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 1

Q. PLEASE STATE YOUR NAME, POSITION AND BUSINESS ADDRESS. 1 

A. My name is Jeffry E. Sterba.  I am Chairman, President and Chief Executive 2 

Officer for PNMR Resources, Inc. ("PNMR”).  My address is Alvarado Square, 3 

Albuquerque, New Mexico 87158. 4 

 5 

Q. HAVE YOU PREVIOUSLY FILED TESTIMONY IN THIS CASE? 6 

A. Yes. 7 

 8 

Q. WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY? 9 

A. The purpose of my rebuttal testimony is to respond generally to testimony of Staff and 10 

Intervenors that implicates fundamental regulatory policy considerations.  I will also 11 

address specific policy considerations surrounding PNM’s need for a Fuel and 12 

Purchased Power Cost Adjustment Clause (“FPPCAC”).  I will leave more specific 13 

rebuttal on these issues to other witnesses such as James Ferland, Charles Eldred, Steven 14 

Fetter and Ray Gifford. 15 

 16 

Q. WHAT FUNDAMENTAL REGULATORY POLICY CONSIDERATIONS DO 17 

YOU BELIEVE ARE IMPLICATED BY THE PROPOSALS OF STAFF AND 18 

INTERVENORS? 19 

A. The Commission has appropriately determined that PNM should strive to maintain an 20 

investment grade credit rating, and has been required by both the Legislature and the 21 

Supreme Court to balance the interests of consumers and shareholders.  Yet Staff and 22 

Intervenors have failed to take account of the implications for PNM’s credit rating in 23 
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making their recommendations for revenue requirement disallowances and rejection of 1 

reinstatement of a FPPCAC, and have virtually ignored any interests of investors.  They 2 

have replaced long-term vision with short-term gain and in doing so unnecessarily 3 

compromise the financial well-being of PNM, the welfare of its customers and possibly 4 

the economic welfare of the State. 5 

Long-term vision and the consideration of the financial well-being of PNM is 6 

especially important at this point in time.  It is essential that PNM have access to 7 

reasonably priced capital in order to provide the necessary infrastructure to meet 8 

growing demand for power in New Mexico.  PNM has outgrown its baseload supply 9 

and is faced with adding infrastructure against an economic backdrop of dramatically 10 

rising costs for providing that infrastructure.  None of the witnesses seriously dispute 11 

this background, but they nevertheless fail to temper their advocacy with the careful 12 

reasoning that this Commission must engage in to make its decision.  The opposing 13 

testimony must be placed in the context within which the Commission’s decision is 14 

made when setting fair, just and reasonable rates. 15 

 16 

Q. DON’T STAFF AND INTERVENORS TAKE INTO ACCOUNT CHANGING 17 

ECONOMIC CONDITIONS APPLICABLE TO PNM? 18 

A. The opposition testimony essentially ignores the fact that economic conditions have 19 

changed and continue to change dramatically.  This affects everything from the cost of 20 

fuel to the cost of construction, significantly affecting PNM’s operations and financial 21 

viability.  For example, Staff witness Potturi suggests that because PNM didn’t suffer 22 

credit downgrades between 1994 and 2006 without a FPPCAC, it doesn’t need one 23 
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now.  But Mr. Potturi ignores the fact that PNM’s situation has fundamentally changed 1 

from that period and the evidence is clear that PNM’s credit rating is in jeopardy if PNM 2 

does not get a FPPCAC. 3 

 4 

Q. WHAT HAS CHANGED THAT MAKES PNM’S SITUATION 5 

FUNDAMENTALLY DIFFERENT? 6 

A. I have provided this information in my Direct Testimony.  Essentially, PNM no longer 7 

has excess capacity and must add power supplies to meet the growing needs of our 8 

customers.  That will require building additional infrastructure.  Without repeating the 9 

facts and figures already provided in my Direct Testimony, let me provide some 10 

additional facts that highlight the change in the cost environment for new utility 11 

construction.  12 

The Handy-Whitman Index publishes indices of utility construction costs.  13 

Steam generation construction costs tracked the general inflation rate through the 14 

1990’s, began to rise a bit in 2001, and then increased significantly after 2004.  From 15 

2004 to 2007, the cost of building steam generation increased by 25 percent, more than 16 

triple the inflation rate.  During 2006 the cost of new turbines increased by nearly 18 17 

percent or about ten times the inflation rate.  Similar sharp increases can be seen for 18 

constructing transmission and distribution facilities.  Between 2004 and 2007 19 

transmission costs rose by almost 30 percent, nearly four times the inflation rate.  20 

Distribution costs increased 34 percent, more than four times the inflation rate, between 21 

