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UNITED STATES OF AMERICA 

BEFORE THE 
FEDERAL ENERGY REGULATORY COMMISSION 

 

Public Service Company of New Mexico ) Docket No. ER 13-___-000 

PREPARED INITIAL TESTIMONY 

 OF  

TERRY R. HORN 

ON BEHALF OF 

PUBLIC SERVICE COMPANY OF NEW MEXICO 

I. INTRODUCTION AND PURPOSE 1 

Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 2 

A. My name is Terry R. Horn.  My business address is 414 Silver Avenue, SW, 3 

Albuquerque, New Mexico 87102. 4 

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 5 

A. I am employed by Public Service Company of New Mexico (“PNM” or the 6 

“Company”), as the Vice President and Treasurer for PNM.  PNM is a subsidiary 7 

of PNM Resources, Inc. (“PNM Resources” or “PNMR”).  Based in Albuquerque, 8 

New Mexico, PNMR is an energy holding company and through its regulated 9 

utilities – PNM and Texas-New Mexico Power Company – delivers and sells 10 

electricity and provides an array of services to customers in New Mexico and 11 

Texas.  12 

Q. ON WHOSE BEHALF ARE YOU SUBMITTING THIS TESTIMONY? 13 

A. I am submitting this testimony on behalf of PNM. 14 
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Q. WOULD YOU BRIEFLY EXPLAIN YOUR DUTIES AND 1 

RESPONSIBILITIES AS VICE PRESIDENT AND TREASURER OF PNM? 2 

A. As Vice President and Treasurer, I am responsible for leading PNM’s treasury, 3 

investor relations and risk management functions.  In that role, I am responsible for 4 

liquidity, cost of capital, capital structure, financings, cash management, and 5 

relationships with the credit rating agencies, and commercial and investment 6 

banks.  I have similar responsibilities for PNM’s holding company, PNMR, as well 7 

as for PNMR’s other subsidiaries.  I am also responsible for the investment 8 

performance of the portfolios accumulated for pension obligations, nuclear 9 

decommissioning liabilities, retiree medical commitments and other corporate 10 

purposes, as well as overseeing the risk management activities of insurance, credit 11 

risk and commodity market risk of gas and electricity. 12 

Q. PLEASE DESCRIBE YOUR EDUCATION BACKGROUND AND 13 

PROFESSIONAL EXPIERIENCE.  14 

A. I hold a Bachelor’s degree in Finance and Economics from New Mexico State 15 

University, and an MBA with a concentration in Finance from the University of 16 

Houston. I worked for Texaco, Inc. as an Accountant and Senior Analyst prior to 17 

my employment at PNM.  I have been employed by PNM since 1985, first as 18 

Financing Project Manager, then as Assistant Treasurer, and now in my current 19 

position as Vice President and Treasurer. 20 

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY 21 

AUTHORITIES?  22 
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A. Yes.  I have testified in numerous proceedings before the New Mexico Public 1 

Regulation Commission and the Public Utility Commission of Texas.  A listing of 2 

these proceedings is attached to my testimony in Exhibit No. PNM-2. 3 

Q. WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY? 4 

A.  The purpose of my testimony is to support PNM’s request to implement the PNM 5 

Formula Rate as described in this proceeding.  I introduce the other witnesses that 6 

will be submitting testimony on behalf of PNM in this proceeding.  My testimony 7 

addresses how moving from stated rates to a formula rate enhances PNM’s 8 

financial strength by supporting stable cash flow.  Specifically, I address the 9 

relationship between an annual formula-based pricing system and PNM’s 10 

financial strength by recovering costs incurred from transmission system 11 

expansion on a timely basis.  I then describe how pricing for transmission service 12 

under the PNM Formula Rate supports PNM’s credit ratings and improves PNM's 13 

access to the capital markets throughout financial market cycles at a reasonable 14 

cost. 15 

Q. PLEASE SUMMARIZE YOUR CONCLUSIONS. 16 

A. Maintaining and enhancing the financial strength of a utility is an ongoing 17 

consideration when making management and investment decisions.  PNM must 18 

maintain the ability to access the capital markets at all times at a reasonable cost.  19 

