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4 PUERTO RICO ENERGY COMMISSION

IN RE: REVIEW OF RATES OF NO. CEPR-AP-2015-0001
THE PUERTO RICO ELECTRIC
POWER AUTHORITY SUBJECT: SUBMISSION OF

INFORMATION REQUESTED BY
THE COMMISSION’S ORDER OF
JUNE 15, 2016

TO:

PREPA’S SUBMISSION OF INFORMATION REQUESTED BY
THE COMMISSION’S ORDER OF JUNE 15, 2016

THE PUERTO RICO ENERGY COMMISSION
Through the Deputy General Counsel

Alejandro Figueroa, Esq.

afigueroa@energia.pr.gov and legal@energia.pr.gov

FROM: PUERTO RICO ELECTRIC POWER AUTHORITY

Through the General Counsel
Nélida Ayala Jiménez, Esq.
n-ayala@aeepr.com

COMES NOW the Puerto Rico Electric Power Authority (“PREPA”), and submits the

following information and attached document requested by the Puerto Rico Energy

Commission’s (the “Commission”) Order dated June 15, 2016.! For ease of reference, the

questions set forth in Attachment A to the order are quoted, in bold, before each answer.

1.

0

The Petition describes a current gap between revenue requirement and the current
revenue of approximately $725 million to $730 million, or an average of
4.2 cents/kWh. The request for provisional rates requires a revenues increase of
$222 million, or an average of 1.29 cents/kWh. PREPA's Petition, at Exhibit 12.0,
page 5, lists approximately $503 million of revenue from the Transition Charge.
However, during the Technical Hearing related to the Verified Petition for
Restructuring Order (Case No. CEPR-AP-2016-0001), PREPA's Chief Executive
Officer, Dr. Javier Quintana, indicated that the Transition Charge, which was
initially envisioned as being in place by July 1, 2016, would not be implemented by
PREPA until October 2016, possibly later.

! PREPA makes a general, standing objection to any request for information or documents to the extent, if

any, that it calls for any document or information that is not subject to disclosure or discovery because it is
privileged, attorney work product, or subject to any other exemption from disclosure or discovery.
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a. Explain why PREPA seeks a provisional rate increase on part of its revenue
deficiency, on an average of 1.29 cents/kWh, rather than the total revenue
deficiency, on' an average 4.2 cents/kWh, which includes revenues that
PREPA was anticipating collecting through the Transition Charge,
considering the apparent delays that have been encountered in implementing
the securitization and new Transition Charge. In your narrative answer,
explain any anticipated consequences and any practical concerns resulting
from the approval of a provisional rate designed to recover a portion
(approximately $222 million) of PREPA's revenue deficiency, rather than the
total revenue deficiency (approximately $725 million).

Overall, PREPA believes the proposed 1.29 cents/kwh temporary rate increase should be
approved for the reasons shown in its rate Petition and the attachments thereto.

In response to the first portion of question 1.a, PREPA answers as follows. PREPA seeks
a provisional rate increase of 1.29 cents/kwh, based on its own calculated base rate revenue
deficiency for the rate year (FY 2014 as adjusted based on known and measurable changes
through FY 2017), as opposed to a deficiency of about 4.2 cents/kwh which includes the costs of
debt that PREPA anticipates will be legally or economically defeased through the issuance by the
Puerto Rico Electric Power Authority Revitalization Corporation of Restructuring Bonds paid
through the Transition Charge, for four overall reasons.

First, the primary function of the temporary rate is to allow the implementation, on a
temporary and conditional basis and subject to retroactive reconciliation, of some or all of
PREPA’s requested permanent rate increase pending a decision by the Commission regarding
that increase. It is not structured to recover and retain funds greater than those required to meet
the adjusted test year revenue requirement of PREPA. The referenced “total” revenue deficiency
of about 4.2 cents’kwh includes costs that are not in the PREPA test year revenue requirement,
but rather are restructured debt service costs. The 2.9 cents/kwh initial Transition Charge

supports the restructured debt service, assuming a Restructuring Order is approved and validated,
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the restructuring support agreement (“RSA”) remains in place, and the Bonds are issues and
exchanged as forecast.

