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STUDY RESULTS

Depreciation rates and depreciation expense calculations for LST depreciable and
amortizable property are shown in Appendix' A. The study supports an overall annual
depreciation expense of $2.41 million associated with Phase | plant to be included-in the
Company's interim rate request. This includes depreciation expense of $17,000 for
intangible plant, $1.68 million for transmission plant, $648,000 for network plant, and
$67,000 for general plant assets. Once the entire transmission facility has been placed
into service, the study recommends an overall depreciation expense of $19.95 million.
This includes depreciation expense of $213,000 for intangible plant, $19.02 million for

. transmission plant, $648,000 for network plant, and $76,000 for general blant assets.
Appendices B-1 through B-3 present the calculation of average life by account. Appendix
C shows net salvage parameters for utilities regulated by the Public Utility Commission of
Texas whose depreciation parameters are available in the public domain. Because LST is

constructing a new transmission facility and has no historical information on which to .

establish net salvage parameters, the study calculated net salvage parameters by-

averaging the net salvage for similar types of assets approved by the Public Utility .

Commission of Texas for other Texas transmission utilities. The resulting averages were
applied to LST’s assets.

701




Docket No. 40020

Exhibit DAW-2
Page 6 of 39

GENERAL DISCUSSION

Definition

The term "depreciation” as used in this study is considered in the accounting sense,
that is, a system of accounting that distributes the cost of assets, less net salvage (if any),
over the estimated useful Iife of the assets in a systematic and rational manner. ltis a
process of allocation, not valuation. This expense is systematically allocated to accounting
periods over the life of the properties. The amount allocated to any one accounting period
does not necessarily represent the loss or decrease in value that will occur during that
* particular period. The Company accrues depreciation on the basis of the original cost of all
depreciable property included in each functional property group. On rgtirement the full cost

of depreciable property, less the net salvage value, is charged to the depreciation reserve.

Basis of Depreciation Estimates

Annual and accrued depreciation were calculated in this study by the straight- line,
remaining-life depreciation system. In this system, the annual depreciation accrual for
each group (i.e. account) is computed by dividing the original cost of the group less
depreciation reserve by the group’s respective average service life. In this study, because
LST is constructing a new transmission facility, there is no current depreciation reserve.
The respective service life for each group is determined by estimating the average service
life for each type of asset within the group, and then dollar-weighting the individual lives to
determine a group service life. The resulting annual accrual amounts of all depreciable
propérty within each group was divided by the original cost of all depreciable pi'operty
within the group to determine the depreciation rate for each group. The calculation of the

. depreciation expense,. average service lives and depreciation rates are shown in

Appendices A and B.
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Actuarial Analysis

Actuarial analysis (retirement rate method) was not available to be used due o the
newness of LST's assets and consequently, the lack of historical retirements. Average
service lives for each type of asset was based on both Alliance’s and LST engineering

experts’ experience with similar assets, and future expectations for those assets.

Net Salvage Analysis

Since the assets being analyzed are at the beginning of their lives, no traditional net
salvage analysis was possible. Instead, tHe'average of the net salvage rates approved by
the Public Utility Commission of Texas for the same accounts of other Texas utilities was
applied to LST's assets. Appendix C shows net salvage parameters by account used by
utilities in Texas. These percentages by account were averaged to estimate LST;s net
salvage.

Depreciation Calculation Process -
Annual depreciation expense amounts for each account were calculated by the

straight line, remaining life procedure. Because LST is constructing a new transmission
facility, the remaining life analysis is equivalent to the whole life of plant assets in this
circumstance. In this calculation, the annual accrual rate is computed by the following
equation,

(100% — NetSalvagePercent)
AverageServiceLife

AnnualAccrualRate =
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DETAILED DISCUSSION

Depreciation Study Process

During the initial data collection process, historical data is normally compiled from
continuing property records and general ledger systems. However, since LST's assets are
new with no history available, we conducted a complete set of interviews, which included
the input of LST engineering and operations personnél. | assigned lives to each asset type
within each account based on the results of these interviews in conjunction with my own
knowledge and experience gaiﬁed from performing-depreciation studies for transmission
assets in Texas and the nation. | then used these lives to derive a composite average
service life.  One of the most important elements of performing a proper depreciation
study is to understand how the Company utilizes assets and the environment of those
assets. Interviews with engineering and operations personnel are important ways to allow
the analyst to obtain information that is beneficial when evaluating the output from the life
and net salvage programs in relation to the Company’s actual asset utilization and
environment. Information that was gleaned in these discussions is found both in the
Detailed Discussion of this study and also in workpapers.

Since no operating history is available, net salvage is assigned based on the
experience of other Texas utilities as approved by the Public Utility Commission’s in each
utility's last respective rate case. The listing of utilities used and the calculation of the
average net salvage percentage is found in Appendix C.

