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�I.	QUALIFICATIONS.

Q.	PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS ADDRESS.

A.	My name is Patrick L. Bridges.  I am employed as Treasurer of both TNP Enterprises, Inc. (TNP) and Texas-New Mexico Power Company (TNMP).  My business address is 4100 International Plaza, Fort Worth, Texas 76109.

Q.	PLEASE DESCRIBE YOUR RESPONSIBILITIES AS TREASURER.

A.	My current responsibilities include management of all of TNP’s and TNMP’s treasury functions which include cash management, investor relations, risk management, budgeting and business planning, financial forecasting, taxes, and banking relations.  I report to the Chief Financial Officer (CFO) and assist the CFO in planning and providing for both TNP’s and TNMP’s  external financing needs.

Q.	PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND PROFESSIONAL EXPERIENCE.

A.	I received a Bachelor of Business Administration degree Cum Laude from West Texas State University in 1982 with a double major in finance and economics.  I also received a Master of Business Administration degree Magna Cum Laude from the same institution in 1985.

		Upon receiving my B.B.A. in 1982, I began employment with Southwestern Public Service Company (SPS) of Amarillo, Texas in the Rates and Economic Research Department.  My primary responsibilities with SPS included cost of service studies, rate design, cost of capital determination, and other projects of a financial and ratemaking nature.

		In 1988, I left SPS and began employment with Energy Management Associates, Inc. (EMA) of Atlanta, Georgia as a Senior Consultant and client service representative in the PROSCREEN II product group.  EMA (now a division of Electronic Data Systems) is a software development and consulting firm specializing in the regulated utility industry.  My responsibilities at EMA included training utility analysts in the use of EMA’s proprietary software and consulting with various utility clients throughout the United States and Canada in the area of long-range financial planning.

		In June of 1990,  I left EMA and began employment with TNMP as Manager - Forecast Projects.  I was promoted to Manager - Forecasting in February of 1991, Manager - Revenue Accounting in March of 1993, Assistant Treasurer in April of 1993, and Director of Finance and Assistant Treasurer in November of 1994.  I assumed my current position as Treasurer of TNP and TNMP in September of 1995.

Q.	DO YOU HOLD ANY PROFESSIONAL CERTIFICATIONS?

A.	Yes, I do.  I am both a Chartered Financial Analyst (CFA) and a Certified Public Accountant (CPA).

Q.	ARE YOU A MEMBER OF ANY PROFESSIONAL ORGANIZATIONS?

A.	Yes, I am a member of the Association of Investment Management and Research (AIMR), the Dallas Association of Investment Analysts (DAIA), the National Association of Corporate Treasurers (NACT), the American Institute of Certified Public Accountants (AICPA) and the Texas Society of Certified Public Accountants (TSCPA).

Q.	HAVE YOU PREVIOUSLY PRESENTED TESTIMONY BEFORE A REGULATORY COMMISSION?

A.	Yes, I filed testimony before the Public Utility Commission of Texas (PUC or Commission) on behalf of TNMP in Docket No. 12900, TNMP’s most recently-approved rate case and in Docket No. 15560, TNMP’s request for approval of its Community ChoiceSM proposal.  I also have presented testimony on behalf of TNMP before the New Mexico Public Utility Commission (NMPUC) in Case Nos. 2531, 2654, 2712 and 2718.  In addition, while employed by SPS, I filed testimony before the state utility commissions of Texas, New Mexico, Oklahoma and Kansas.

II.	PURPOSE OF TESTIMONY

Q.	WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

A.	In this testimony, I will discuss:

The components of stranded cost mitigation in TNMP’s proposed transition to competition plan (TNMP Transition Plan);

The filing to be made by TNMP at the end of the Transition Period (January 1, 1998 through December 31, 2001) to reconcile any remaining stranded cost;

The Competitive Transition Charge (CTC) to recover any remaining stranded cost after the end of the Transition Period;

TNMP’s financial integrity and the impact thereon of the TNMP Transition Plan;

The proposed force majeure provisions of the TNMP Transition Plan; and

The impact on the public interest of the TNMP Transition Plan.

III.	OVERVIEW OF PROPOSED PLAN

Q.	PLEASE PROVIDE AN OVERVIEW OF THE TNMP TRANSITION PLAN.

A.	The TNMP Transition Plan will allow all of TNMP’s customers to have choice of electric energy providers after a five-year transition period (Transition Period) in exchange for TNMP being allowed to accelerate the recovery of its verifiable stranded costs related both to TNP One (TNP One ECOM) and to existing purchased power contractual obligations (Purchased Power ECOM).  TNMP proposes to recover stranded costs (hereafter referred to as ECOM or Excess Cost Over Market) in the following ways:

accelerating depreciation on TNP One ECOM by reducing its remaining depreciable life from 31 years to 20 years and reducing the return on equity for this portion of TNMP’s rate base from 12% to 9.25%;

redirecting recovery of the depreciation expense related to TNMP’s Texas jurisdictional transmission and distribution (T&D) assets and accelerating the depreciation on TNP One ECOM by an equal amount.  The depreciation expense, which normally would be recovered for the T&D assets, will be deferred into a regulatory asset and recovered in rates in future periods;

accelerating depreciation on TNP One ECOM by the amount of any earnings from TNMP’s Texas jurisdictional operations (adjusted for the income tax impact) in excess of a rate of return on equity of 9.25% on TNP One ECOM and 12% on all other rate base; and

charging a Competitive Transition Charge (CTC) to all of TNMP’s Texas firm customers for a five-year period after the end of the Transition Period to recover any stranded costs which may remain after the Transition Period.

