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PREPA’S MOTION TO REVISE PORTION OF
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TO THE HONORABLE PUERTO RICO ENERGY COMMISSION:

COMES NOW the Puerto Rico Electric Power Authority (‘PREPA”) and requests
that the Puerto Rico Energy Commission (the “Commission”) authorize PREPA to revise
one Answer in the panel direct testimony submitted as PREPA Exhibit (‘Ex.”) 5.0 on
May 27, 2016. In support of its Motion, PREPA states as follows:

1. On May 27, 2016, PREPA filed its rate Petition.

2. Attachment A to PREPA’s Petition includes certain testimony, exhibits and
the associated required notarizations. Attachment A, more specifically, includes nine
pieces of narrative testimony along with the exhibits thereto and the required
notarizations in support of its request for new “permanent” rates. Those narrative
pieces of testimony were marked for identification as PREPA Exs. 1.0 through 9.0.

3. PREPA Ex. 5.0 is the panel direct testimony of Dr. Francis X. Pampush,
Director, Navigant Economics, Inc.; Lucas Porter, Managing Consultant, Navigant; and
Dan T. Stathos, Associate Director, Navigant. This panel testimony addresses and

supports PREPA’s revenue requirement (cost of providing its applicable services), both
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with the proposed debt restructuring and also in the scenario of the restructuring not
being accomplished. Among other things, this testimony addresses how the debt
restructuring-related Transition Charges and Adjustment Mechanism do and do not
relate to the proposed rates.

4, Since filing the petition, PREPA has identified an Answer in PREPA
Ex. 5.0 that requires some additional language to clarify and enhance the subject matter
addressed therein. Specifically, the Answer contained on lines 520 through 525 of
PREPA Ex. 5.0 as filed on May 27, 2016, should be revised to more fully and accurately
respond to preceding question, which is contained on lines 518 and 519.

5. The proposed revisions add some text, but, due to PREPA’s proposed use
of single spacing in order to avoid changing pagination, they will only modify page 24 of
PREPA Ex. 5.0. PREPA also has formatted the proposed revisions so as to keep the
existing line number range for the Answer. Accordingly, PREPA has attached to this
Motion a revised Page 24 which incorporates-its revisions to lines 520 through 525. For
the Commission’s convenience, in Attachment A hereto, the revisions are shown in
black-lined format, while in Attachment B hereto, the same revisions are reflected but in
clean format without the black-lining. For the Commission’s convenience, PREPA also
has attached, as Attachment C hereto, a complete substitute version of PREPA Ex. 5.0,
which is the same as the original version of PREPA Ex. 5.0 except for changing
“Ex. 5.0” to “Ex. 5.0 Rev.” and the changes on page 24. This substitute version includes

affidavits of the witnesses.
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6. PREPA respectfully requests that the Commission grant this Motion, and
accept Attachment C hereto as a replacement for the original PREPA Ex. 5.0.

7. This Motion does not affect the exhibits attached to the original PREPA
Ex. 5.0.

8. Granting PREPA’s request will, in no way, unfairly prejudice the
Commission’s review of PREPA’s Petition or the rights of any other person or entity.

WHEREFORE, the Puerto Rico Electric Power Authority respectfully requests
that the Commission grant this Motion and accept Attachment C as a replacement for
the original PREPA Ex. 5.0.
Respectfully submitted, on June 30, 2016

THE PUERTO RICO ELECTRIC POWER AUTHORITY

m (=

Nitié‘\/ézquez Rodriguez/

TSPR No. 9311

Executive Advisor

Puerto Rico Electric Power Authority
P.O. Box 363928

San Juan, Puerto Rico 00936-3928
Tel. 787-521-4431; 787-521-4433
Email: n-vazquez@aeepr.com
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CERTIFICATE OF SERVICE

| hereby certify that | have sent the above Motion to the Puerto Rico Energy

Commission, through its General Legal Counsel, on June 30, 2016.

5&;@ —
Nitﬁa\Vézquez Rodriguez '
TSPR No. 9311

Executive Advisor

Puerto Rico Electric Power Authority
P.O. Box 363928

San Juan, Puerto Rico 00936-3928
Tel. 787-521-4431; 787-521-4433
Email: n-vazquez@aeepr.com
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amounts owed to the Revitalization Corporation. The SPV filing also seeks to establish
the Adjustment Mechanism (reconciliation) associated with the Transition Charges. In
the SPV filing, the bad debt expense percentages also took into account the reduced
collection of revenues for the securitization charge that results from applying credits for
the payments in lieu of taxes for municipalities. Failure to reflect those non-cash
transactions would have left a deficiency in collections for the Transition Charges being
collected for the securitized debt. Because the Revenue Requirement here is intended to
reflect the overall revenue requirements of PREPA, and we have reflected CILT as a
separate line item, the lower 3% bad debt expense is appropriate for this purpose.