After assigning lives and net salvage, | calculated the interim and final accrual rates
for each plant category. This final report documents my conclusions in recommending
these accrual rates. The calculation of depreciation accruals and depreciation rates are
found in Exhibit A. Recommendations for the various accounts are-contained within the
Detailed Discussion of this report. ' ' '
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Degreciatibn Rate Calculation
Annual depreciation expense amounts for the depreciable accounts of LST were

calculated by the straight-line method, average life group (“ALG") procedure, and
remaining-life technique. With this approach, remaining lives were calculated according to
standard ALG expectancy techniques. For each plant account, the surviving investment,
adjusted for estimated net salvage, is divided by the average life to yield the annual
depreciation expense. Since these assets are new and have not incurred any depreciation
expense, the book reserve is zero and remaining life is equal to average service life.
These calculations are shown in Appendix A.

Remaining Life Calculation
At the age of zero, Remaining Life is equal to Average Service Life. The average

life of each asset group was calculated based on the expected life for each asset type
included in the group and dollar-weighted to determine the average life of the group.
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LIFE ESTIMATION

INTANGIBLE PLANT
FERC Account 301 Organization {54:03 years for Phase I; No change for final rates

since no new assets are placed in service after Phase | assets)

This account consists of intangible organization costs. The estimated balance in this
account is $85,000. These costs are included in the Phase | interim rate calculation and
remain unchanged when the entire transmission facility is placed into service. The
depreciation rates associated with this account reflect the average service life of the
projected assets calculated from the time the assets are placed into service, which is
assumed to be the time the entire transmission facility is placed into service. The
recommended life for this account of 54.03 years is based on the average life of all tangible
assets in-service. ' The calculation of the average life of all tangible assets used for this
account is shown in Appendix B-3.

FERC Account 302 Intangible (54.03 years for Phase I: No change for use with final
rates when all assets are placed in service)

This account consists of costs related to the application for a Certificate of Convenience
and Necessity. The estimated balance in this account is $13.9 million. A portion of these
costs are included in the Phase | interim rate calculation and the entire cost is included in
final rates when the entire transmission facility is placed into service. The depreciation
rates associated with this account reflect the average service life of the projected assets
calculated from the time the assets are placed into service, which is assumed to be the
" time the entire transmission facility is placed info service. The recommended life for this
account is 54.03 years based on the average life of all tangible assets. The calculation of

the average life of all tangible assets used for this account is shown in Appendix B-3.
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TRANSMISSION PLANT

FERC Account 350.2 Land Rights (No assets in Phase I; 75 years for final rates when
all facilities are placed in service)

This account consists of land rights used for transmission line assets. The
estimated balance in this account is $115.9 million and is included only in the final
depreciation rate calculation since the Land Rights will go into service at the time the entire
transmission line goes into service. Although the Company does own land undermneath the
substations that are part of the Phase | interim rate calculation, that land is held in fee
simple, and is therefore non-depreciable. This study recommends a 75 year life based on
the life of the longest-lived assets (spun concrete poles) occupying the land rights.

FERC Account 352.0 Structures and Improvements (22.97 years — Phase I; 31.56
years for final rates when all facilities are placed in service)

This account consists of structures and improvements associated with control
houses and other miscellaneous structures in transmission substations. The projected
pbalance in this account for Phase | assets is $7.6 million. The projected balance once all
transmission facilities are placed in service is $19.8 million. The lives of the assets in this

account vary from 7 years (control center leasehold improvement) to 40 years (structures

and culverts), with the predominant life for all assets being 40 years. The average life of

Phase | assets is different than the average life once all assets are placed into service
because there is a smaller percentage of the investment in 40 year assets in the Phase |
calculation, which shortens the average life of the assets. Based on the dollar-weighted
lives of the individual assets as shown in Appendices B-1 and B-2, this study recommends
lives of 22.97 for purposes of interim rates and 31.56 years for purposes of final rates.

707




Docket No. 40020

Exhibit DAW-2
Page 12 of 39

FERC Account 353.0 Station Equipment (37.13 years — Phase I; 37.62 years for final
rates when all facilities are placed in service)

This account consists of capacitors, shunt reactors, supply breakers, busses,
protective relay panels and switches found in transmission substations. The projected
balances in this account are $44.8 million for Phase | interim rates, and $131 million once
the entire transmission facility is placed into service. The lives of the assets in this account
vary from 15 years (remote terminal units or RTUs, surge arresters, and meters) to 50
years (e.g., conduit, cable trays and steel structures) with the predominant life for all assets
being 40 years for assets such as capacitors, reactors and breakers). The level of
investment in longerlived versus shorter-lived assets does not change significantly
between Phase | assets and completion of the entire transmission facility. Therefore, the
average live is close to the same in both phases. Due to the nature of these substations,
they do not include transformers. Based on the dollar-weighted lives of the individual
assets, this study recommends lives of 37.13 for purposes of interim rates and 37.62 years
for purposes of final rates. These calculations are shown in Appendices B-1 and B-2.