Q.	WHAT IS YOUR ESTIMATE OF TNP  ONE ECOM?

A.	This is shown on Exhibit PLB-1T.  The book value of TNP One will be approximately $485.3 million at the beginning of the Transition Period (1/1/98).  Since normal annual depreciation on TNP One is approximately $15.1 million, this value will decline to $409.8 million by the end of the Transition Period (12/31/02).  As discussed in the next section, TNMP estimates that the market value of TNP One will be approximately $180 million at the end of the Transition Period, resulting in $229.8 million of ECOM at the end of the Transition Period ($409.8 - $180.0 = $229.8).  Normal depreciation on this portion of TNP One is approximately $8.5 million per year ($42.3 million for five years).  I therefore added $42.3 million for five years (1998-2002) of normal depreciation to this estimate resulting in estimated TNP One ECOM of $272.1 million on January 1, 1998 ($229.8 + $42.3 = $272.1).

Q.	WHY IS IT NECESSARY TO ESTIMATE TNP ONE ECOM AT THE BEGINNING OF THE TRANSITION PERIOD?

A.	It is necessary because the TNMP Transition Plan accelerates depreciation on the estimated TNP One ECOM and requires TNP’s stockholders to earn a lower rate of return on the equity portion of TNP One ECOM. 

Q.	PLEASE QUANTIFY THE REDUCTION IN ECOM ANTICIPATED BY THE TNMP TRANSITION PLAN.

A.	Exhibit PLB-1T also shows the estimated reduction in TNP One ECOM due to the TNMP Transition Plan.  It is anticipated that TNP One ECOM will be reduced from $272.1 million on January 1, 1998 to $61.6 million on December 31, 2002, as follows:

�$ Millions��Beginning ECOM (1/1/98)�$ 272.1��Less:  Normal Depreciation�42.3��          Accelerated Depreciation�24.1��          Redirecting Recovery of T&D Depreciation�90.6��          Earnings Cap�   53.4��Ending ECOM (12/31/02)�$ 61.6��IV.	ESTIMATE OF ECOM

Q.	PLEASE QUANTIFY TNMP’S ESTIMATE OF ECOM.

A.	TNMP estimates that TNP One ECOM on January 1, 1998 is $272.1 million based on an estimated market value of TNP One on December 31, 2002 of $180 million (see testimony of TNMP Witness Eugene Meehan).  Additionally, TNMP’s estimated Purchased Power ECOM on December 31, 2002 will be approximately $53.5 million (see testimony of TNMP Witness Wayne Morton).

Q.	WHAT IS THE BASIS FOR THIS ESTIMATE?

A.	TNMP witness Eugene Meehan calculated a range of reasonable market values for TNP One under various market assumptions, while TNMP Witness Wayne Morton performed a similar study for TNMP’s purchased power contractual obligations. 

Their findings resulted in a range of ECOM estimates as summarized in the following table:





$ Millions�



TNP One�Purchased

Power

Contracts�



Total��Low Range of ECOM�$ 206.3�$ 7.9�$ 214.2��High Range of ECOM�$ 485.3�$ 92.5�$ 577.8��Point Estimate of ECOM�$ 272.1�$ 53.5�$ 325.6�������	Based on TNMP’s point estimate, ECOM, assuming full retail access on January 1, 2003, will be approximately $325.6 million without a plan to mitigate these costs.

V.	ACCELERATED DEPRECIATION AND LOWER RATE OF RETURN

Q.	PLEASE DESCRIBE HOW YOU ARE PROPOSING TO ACCELERATE DEPRECIATION  OF TNP ONE.

A.	As mentioned previously, TNP One ECOM is estimated to be $272.1 million on January 1, 1998 and will decline to $229.8 million in 2003 due to normal depreciation.  Under current regulation and accounting, this cost would be amortized over the remaining 31 year book life of TNP One (30.5 years for Unit 1 and 31.5 years for Unit 2).  This would result in annual depreciation charges for TNP One ECOM of $8.5 million.  TNMP is proposing to shorten the remaining life to 20 years, which would result in annual depreciation charges of $13.3 million, an increase of $4.8 million per year.  This would require an increase in the depreciation rate from 2.63% to 4.08% (2.63% * 31/20).  The 4.08% depreciation rate would be applied to TNP One ECOM and the 2.63% rate would be applied to the remainder of TNP One.  This information can be found on Exhibit PLB-2T.

Q.	WHAT RATE OF RETURN DO YOU PROPOSE THAT TNMP EARN ON TNP ONE ECOM?

A.	I propose that TNMP be allowed to earn a return on the equity portion of TNP One ECOM of 9.25%.  This is in contrast to the 12% return on equity (ROE) determined by TNMP Witness Sam Hadaway to be a fair and reasonable rate of return for TNMP.

Q.	WHY DO YOU PROPOSE THAT TNMP EARN A 9.25% RATE OF RETURN ON THE EQUITY PORTION OF TNP ONE ECOM?

A.	The TNMP Transition Plan accelerates the recovery of TNP One ECOM during the Transition Period.  A faster recovery of ECOM provides TNP stockholders with more assurance that their investment in TNP One will be returned.  This increased assurance lowers stockholder risk which reduces the required rate of return on their investment.  TNMP is, therefore, proposing that the return on equity for TNP One ECOM be set at TNMP’s estimated incremental debt rate of 9.25%.  TNP’s stockholders, therefore, contribute to the mitigation of ECOM through lower earnings during the Transition Period.

Q.	COULD THE RATE OF RETURN BE SET AT A LEVEL THAT WOULD BE INTERPRETTED AS A DISALLOWANCE OF TNP ONE COST, AND, THEREFORE, REQUIRE A WRITE-OFF FOR ACCOUNTING PURPOSES?

A.	In order to avoid a write-off, TNMP’s overall rates must be based on a reasonable rate of return.  Reducing the rate of return too much can result in an interpretation that the reduction in return is actually a disallowance.  This issue is also discussed by TNMP Witness David Foster.  However, the TNMP Transition Plan will allow TNMP the opportunity to earn a blended rate of return on equity of 11.19% in 1998, as shown in Exhibit PLB-4T.  This level of return is in the range of reasonableness, so no write-off would be required.