The Company needs to demonstrate solid financial ratios, predictable and stable 20 

cash flows, a competitive, fair rate of return on equity ("ROE"), and regulatory 21 

treatment allowing for timely recovery of financing costs.  To support its duty to 22 

provide safe and reliable service at a reasonable cost, PNM needs to recover its 23 
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cost of financing and requires an approved return that compensates investors and 1 

supports continued overall financial strength.  This testimony concludes that the 2 

PNM Formula Rate will promote financial strength and stability, which are 3 

important considerations in the determination of credit ratings and, ultimately, cost 4 

of service. 5 

II. IDENTIFICATION OF WITNESSES 6 

Q.  WHO ARE THE OTHER PNM WITNESSES TESTIFYING IN THIS 7 

PROCEEDING IN SUPPORT OF PNM’S RATE FILING? 8 

A.  In addition to my testimony, the following witnesses are submitting testimony in 9 

this proceeding on behalf of PNM: 10 

• Mr. Jeff R. Mechenbier, Director of Transmission/Distribution Planning and 11 

Contracts, describes the PNM transmission system, how PNM decides to 12 

make capital investments in its transmission system, certain of PNM’s recent 13 

transmission capital investments, and the need for each investment.  He also 14 

describes PNM’s transmission system expansion plan for the next 5 years; 15 

• Mr. Michael L. Edwards, Director of Federal Regulatory Policy, describes the 16 

PNM Formula Rate, the transmission services PNM currently provides, the 17 

transmission services PNM receives from other transmission providers, 18 

PNM’s basis for determining and allocating revenue credits, PNM’s directly-19 

assigned costs (including radial transmission lines as determined in 20 

accordance with a newly proposed Attachment H-3 to PNM’s Open Access 21 

Transmission Tariff (“OATT”)), PNM’s assessment of network service 22 

credits, PNM’s proposed acquisition adjustment, the rate design of PNM’s 23 
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proposed transmission service rates under the PNM Formula Rate, and the 1 

changes to the OATT, the Coordination Tariff, and certain Grandfathered 2 

Agreements (“GFAs”) to implement the PNM Formula Rate; 3 

• Mr. Henry Monroy, PNM Director of Utility Accounting, describes the 4 

components of PNM’s Formula Rate including Attachment H-1 – Current 5 

Year Formula Rate and Attachment H-2 – Formula Rate Implementation 6 

Protocols (“Implementation Protocols”) and describes the mechanics of the 7 

Current Year Formula Rate and associated schedules that are used to populate 8 

the formula rate; and 9 

• Mr. Robert B. Hevert, Managing Partner of Sussex Economic Advisors, LLC, 10 

describes the derivation of the rate of return on equity to be applied in PNM’s 11 

Formula Rate. 12 

III. USE OF THE PNM FORMULA RATE 13 

Q. HOW DOES PNM CURRENTLY RECOVER ITS TRANSMISSION 14 

INVESTMENT? 15 

A. PNM currently recovers transmission investment at stated rates established 16 

through a settlement agreement (“Settlement Agreement”) filed in Docket No. 17 

ER11-1915-000, et al. (“Stated Rate Proceeding”).  As I describe in more detail 18 

below, PNM sees additional benefits to PNM’s retail and wholesale native load 19 

customers in moving to the PNM Formula Rate, so that transmission costs that are 20 

routinely filed with FERC by PNM can be recovered annually without waiting for 21 

a rate case settlement, which can be a lengthy and costly process. 22 
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Q. WHY IS PNM SEEKING APPROVAL TO MOVE FROM A STATED 1 

RATE TO THE PNM FORMULA RATE? 2 

A. There are several important benefits to moving to a formula rate that allows PNM 3 

to recover costs incurred for transmission-related expenses on a current basis.  4 

First, a formula rate mechanism removes a significant investment barrier – 5 

recovery lag. With a stated rate, investments cannot be recovered until the 6 

Commission approves a future rate case filing.  With the PNM Formula Rate, 7 

PNM will be allowed to recover its costs on a more current basis, which can 8 

encourage more investment.  9 

Second, PNM’s Formula Rate reduces the recovery lag that can negatively affect 10 