Do the PREPA Revenue Requirements include recovery of amounts to be collected
under the Transition Charges, such that there is a double recovery of costs?

No. The PREPA Revitalization Corporation, which will issue the securitized debt, will
be a separate entity from PREPA wherein-securitized-debt-willbe-held. This debt will be
a legal liability of the corporation and it will be accounted for separately from PREPA
debt. Any-The costs of debt service paid by the Corporation and required—for—the

securitized-debtinthe- SPV-will-enlybe funded through Transition Charge revenues will
not be within PREPA’s base rate revenues and-will-never-be-considered-in-base rate

revenue-requirement-norfunded-through-the-base—rate. Except for the first year, the
securitized debt will not be considered in base rate revenue requirement nor funded
through the base rate. The Corporation will recover required costs through
Transition Charges , and PREPA will recover-and bill, collect, and remit the Transition
Charges revenues only as a servicer. As a special case in year 1, certain costs of debt to
be legally or economically defeased may have to be paid by PREPA. due to the
timing  constraints  around  Transition Charge implementation and
collections. Those costs paid by PREPA are properly included in, and recovered
through, PREPA’s rates, but those costs are not also included in Transition
Charges, eliminating any risk of double recoveryv. For example, PREPA base rate
revenues will include debt service for Assured and National Bonds that will be
defeased with Mirror Bonds through April 1, 2017.

Please describe the adjustment in PREPA Ex. 5.04 regarding the Energy

Commission Assessment.,

Page 24 of 75
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amounts owed to the Revitalization Corporation. The SPV filing also seeks to establish
the Adjustment Mechanism (reconciliation) associated with the Transition Charges. In
the SPV filing, the bad debt expense percentages also took into account the reduced
collection of revenues for the securitization charge that results from applying credits for
the payments in lieu of taxes for municipalities. Failure to reflect those non-cash
transactions would have left a deficiency in collections for the Transition Charges being
collected for the securitized debt. Because the Revenue Requirement here is intended to
reflect the overall revenue requirements of PREPA, and we have reflected CILT as a
separate line item, the lower 3% bad debt expense is appropriate for this purpose.

Do the PREPA Revenue Requirements include recovery of amounts to be collected
under the Transition Charges, such that there is a double recovery of costs?

No. The PREPA Revitalization Corporation, which will issue the securitized debt, will
be a separate entity from PREPA. This debt will be a legal liability of the corporation
and it will be accounted for separately from PREPA debt. The costs of debt service paid
by the Corporation and funded through Transition Charge revenues will not be within
PREPA’s base rate revenues. Except for the first year, the securitized debt will not be
considered in base rate revenue requirement nor funded through the base rate. The
Corporation will recover required costs through Transition Charges, and PREPA will bill,
collect, and remit the Transition Charges revenues only as a servicer. As a special case in
year 1, certain costs of debt to be legally or economically defeased may have to be paid
by PREPA, due to the timing constraints around Transition Charge implementation and
collections. Those costs paid by PREPA are properly included in, and recovered through,
PREPA’s rates, but those costs are not also included in Transition Charges, eliminating
any risk of double recovery. For example, PREPA base rate revenues will include debt
service for Assured and National Bonds that will be defeased with Mirror Bonds through
April 1, 2017.

Please describe the adjustment in PREPA Ex. 5.04 regarding the Energy

Commission Assessment.
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ATTESTATION

STATE OF GEORGIA )
) SS.
COUNTY OF FULTON )

Affiant, Francis X. Pampush, being first duly sworn, states the following:

The prepared pre-filed Direct Testimony and the Schedules and Exhibits attached thereto
and the Schedules I am sponsoring constitute the direct testimony of Affiant in the above-styled
case. Affiant states that he would give the answers set forth in the pre-filed Direct Testimony if
asked the questions propounded therein at the time of the filing. Affiant further states that, to the
best of his knowledge, his statements made are true and correct.

ErariCis X. P&mﬁlsh/

Affidavit No.

Acknowledged and subscribed before me by Francis X. Pampush, of the personal
circumstances above mentioned, in his capacity as Director of Navigant Consulting, Inc., who is
personally known to me or whom I have identified by means of his driver’s license number

95 %3 27 8‘? , in Atlanta, Georgia, this 28" day of June 2016.

Notary @ubnc

Ingrid Trammell
NOTARY PUBLIC
STATE OF GEORGIA
My Commission Expires October 28, 201+
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COMMONWEALTH OF PUERTO RICO
PUERTO RICO ENERGY COMMISSION

IN RE: THE PUERTO RICO ELECTRIC No. CEPR-AP-2015-0001

POWER AUTHORITY

INITIAL RATE REVIEW SUBJECT: TESTIMONY IN SUPPORT
OF PETITION

Testimony of

FRrANCIS X. PAMPUSH, PHD, CFA
Director, Navigant Consulting, Inc.