Second, PREPA does not necessarily envision a likely scenario in which a delay in
implementing the securitization and new Transition Charge will have a material impact on the
FY 2017 base rate revenue requirement.

If the securitization closes in October 2016 or later, then PREPA’s debt service will be
different in the interim than it will be once the SPV transaction is in place. PREPA currently
estimates that a six month delay in closing to January 1, 2017 would decrease debt service at
PREPA by $42 million in aggregate during the first half of FY 2017. The decline is largely due
to the delayed start of the fuel line amortization. Payments in April and July 2017 are estimated
to increase from previous estimates by approximately $64 million in aggregate due to updated
assumptions that reflect lower anticipated participation amongst holders of 2017 maturities.

Assuming the 1.29 cents/kwh provisional rate is granted promptly, PREPA believes the
consequences of any delay in closing the securitization to October 2016 or later can and should
be mitigated as necessary without increasing the temporary rate through flexibility built into the
structure of the securitization and/or other rate alternatives. The rationale, and potential
mitigation techniques, supporting this approach are further outlined as follows:

a. If implementing the securitization and the Transition Charge does not take place

in time to fund the January 1* and July 1%, 2017 payments contemplated in the
SPV filing, then this is estimated to have a positive impact on PREPA before
January 1, 2017, due to the delayed fuel line amortization. This analysis assumes
that approximately $121 million of January 1* interest due on bonds participating

in the exchange would accrue to the balance of the securitization as part of the
exchange.

b. PREPA’s potential July 1, 2017, debt service could increase, however, for two
reasons. A delay in closing the securitization makes it less likely that holders of
2017 maturities would participate in the exchange. If no 2017 maturity
participates in the exchange, then PREPA would have to pay $61 million of
additional debt service on July 1st. That said, the ultimate securitization
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participation levels will remain unknown until the close of the securitization
transaction in any event. As a result, costs remaining at PREPA could be
substantially lower. The second July 2017 concern relates to timing of the
collection of Transition Charges. If the securitization closing is delayed if the
Corporation will not have enough time to collect revenues to fund its July 1 debt
service, then the Corporation will have to use alternative sources of funding to
provide for up to $175 million of mirror bond payments due on July 1, 2017.
These sources of funding hypothetically could include re-lending by creditors or
other sources.

c. If for some reason the abovementioned risks come to fruition, and these debt
service obligations cannot be satisfied by the Corporation, PREPA believes that
the additional PREPA revenue requirement could be dealt with via a time limited
rate or and an rate adjustment for incremental debt service applied in the rate
reconciliation process, assuming that to be legally authorized. We would note
that we are already planning on addressing certain elements of debt that will
ultimately be defeased, as noted in Schedule D-2 regarding the PREPA legacy
debt schedule: “Also includes interest payments through April 1, 2017 for
Assured and National Bonds that will be defeased with Mirror Bonds.”

d. In addition, PREPA notes that:

i.  PREPA is striving to smooth the required rate increase over multiple years
and would like to avoid a situation where the provisional rate is materially
higher than the permanent rate.

ii. PREPA’s approach reduces the risk of implementing a provisional rate
that proves higher than necessary and then having to reimburse customers
significant amounts of money as part of the mandatory reconciliation in
relation to the approved permanent rate, as discussed further below.

iii. It is expected that the reconciliation/reforecasting process will likely need
to take place at the time right before the transition to the permanent rate
regardless of when the securitization is implemented (mainly driven by
fuel prices), so adding any necessary debt service variances should not
create unnecessary administration.

Third, PREPA does not believe that the provisional rate structure is intended or designed
for the hypothetical use contemplated by the request, under the applicable statutory provisions of
Act 57-2014 as amended by Act 4-2016, as implemented by the Commission’s Regulation
No. 8720. In brief, under the statutory provisions, Sections 6A and 6.25 of Act 57-2014 as

amended, the provisional rate structure appears to be intended and designed similar to
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mechanisms in other jurisdictions, in which a proposed permanent rate may go into effect on an
interim basis, pending the conclusion of the “rate case”, and subject to reconciliation. This
appears also to be the case under Regulation No. 8720, which defines a provisional rate as a
“temporary base rate”, and defines “base rates”, among other things, as not including “costs
included in ... the Transition Charge....” See Section 1.08(38) and (3).