PNM's cash flow.  This is important for both debt and equity investors.  11 

Bondholders need to be assured that PNM has an adequate cash flow cushion to 12 

cover its interest payments.  This cushion can be developed by allowing PNM to 13 

collect revenues that coincide with costs as they are incurred. 14 

Third, the PNM Formula Rate will help enable PNM to earn its allowed rate of 15 

return.  In a June 14, 2005 paper entitled “How Returns on Equity Factor into U.S. 16 

Utilities,” Standard & Poor’s Ratings Services (“S&P”) states that forward-looking 17 

cost recovery mechanisms “reduce regulatory lag by providing for recovery of 18 

estimated expenses that may be incurred in the near term.  Using a historical test 19 

period without updates makes it more difficult to earn the authorized ROE because 20 

expenses may have already increased during the rate case (which can take many 21 

months to complete), resulting in cost recovery that is too low even after new rates 22 

are set.”  23 
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Fourth, implementation of the PNM Formula Rate supports PNM's credit quality, 1 

which will positively affect PNM's cash flow and financial strength.  Annual 2 

recovery of costs that are routinely filed with FERC by using formula rates will 3 

provide timely recovery, which is an essential criteria used by the rating agencies 4 

to assess credit quality.  Higher credit ratings result in lower borrowing costs that 5 

benefit ratepayers. 6 

Q. WHY IS THE USE OF A FORMULA RATE HELPFUL IN KEEPING 7 

FINANCING COSTS DOWN? 8 

A. The use of formula rates provides significant benefits both to the regulated utility 9 

and to its customers, with a significant reduction in rate-case expense, regulatory 10 

lag, and regulatory uncertainty, all of which has beneficial effects on cost of 11 

capital.  The cost of capital, both debt and equity, is directly related to the risk of 12 

repayment.  If the perceived risk of repayment is high, then the cost of the capital 13 

is higher than it would be if the risk of repayment and corresponding uncertainty 14 

were lower.  The use of a formula rate will be seen by providers of debt and equity 15 

capital as evidence of lower risk and less uncertainty.  Therefore, the cost of the 16 

capital will be lower, creating savings for customers.   17 

IV. CREDIT RATINGS AND FINANCIAL IMPLICATIONS 18 

Q.  WHAT ARE PNM’s CURRENT CREDIT RATINGS? 19 

A. Moody’s Investors Services (“Moody’s”) and S&P’s rate PNM’s senior unsecured 20 

debt at Baa3 / BBB- which is the lowest level of investment grade.   In recent 21 

reports published by the rating agencies, they mention that they expect the 22 

Company to continue its efforts to maintain financial stability, including targeting 23 
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a balanced capital structure of 50% debt and 50% equity, accompanied by 1 

adequate rate recovery to support any new debt.  PNM's credit ratings or outlook 2 

could be revised downward if adverse rate case rulings or cost recovery 3 

disallowances result in a deterioration of cash flow, or if there is uncertainty 4 

regarding the adequate and timely recovery of significant costs.  Credit rating 5 

downgrades reflect the financial market’s opinion that there is increased risk, and 6 

therefore they result in higher costs of capital.   7 

Q.  WOULD USING A FORMULA RATE HELP MAINTAIN PNM'S CREDIT 8 

RATINGS? 9 

A.  Yes.  While I cannot predict what the rating agencies will do, the formula rate cost 10 

recovery methods that PNM is proposing in this proceeding are consistent with the 11 

Company’s financial objectives to maintain PNM's investment grade debt ratings.  12 

Both rating agencies have clearly indicated that regulatory lag in recovery of costs 13 

incurred by a utility plays a significant role in the credit rating decision process.  A 14 

formula rate will certainly make cost recovery more timely and score favorably for 15 

credit rating purposes. 16 

Q.  WHY SHOULD FERC BE CONCERNED WITH A COMPANY'S CREDIT 17 

RATING? 18 

A.  FERC should be interested in credit ratings because these ratings affect the utility's 19 

cost of capital, which ultimately affects the cost of service impacting customers.  20 