LucAs D. PORTER, CFA
Managing Consultant, Navigant Consulting, Inc.

DANT. STATHOS, CPA

Associate Director, Navigant Consulting, Inc.

On behalf of the

Puerto Rico Electric Power Authority

May 27, 2016
Revised June 28, 2016
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INTRODUCTION

A. Witness Identification

Please state your name, title, employer, and business address.
We are Dr. Francis X. Pampush, Lucas D. Porter, and Dan T. Stathos.

Francis X. Pampush, PhD, CFA is a Director at Navigant Consulting, Inc.
(“Navigant™), a global business and advisory firm. His business address is 30 S. Wacker
Drive, Suite 3100, Chicago, Illinois 60606.

Lucas D. Porter is a Managing Consultant at Navigant. His business address is
685 Third Avenue, 14th Floor, New York, NY 10017.

Dan T. Stathos is an Associate Director at Navigant. His business address is

98 San Jacinto Blvd., Suite 900, Austin, Texas 78701.

On whose behalf are you testifying?
We are testifying as a panel on behalf of the Puerto Rico Electric Power Authority
(“PREPA”), a publicly-owned (public power) electric utility and instrumentality of the

Government of the Commonwealth of Puerto Rico (the “Commonwealth”).

B. Summary of Testimony

What is the purpose of your testimony?

We are testifying in support of PREPA’s Petition requesting that the Puerto Rico Energy
Commission (the “Commission”) approve and establish new rates for PREPA. More
specifically, our testimony provides the results of our analysis of PREPA’s historical and

current investments in electric plant in service and its costs of operation to serve its

Page 1 of 75



22

23

24

25

26

27

28

29

30

31

32

34

35

36

37

38

39

40

41

42

43

No. CEPR-AP-2015-0001
PREPA Ex. 5.0 Rev.

customers. This analysis focuses on PREPA’s financial requirements in order to develop
the “Revenue Requirements” for the Effective Rate Year 2017 (defined below) sufficient
to allow PREPA to meet its obligations to provide safe, reliable, and reasonably priced
electric power and services to its residential, industrial, commercial, and governmental
customers. By “Revenue Requirements” we mean, in brief, the applicable costs of
providing those services (including costs incurred in order to maintain and acquire the
assets necessary provide the services). We provide a more complete definition of that
term later in our testimony.

In Section II of our testimony, we describe our approach to the development of
Revenue Requirements that provides a reasonable basis for rates to be proposed to the
Commission.  This includes evaluations using three different methodologies: an
evaluation of PREPA’s cash needs to meet its obligations, which we found to be the most
suitable approach; an evaluation of revenues sufficient to provide a minimum Debt
Service Coverage Ratio (“DSCR”); and an evaluation of the revenues required to produce
a reasonable return on Rate Base (i.e., the net investments in its system on which it
should earn a return of and on that investment) under traditional Accrual Basis (Rate
Base/Rate of Return) regulation. The analysis starts with a “test year” of PREPA’s
Fiscal Year (“FY”) 2014 (July 1, 2013, through June 30, 2014) and then reflects known
and measureable adjustments through FY 2017 (July 1, 2016, to June 30, 2017), referred
to as the Effective Rate Year. FY 2014 is a suitable test year starting point because it is
the most recent year for which PREPA has audited financial statements at this time. We

conclude based on the Modified Cash Basis approach that PREPA has a revenue

Page 2 of 75
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requirement of $3,462,194,772 for FY 2017 (FY 2014 adjusted for known and
measureable adjustments through FY 2017).

It should be pointed out that this revenue requirement, and our associated
analyses, assume that a proposed restructuring, which is being addressed in a separate
proceeding, is approved by the Commission and is implemented. Our revenue
requirement includes the revenues proposed to be recovered by PREPA as servicer under
the Transition Charges discussed later in our testimony. The overall revenue requirement
including revenues to be collected through the Transition Charge shows under-recovery
(“revenue deficiency”) under existing rates for FY 2017 of $725,521,027. Provided
below is a comparison of the revenue requirements and revenue deficiencies under three
different approaches that we considered.