Q.	HOW WAS THIS ESTIMATE OF TNMP’S INCREMENTAL DEBT RATE DERIVED?

A.	As discussed in the Appendix testimony of TNMP Witness Sam Hadaway, the estimated current cost of debt for a BBB-rated utility is 8.29% and the additional cost of debt to a below investment grade utility is 0.96%.  The sum of these two (9.25%) is Dr. Hadaway’s estimate of the incremental cost of debt for a non-investment grade utility, such as TNMP.  This is the rate that I propose be applied to the equity portion of TNP One ECOM.

Q.	HOW WOULD THIS RATE BE APPLIED?

A.	TNMP’s rate base would first be divided into two portions: (1) that related to TNP One ECOM, and (2) all other.  The rate base related to TNP One ECOM (TNP One ECOM Rate Base) would be the original cost of TNP One ECOM less accumulated depreciation and associated accumulated deferred federal income taxes.  The 9.25% rate of return would be applied to the equity portion of the TNP One ECOM Rate Base.

Q.	WHY IS IT IMPORTANT TO REDUCE THE NET BOOK VALUE OF TNP ONE ECOM BY THE ASSOCIATED ACCUMULATED DEFERRED FEDERAL INCOME TAXES PRIOR TO APPLYING THE RATE OF RETURN?

A.	As discussed more fully by TNMP Witness David Foster, failing to do so would result in a normalization violation of the Internal Revenue Code (IRC).

Q.	WHAT IS THE REVENUE REQUIREMENT IMPACT OF APPLYING A 9.25% RATE OF RETURN ON EQUITY TO TNP ONE ECOM VERSUS A 12% RATE OF RETURN ON EQUITY?

A.	The impact can be seen on Exhibit PLB-2T.  Based on December 31, 1997 balances, the lower rate of return on equity results in a reduction of TNMP’s annual revenue requirement of $3.7 million.  Over the five-year Transition Period, earnings to TNP’s stockholders will be reduced by $2.3 million per year ($11.5 million total) due to the lower return on equity.

VI.	REDIRECTING RECOVERY OF T&D DEPRECIATION 

Q.	PLEASE DESCRIBE HOW YOU ARE PROPOSING TO REDIRECT RECOVERY OF DEPRECIATION FROM TNMP’S TRANSMISSION AND DISTRIBUTION ASSETS TO TNP ONE ECOM?

A.	As seen on Exhibit PLB-3T, in each year of the Transition Period, TNMP’s existing depreciation rates are anticipated to result in approximately $17 - $19 million of annual depreciation expense recorded on TNMP’s transmission and distribution (T&D) assets.  This expense currently is being recovered through TNMP’s rates.  Over the five-year Transition Period, depreciation expense on the T&D assets is anticipated to total $90.6 million.

		In order to redirect recovery of depreciation expense from the T&D assets to TNP One ECOM, all of the T&D depreciation expense would be deferred into a regulatory asset (Regulatory Asset). The depreciation expense on TNP One ECOM then would be accelerated by an equal amount.  The annual accounting entries would be as follows:

	T&D Depreciation Expense			$XX million

		T&D Accumulated Depreciation			$XX million

		To record normal T&D depreciation.

	T&D Regulatory Asset			$XX million

		Deferred T&D Depreciation Expense			$XX million

		To defer the T&D depreciation into a regulatory asset.

	TNP One Depreciation Expense		$XX million

		TNP One Accumulated Depreciation			$XX million

		To record additional depreciation expense on TNP One.

Q.	WHAT WOULD BE THE EFFECT OF REDIRECTING RECOVERY OF T&D DEPRECIATION?

A.	The net effect would be that, at the end of the Transition Period, a Regulatory Asset equal to approximately $90.6 million would have been created related to depreciation of the T&D assets.  In addition, the TNP One ECOM would have been reduced by $90.6 million.

Q.	HOW DO YOU PROPOSE TO RECOVER THIS REGULATORY ASSET IN THE FUTURE?

A.	As discussed by TNMP Witness Larry Gunderson, TNMP will file a rate case at the end of the Transition Period in order to set prices to be effective for the Post-Transition Period.  At that time, TNMP will request inclusion of the Regulatory Asset in rate base.  TNMP will seek recovery of this asset through annual amortization charges, as well as a return on the asset at TNMP’s weighted average cost of capital.

Q.	OVER WHAT TIME PERIOD DO YOU PROPOSE THAT THIS REGULATORY ASSET BE AMORTIZED AND RECOVERED?

A.	As discussed by TNMP Witness David Foster, in order to comply with Generally Accepted Accounting Principles (GAAP), the recovery period should not exceed ten years.  However, TNMP wishes to reserve the option of proposing a shorter recovery period if conditions at that time allow.

Q.	WHAT IS NEEDED FROM THIS COMMISSION IN ORDER TO ALLOW TNMP TO REDIRECT RECOVERY OF T&D DEPRECIATION TO TNP ONE ECOM?

A.	TNMP requires an order that assures TNMP of recovering the Regulatory Asset, and its related return, from customers after the Transition Period.  Please see the testimony of TNMP Witness David Foster for additional details.

VII.	EARNINGS CAP

Q.	PLEASE DESCRIBE TNMP’S PROPOSAL RELATED TO THE EARNINGS CAP.

A.	TNMP is proposing to limit earnings on its Texas jurisdictional operations to a predetermined rate of return on equity (Earnings Cap), by accelerating depreciation on TNP One ECOM.  If earnings exceed this cap, TNMP will record additional depreciation on TNP One ECOM, in order to lower earnings down to the cap.  In essence, any earnings which exceed the Earnings Cap will be used to accelerate recovery of TNP One ECOM.

Q.	WHAT RATES OF RETURN ON EQUITY DO YOU PROPOSE BE USED TO DETERMINE THE EARNINGS CAP?

A.	TNMP is proposing a return on equity of 9.25% for TNMP’s rate base related to TNP One ECOM and 12% for TNMP’s remaining rate base.