FERC Account 355.0 Poles and Fixtures (No facilities in Phase I; 68.90 years for final
rates when all facilities are plaéed in service)

This account includes stee!l and concrete poles, anchors, anchor rods, other related
equipment, and foundations for transmission poles. All Account 355 assets are part offinal
rates. The projected balance in this account is $235 million. The lives of the assets in this
account vary from 50 years (guys and anchors) to 75 years (spun concrete poles and
foundations) with the predominant life for all assets being 75 years. Based on the dollar-

weighted lives of the individual assets once all facilities are placed in service as shown in

* Appendix B-2, this study recommends a life of 68.90 years.
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FERC. Account 356.0 OH Conductors and Devices (No facilities in Phase I; 42.31
years for final rates when all facilities are placed in service)

This account includes overhead conductors, insulators and devices for transmission
plant. All Account 356 assets are part of final rates. The projected balance in this account
is $263 million. The lives of the assets i this account vary from 30 years (e.g., dampers,
spacers and insulators) to 50 years (e.g., conductor and fiber optic cable) with the
pfedominant life for all assets being 50 years. Based on the dollar-weighted lives of the
individual assets once all facilities are placed in service as shown in Appendix B-2, this

study recommends a life of 42.31 years.

FERC Account 382.0 Computer Hardware (6.77 years for Phases 1; No change for
final rates since no new assets are placed in service after Phase I)

This account includes all computer hardware associated with regional transmission
and operations plant. These assets will reside in the Primary and Back-up Control
Centers. All assets in this account are part of Phase | with no additional investment added
in final rates. The projected account balance is $3.1 million for this account with the
investment unchanged between Phase | and final rates. The lives of the assets in this
account vary from 3 to 4 years for computers and telecom equipment to miscellaneous
items with 15 years. The predominant lives are 41to 5 years. Based onthe dollar-weighted
lives of the individual assets in Phase | as shown in Appendix B-1, this study recommends
a life of 6.77 years.

FERC Account 383. 0 Computer Software (10 years for Phases 1; No change for final
rates since no new assets are placed in service after Phase 1)

"This account includes all computer software associated with primary ‘and backup
Energy Management Systems or EMS at regional transmission centers. The current
account balance is $623,000 for this account with the investment unchanged between
Phase | and final rates. Although upgrades to the software are expected every few years,

10
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the Company anticipates that future upgrades will be expensed. Therefore, a 10 year life

is recommended for the software.

FERC Account 384.0 Telecommunications (7.86 years Phase I ; No change for final
rates since no new assets are placed in service after Phase I)

This account includes all communication equipment associated with regional
transmission and operations plant. The current account balance is $1 million for this
account with the investment unchanged between Phase | and final rates. The lives of the
assets in this account vary from 3 years for computers to network equipment with 10 years.
The predominant life is 4 years. Based on the dollar-weighted lives of the individual
assets in Phase | as shown in Appendix B-1, this study recommends a life of 7.86 years.

GENERAL PLANT
FERC Account 391.0 Office Furniture and Equipment (19.42 years Phase |; 19.03

years for use in final rates when all facilities are placed in service)

This account includes the cost of office furniture and equipment (including laptops)
used for utility service. There is approximately $281,000 in this account in Phase | and
$345,000 in final rates when all assets are placed in service. Based ona normal industry
expectation for the life of furniture of 20 years and a laptop life of 3 years this study
recommends a life of 19.42 and 19.03 for Phase | and final rates, respectively.

EERC Account 397.0 Other Communication Equipment (4 years for Phase1 ; No
change for final rates when all assets are placed in service)

This account consists of other communication eqmpment used in the field offices.
There is approx1mately $210,000in thls account in Phase | and $229,000in this accountin
final rates. Based on the expectation of a 4 year life for communication equipment, this

study recommends a life of 4 years for this account.

11
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FERC Account 398.0 Miscellaneous Equipment (40 years for Phase | ; No change for
final rates since no new assets are placed in service after Phase I

This account consists of miscellaneous owner provided equipment used in general
utility service. There is approximately $16,000 in this account. This study recommends a
life of 40 years.

12

711




Docket No. 40020

Exhibit DAW-2
Page 16 of 39

SALVAGE ESTIMATION

When a capital asset is retired, physically removed from service and finally disposed
of, terminal retirement is said to have occurred. The residual value of a terminal retirement
is called gross salvage. Net salvage is the difference between the gross salvage amount
(what the asset can be sold for) and the removal cost (the cost to remove and dispose of
the asset). Salvage and removal cost percentages are calculated by dividing the current
cost of salvage or removal by the original installed cost of the asset. Some plant assets
can experience significant negative removal cost percentages due to the timing of the
original addition versus the retirement. - .