Overall Revenue Requirement (including Transition Charge Revenue)

Method Revenue Revenue
Requirement Deficiency
Modified Cash Basis $3,462,194,772 $725,521,027
Cash Basis $3,520,836,180 $784,162,435
Accrual Basis $3,518,296,631 $781,622,886

If the revenues proposed to be collected by the Transition Charges are removed from the
calculation, then the revenue deficiency in each of the approaches is reduced by
$503,264,237. Under the Modified Cash Basis Method, which is our recommended
method, exclusion of the Transition Charge revenue results in a revenue deficiency of
$222,256,790. Below is a table comparing the revenue requirements and deficiencies
using the three alternative approaches after subtracting expected transition charge

revenues.
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Revenue Requirement (excluding Transition Charge Revenue)

Method Revenue Revenue
Requirement Deficiency
Modified Cash Basis $2,958,930,536 | $222,256,790
Cash Basis $3,017,571,944 | $280,898,199
Accrual Basis $3,015,032,394 | $278,358,649

In Section III of this testimony, we describe the impact on rates and costs of capital from
a longer term financial perspective. We describe the results of our financial analysis that
forecasts both rates and PREPA’s financial condition from PREPA’s FY 2017 to FY
2030.

In Section IV, we discuss the financial profile that PREPA should seek to attain as
a condition of regaining access to credit markets. This section provides some identifiable
metrics that can be tracked for progress. We also use these metrics in our long-term

financial model to estimate an approximate date of capital market re-entry.

Does your testimony comply with Section 2.17(B) of the Commission’s rules as you
understand it?

Yes. The Commission’s Regulation No. 8720, Section 2.17(B), contains language
regarding the prudence and reasonableness of costs addressed by a witness. We are
testifying in support of PREPA’s costs, along with other witnesses. Accordingly, we do
state that it is our professional opinion that the costs sought to be incurred through

PREPA’s proposed rates are reasonable and prudently incurred, for the reasons
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established by our testimony and that of the other witnesses directly presenting and

supporting the specifics of the revenue requirement. Please see, in particular:

° Direct Testimony of Lisa Donahue, Managing Director and Global Leader of
North American Turnaround & Restructuring Services at AlixPartners, LLP
(“AlixPartners”), and Chief Restructuring Officer of PREPA, PREPA Exhibit
(“Ex.”) 2.0;

° Direct Testimony of Sonia Miranda, Director, Directorate of Planning and
Environmental, PREPA, and Antonio Perez Sales and Virgilio Sosa, Directors,
AlixPartners, LLP, PREPA Ex. 3.0; and

° Direct Testimony of Lawrence Kaufmann, Senior Advisor, Navigant,

PREPA Ex. 6.0.

C. Professional Background & Education

Would each of you please describe your educational background and professional
experience?

Yes. My name is Dr. Francis Pampush. I have been involved in the analysis and
evaluation of network industries (e.g., electric utilities; telecommunications; cable;
wireless; Internet; and oil pipelines) for nearly 30 years. I was awarded a PhD in
Economics from the University of North Carolina at Chapel Hill and am also a Chartered
Financial Analyst®. My specialties include financial analysis, damages estimations, and
cost of capital analysis. I have testified on the topics of revenue requirements, nuclear
decommuissioning fund returns, and cost of capital at the Federal Energy Regulatory

Commission (“FERC™). My resume summarizes my education, professional
y
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qualifications, and experience in detail and is attached as PREPA Ex. 5.01. In general, as
to those portions of the testimony that address matters pertaining to the rate of return on
investments, Dr. Pampush is the member of the panel responsible for the analysis.

My name is Lucas Porter. I have been an analyst and consultant in the Energy,
Power, and Utilities industries for 6 years, with roles including publicly traded equity
research, capital raising, transaction advisory services, and financial analysis. I am a
Chartered Financial Analyst® and have a Bachelor of Arts in Economics degree from
Boston College with minors in Mathematics and Environmental Studies. My resume,
which reviews my education, professional qualifications, and experience in detail, is
attached as PREPA Ex. 5.02.

My name is Dan Stathos. I have been involved in the electric utility industry for
the past 45 years, either as a member of utility staff, as a regulator, or in a consulting role.
For the past 19 years, I have provided consulting services to investor-owned utilities and
public power and joint action agencies, primarily in the areas of finance and accounting,
rates and regulatory matters, operational excellence, and process improvement. Before
becoming an Associate Director at Navigant, I served as an executive at a large municipal
electric utility, with responsibilities for change management, support services,
information technology, materials management, and emergency operations. Prior to that,
I spent over 12 years in consulting roles with Ernst & Young, Oracle éystems and
Deloitte Haskins + Sells (now Deloitte & Touche), providing financial feasibility, utility
accounting and rate and regulatory advice. I have testified before the Texas Public
Utilities Commission, the Texas Water Commission, the Georgia Public Service

Commission and a number of governmental venues involving public power utilities. I am
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a Certified Public Accountant in Texas, though neither I, nor Navigant Consulting
provides any attestation of other services considered public accounting in Texas or any
other jurisdiction. My educational background includes a Bachelor of Business
Administration degree in accounting from University of Texas at Austin. My resume,
which reviews my education, professional qualifications, and experience in detail, is

attached as PREPA Ex. 5.03.