Q.	WHAT IS THE ESTIMATED IMPACT OF THIS EARNINGS CAP?

A.	The impact is shown on Exhibit PLB-4T.  Based on TNMP’s internal financial projections, over the Transition Period, TNMP anticipates recording additional depreciation expense on TNP One ECOM of $53.4 million, and reducing shareholder earnings by $33.1 million (the difference is due to the tax effect of depreciation).  It should be noted that this is an estimate only and actual results will differ from these projections.

Q.	HOW WILL THE ANNUAL ADJUSTMENT TO TNP ONE DEPRECIATION BE MONITORED BY THE COMMISSION?

A.	TNMP is required currently to file its Earnings Monitoring Report with the PUC by May 15th of every year.  This report contains the information needed to determine TNMP’s level of earnings for the previous year.  By supplementing this filing with additional detail related to TNP One ECOM, the filing will provide all of the information necessary to monitor the treatment of the earnings cap.

Q.	WHAT RIGHT WILL OTHER PARTIES HAVE TO OBJECT TO TNMP’S RECORDING OF ADDITIONAL DEPRECIATION DUE TO THE EARNINGS CAP?

A.	TNMP is proposing that the PUC staff, the Office of Public Utility Counsel (OPUC), or any other affected parties have 90 days after the due date (May 15) of the Earnings Monitoring Report to file any dispute related to the report with the Commission.

Q.	DOES YOUR PROPOSED EARNINGS CAP COMPLY WITH GAAP?

A.	Yes, it does.  Please see the testimony of TNMP Witness David Foster for additional details.

VIII.	AMORTIZATION OF EXISTING REGULATORY ASSETS

Q.	HOW DO YOU PROPOSE TO TREAT TNMP’S EXISTING REGULATORY ASSETS RELATED TO TNP ONE?

A.	TNMP is proposing to change the amortization of its existing regulatory assets related to TNP One so that these assets are fully amortized at the end of the Transition Period.

Q.	WHAT IS THE SOURCE OF THESE EXISTING REGULATORY ASSETS?

A.	TNMP’s only existing regulatory assets related solely to TNP One are due to the deferred accounting treatment (DAT) order received for TNP One Unit 1 in Docket No. 8880.  By that order, TNMP was allowed to defer the operating costs of Unit 1 from the period of commercial operation until the date in which rates recovering the cost of the unit were put into effect.  On December 31, 1997, the amount of unamortized DAT will be $4,026,325.  I propose to amortize this balance on a straight-line basis over the five year Transition Period, resulting in annual amortization of $805,265.  This is an increase of $674,681 over the existing amortization of $130,584.  Since TNMP is not seeking to increase rates to customers, TNP stockholders will absorb this additional cost.

Q.	WHY DO YOU PROPOSE TO WRITE-OFF THESE REGULATORY ASSETS OVER THE NEXT FIVE YEARS?

A.	After the Transition Period, TNP One will most likely no longer be a rate-regulated asset.  In that event, the regulatory asset created through DAT would not be recoverable through a regulated rate.  Therefore, GAAP would require that it be written off at the end of the Transition Period.  Amortizing it during the Transition Period prevents a large write-off in the future.

IX.	RECONCILIATION OF ECOM AT END OF TRANSITION PERIOD

Q.	WILL THERE BE SOME TYPE OF RECONCILIATION OF ECOM AT THE END OF THE TRANSITION PERIOD?

A.	Yes, within 180 days after the end of the Transition Period, TNMP will file with the Commission a determination of its remaining TNP One ECOM, if any, and its Purchased Power ECOM.

Q.	WHAT SPECIFICALLY WILL THIS FILING CONTAIN?

A.	At a minimum, this filing will contain the following:

details of the ECOM mitigation during the Transition Period due to normal depreciation, accelerated depreciation due to shortened life, accelerated depreciation due to redirecting recovery of T&D depreciation, and accelerated depreciation due to the Earnings Cap;

an estimate of TNP One ECOM based on an acceptable valuation methodology (as discussed below);

an estimate of Purchased Power ECOM;

if ECOM remains at the end of the Transition Period, a proposed Competitive Transition Charge (CTC) to be applied to all of TNMP’s firm customers; and

if ECOM has been mitigated fully, a proposed mechanism to return any excess collection of ECOM to TNMP’s customers.

Q.	WHAT ARE THE ACCEPTABLE VALUATION METHODOLOGIES TO DETERMINE THE MARKET VALUE OF TNP ONE TO WHICH YOU REFERRED ABOVE?

A.	TNMP proposes that the actual market value of TNP One on January 1, 2003 be determined through one of the following mechanisms:

1)	Sale of TNP One to a non-affiliated third party in an arms-length transaction at any time prior to December 31, 2002;

Spin-off of TNP One into an affiliated entity and then the sale of at least 20% of the common stock of the affiliated entity in the public market at any time prior to December 31, 2002.  The market value of the outstanding stock, plus the book value of any debt, would be used to determine the market value of TNP One; or

If neither method above is applicable, a theoretical calculation (such as the PUC Staff’s ECOM valuation model) will be used to determine market value.

Q.	HOW WILL TNMP DETERMINE ECOM FOR ITS PURCHASED POWER CONTRACTUAL OBLIGATIONS?

A.	Please refer to the testimony of TNMP Witness Wayne Morton for this issue.

Q.	PLEASE DISCUSS THE COMPETITIVE TRANSITION CHARGE MENTIONED ABOVE.

A.	The Competitive Transition Charge, or CTC, will be designed to recover any remaining ECOM after the Transition Period.  This would include any TNP One ECOM and Purchased Power ECOM.  The CTC would be applied to all of TNMP’s firm kWh sales and would be effective for a five year period (Post-Transition Period) after the end of the Transition Period.  The CTC would recover the remaining ECOM, with an associated return, over the five year period.

Q.	WHAT DO YOU ESTIMATE THAT THE CTC WILL BE?

A.	Based on our current estimates of market value on January 1, 2003, and our anticipated level of ECOM mitigation, the CTC would be approximately 0.62¢ per kWh.  The detail of this calculation is shown in Exhibit PLB-5T.  Of course, the actual CTC proposed by TNMP will be determined by the situation prevailing at the end of the Transition Period.