Moreover, under the statutory provisions, the reconciliation feature, involving
reconciliation of the provisional rate in relation to the permanent rate, while not defined in detail
in the statute, appears to indicate that an incremental increase in the provisional rate that goes
beyond the permanent rate would be offset later on by a refund as part of the reconciliation, and
thus, ultimately, such an incremental increase would not generate net additional cash for debt
service, although the cash flows would be different in the interim period until the refund was
paid. Section 2.02 of Regulation No. 8720 also provides for “upward or downward
adjustment[s] ... necessary to ensure the Provisional Rates were just and reasonable”, but
PREPA, at least to this point, has not understood that provision to be a possible basis for adding
to the provisional rate amounts associated with the revenues later to be collected by the
Transition Charge.

Fourth, if PREPA must recover from Customers base rate revenues over those proposed
to be recovered through the proposed provisional and permanent rates, then PREPA would also
consider other mechanisms, such as a new rate request, or an emergency rate under Act 21-1985
(which is referenced in Act 57-2014).

As to potential consequences and concerns, see also the response to request 2, below.

b. The response should include all internal documents considered by PREPA

employees, PREPA consultants and PREPA board members relating to the

decision to seek a provisional revenue increase of approximately $222 million
(on average 1.29 cents/kWh) in its rate case filing.



In response to question 1.b, PREPA understands this portion of the request to be focused
on the decision to seek that provisional rate, and not to be intended to call for any and all
documents that support the proposed provisional rate and the revenue requirement that underlies
it. Because the proposed provisional rate is based on the base rate revenue requirement as well
as PREPA’s cash flow and liquidity status and concerns, there would be hundreds or thousands
of responsive documents if the request were to be read in the latter manner.

The key document associated with the decision is the document associated with the
PREPA Governing Board meeting on May 23, 2016, to review and approve the PREPA rate
increase. The document presented to the Board included various revenue requirement
development analyses used to develop both the permanent and provisional rates. We have
attached to this response a copy of that Board document. An important part of that document
was an analysis of monthly PREPA cash balances with and without the provisional rate that
PREPA has requested. It is depicted on pages 7 and 22. There was a clear determination at that
time of the impact of this provisional rate request on PREPA’s liquidity, albeit with the

Corporation implementation assumptions in place at the time it was prepared.

2. Explain any negative consequence or outcomes to PREPA's financial condition
should the Commission authorize PREPA to charge a provisional rate as requested
(approximately 1.29 cent/kWh).

In response to question 2, PREPA incorporates its response to question 1 and answers
further as follows. As the Commission notes, at this stage, uncertainties inherently remain in
aspects of the securitization transaction, including its timing, participation rates, and the potential
PREPA debt service requirements that could arise in the interim. PREPA’s response to question
1.a above, identifies some of these uncertainties and potential mitigating financing strategies. In

particular, the Commission should be aware of the following potential risk factors:



PREPA has based the request for a 1.29 cents/kwh temporary rate increase on expected
sales volumes, weather patterns, and the like. We have made every attempt with both of these
requests (SPV and base rates) to minimize revenue requirements and rate increases. But, the
temporary rate requested, like the permanent rate increase requested, is predicated on a series
outcomes and events, including achievement of an aggressive business plan, recovery of
receivables, elimination of theft, accessibility of PREPA’s cash, solvency of the Commonwealth,
durability of the RSA, continued collaboration of creditors, PROMESA outcomes, and the like.
If these events do not materialize as planned, then there is, of course, risk of adverse financial
consequences to PREPA.

The ability of the securitization to accommodate additional debt service requirements is
not assured and will be influenced by creditor perceptions of the likelihood and pace of
movement toward closing, remaining uncertainties around PREPA, perceptions of validation
timing and risks, as well as uncertainty around permanent rate increase level decisions,
PROMESA outcomes, and implications, etc.

In addition, this rate request is developed in order to try to manage the near-term rate
increases to the Commonwealth (to customers). With it, PREPA still operates on cash and
reserve levels that leave little margin for error. While we believe that this is the best course of
action given the magnitude of PREPA’s issues and aggressiveness of financial recovery
program, PREPA’s financials — even with the provisional rate — may not be sufficiently
cushioned to handle major storm, power plant failures, terrorist acts, or the like, despite the

adequacy of these projected cash balances under “normal” circumstances.