At the beginning of the life of the assets for Lone Star, there is no historical net
salvage information that can be used to model net salvage rates. The general expectation
(both in Texas and across the industry) is that most asset accounts within the transmission
function will exhibit negative net salvage, with regional operations and general plant having
a zero percent net salvage. In other words, for the negative net salvage, the cost to
remove the assets from service (i.e. removal cost) will exceed any proceeds received from
the scrap materials (i.e. gross salvage), if any, once the asset is removed from service.

Because the LST transmission facilities have no historical net salvage information,
the study looked to similarly situated utilities as a model for the expected net salvage
associated with the LST assets. The study looked at the net salvage characteristics most
recently approved by the Public Utility Commission of Texas of the nine largest Texas
utilities with publicly available information, and then performed a simple average. Some
Lone Star asset accounts may have a higher level of effort required to remove the assets
than othér utilities (i.e. Account 355 — Transmission Poles and Fixtures due to the
predominance of heavy concrete pbies in the account as compared to other utilities), and
some of the net salvage Trates included in the calculation may understate removal cost
given the age of the respective studies. However, given the lack of historical experience,
the average net salvage is a reasonable basis on which to model net salvage for Lone

Star's assets,

13
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Salvage Characteristics

Transmission and General Plant, FERC Accounts 350.1-398.0

The net salvage percentage applied to LST's transmission assets is calculated using
the average of the nine utilities in Texas as shown in Appendix C. The same net salvage
rates are used for both interim Phase | calculations and the final calculations when all
facilities are placed in service. A brief discussion of study recommendations for each
account follows below.

TRANSMISSION PLANT

FERGC Account 350.2 Land Rights (0% Net Salvage)
This account includes any salvage and removal cost of land rights used for
transmission function assets. Land rights are not expected to have any salvage or removal

cost. This study recommends a 0 percent net salvage.

FERC Account 352.0 Structures and Improvements (-6% Net Salvage)

This account includes any salvage and removal cost of structures and
improvements in connection with control houses and other miscellaneous structures
associated with transmission substations. As shown in Appendix C, the range of net
salvage percentages from other Texas utilities is from negative 33 percent to a positive 5
percent (for Entergy from a study in the 1990s). The average of the eight' Texas utilities
(with one not reporting a net salvage percentage for this account) is negative 6 percent.
This study recommends the average negative 6 percent net salvage for this account.

14
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FERC Account 353.0 Station Equii)ment (-10% Net Salvage)

This account includes any salvage and removal cost of capacitors, shunt reactors,
supply breakers, steel structures, protective relay panels and switches for transmission
plant. As shown in Appendix C, the range of net salvage percentages from other Texas
utilities is from negative 25 percent (AEP North) to a positive 2 percent (AEP Central). The
average of the nine Texas utilities is negative 10 percent. This study recommends the

average hegative 10 percent net salvage for this account.

FERC Account 355.0 Poles and Fixtures (-41% Net Salvage)

This account includes any salvage and removal cost of steel and concrete poles,
anchors, anchor rods, other related equipment, and foundations for transmission plant. As
shown in Appendix C, the range of net salvage percentages is from negative 100 percent
to a positive 25 percent (for Entergy from a study in the 1990s with all except Entergy being
negative). The average of the nine Texas utilities is' negative 41percent. This study
recommends the average negative 41 percent net salvage for this account.

FERC Account 356.0 OH Conductors and Devices (-31% Net Salvage)

This account includes any salvage and removal cost of overhead conductors,
insulators and devices for transmission plant. As shown in Appendix C, the range of net
salvage percentages from other Texas utilities is from negative 74 percent to a positive 20
percent (for Entergy from a study in the 1990s with all except Entergy being negative or
zero). The average of the nine Texas utilities is negative 31 percent. This study

recommends the average negative 31 percent net salvage for this account.

FERC Account 382.0 Computer Hardware (0% Net Salvage)

This account includes any salvage and removal cost of computer hardware
associated with regional transmission and operations plant. Computer software is not
expected to have any removal cost or salvage at the end of its life. This study
recommends a 0 percent net salvage.

15
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FERC Account 383.0 Computer Software (0% Net Salvage)

This account includes any salvage and removal cost of computer software
associated with regional transmission and operations plant. Computer software is not
expected to_have any removal cost or salvage at the end of its life. This study

recommends a 0 percent net salvage.

FERC Account 384.0 Telecommunications (0% Net Salvage)

This account includes any salvage and removal cost of communication equipment
associated with regional transmission and operations plant. Communications equipment is
not expected to have any removal cost or salvage at the end of its life. This study

recommends a 0 percent net salvage.