D. Additional Attachments to Direct Testimonif

In addition to your resumes, are there any additional exhibits to your testimony?
Yes. We are sponsoring a number of exhibits that support this testimony. The following
exhibits are provided to support the proposed revenue requirements and analysis.

e PREPA Ex. 5.04: PREPA Revenue Requirements — Known and Measurable Changes
e PREPA Ex. 5.05: Revenue Requirements Approach Results — Restructuring Scenario
» PREPA Ex. 5.06: Modified Cash Basis Debt Service Coverage Ratio Adder

e PREPA Ex. 5.07: PREPA Rate Base Components

e PREPA Ex. 5.08: U.S. Regulated Utility Authorized Rate of Return 2010-2015

e PREPA Ex. 5.09: Puerto Rico General Obligation Bonds Market Yield to Maturity

e PREPA Ex. 5.10: U.S. Regulated Utility Authorized Cost of Debt 2010-2015

e PREPA Ex. 5.11: PREPA Bonds Market Value Yield to Maturity

e PREPA Ex. 5.12: Revenue Requirement by Scenarios

e PREPA Ex. 5.13: Overall Rate by Scenario

e PREPA Ex. 5.14: Debt Service Coverage Ratio by Scenario

o PREPA Ex. 5.15: Equity Balance by Scenario

e PREPA Ex. 5.16: Access to Capital Markets Metrics

Page 7 of 75
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PREPA Ex. 5.17: U.S. Corporate Bond Yield Spreads over U.S. Treasury Bonds by
Ratings Class

PREPA Ex. 5.18: Default Rates by Rating Class (Investment Grade v. Speculative
Grade)

PREPA Ex. 5.19: Summary of Key Credit Metric Results for PREPA’s Potential
Improved Credit Rating and Re-admittance to the Credit Markets (Based on an
Analysis of Fitch Ratings 2015 Study of 85 Public Power Utilities 2010-2014)

PREPA Ex. 5.20: Number of Public Power Authorities by Ratings Category (Based
on Fitch 2015 Public Power Peer Study 2010-2014)

PREPA Ex. 5.21: Credit Metrics in the 2015 Fitch Ratings Public Power Study
PREPA Ex. 5.22: Credit Metrics Not Used in This Analysis

PREPA Ex. 5.23: Credit Metric Averages and Medians by Ratings Class (Fitch 2015
Public Power Peer Study)

PREPA Ex. 5.24: Correlation Matrix of 2015 Fitch Ratings Public Power Credit
Metrics (2010-2015)

PREPA Ex. 5.25: Basic Structure of a Classification Tree

PREPA Ex. 5.26: Identification of Key Metrics based on Classification Tree Analysis
for Two Scenarios

PREPA Ex. 5.27: Predictions on the 425 Observation Dataset based on the Scenario 1
Classification Tree

PREPA Ex. 5.28: Probability Density of Debt Service Coverage Ratio by Debt Rating
(Fitch 2015 Public Power Peer Study 2010-2014)

PREPA Ex. 5.29: Debt Service Coverage Ratio v. Days Liquidity by Debt Rating
(Fitch 2015 Public Power Peer Study 2010-2014)

PREPA Ex. 5.30: Debt Service Coverage Ratio v. Coverage of Full Obligations by
Debt Rating (Fitch Public Power Peer Study 2010-2014)

PREPA Ex. 5.31: Full Dataset of 425 Observations Plotted in Terms of the Top 3
Classification Metrics (Based on 1,000 Iterations Using 85 Random Observations per
Iteration)

PREPA Ex. 5.32: Predictions on the 425 Observation Dataset based on the Scenario 2
Classification Tree
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e PREPA Ex. 5.33: Test of Statistical Significance (95% Confidence)

e PREPA Ex. 5.34: Measures of Diagnostic Accuracy for the Classification Tree
(Scenario 1)

e PREPA Ex. 5.35: R statistical code used in analysis.

Did you prepare, or have prepared under your supervision, any of the Schedules
and other papers submitted to the Commission under its Regulation No. 8720 as
support for and attached to PREPA’s Petition for new rates?
Yes, we prepared or have prepared under our supervision certain of the Schedules and
other papers. (In some instances, other personnel from Navigant or PREPA’s
restructuring and recovery consultant, AlixPartners , also participated in the supervision
or preparation,. as noted below.)

Mr. Stathos and Mr. Porter prepared or had prepared under his supervision the
following items:
e Schedules A-1 through A-6.
e Schedules B-1 through B-3.
e Schedules C-1 through C-3.
e Schedules E-1 through E-8.
e Schedules F-1 through F-4.

e Schedules L-1 and L-2.