Q.	WHAT DO YOU PROPOSE BE DONE WITH ANY POTENTIAL OVER-COLLECTION OF ECOM?

A.	If TNMP overcollects its ECOM by the end of the Transition Period, the overcollection first would be used to reduce the Regulatory Asset created by redirecting recovery of depreciation from T&D to TNP One ECOM.  Any overcollection in excess of the Regulatory Asset would be refunded to TNMP’s customers in a manner prescribed by the Commission.

Q.	IS IT PROBABLE THAT TNMP WILL OVERCOLLECT ECOM DURING THE TRANSITION PERIOD?

A.	No, it is highly unlikely that TNMP will overcollect its ECOM during the Transition Period.  As shown on Exhibit PLB-5T, our current estimates are that TNMP will have approximately $61.6 million of TNP One ECOM remaining at the end of the Transition Period along with approximately $53.5 million of Purchased Power ECOM.

Q.	YOU MENTIONED THAT ONE ACCEPTABLE METHOD TO DETERMINE THE ACTUAL MARKET VALUE OF TNP ONE WOULD BE TO SELL THE PLANT TO AN UNRELATED THIRD PARTY.  WHAT EFFECT WOULD SUCH A SALE HAVE ON YOUR PROPOSED TRANSITION PLAN?

A. 	If TNMP sells TNP One during the Transition Period, actual ECOM would be known exactly.  TNMP proposes that, if TNP One is sold at a loss (i.e., below book value), that the Transition Plan continue unaffected.  This would allow TNMP to continue to be allowed to recover its stranded costs.

Q.	WHAT DO YOU PROPOSE IF TNP ONE IS SOLD FOR GREATER THAN BOOK VALUE?

A.	If TNP One is sold for a gain (i.e., above book value), TNMP proposes that the gain first be used to reduce the Regulatory Asset created by redirecting the recovery of T&D depreciation.  If the gain exceeds the Regulatory Asset, TNMP proposes that any excess be used by TNMP to mitigate its purchased power ECOM and, thereby, to reduce the Competitive Transition Charge.

X.	FINANCIAL INTEGRITY

Q.	PLEASE GIVE A BRIEF SUMMARY OF TNMP’S RECENT FINANCIAL HISTORY.

A.	The most significant item affecting TNMP’s financial condition since 1990 has been the construction of TNP One.  TNP One was constructed and financed by a non-affiliated consortium on a turn-key basis.  The consortium owned the plant during construction and was responsible for all project financing during the construction process.  Upon completion and successful testing of each unit, TNMP, through its wholly-owned subsidiaries Texas Generating Company (TGC) and Texas Generating Company II (TGC II), assumed ownership of each unit along with the associated project finance obligations.  Unit 1 was completed in 1990 and Unit 2 was completed in 1991.

The total cost of TNP One was approximately $650 million, compared to TNMP’s total capital at the end of 1989 (the last year prior to assuming ownership of Unit 1) of only $318 million.  The assumption of the obligations related to TNP One tripled TNMP’s total capital between 1989 and 1991.  To compound the impact, the incremental capital was 100% debt with a required 39 month refinancing period.

		This tripling of TNMP’s total capital caused a need for a series of rate cases and financings.  TNMP filed rate cases in April of 1990 (Docket No. 9491), April of 1991 (Docket No. 10200), and April of 1994 (Docket No. 12900) related to TNP One.  In addition, TNMP issued new debt securities in January of 1992 ($260 million) and September of 1993 ($240 million) while TNP issued additional common stock in December of 1992 ($40 million) and October of 1996 ($47 million).  TNMP also amended the project financing facilities in January of 1992 and in September of 1993, when the remaining project loans were converted into a revolving line of credit.

		During this period, TNMP’s first mortgage bond ratings declined from BBB+ / A3 in 1989 to a low of BB- / Ba3 in 1993.  At the same time, our debt to total capital ratio increased from 45% in 1989 to 78% in 1994 while our pre-tax interest coverage ratio declined from 3.5 times to 0.8 times.

Q.	PLEASE DESCRIBE THE FINANCIAL RECOVERY WHICH TNMP IS CURRENTLY EXPERIENCING.

A.	TNMP’s financial recovery began in 1994 with the hiring of a new President and CEO, Kevern Joyce.  During 1994, TNMP settled its outstanding rate case (Docket No. 12900) and the ongoing appeals of its two prior rate cases (Docket Nos. 9491 and 10200).  The settlement in Docket No. 12900 resulted in a $35 million write-off of TNP One, which in turn required TNP to cut its common stock dividend by 51%.  In addition, TNMP reduced its workforce by 15% during 1994 (from 1,051 employees to 894).  These actions laid the foundation for TNMP’s financial turnaround.

		Continuing into 1995, TNMP changed its method of accounting for unbilled revenue which increased common equity, received a favorable private letter ruling from the Internal Revenue Service (IRS), sold its Panhandle properties and used the proceeds to retire high-cost debt, and renegotiated its revolving line of credit to extend its maturity and lower the interest rates.

		In 1996, TNMP implemented its own control area, thereby reducing its standby expense, and entered into a new $100 million credit facility to be used to redeem higher-cost outstanding debt.  In addition, TNP sold 2 million shares of common stock in October of 1996 and infused the net proceeds into TNMP to be used to repay debt.

		All of these actions have resulted in the rating agencies raising TNMP’s first mortgage bond ratings to BB+ by Standard & Poor’s, Ba2 by Moody’s, and BB by Duff & Phelps.  TNMP’s debt to total capital ratio has improved to 65% at the end of 1996 and its pre-tax interest coverage ratio in 1996 was 1.5 times.

Q.	WHAT MORE IS REQUIRED FOR TNMP TO ATTAIN AN INVESTMENT GRADE BOND RATING?

A.	Although some additional improvement in TNMP’s financial ratios is needed, the primary requirement which must be met in order for TNMP to be investment grade is for TNMP to find a solution to stranded cost.  Each of the rating agencies has stated to TNMP that an answer to stranded cost is crucial in their analysis of TNMP’s credit quality.