16
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GENERAL PLANT
FERC Account 391.0 Office Furniture and Fixtures (0% Net Salvage)

This account includes any salvage and removal cost of office furniture and
equipment used for utility service. Office Furniture and Fixtures are not expected to have
any removal cost or salvage at the end of its life. This study recommends a 0 percent net

salvage.

FERC Account 397.0 Other Communication Equipment (0% Net Salvage)

This account includes any salvage and removal cost of other communication
equipment used in the field offices. Communication equipment is not expected to have any
removal cost or salvage at the end of its life. This study recommends a 0 percent net

salvage.

FERC Account 398.0 Miscellaneous Equipment (0% Net Salvage)

This account includes any salvage and removal cost of miscellaneous eqhipment
used in general utility service. It is not expected that the assets in this account will have
any removal cost or salvage at the end of its life. This study recommends a 0 percent net
salvage. '

17
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APPENDIX A
Accrual Rate
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ES-1

EXECUTIVE SUMMARY OF ALDO E. PORTALES

My testimony supports the cost of debt and capital structure that are used in
calculating Lone Star Transmission, LLC’s (“Lone Star” or the “Company”) overall rate
of return for purposes of Lone Star’s interim and final rates. I detail the competitive
solicitation process that resulted in Lone Star’s recently executed debt financing for the
construction period (the “Construction Bank Loan™), which forms the basis for Lone
Star’s cost of debt for interim rate purposes. Lone Star’s solicitation and negotiation
process resulted in a Construction Bank Loan on favorable rates and terms for Lone Star.
I also discuss Lone Star’s plans to re-finance its debt in early 2013, which necessitates a
different proposed cost of debt for final rates than that used for interim rates. Lone Star’s
long-term cost of debt for final rates is based on indicative rate proposals from qualified
and experienced lenders that provided proposals based upon their expectations of the
markets at the time Lone Star expects to re-finance its debt.

My testimony supports Lone Star’s requested capital structure of 48% debt and
52% equity, which forms the basis for the attractive pricing received in the Construction
Bank Loan, and provides sufficient equity to enable Lone Star to continue to access the
capital markets in times of economic uncertainty.

Finally, I address the affiliate charges for the NextEra Energy, Inc. (“NextEra
Energy”) Treasury organization (the “Treasury Department”) that are included in Lone
Star’s rates and demonstrate that these amounts are reasonable for rate setting purposes.
Utilizing the Treasury Department affords Lone Star access to experienced financial
professionals who have extensive experience negotiating financing for NextEra Energy

companies on favorable rates and terms.

PUC Docket No. 40020 Portales - Direct
Lone Star Transmission, LLC
2012 Rate Case

738




10

11

12

13

14

15

16

17

18

19

20

21

22

23

Page 1 of 16

DIRECT TESTIMONY OF ALDO E. PORTALES

I. POSITION AND QUALIFICATIONS
PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND POSITION.

My name is Aldo Portales. My business address is 700 Universe Blvd., Juno
Beach, Florida 33408. I am Assistant Treasurer for Lone Star, and work in the
NextEra Energy Treasury Department. NextEra Energy is the ultimate parent
company of Lone Star. I am directly employed by NextEra Energy Resources,
LLC, working as a shared services employee on behalf of Lone Star, consistent
with the Lone Star Code of Conduct as approved by the Public Utility

Commission of Texas (“Commission”) in Docket No. 36890.

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

I am testifying on behalf of Lone Star.

WHAT IS YOUR PROFESSIONAL AND EDUCATIONAL
BACKGROUND?

I joined the NextEra Energy family of companies in 1994 and have held several
positions throughout the organization, ranging from managing the financial
valuation group to, most recently, working as an executive director in the business
development area. My responsibilities with respect to the Company include
managing project financings and advising on financial market conditions. I
received a B.B.A. in Finance from the University of Miami and an M.B.A. from

the Ross School of Business at the University of Michigan.

PUC Docket No. 40020 Portales - Direct

Lone Star Transmission, LLC
2012 Rate Case
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HAVE YOU PREVIOUSLY FILED TESTIMONY WITH ANY
REGULATORY COMMISSIONS?

Yes. Iprovided pre-filed direct testimony as part of Lone Star’s application for a
Certificate of Convenience and Necessity in Commission Docket No. 38230
(“CCN Docket™), as well as in Commission Docket No. 39545 as part of Lone

Star’s Notice of Corporate Reorganization (“NOCR Docket”).

II. PURPOSE OF DIRECT TESTIMONY

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN THIS
PROCEEDING?