Dr. Pampush and Mr. Porter, in coordination with Millstein & Co., prepared or
had prepared under their supervision the following items:

e Schedules D-1 through D-6.
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REVENUE REQUIREMENTS

A. Overview of the Revenue Requirement Approaches and Results

Please provide an overview of the results of your analysis of PREPA’s Revenue
Requirements and the required increase in current rates necessary to return
PREPA to financial stability in order to allow it to meet its service obligations.
Based upon our analysis, PREPA’s overall rates (1) require an immediate aggregate
increase of $725,521,027 or approximately 26.5% overall, including securitized debt, to
meet its revenue requirement of $3,462,194,772. This assumes the restructuring of
PREPA’s bonds and the adoption of transition charges that were proposed in a separate
proceeding.  Alternatively, without restructuring of PREPA’s financial obligations, an
increase of $1,025,587,382 to $1,495,673,287 or approximately 36.8% to 42.3% increase
in rates. The revenue requirements in the restructuring scenario include the revenues to be
collected by PREPA as servicer under the Transition Charges being addressed in a
separate proceeding. If Transition Charge revenues are removed from the calculation,
then the revenue deficiency is reduced by $503,264,237. Thus, the “after Transition
Charges” revenue deficiency in the Restructuring scenario is $222,256,790.

The recommended increase in base rates (assuming debt restructuring), coupled
with decreasing costs of fuel and purchased power, allows PREPA rates to become
relatively stable going forward, while allowing PREPA to transition out of a negative
equity position. The requested increase in base rate revenues provides PREPA with
financial stability that may allow it to regain access to capital markets at reasonable rates.
Stability and long-term capital cost reductions are long-term benefits to PREPA’s

customers.
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How did you arrive at this conclusion?

As we will explain below, we started with the book values of FY 2014 shown in
column A of PREPA Ex. 5.04. We made adjustments for known and measureable
changes through FY 2017 in column B to arrive at the final FY 2017 results are shown in

column C.

Explain the term “Revenue Requirements” in more detail as it is being used in this
context.

Revenue Requirements in a utility regulatory context refers to the revenues that a utility
requires in order to cover its costs of providing service, including its capital coéts.
Typically, a Revenue Requirement computation includes all of the utility’s operating
costs for a selected annual period, referred to as a “Test Year.” Operating costs include
the operations and maintenance expenses of the utility, the return on its investments
incurred to provide service, any income taxes, and taxes other than income taxes paid.
PREPA is exempt from income taxes, but mandated by law to provide certain customers
such as municipalities and low income customers with electricity at no cost or a
subsidized level. The overall goal of a Revenue Requirements analysis is to account for
all of the costs required to provide service without double-counting. How these costs are
measured and accounted for in the analysis depends upon the Revenue Requirements
methodology that is used. We will have more to say about what specific costs are
included when we describe the various Revenue Requirements approaches that we

considered.
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If the Test Year is an historical test year, operating costs typically are adjusted for
known and measurable changes, and we do that in our analysis. Such known-and-
measureable adjustments can include the elimination of significant one-time costs that
occurred in the past but that will not occur in the future; new costs that had not occurred
in the past but will occur in the future (e.g., as a result of adopted programs), and
adjustments to costs to reflect a more accurate depiction of the level of costs that rates are
intended to recover from customers, such as those related to known inflation and/or

productivity improvements.

Why do you compute a Revenue Requirement?

Under cost-of-service regulation, prices (or rates) are based on the costs incurred to create
the service that is sold to customers. After the Revenue Requirement is computed, it is
compared to the revenues that reasonably would be generated by existing rates during a
year. A shortfall of revenues at existing rates relative to the Revenue Requirement
indicates the need for an increase in rates, with the difference between the Revenue
Requirement and the revenues computed at existing rates being the amount that the rate
increase should generate. This cost recovery shortfall commonly is called the “revenue
deficiency”. For firms subject to income tax, the cost recovery shortfall would then be
grossed up for income taxes so that the rate increase actually covers the cost recovery
shortfall. However, since PREPA is not subject to income taxes, we do not make this

adjustment.

Please describe your approach to the development of Revenue Requirements for

PREPA in this proceeding.
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We initially applied two methodologies to develop a reasonable Revenue Requirement
for PREPA. After analyzing the results of these two approaches, we performed a third
analysis, which we conclude is better aligned with PREPA’s current financial condition,
has less immediate impact on rates, and therefore is more appropriate for determining

overall Revenue Requirements at this time.

Please provide an overview of your methodologies.

The first methodology is a traditional Accrual Basis approach (Rate Base / Rate of
Return) that is used by many regulatory agencies in both the United States and
internationally. (As noted earlier, rate base is the net investments in its system on which
it should earn a return of and on that investment.) This methodology is primarily applied
to investor-owned or publicly-traded utilities, and for reasons we describe later is not
suited for PREPA at this time.