Q.	WHAT ARE TNMP’S FINANCING REQUIREMENTS IN THE NEXT FEW YEARS?

A.	TNMP’s major financing requirements coincide with the maturities of outstanding debt, which are summarized below:



Series�Amount

($ Millions)�Interest

Rate�Maturity

Date��1992 Secured Debentures�$130�12.5%�January 1999��Series U First Mortgage Bonds�$100�9.25%�September 2000��1993 Secured Debentures�$140�10.75%�September 2003*��1995 Bank Facility�$55.8�Variable�November 2000��1996 Bank Facility�$100�Variable�August 2001��	* Callable at Par in September 2000

		TNMP anticipates generating sufficient internal cash flow to fund its on-going construction needs but will require external financing for a significant portion of these debt maturities.

Q.	WHAT ARE TNMP’S GOALS RELATED TO THESE REFINANCINGS?

A.	TNMP’s primary goal is to have an investment grade bond rating prior to the time in which TNMP issues securities to retire the $130 million of secured debentures in January of 1999.  The difference in interest rates on investment grade debt vs. non-investment grade debt is significant, and can be as much as 200 to 300 basis points, under certain market conditions.

Q.	WHAT IS NECESSARY FOR TNMP TO ACHIEVE AN INVESTMENT GRADE RATING?

A.	In general, TNMP must reduce its total debt to capital ratio to below 60% and improve its pre-tax interest coverage ratio to 1.75 times or better.  Based on TNMP’s internally projected financial ratios (as shown in Exhibit PLB-6T) TNMP anticipates meeting these criteria in 1998.  In addition, all of the rating agencies are concerned about the impact of deregulation in the industry and the probability of recovery of the resultant stranded costs.  If TNMP does not have a plan in place to recover stranded costs, the rating agencies probably will require higher financial ratios than if a recovery plan is in place and the risk level is better defined.

Q.	WHAT IMPACT WILL APPROVAL OF THE TNMP TRANSITION PLAN HAVE ON TNMP’S FINANCIAL INTEGRITY?

A.	Attached as Exhibit PLB-6T are projected financial ratios for TNMP assuming that the TNMP Transition Plan is approved.  Under the TNMP Transition Plan, TNMP will not only reduce the TNP One ECOM from $272.1 million at the beginning of the Transition Period to $61.6 million by December 31, 2002 but, in addition, TNMP will improve its capital structure from 66% debt at the end of 1996 and an interest coverage ratio of 1.5 times in 1996 to an anticipated debt ratio of 31.1% at December 31, 2002 and an interest coverage ratio of 4.8 times during 2002.

Q.	IN YOUR OPINION, WOULD IMPROVEMENT OF THIS MAGNITUDE AND MITIGATION OF ECOM RESULT IN AN INVESTMENT GRADE RATING FOR TNMP?

A.	Yes, based on my conversations with rating agency personnel, approval of the TNMP Transition Plan and its resultant impact on TNMP’s financial condition will result in an investment grade bond rating for TNMP in the near future.

Q.	WHAT WOULD BE THE IMPACT ON TNMP OF ALLOWING IMMEDIATE CUSTOMER CHOICE WITHOUT STRANDED COST RECOVERY?

A.	If TNMP’s customers were allowed immediate generation supplier choice without a plan for stranded cost recovery, TNP One would become an unregulated asset for accounting purposes.  TNMP would then be required to discontinue accounting for TNP One and its purchased power contracts under Statement of Financial Accounting Standards (SFAS) 71, “Accounting for the Effects of Certain Types of Regulation.”  See testimony of TNMP Witness David Foster.

Q.	HOW WOULD DISCONTINUING SFAS 71 AFFECT TNMP’S FINANCIAL INTEGRITY?

A.	TNMP first would have to assess whether an asset impairment pursuant to SFAS 121, “Impairment of Long-Lived Assets”, had occurred.  In order to do this, TNMP would estimate the cash flow to be generated from TNP One and from the purchased power contracts.  If the sum of the cash flows for all future years failed to recover the book value of the assets, an impairment would exist.  TNMP then would be required to write off the difference between the asset’s book value and the discounted value of the future cash flows.

Q.	HAVE YOU PERFORMED THIS IMPAIRMENT ANALYSIS?

A.	No, I have not.  However, as discussed previously, the current book value of TNP One is approximately $485 million and our estimate of market value is $180 million.  Due to this wide gap between market and book value, it is safe to assume that an impairment would exist without stranded cost recovery and, if SFAS 71 was discontinued, a significant write-off would be required.

Q.	WHAT IMPACT WOULD SUCH A WRITE-OFF HAVE ON TNMP’S FINANCIAL INTEGRITY?

A.	A large write-off would have a significant negative impact on TNMP’s financial integrity.  As of June 30, 1997, TNMP had only approximately $40 million of unrestricted retained earnings with which to pay common dividends.  A write-off exceeding this amount would force TNMP to eliminate the common dividend which TNMP pays to TNP.  This, in turn, would require TNP to eliminate the dividend it pays to its stockholders.  TNMP’s bond indenture requires that the net book value of property pledged as collateral be at least 1.67 times the amount of first mortgage bonds outstanding.  The collateral coverage requirement would be violated if a large write-off occurred, which then would preclude TNMP from issuing new first mortgage bonds.  The debt-to-total capital ratio required by TNMP’s bank facilities (currently not to exceed 72%) would be violated, resulting in default under these facilities, which then would result in a cross-default of TNMP’s secured debentures.  On a longer term basis, if TNMP were not able to generate sufficient cash from TNP One to meet all of its obligations (i.e., interest, O&M, taxes, etc.), TNMP’s financial condition could be impaired so severely as to result probably in bankruptcy.