I sponsor Lone Star’s proposed capital structure and cost of debt that are used by
Lone Star witness Richard Cribbs in calculating the Company’s overall rate of
return. Lone Star witness Dr. William Avera will discuss Lone Star’s proposed
rate of return on common equity and provide additional support for the
reasonableness of the Company’s requested capital structure. In addition, I
describe the affiliate costs included in this filing for finance services provided to

Lone Star by NextEra Energy’s Treasury Department.

DO YOU SPONSOR OR CO-SPONSOR ANY SCHEDULES?

Yes. I sponsor or co-sponsor the schedules listed in the table of contents.

PUC Docket No. 40020 Portales - Direct

Lone Star Transmission, LLC
2012 Rate Case
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III. LONG-TERM COST OF DEBT

WHAT LONG-TERM COST OF DEBT IS LONE STAR REQUESTING IN
THIS CASE?
Lone Star is requesting a long-term cost of debt of 4.794% for interim rates and

6.106% for final rates.

WHAT IS THE BASIS FOR THE LONG-TERM COST OF DEBT USED
BY LONE STAR IN THIS FILING FOR INTERIM RATES?

Lone Star’s long-term cost of debt for interim rates is based on debt financing
arrangements for the construction period that Lone Star has recently negotiated
and executed with an international consortium of lenders. Lone Star’s long-term
cost of debt for final rates is based on the expected interest rate for a long-term

debt issuance planned for early 2013.

WHY IS IT REASONABLE TO BASE LONE STAR’S REQUESTED
LONG-TERM COST OF DEBT FOR INTERIM RATES ON THE
CONSTRUCTION BANK LOAN?

It is reasonable to base Lone Star’s requested long-term cost of debt for interim
rates on the Construction Bank Loan because: (i) it is currently the only
outstanding source of debt for the Lone Star Competitive Renewable Energy
Zones (“CREZ”) project and associated facilities (the “Project”); and (ii) it is the
product of an extensive bid solicitation and thorough negotiation process that was

recently conducted with outside lenders.

PUC Docket No. 40020 Portales - Direct

Lone Star Transmission, LLC
2012 Rate Case
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Prior to executing the Construction Bank Loan on November 18, 2011, Lone Star
utilized corporate funds from NextEra Energy Capital Holdings, Inc. (“NextEra
Energy Capital Holdings™) to fund the development and construction phases of
the Project. Upon executing the Construction Bank Loan, Lone Star began
funding a portion of its construction and development costs with proceeds from
that facility, with the remainder funded by equity contributions from its parent,
Lone Star Transmission Capital, LLC, and ultimately NextEra Energy Capital
Holdings. Lone Star intends to access the capital markets to re-finance the Project
soon after the Project has achieved commercial operation, but for purposes and
the duration of the interim rates, the costs pursuant to the Construction Bank Loan

reflect the appropriate cost of debt.

PLEASE BRIEFLY DESCRIBE THE BID SOLICITATION AND
NEGOTIATION PROCESS.

Lone Star requested proposals from a group of qualified institutions in July 2011.
Based on responses to that request for proposals (“RFP”), Lone Star began
negotiating the applicable terms and pricing with a select group of institutions that

presented the most attractive terms.

PLEASE BRIEFLY DESCRIBE THE RESULT OF THE BID
SOLICITATION AND NEGOTIATION PROCESS.
As a result of the bid solicitation and negotiation process, Lone Star negotiated

and executed the Construction Bank Loan with an international group of lenders

PUC Docket No. 40020 Portales - Direct

Lone Star Transmission, LLC
2012 Rate Case
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(the “Lenders™). The negotiation process ultimately resulted in the Construction
Bank Loan, which closed on November 18, 201 1, and has a stated 5-year maturity
date of November 18, 2016. Generally, the interest on the Construction Bank
Loan is based upon the London Inter-Bank Offer Rate (“LIBOR™) plus a 1.50%
margin. LIBOR is the rate of interest (reset each business day) at which banks are
willing to lend funds to one another in marketable size, and as such, is driven by
factors outside the Company’s control such as overall economic conditions and
the monetary policies of the U.S. Federal Reserve. In addition, a commitment fee
of 0.75% per annum is payable based upon the average undrawn portion of the
total Construction Bank Loan commitments. Such commitment fees are standard
in financings which are not fully funded at financial close, such as the
Construction Bank Loan. Finally, there are various other costs related to the
consummation of the Construction Bank Loan, including upfront fees as well as

legal and consultant fees, among others.

ARE THE COSTS AND TERMS OF THE CONSTRUCTION BANK LOAN
COMMERCIALLY REASONABLE?