Credit ratings affect the availability and cost of both long-term and short-term 21 

capital. Credit ratings have a direct impact on the cost of capital through the 22 

pricing mechanisms that are used to determine the cost of debt in capital markets.  23 
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Banks and fixed income investors rely on the credit ratings published by the rating 1 

agencies to determine the return that they require on their capital.  When a 2 

company issues bonds, the pricing is based on adding a credit spread to the 3 

benchmark U.S. Treasury with a maturity similar to the new bond the company is 4 

issuing.  The credit spread added to the benchmark Treasury is based on the 5 

perceived risk of repayment, which is reflected in a given company’s credit 6 

ratings.  Formula rates provide more certainty of recovery, closer to the time of 7 

expense. 8 

Q. IS THE ISSUANCE OF DEBT THE ONLY OPTION FOR PNM TO 9 

FINANCE CAPITAL COSTS OF TRANSMISSION? 10 

A. No.  PNM can finance capital expenditures by issuing equity as well as debt.  11 

However, there is an economic reason to balance these two sources of capital.  A 12 

utility capital structure is a combination of debt and equity that is balanced to try 13 

and minimize the long-term after-tax cost of capital for customers.  Interest paid on 14 

debt is tax deductible so generally a corporation benefits from the use of debt.  15 

However, if too much debt is in the capital structure, the risk of default increases, 16 

credit ratings deteriorate, and the cost of debt increases, offsetting its tax benefits.  17 

Equity is not tax deductible and is more expensive, but it is required to balance the 18 

debt in a capital structure.  Greater amounts of equity in a capital structure reduce 19 

default risk, resulting in higher credit ratings and lower costs of debt.  Therefore, 20 

there is an optimal balance of debt and equity needed in a capital structure to 21 

minimize the long-term after-tax cost of capital.  This optimal balance of debt and 22 

equity differs by industry, and often by company within an industry, because of 23 
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varying risk attributes of different industries and companies.  Industries with more 1 

business risk, such as high tech, would have less debt.  Industries with less 2 

business risk, like regulated utilities, can support more debt.  Generally, utilities 3 

target an approximate mix of 50% debt and 50% equity, plus or minus 5%.  4 

Q. HOW CRITICAL IS IT FOR PNM TO MAINTAIN ITS INVESTMENT 5 

GRADE CREDIT RATING? 6 

A. Investors use PNM’s credit ratings to determine their willingness to invest funds in 7 

PNM, and at what price.  While the credit rating agencies review PNM at least 8 

once annually, they have the ability to change a company's credit rating at any 9 

point in time.  Investors rely on the credit ratings published by the rating agencies 10 

to determine the return that they require on their investment capital.  Given the 11 

recent few years of global financial uncertainty, if PNM’s credit ratings were to 12 

again fall below investment grade, investors could decide not to lend to, or invest 13 

in, PNM.  Credit ratings therefore impact not only the cost of PNM’s capital, but 14 

may also have a direct impact on PNM’s access to capital.  The rating agencies 15 

continually review PNM’s current and projected financial health, which is 16 

materially affected by both capital expenditures and responsive regulatory 17 

attention to cost recovery of those expenditures.  Therefore, for PNM to maintain 18 

its access to capital on more favorable terms, it must ensure that it maintains 19 

investment grade status.  This will ensure that PNM can continue to have access to 20 

more favorably priced capital, even in the face of some adverse or unpredictable 21 

event or some structural shift in capital markets.   22 



Exhibit No. PNM-1 
Docket No. ER13-___-000 

Page 12 of 14 
 

 

Q. ARE THERE FINANCIAL METRICS ON WHICH RATING 1 

AGENCIES TEND TO FOCUS? 2 

A. Yes.  As noted above, for example, rating agencies are very focused on 3 

capital structure, and the extent to which debt represents a source of 4 

financial risk.  In addition, because credit ratings reflect the ability to fund 5 

financial obligations, the ability to internally generate the cash flows required to 6 

meet those obligations (and to provide an additional amount for unexpected 7 

events) is of critical importance to debt investors and, therefore, to rating 8 

agencies.  Consequently, both Moody’s and S&P focus on measures of cash 9 

flow, and the extent to which cash flow (sometimes referred to as “Funds 10 

Flow from Operations”, or “FFO”) is expected to “cover” financial 11 

obligations such as interest expense and outstanding debt.   Two of the most 12 

important metrics used to assess that ability are the ratios of FFO to debt, and 13 