The second methodology, Cash Basis, establishes a revenue requirement at a level
that is expected to allow PREPA to meet its debt service requirements and maintain a
sufficient DSCR to meet PREPA’s bond covenants.

This second methodology is more often used by public power agencies such as
state and municipally-owned utilities, as well as not-for-profit joint action agencies.
PREPA is a public power electric utility, as we noted earlier. However, the Cash Basis
approach assumes that a utility has sufficient cash flow to cover its ongoing costs and
debt service requirements and has access to capital markets to continue to fund its capital
expenditure requirements. The latter is a critical point. Discussion of PREPA’s access to

the capital markets will be discussed in Section III and IV of this testimony.
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The third methodology, and the one that we ultimately recommend in this case,
focuses on the actual annual cash requirements of the company to meet its operating costs
and fund its capital expenditures program. We refer to this as the Modified Cash Basis
approach. We implemented the approach by comparing PREPA’s annual cash
requirements to the results of the traditional Accrual Basis and Cash Basis methodologies
to determine whether the revenue generated would be sufficient to meet all of PREPA’s
spending requirements, including its expected capital expenditure requirements. Because
PREPA lacks reasonable access to capital markets, we conclude that the Modified Cash

Basis approach provides the only reasonable Revenue Requirements option to PREPA.

How do the different methodologies for Revenue Requirement compare?

Not precisely, but the overall differences in the Revenue Requirements among the
approaches are relatively limited for FY 2017 (FY 2014 as adjusted for known and
measureable through FY 2017). As can be scen in PREPA Ex. 5.05, the Total Revenue
Requirements in the Restructuring scenario range from $3.462 billion to $3.521 billion in

FY 2017.

What sources of information did you use to conduct your analyses?

Sources of information used in this analysis included FY 2014 PREPA audited statements
of financial position and results, supplemented by analyses prepared by PREPA related to
staffing changes as part of the current debt restructuring and recovery effort. FY 2014 is
the test year starting point, as we noted earlier. As we stated, FY 2014 is a suitable test
year starting point because it is the most recent year for which PREPA has audited

financial statements at this time. Because a year with complete audited financial
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statements requires significant third party scrutiny, we think this represents the most
stable and reliable information to startl with. Additional information was gathered
through an interview and information request process with PREPA, and through
discussion with AlixPartners. This process included, among other things, consideration
of PREPA’s Business Plan dated June 1, 2015, as well as performance improvements and
other variances to the Business Plan, and PREPA’s fuel and load forecasts. The basis for
Rate of Return Assessment (in Section II.D.3) and PREPA’s Re-Entry into the Capital
Markets (in Section IV) included financial information obtained through SNL’s Energy
Velocity, Bloomberg, and Fitch Ratings, Inc. (“Fitch” or “Fitch Ratings”), services, all

financial information services used widely in the utility sector.

B. Three Approaches to Revenue Requirements as Applied to PREPA

Please describe your Accrual Basis Approach in more detail.
The Accrual Basis approach has three components: Operating Expenses, Rate Base, and
Return on Rate Base. The basic formula is:

Revenue Requirement = Operating Expenses + Depreciation +
Rate Base X Rate of Return

Operating Expenses include fuel and purchased power, subsidies, and non-fuel
expenses. Non-fuel expenses include labor costs, pension underfunding (catchup), safety
upgrade expenditures, and other operations and maintenance expenses. We also include
operating cost performance improvements as estimated and expected in the business plan,
bad debt expenses, and an assessment for the Energy Commission. We add depreciation
expense to the operating expenses. We do not add interest expense, because this is

accounted for in the return computation.
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The Rate Base involves identifying all utility investments (net of accumulated
depreciation) that are “used and useful” for the provision of electric power and service as
of a specific date, as well as adding any working capital for operations (e.g., inventories)
and other required investments.

The Rate of Return typically is based on the utility’s cost of capital and is
expressed as a percentage. The Rate of Return is applied to (i.e., multiplied by) the Rate

Base to generate the “Return on” portion of the Revenue Requirement in dollar terms.