2004 and 2007.  Attached as PNM Exhibit JES-1R is a graph pictorially depicting these 22 
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recent dramatic cost increases taken from the September/October 2007 publication of 1 

Electric Perspectives, “An Upward Climb” by Marc Chupka and Gregory Basheda. 2 

 3 

Q. MANY OF THE WITNESSES DISCUSS THE ROLE OF INCENTIVES IN 4 

REGULATION AND IMPLY OR STATE HOW THEY THINK PNM WILL 5 

ACT IN VARIOUS SCENARIOS, SUCH AS REINSTATEMENT OF THE 6 

FPPCAC.  WHAT IS YOUR PERSPECTIVE ON THIS? 7 

A. I sit in a unique position to discuss PNM’s incentives from PNM’s perspective.  First, I 8 

agree that proper incentives and policy signals from the Commission are an important 9 

part of regulation.  But the opposition testimonies demonstrate a fundamental lack of 10 

understanding as to how management decisions on complex issues are made, and are 11 

even internally contradictory in how they view the role of incentives.  For example, in 12 

one breath Staff and Intervenors will argue that PNM shouldn’t have a FPPCAC 13 

because it removes the incentive the Company would otherwise have to minimize fuel 14 

and purchase power costs.  Yet in the next breath they argue that positive incentives, 15 

such as off-system sales sharing, are unnecessary because PNM has an obligation to 16 

make prudent decisions. 17 

Here at PNM we have worked very hard to instill a culture focused on 18 

efficiency and cost-minimizing decision-making, even when the decisions are difficult.  19 

The notion that we will change this culture after we get a FPPCAC in order to somehow 20 

go after short-term earnings gains at the expense of our overall cost structure is simply 21 

false.  We operate our business for the long haul and would not jeopardize appropriate 22 

maintenance practices on the basis of having a FPPCAC. 23 
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We have worked very hard to position our rates and service levels at their 1 

current level. Regardless of the outcome of this case, we will continue to do so.  We take 2 

pride that our rates are low, that in fact electric rates have not risen in over twenty years, 3 

and that our service standards and satisfaction levels are high.  While Mr. Potturi 4 

recognizes and commends some of our accomplishments, he and the other opposing 5 

witnesses chose to use these accomplishments to recommend adverse actions that will, 6 

in the longer-run, cause higher costs to customers and jeopardize PNM’s ability to 7 

attract necessary capital during an exceptionally challenging build cycle. 8 

 9 

Q. WHAT OTHER GENERAL CONCERNS DO YOU HAVE WITH THE 10 

POSITIONS ADVOCATED BY THE STAFF AND INTERVENORS? 11 

A. In my Direct Testimony I described the economic environment facing the Company at a 12 

time when the Company must embark on initiatives to acquire additional means of 13 

meeting growing customer demand – initiatives which will require the investment of  14 

about $1.7 billion over the next five years.  This number has increased since I filed my 15 

Direct Testimony, due to the rapidly increasing construction costs we are experiencing.  16 

The ability to attract capital at reasonable rates is absolutely critical because, without it, 17 

costs to customers will be much higher than they otherwise would be.  The Company 18 

has been reducing rates for about twenty years.  Our rates are among the lowest in the 19 

nation and the region.  Yet Staff and Intervenors seem determined to construct as many 20 

objections as possible to reduce revenue requirements in an attempt to forestall the 21 

inevitable increase in customers’ rates that must accompany a build program, without  22 
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considering what is really needed in the longer-term to properly serve the State and 1 

PNM’s customers. 2 

Staff and Intervenors also seem to ignore one of the biggest risks facing a 3 

utility—regulatory risk.  If investors perceive that the regulatory environment is 4 

unfriendly to their interests, they will either invest elsewhere or demand greater 5 

compensation for risking their capital.  Research groups that provide information on 6 

regulatory treatment in the various jurisdictions rank New Mexico as a very unfavorable 7 

regulatory environment for investors.  An adverse ruling in this case will solidify that 8 

reputation to the long-term detriment of customers.  Regardless of what one may think 9 

about this ranking, PNM must deal with this perception in the capital markets.  As 10 

demonstrated by Mr. Fetter, credit rating agencies are watching what the Commission 11 

does in this case very closely. 12 

 13 

Q. MUCH OF YOUR DISCUSSION HAS FOCUSED ON MAINTAINING AN 14 

INVESTMENT GRADE CREDIT RATING. ARE THERE OTHER ASPECTS 15 

THAT ARE IMPORTANT? 16 

A. Obviously our investment grade credit rating is very important, as the Commission has 17 

traditionally recognized.  But this has important repercussions on the equity side as well.  18 