Q.	ARE YOU GENERALLY FAMILIAR WITH UTILITIES THAT HAVE FILED FOR BANKFUPTCY PROTECTION?

A.	Yes, I am.

Q.	BASED ON THAT KNOWLEDGE, WHAT WOULD YOU EXPECT TO BE THE EFFECT OF A BANKRUPTCY OF TNMP?

A.	If TNMP were to declare bankruptcy, its cost of capital would increase significantly both during and, for a period, after the bankruptcy.  It is quite probable that TNMP’s rates to its customers would be increased and, of course, TNP’s stockholders would lose most, if not all, of their stock value.  In addition, during bankruptcy, most decisions are made by the bankruptcy court and, therefore, both TNMP and the Commission would lose control over the regulatory process.

XI.	FORCE MAJEURE PROVISIONS

Q.	WHAT FORCE MAJEURE PROVISIONS DO YOU PROPOSE BE INCLUDED IN THE TNMP TRANSITION PLAN?

A.	I propose to include only one force majeure provision.  If either Congress or the Texas legislature passes legislation requiring all utilities under their authority to allow customer choice, TNMP obviously would have to comply with such legislation.  If legislation is passed which affords utilities the option of participating in some sort of transition plan, TNMP will choose to participate if doing so is in the best interest of TNMP and its customers.

XII.	PUBLIC INTEREST

Q.	IS THE TNMP TRANSITION PLAN IN THE PUBLIC INTEREST?

A.	Yes, it is.

Q.	PLEASE EXPLAIN WHY THE TNMP TRANSITION PLAN IS IN THE PUBLIC INTEREST.

A.	In contrast with the cost of service analysis filed with this case, which supports a need for an annual $12.5 million rate increase ($62.5 million over five years), TNMP’s proposed plan offers rate decreases totaling $34.4 million during the Transition Period.  In addition, TNP’s stockholders are bearing the burden of accelerating depreciation by $24.1 million as well as for $53.4 million of ECOM mitigation through the Earnings Cap.  Therefore, TNP’s stockholders are contributing $96.9 million towards reduced rates ($62.5 + $34.4 = $96.9) and $77.5 million towards ECOM mitigation ($24.1 + $53.4 = $77.5), for a total contribution of $174.4 million.  At the end of the Transition Period, TNMP’s customers will have a choice of generation suppliers without the need for a legislative mandate.  In summary, TNMP’s customers get lower rates and generation supplier choice while TNP’s stockholders experience reduced earnings but, in return, receive certainty regarding their level of risk for stranded cost recovery.

Q.	WILL TNP’S STOCKHOLDERS HAVE THE OPPORTUNITY TO EARN A REASONABLE RATE OF RETURN UNDER THE TNMP TRANSITION PLAN?

A.	Yes, they will.  The TNMP Transition Plan balances the risks of ECOM recovery with an appropriate rate of return to TNP’s stockholders.  As seen on Exhibit PLB-4T, TNP’s stockholders will be allowed the opportunity to earn an 11.19% rate of return on equity in 1998, increasing to an 11.66% return in 2002.

XI.	SUMMARY AND CONCLUSION

Q.	PLEASE SUMMARIZE YOUR TESTIMONY.

A.	I propose the following:

TNMP be allowed to segregate the net unrecovered investment in TNP One into two pieces, one piece equal to its estimated market value and one piece for ECOM;

TNMP be allowed to accelerate the depreciation on the ECOM portion of TNP One by depreciating it over a 20 year remaining life;

TNMP be allowed to redirect recovery of depreciation on its Texas jurisdictional T&D assets and to accelerate depreciation on TNP One by a like amount.  The depreciation normally recorded on T&D assets would be deferred into a Regulatory Asset;

The Commission issue an order assuring TNMP that the Regulatory Asset, including a full return, will be recovered, over a period not to exceed ten years, from rates established for T&D operations;

TNMP be allowed to record additional depreciation equal to the excess, if any, of TNMP’s Texas jurisdictional earnings over and above the level of earnings which would result in a return on equity equal to 9.25% on TNP One ECOM and 12% on all other rate base;

TNMP be allowed to accelerate the amortization of its TNP One-related regulatory assets, created by the deferred accounting order in Docket No. 8880, so that they will be fully amortized by December 31, 2002;

TNMP be allowed to true-up its ECOM recovery at the end of the Transition Period by filing a reconciliation of ECOM within 180 days after the end of the Transition Period.  In the filing, TNMP will propose a Competitive Transition Charge if ECOM has not been fully recovered, or a means to flow any overcollection back to its customers, if ECOM has been over-recovered; and

TNMP be allowed to migrate to any new legislation plan implemented by either Congress or the Texas legislature.

	The TNMP Transition Plan will allow TNMP the opportunity to continue its financial recovery begun in 1994, potentially result in improvement in TNMP’s bond ratings to investment grade, and, thereby, result in a lower overall cost of capital to TNMP.  Offering customer choice without recovering stranded cost would result in a significant deterioration of TNMP’s financial condition, possibly including bankruptcy.

		Finally, the TNMP Transition Plan is in the public interest because it balances the interests of customers and stockholders by means of rate reductions and generation supplier choice for customers, while reducing earnings to TNP’s stockholders in exchange for receiving a reduction in the risk of stranded cost recovery.