Yes, they are. In fact, many terms are more favorable than those generally
available in the market. For instance, Lone Star was successful in negotiating the
grant of only a limited security interest, and did not have to provide mortgages on
cach of the easements for the transmission line right-of-way. By doing so, some
financing costs related to filing and perfecting the security interests for those

mortgages were avoided. Also, Lone Star was able to negotiate more flexibility
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in its construction program than is typical, thereby reducing costs. With regards
to the pricing of the facility, the margin over LIBOR for the Construction Bank
Loan (1.50%) is reasonable given the start-up nature and credit profile of the
Company as well as the inherent construction risk of the Project. In fact, through
the negotiation process, Lone Star was able to secure pricing for the Construction
Bank Loan which was in-line with the lowest priced proposal received from any

of the potential lenders as part of its RFP process.

GENERALLY DESCRIBE HOW LONE STAR CALCULATED ITS
WEIGHTED AVERAGE COST OF LONG-TERM DEBT FOR INTERIM
RATES.

For the interim rate period, Lone Star performed an effective interest rate
calculation based upon various inputs including projected borrowings, interest
expenses (including commitment fees), as well as the upfront fees and other
issuance costs previously noted which were related to the Construction Bank
Loan. To calculate the interest expense in each period, Lone Star utilized the
interpolated 17-month LIBOR swap rate WhiCil was effective on the closing date
for the Construction Bank Loan plus the 1.50% margin previously noted.! This
swap rate represents the rate at which Lone Star could have swapped its floating
rate debt to fixed rate debt (by paying the swap rate in each period instead of the
applicable LIBOR rate). Because it is based upon current market trades, it is also

the best estimate of expected LIBOR rates over the period the Construction Bank

! Board of Governors of the U.S. Federal Reserve System, “Selected Interest Rates (Daily) — Historical
Data” (Nov. 2011) - Interpolated 1 and 2 year swap rates.

PUC Docket No. 40020 Portales - Direct
Lone Star Transmission, LLC
2012 Rate Case

744




10

11

12

13

14

15

16

17

18

19

20

21

22

23

Page 7 of 16

Loan is expected to remain outstanding (through April 2013), and thus the most
appropriate rate to use for purposes of calculating long-term debt costs in interim

rates.

WHY IS LONE STAR PROPOSING A DIFFERENT LONG-TERM COST
OF DEBT FOR FINAL RATES?

As discussed above, Lone Star expects to access the capital markets to obtain
long-term debt financing when the Project is completed and placed in service,
which is when Lone Star proposes that final rates take effect. It is reasonable to
use the long-term debt rate that Lone Star expects to apply prospectively because
this debt rate will be most reflective of Lone Star’s ongoing cost of debt during

the time when final rates are in effect.

WHY DID LONE STAR ENTER INTO THE CONSTRUCTION BANK
LOAN INSTEAD OF PROCEEDING DIRECTLY TO A LONG-TERM
FINANCING?

Lone Star entered into the Construction Bank Loan because it could do so on
more favorable terms and at better pricing than it would have achieved had it
attempted to secure long-term financing during the construction phase of the
Project. Generally speaking, investors in long-term bond or note issuances (such
as asset managers and insurance companies) do not take construction risk, and if
they do, there is typically a significant premium to compensate the investor for the

increased risk. By executing the relatively short-term Construction Bank Loan,
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Lone Star was able to obtain financing at favorable terms and conditions during
the construction phase, while still allowing it the flexibility to pursue longer-term
financing following commercial operation of the Project. All else equal, the long-
term financing expected to be executed following commercial operation should be
more favorable than if a long-term financing had been issued during the

construction phase.

WHY DOES LONE STAR PLAN TO RE-FINANCE THROUGH A LONG-
TERM DEBT ISSUANCE IN EARLY 2013?

There are a few primary reasons why Lone Star plans to re-finance in early 2013.
First, the Construction Bank Loan is not intended to be used as a long-term source
of debt funding for Lone Star. Similar to other utilities, Lone Star plans to issue
long-term debt with a maturity date that more closely ties with the life of its
assets, which in this case is a long-lived transmission line. Second, long-term
treasury rates (alongside an entity’s credit spread, the main component of a long-
term issuance rate) are currently near all-time lows.? While rates could certainly
rise between now and early 2013 (they are currently expected to do s0), they are
still expected to be near all-time lows at that time. Lone Star believes it would be
beneficial to lock in those long-term rates through the issuance of long-term debt
as soon as practicable, which in this case is shortly after the Project goes into

service and final rates are in place.

2 Censky, Annalyn. “Treasury Yields Near All-Time Lows.” CNNMoney (Aug. 10, 2011).
<http://money.cnn.com/2011/08/1 0/markets/bondcenter/treasuries/index.htm>
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HOW WAS THE LONG-TERM COST OF DEBT FOR FINAL RATES
DEVELOPED?