We cannot over-leverage our capital structure or that in turn will cause credit 19 

downgrades.  We are going to have to finance our supply additions with a mix of debt 20 

and equity.  Equity investors will depress the price of our stock based on their negative 21 

expectations of our business prospects.  If regulatory risk is perceived to be high, as is 22 

currently the case, equity investors will pay less for the stock.  This will provide a 23 
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smaller amount of proceeds to be used for investment purposes in New Mexico or a 1 

larger amount of equity to achieve the required level of proceeds.  That in turn will dilute 2 

the stock and drive the stock price down further.  These are among the reasons 3 

regulators are required to fairly balance the interests of customers and investors and to 4 

provide enough actual dollars to do so. 5 

 6 

 Q. COA WITNESS DITTMER STATES THAT INCREASING COSTS ARE 7 

OFFSET BY INCREASING REVENUES FROM CUSTOMER GROWTH.  DO 8 

YOU AGREE? 9 

A. No.  Mr. Dittmer fails to recognize that the increasing costs have resulted in 10 

marginal costs that are higher than the average revenues being recovered by the 11 

Company.  At this time relatively high growth in load does not necessarily 12 

translate into growth in margins from sales.  That might have been true when we 13 

had excess power.  However, as explained in my Direct Testimony and that of 14 

Hugh Smith, which has been adopted by James Ferland, our load growth has 15 

absorbed virtually all of that excess power in rate base.  In addition, our load has 16 

become “peakier,” meaning that the demand for power has increased more 17 

significantly during peak hours.  Because we have grown into our load, we 18 

sometimes have to purchase power to meet our load requirements, particularly 19 

during the summer.  The cost of purchased power depends on market conditions, 20 

and during peak hours it may cost more per MWh than what is generated in 21 

revenue.  This situation occurs fairly often during the peak summer months, as 22 

well as other times during the year.  Mr. Dittmer uses his reasoning to support his 23 
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argument that PNM should be denied a FPPCAC. His understanding of PNM’s 1 

current situation is incorrect, and  furthermore, his line of reasoning is irrelevant. 2 

As explained more fully in Mr. Ferland’s rebuttal testimony, PNM has met the 3 

criteria under Rule 550 for approval of a FPPCAC. 4 

 5 

Q. ARE THERE ANY OTHER ISSUES YOU’D LIKE TO ADDRESS? 6 

A. Yes.  Although I will leave specific rebuttal of the arguments opposing reinstatement of 7 

the FPPCAC to other witnesses, I must emphasize that the overwhelming majority of 8 

electric utilities in the nation have one.  In New Mexico PNM is the only utility without 9 

one.  The Commission has consistently approved continuation of fuel clauses for utilities 10 

that have applied for continuation.  PNM has a purchased gas adjustment clause for its 11 

gas utility.  It has worked well over the years without the myriad illusory problems 12 

raised by Staff and Intervenors. 13 

As a practical matter, reinstatement of the FPPCAC is a critical necessity for an 14 

electric utility in the circumstances PNM finds itself in.  Reinstatement of the FPPCAC 15 

will send a strong signal to Wall Street that the regulatory environment in New Mexico 16 

is not as bad as they currently perceive.  FPPCACs simply are not as bad or problematic 17 

as described by Staff and Intervenors, or they would not be almost universally used as 18 

an effective ratemaking mechanism, not only by this Commission and its predecessor, 19 

but by regulatory commissions across the country, as more fully discussed by Ray 20 

Gifford.  And because they are viewed as more properly distributing risk, a utility 21 

without one is at a disadvantage in competing for reasonably priced capital in the 22 

marketplace in the current economic environment, as discussed more fully by Steven 23 
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Fetter.  Further, despite all the theoretical objections raised by Staff and Intervenors in 1 

what can be interpreted as an attack on Rule 550, the fact remains that the Legislature 2 

has carved out these costs as appropriate for recovery by means of an automatic 3 

adjustment clause, despite the general prohibition of allowing other increased costs to be 4 

recovered without a hearing. 5 

 6 

Q. DO YOU HAVE ANY CONCLUDING OBSERVATIONS? 7 

A.  Yes.  As demonstrated by the testimonies of Charles N. Eldred and Steven Fetter, the 8 

Commission needs to take seriously the implications of the punitive recommendations 9 

by Staff and Intervenors in this case.  The substantial disallowances and rejection of a 10 

prudent FPPCAC, as advocated by Staff and Intervenors, will have a material adverse 11 

effect on the Company’s financial condition, and will fail to balance the interests of 12 

customers and shareholders.  Ultimately, the positions taken by Staff and Intervenors 13 

will be to the detriment of customers.  It is the end result that is paramount, and the end 14 

result of the proposed disallowances would be a financially unhealthy electric utility at a 15 

time when financial strength is most needed in order to continue to provide the services 16 

customers need, now and in the future, at reasonable cost. 17 

 18 
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