Q.	DOES THIS COMPLETE YOUR TESTIMONY?

A.	Yes, it does.
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Texas-New Mexico Power Company

Estimated Reduction in TNP One ECOM



$ Millions�1998�1999�2000�2001�2002��Beginning Book Value�$ 485.3�$ 470.2�$ 455.1�$ 440.0�$ 424.9��Depreciation�     15.1�     15.1�     15.1�     15.1�     15.1��Ending Book Value�$ 470.2�$ 455.1�$ 440.0�$ 424.9�$ 409.8��Est. Market Value�����   180.0��TNP One ECOM (1/1/03)�����$ 229.8��



$ Millions�1998�1999�2000�2001�2002�Total��TNP One ECOM (1/1/03)�$ 229.8�������Plus: 5 Yrs Depreciation�     42.3�������TNP One ECOM (1/1/98)�$ 272.1���������������ECOM Mitigation��������  Normal Depreciation�$ 8.5�$ 8.5�$ 8.5�$ 8.5�$ 8.5�$ 42.3��  Accelerated Depreciation�4.8�4.8�4.8�4.8�4.8�24.1��  Redirecting Recovery of T&D Depr.�16.9�17.5�18.1�18.7�19.4�90.6��  Earnings Cap�    0.0�  15.6� 14.2�  16.6�   7.0�  53.4��  Total Mitigation�$ 30.2�$ 46.4�$ 45.6�$ 48.7�$ 39.7�$ 210.5����������Ending TNP One ECOM������$ 61.6��
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Texas-New Mexico Power Company

Impact of Accelerated Depreciation and 

Lower Rate of Return on Equity







$ Millions�ECOM at

12/31/97�Remaining

Life�Annual

Depreciation�Depreciation

Rate��Current�$ 272.1�31 years�$ 8.5�2.63%��������Proposed�$ 272.1�20 years�$ 13.3�4.08%��������Incremental���$ 4.8���





�$ Millions��ECOM Rate Base���  Net Plant�$ 272.1��  ADFIT�       (35.3)��  Rate Base� $ 236.8��Equity Ratio�X  35.46%��Reduced ROE (12% - 9.25%)�  X    2.75%��Reduced Equity Return�$ 2.3��Tax Factor [ 1 / (1-.381) ]�     1.6155��Reduced Revenue Requirement�$ 3.7��
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Texas-New Mexico Power Company

Transmission and Distribution Depreciation





$ Millions�1998�1999�2000�2001�2002�Total��Transmission��������  Gross Plant�$ 77.3�$78.1�$ 79.0�$ 80.0�$ 81.0���  Depreciation Rate�3.37%�3.37%�3.36%�3.36%�3.35%���  Depreciation�$ 2.6�$ 2.6�$ 2.7�$ 2.7�$ 2.7�$ 13.3����������Distribution��������  Gross Plant�$ 403.7�$ 417.6�$ 432.2�$ 447.5�$ 463.7���  Depreciation Rate�3.54%�3.55%�3.57%�3.59%�3.60%���  Depreciation�$ 14.3�$ 14.8�$ 15.4�$ 16.1�$ 16.7�$ 77.3����������Total Depreciation�$ 16.9�$ 17.4�$ 18.1�$ 18.8�$19.4�$ 90.6��
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Texas-New Mexico Power Company

Earnings Cap



$ Millions�1998�1999�2000�2001�2002�Total��Revenues�$ 468.5�$ 465.1�$ 477.4�$ 487.5�$ 505.5���Expenses�391.1�382.6�396.4�407.4�433.5���Return�$ 77.4�$ 82.5�$ 81.0�$ 80.1�$ 72.4�����������Rate Base��������  ECOM�$ 211.8�$ 176.7�$ 142.2�$ 105.7�$ 74.8���  Other� 512.6� 517.1� 522.3� 528.2� 534.0���  Total�$ 724.4�$ 693.8�$ 664.5�$ 633.9�$ 608.8���Cost of Capital�11.31%�10.51%�10.86%�11.01%�11.18%���Allowed Return�$ 81.9�$ 72.9�$ 72.2�$ 69.8�$ 68.1�����������Earnings Exceeding Cap�$ 0.0�$ 9.6�$ 8.8�$ 10.3�$ 4.3�$ 33.0��Tax Factor�1.6155�1.6155�1.6155�1.6155�1.6155���Additional Depreciation�$ 0.0�$ 15.6�$ 14.2�$ 16.6�$ 7.0�$ 53.4��



�1998�1999�2000�2001�2002��Capital Ratios:�������  Pfd Stock�0.40%�0.39%�0.38%�0.37%�0.35%��  Debt�58.41%�51.41%�44.14%�35.69%�29.59%��  ECOM Equity�12.04%�12.28%�11.87%�10.66%�8.60%��  Other Equity�29.15%�35.92%�43.61%�53.27%�61.45%��  Total�100.00%�100.00%�100.00%�100.00%�100.00%���������Cost Rates:�������  Pfd Stock�4.77%�4.77%�4.77%�4.77%�4.77%��  Debt�11.43%�9.81%�10.23%�10.14%�10.12%��  ECOM Equity�9.25%�9.25%�9.25%�9.25%�9.25%��  Other Equity�12.0%�12.0%�12.0%�12.0%�12.0%���������Capital Cost:�������  Pfd Stock�0.02%�0.02%�0.02%�0.02%�0.02%��  Debt�6.68%�5.04%�4.52%�3.62%�2.99%��  ECOM Equity�1.11%�1.14%�1.10%�0.99%�0.80%��  Other Equity�3.50%�4.31%�5.23%�6.39%�7.37%��  Total�11.31%�10.51%�10.86%�11.01%�11.18%���������  Avg. ROE�11.19%�11.31%�11.41%�11.54%�11.66%���Exhibit PLB-5T
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Texas-New Mexico Power Company

Competitive Transition Charge





�$ Millions��TNP One ECOM at 1/1/03�$ 61.6��Purchased Power ECOM�   53.5��Total ECOM�$ 115.1��Cost of Capital (est.)�10%��Recovery Period�5 years��Annual Revenue Requirement�$ 30.4��Firm GWH Sales (est.)�4,900��Competitive Transition Charge�0.62¢ per kWh��
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Texas-New Mexico Power Company

Financial Impact of TNMP Transition Plan







�1998�1999�2000�2001�2002��Funds from Operations to Total Debt�20.67%�31.27%�37.57%�51.06%�61.14%��Funds from Operations Interest Coverage�1.9�3.5�3.7�4.8�5.6��Pre-Tax Interest Coverage�2.1�3.1�3.3�4.0�4.8��Total Debt to Total Capital�58.4%�52.1%�45.3%�37.3%�31.1%��Net Cash Flow to Capital Expenditures�264%�331%�308%�309%�284%��
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