To develop the long-term cost of debt for final rates, Lone Star requested that a
group of experienced capital market participants — including the Lenders for the
Construction Bank Loan — provide recommendations and indicative proposals of
the pricing they expect for a Lone Star long-term debt issuance in early 2013.
These recommendations primarily consisted of private placements of senior
secured notes. The proposals also provided estimates of forward treasury rates as
well as Lone Star’s credit spread to arrive at an interest rate. In addition, each
proposal included an estimate of placement fees and other issuance costs based
upon what is currently standard in the market. Lone Star then took the proposal
that provided the most attractive pricing (in terms of credit spreads) and added a
consensus forecast of the long-term treasury rate coinciding with the expected
issuance date and the period the long-term debt financing is expected to be
outstanding in order to arrive at the relevant expected coupon rate.’ Finally, Lone
Star divided the total annual interest expense (including amortization of issuance
costs) by net proceeds in order to arrive at an “all-in” long-term cost of debt for

final rates.

3 Refer to WP/II-C-2.4 — FINAL; average of three rate forecasts from Blue Chip Financial Forecasts, Value

Line Investment Survey, and IHS Global Insight.
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DO THE INDICATIVE PROPOSALS FOR LONG-TERM DEBT AND
CONSENSUS FORECASTS OF TREASURY RATES PROVIDE A
REASONABLE BASIS FOR ESTABLISHING LONE STAR’S FINAL
RATES?

Yes. Each of the lenders that provided an indicative proposal is a seasoned
participant in the capital markets, and thus, can provide a relatively accurate
forecast of Lone Star’s credit spread based upon their prior experience as well as a
proxy group of similar issuances. Furthermore, Lone Star has calculated the 30-
year Treasury rate using the average of three rate forecasts from Blue Chip
Financial Forecasts, Value Line Investment Survey, and IHS Global Insight.
These indicative proposals and consensus forecasts afford a reasonable basis for

establishing Lone Star’s cost of debt for final rates.

HAS LONE STAR INCLUDED ANY SHORT-TERM DEBT IN ITS
REQUESTED COST OF DEBT?

No. Including short-term debt in Lone Star’s request would be inappropriate
because transmission facilities are long-lived assets. As reflected in the
Company’s requested long-term cost of debt for final rates, Lone Star anticipates

entering into a long-term debt issuance shortly after the Project is placed in

service.
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IV. CAPITAL STRUCTURE

WHAT CAPITAL STRUCTURE IS LONE STAR REQUESTING IN THIS
CASE?

Lone Star is requesting a capital structure of 48% long-term debt and 52%
common equity for both the interim and final rate periods. I note, however, that
prior to executing the Construction Bank Loan, Lone Star had a 50/50 capital

structure.*

WHAT IS THE BASIS FOR LONE STAR’S REQUESTED 48% DEBT
AND 52% EQUITY CAPITAL STRUCTURE?

Lone Star’s requested 48% debt and 52% equity capital structure is consistent
with Lone Star’s goal to maintain a capital structure that will support strong
continued access to the capital markets for needed system investment on a long-
term basis, even during market disruptions such as those that have occurred in
recent years. Other things being equal, higher levels of common equity generally
equate to a stronger balance sheet, which can assist in attracting capital from
potential lenders and investors on attractive terms that ultimately benefit the

ratepayers through lower rates.

Potential turmoil in the capital markets coupled with increased risks and
uncertainty for the industry also warrant a strong balance sheet (i.e., more

common equity and less debt). In sum, Lone Star’s requested capital structure of

4 This capital structure was used to calculate Allowance for Funds Used During Construction up to the date
of the Construction Bank Loan execution.
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48% debt and 52% equity will help the Company maintain a strong balance sheet,
which will benefit Lone Star’s operations and customers, and may facilitate future
investment in Texas. Dr. Avera further confirms that Lone Star’s requested

capital structure is reasonable for the reasons stated in his testimony.

DOES LONE STAR HAVE ADDITIONAL i{EASONS FOR PROPOSING
A 48% DEBT AND 52% EQUITY CAPITAL STRUCTURE IN THIS
CASE?

Yes. Lone Star’s requested capital structure is consistent with the covenants of
the Construction Bank Loan I mentioned earlier. Specifically, the Lenders will
only allow Lone Star to utilize the Construction Bank Loan to finance 48% of
Lone Star’s Project costs under these favorable terms, with the other 52% to be
funded with equity from Lone Star Transmission Capital, LLC, and ultimately the

parent, NextEra Energy Capital Holdings.

IF A DIFFERENT CAPITAL STRUCTURE IS APPROVED FOR LONE
STAR, HOW WILL IT AFFECT LONE STAR’S LONG-TERM COST OF
DEBT?

With respect to the interim rate period, if Lone Star’s proposed capital structure is
not approved, Lone Star would need to pursue financing through alternative
means, recognizing that any incremental financing would be subordinate in nature
(consistent with the security issuance restrictions outlined in Schedule II-C-2.6),

and would likely have considerably less favorable pricing and terms. With
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