Please describe the Cash Basis approach for computing a Revenue Requirement.
The formula for the Cash Basis approach is:

Revenue Requirement = Operating Expenses + Depreciation +
Legacy Debt Service +
Additional Coverage to Meet Minimum DSCR +
Gross Revenue Requirement for Securitization

We use the same definition of Operating Expenses (including depreciation
expense) as was used in the Rate of Return approach. Under the Cash Basis approach,
we do not explicitly provide a return, but instead determine the revenues required to meet
all financing costs (interest expense and principal repayment) and include additional
margin if coverage is not sufficient to meet minimum DSCR. The minimum coverage is a
legal requirement of the loans, and is stipulated in the Trust Agreement.! DSCR is
computed as a ratio of the available cash flow from the utility’s operations relative to the

total current year principal and interest payments on its debt. Because depreciation is a

“Trust Agresment: Puerto Rico Water Resources Authority to First National City Bank Trustee,” January 1, 1974. (On
May 30, 1979, by virtue of Law #57, the Puerto Rico Water Resources Authority changed its name to the Puerto Rico
Electric Power Authority. See, “A Sketch of Our History,” at http://www.prepa.com/historia_eng.asp.
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non-cash expense, it is included as cash available for debt service. If a deficiency in cash
is calculated such that the DSCR does not meet the required level, additional cash is
added to the revenue requirement to relieve the deficiency. The minimum coverage
amount computed by multiplying the DSCR by the sum of the non-securitized portion of
principal repayment and interest expenses, roughly $314 million. We exclude the
securitized debt service because there is a separate mechanism for ensuring debt service
coverage in the special purpose vehicle (“SPV”). The securitized debt is covered by a
debt service reserve fund and has adjustments built in to the Transition Charge
calculation for collections lag and uncollectible revenue.

We understand that PREPA’s bond covenants require that coverage be a
minimum of 1.20 times the amount of principal and debt payments.” Public power
authorities whose bonds are rated at A or AA typically have DSCRs greater than 1.20.°
In our experience with regard to U.S. power entities, the Cash Basis approach is more
commonly used by public power authorities.

We include the Gross Revenue Requirement for Securitization in the total
estimate for Cash Basis revenue requirement because the level of debt service assumed in
the securitization, roughly $394 million, is only possible in a transaction scenario. In a
scenario without securitization the debt service requirement would be greater than the
sum of the securitized and legacy debt service, $708 million, because there would be no

principal reduction or deferred interest.

See the Trust Agreement.
See Section IV of our testimony.
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How are Revenue Requirements computed under the Modified Cash Basis
approach?
Under the Modified Cash Basis Approach, we compute Revenue Requirements as:
Revenue Requirements = Operating Expenses (ex. Depr Expense) +
Capital Expenditures + Legacy Debt Service +

Additional Coverage Requiredto Meet Minimum DSCR +
Gross Revenue Requirement for Securitization

In this approach, all costs are funded from current-period revenues, including
funding for necessary capital spending and the servicing of existing debt. That is why we
exclude depreciation expense but include capital expenditures (“capex”). This approach
funds the capital and operating cash needs of the business. Because PREPA does not
have sufficient access to capital markets to fund capital expenditures, we add capex
directly to revenue requirement rather than relying on a proxy such as depreciation or
return on rate base. PREPA has significant cash funding requirements for infrastructure
improvements that cannot be financed at this time, but may be in the future. Adding
capex costs directly will allow for the rate setting process to consider only projects that
PREPA needs to cash fund. When PREPA regains access to capital markets this portion
of the revenue requirement will decline because we only add revenue funded capex to the
revenue requirement, exfernally financed projects would not be included. Regulatory
oversight will be maintained through a capex tracker to ensure capital expenditures that
are paid for through base rate revenues are recovered appropriately (see Schedule F-3).

/ In the initial period, revenue funded capex will be sufficient to maintain an
adequate DSCR. When revenue funded capex declines to a level at which the DSCR is

no longer adequate to meet bondholder requirements, additional revenue will be need to

Page 18 of 75



401

402

403

404
405

406

407

408

409

410

411

412

413

414

415

416

417

418

419

420

421

No. CEPR-AP-2015-0001
PREPA Ex. 5.0 Rev.

be added to the revenue requirement recovered through rates to cover the shortfall. This
will happen when PREPA is able to finance a majority of its projects externally. An

example of this approach is illustrated in PREPA Ex. 5.06.

C. Computing Operating Expenses Under the
Various Revenue Requirements Approaches

Please summarize this section of your testimony.

As the formulas above indicate, each of the three approaches to Revenue Requirements

contains operating expenses. The components in operating expenses are the same for the

most part across the three approaches, so this section of our testimony describes how we

developed operating expenses for the test year FY 2014 adjusted to FY 2017. As the

formulas show, there are some differences related to capital needs and financing, namely

the methodology for capital return and recovery:

e Modified Cash Basis recovers prior year capital expenditures through debt service
and anticipated capital expenditures through “revenue funded capex”

e Cash Basis recovers prior and anticipated capital expenditures indirectly through
consideration of debt service expense and depreciation.

e Accrual Basis recovers prior and anticipated capital expenditures indirectly through
depreciation expense and return on rate base.

Accordingly, we discuss how we developed depreciation expense, capex, interest

expense, and principal repayments. for the different approaches as well.

Did you prepare an exhibit that shows your results?
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