCRA’S FINANCIAL POSITION IN THE VIEW OF CREDIT RATING AGENCIES.

A. In conjunction with the total debt restructuring of all of LCRA’s debt in October, 1999, three New York credit rating agencies reviewed LCRA and rated all of the new Series 1999 bond debt and commercial paper notes issued.  Moody’s Investors Service and Standard & Poor's Ratings Service lowered the ratings on LCRA’s bonds to A1 and A respectively (from A+ and AA).    Fitch IBCA maintained the rating of AA-,  on the bonds.  These same credit rating agencies rated the new commercial paper notes as P-1, A-1, and F-1+, respectively.  Positive factors mentioned by the rating agencies included:

· very competitive wholesale electric rates;
· strong forward-thinking management team;
· historically strong financial performance;
· revenue diversification;
· services and service area expected to grow; and
· ability to sell energy to replacement loads through affiliates.
Concerns raised by the credit agencies included:

· statewide electric deregulation and an increasingly competitive energy market;
· revenue concentration among a few large wholesale customers;
· lower financial margins expected as deregulation emerges, primarily due to potential reduced revenue from wholesale customers whose retail customers may leave the LCRA system, and from servicing higher amounts of debt issued to expand and upgrade LCRA’s transmission system; and
· revised bond resolution provides flexibility for business needs, but weakens bondholder protections.
Also, LCRA has taken needed steps to strengthen its credit profile while approaching the new deregulated environments.  LCRA has been involved in a deregulated wholesale market since 1995.  The LCRA’s lines of business were created in 1995 to better track our different costs by business unit.  The LCRA’s relationship with its wholesale electric customers is very sound. The wholesale power agreements remain in place and LCRA ensured that SB 7 did nothing to abrogate those contracts.  Lastly, a new modernized bond resolution has been implemented and needed covenants such as reserve and coverage levels were moved to Board policies.

LCRA’s DSC is forecast to decrease to a target of 1.25x in FY 2003.  This 1.25x level will remain our target in our current Financial Plan and will provide LCRA with financial stability.
Q. DOES THIS CONCLUDE YOUR TESTIMONY?

A.
Yes.

AFFIDAVIT OF JOHN  M. MEISMER





§

STATE OF TEXAS

§





§
BEFORE ME, the undersigned authority, John M. Meismer, being first duly sworn, deposes and states:

"My name is John M. Meismer. I am employed as the Chief Financial Officer of the Lower Colorado River Authority, having its principal place of business at 3701 Lake Austin Boulevard, Austin, Texas.  I am over the age of twenty‑one and am competent to make the following affidavit:

The foregoing testimony offered by me is true and correct and the opinions stated therein are, in my judgment and based upon my professional experience true and correct."

John M. Meismer









Deputy General Manager

SUBSCRIBED AND SWORN TO BEFORE ME this               day of May, 2000.

Notary Public, State of Texas
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