SWORN STATEMENT IN SUPPORT OF ANSWERS
AS PER COMMISSION REQUIREMENTS

I, Javier A. Quintana Méndez, of legal age, engineer, married, and resident of Guaynabo
Puerto Rico, in my capacity as Executive Director of the Puerto Rico Electric Power Authority,
under oath declare as follows:

1. My name and personal circumstances are those set forth above.

2. The information supplied herewith comes from the records and information
known by management and is held as true by the Puerto Rico Electric Power Authority.

3. I believe the information included in these answers is true on the basis of my
personal knowledge or on the basis of the information supplied to me by employees and advisors
of the Authority.

4, For all the requirements set forth above, moreover, the Authority’s counsel
assisted in preparing these answers. Such assistance was provided pursuant to the attorney-client
privilege and/or work product doctrine, which the Authority does not waive.

RESPECTFULLY SUBMITTED.

//‘

— )

% A. Quintana Méry

Sworn and subscribed before me by Javier A. Quintana Méndez, of the personal
circumstances above mentioned, whom I personally know, in San Juan, Puerto Rico, on June 18,

2016.
st mp , ;

ublic Notary
aro 1ot
4t AW

In San Juan, Puerto Rico, on June 18, 2016.

Affidavit No.= 7] ,§%0 -




CERTIFICATE OF SERVICE
I hereby certify that I have sent the above PREPA’S SUBMISSION OF INFORMATION

REQUESTED BY THE COMMISSION’S ORDER OF JUNE 15, 2016, to the Puerto Rico
Energy Commission, through its Deputy General Counsel, Alejandro Figueroa, via

afigueroa@energia.pr.gov and legal@energia.pr.gov, on June 18, 2016,

Lr/‘/ -
lida Ayalaggge’z/
SPR No. 10
yeneral Counsel
Puerto Rico Electric Power Authority
P.O. Box 363928
San Juan, Puerto Rico 00936-3928

Tel. 787-521-4431; 787-521-4433
Email: n-ayala@aeepr.com
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Preliminary Draft Subject to Material Change

We all agree that we must deeply transform PREPA

CONFIDENTIAL



Outdated infrastructure, dependence on oil, _:m?n_m:n<

and lack of environmental compliance.

Internal Challenges

® Business decisions including staffing and capital investment are often
driven by political priorities rather than sound business judgment

" Antiquated rate structure does not effectively capture costs

" High dependence on fuel oil and inability to diversify fuel mix
" Very old generation fleet (42 years old on MW-weighted basis)
" Absence of institutionalized processes and procedures

® Disorganized and ineffective customer service infrastructure

® Transmission and Distribution system old and unreliable

"
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20 years of Politics, Theft, Subsidies, Debt

External Challenges

® Changing direction and policies of different administrations

® Leading to an inability to comply with changing environmental compliance
plans

® Prolonged and ongoing recession

® Significant drop in energy sales

® Exposure to certain non-sustainable subsidized rates
® Certain customers not paying for access to power

® Political pressure to not raise rates over time

® PREPA used debt financing to fund operational losses

-
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As demand has fallen, financial performance has declined
and PREPA has borrowed to fund operating expenses

Free Cash Flow ($ in millions)() Debt Balance ($ in millions)®

2010 2011 2012 2013 2014

10,000

(221)

9,000

(342)

(500) 1 8,500

(530)
8,000

(666)

7,500

(1,000) 7,000
(562)  (1,228) (1,449) (1,978) 2010 2011 2012 2013 2014

Cumulative Cash Shortfall ($ in millions)™

(1) Defined for fiscal years 2010 to 2013 as Operating Income plus depreciation less CILT, changes in working capital, capex and
financing expenses (effectively all cash flows with the exception of principal issuances and repayments), as reported in PREPA’s
audited financial statements. Fiscal year 2014 reflects a preliminary estimate based on PREPA’s statement of net position

(2) Fiscal years 2010-2013 as reported in PREPA’s audited financial statements. Current balance reflects PREPA’s total bonds
outstanding, fuel lines and GDB lines of credit. _M|
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