FFO to interest expense.  Both of those ratios are directly affected by regulatory 14 

decisions regarding the appropriate rate of return and capital structure.   15 

Q. HOW DO THE RATING AGENCIES VIEW REGULATORY PRE-16 

APPROVALS FOR CAPITAL PROJECTS? 17 

A. Both Moody’s and S&P view the pre-approval of capital expenditures cost 18 

recovery as very supportive of credit quality, because it reduces the level of 19 

regulatory uncertainty for the recovery of these costs.  A Moody’s Special 20 

Comment published June 18, 2010 entitled “Cost Recovery Provisions Key to 21 

Investor Owned Utility Ratings and Credit Quality” states that, “Because of the 22 

size and complexity of many of these projects, Moody’s places a high degree of 23 
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emphasis on the regulatory certainty for the recovery of such costs, which is 1 

critical for the maintenance of utility credit quality.”  Moody’s adds that “it will be 2 

viewed as a significant credit positive if utilities are able to obtain regulatory 3 

approval for recovery in advance.” 4 

Q. IF PNM IS NOT PROVIDED WITH THE OPPORTUNITY FOR TIMELY 5 

AND ADEQUATE RATE RECOVERY, COULD THERE BE AN ADVERSE 6 

IMPACT ON PNM’s CREDIT RATING, POSSIBLY RESULTING IN A 7 

DOWNGRADE BELOW INVESTMENT GRADE? 8 

A.  Yes.  PNM’s credit ratings could be downgraded if necessary expenditures are not 9 

recovered in an adequate and timely manner, or if there is uncertainty about their 10 

recovery. Any negative ratings actions could constrain the availability of capital to 11 

PNM and also increase the costs, which ultimately affects the cost of service.  A 12 

one-notch deterioration in its credit rating to Ba1 / BB+ would drop PNM below 13 

investment grade, and increase its borrowing cost on new 10-year debt by 14 

approximately 0.65% in the current market.  A downgrade would also pose 15 

operational challenges by requiring PNM to post larger collateral and provide 16 

additional letters of credit to its trading counterparties, some of whom may be 17 

precluded from doing business with entities below investment grade. 18 

Q. COULD THE MORE TIMELY AND ADEQUATE RATE RECOVERY 19 

THAT CAN BE PROVIDED THROUGH A FORMULA RATE RESULT IN 20 

AN UPGRADE OF PNM’S CREDIT RATING?   21 

A. Yes.  Granting adequate and timely rate recovery through the use of a formula rate 22 

would be viewed favorably by the rating agencies and should demonstrate to the 23 
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rating agencies that the Commission is committed to maintaining PNM’s financial 1 

health and ensuring the lowest cost of capital for customers.  In meetings with 2 

PNM representatives in September 2011, Moody’s indicated that PNM’s financial 3 

strength and liquidity are indicative of a company with a higher credit rating.  4 

However, uncertainty regarding the predictability and timeliness of rate adjustment 5 

and cost recovery mechanisms have precluded a further upgrade.  Commission 6 

approval of the use of a formula rate would significantly reduce this uncertainty.   7 

Q. HOW WOULD THIS AFFECT PNM’S BORROWING COST? 8 

A. A one-notch improvement in PNM’s credit ratings to Baa2 / BBB could result in a 9 

reduction in its current borrowing cost on new 10-year debt by approximately 10 

0.50%.  This would reduce PNM’s borrowing cost by approximately 10% compared to 11 

debt issued at its current ratings, and by approximately 20% compared to debt issued 12 

assuming a one-notch downgrade.  The estimated effects of either an upgrade or 13 

downgrade on PNM’s borrowing cost based on a 10-year $100 million bond 14 

offering are summarized in the table below. 15 

 
 

Moody’s / S&P 
Ratings 

Interest  
Rate 

Annual Interest 
Expense 

Total Interest  
for 10 Years 

One-notch upgrade Baa2 / BBB  4.50% $4.50 MM $45.0 MM 

Current rating Baa3 / BBB-  5.00% $5.00 MM $50.0 MM 

One-notch downgrade Ba1 / BB+  5.65% $5.65 MM $56.5 MM 

V. CONCLUSION 16 

Q. DOES THIS CONCLUDE YOUR PREPARED INITIAL TESTIMONY? 17 

A.  Yes.   18 


