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INTRODUCTION 

. Please state your name, occupation, and business address. 

My name is Crystal S. Brown. I am a Public Utilities Analyst V employed by the Arizona 

Corporation Commission (“ACC” or “Commissiony7) in the Utilities Division (“Staff ’). 

My business address is 1200 West Washngton Street, Phoenix, Arizona 85007. 

Q. 

A. I am responsible for the examination and verification of financial and statistical 

information included in utility rate applications. In addition, I develop revenue 

requirements, prepare written reports, testimonies, and schedules that include Staff 

recommendations to the Commission. I am also responsible for testifjmg at formal 

Briefly describe your responsibilities as a Public Utilities Analyst V. 

hearings on these matters. 

Q. 

A. 

Please describe your educational background and professional experience. 

I received a Bachelor of Science Degree in Business Administration fiom the University 

of Arizona and a Bachelor of Science Degree in Accounting fiom Arizona State 

University. 

Since joining the Commission, I have participated in numerous rate cases and other 

regulatory proceedings involving large electric, gas, telecommunications, and water 

utilities. I have testified on matters involving regulatory accounting and auditing. During 

the past six years, I have attended utility-related seminars on regulation, accounting, 

finance and income taxes designed to provide continuing and updated education in these 

areas. Various professional and industry organizations sponsored these seminars. 
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I have been employed by the Commission as a regulatory auditor and a rate analyst since 

August 1996. Prior to joining the Commission, I was employed by the Department of 

Revenue as a Senior Internal Auditor and by the Office of the Auditor General as a 

Financial Auditor. I was a Cost Center Review Specialist for Blue Cross Blue Shield of 

Arizona prior to my employment in state government. 

Q. 

A. 

What is the scope of your testimony in this case? 

I am presenting Staffs analysis and recommendations in the areas of rate base, operating 

income, and revenue requirement regarding Arizona Electric Power Cooperative, Inc.’s 

(“AEPCO” or “Cooperative”) application for a permanent rate increase. Staff witness 

Alejandro Ramirez is presenting Staffs times interest earned ratio (“TIER”) and debt 

service coverage (“DSC”) ratio analysis and recommendations. Staff witness Barbara 

Keene is presenting Staffs recommendations regarding the base cost of power, fuel 

adjustor, and rate design. Staff witness Jerry Smith is presenting Staffs engineering 

analysis and recommendations. 

Q. 

A. 

What is the basis of your recommendations? 

I performed a regulatory audit of AEPCO’s application to determine whether sufficient, 

relevant, and reliable evidence exists to support the Company’s requested rate increase. 

The regulatory audit consisted of examining and testing the financial information, 

accounting records, and other supporting documentation and verifying that the accounting 

principles applied were in accordance with the Commission adopted National Rural 

Utilities Service (“RUS”) Uniform System of Accounts (“USOA”). 
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BACKGROUND 

Q. 

A. 

Please review the background of this application. 

Prior to August 2001, AEPCO provided both generation and transmission services to its 

customers. Pursuant to Decision No. 59943, dated December 26, 1996, the Commission 

approved a phased-in transition to electric competition. In 200 1 , AEPCO received 

Commission approval to restructure into three separate affiliated cooperatives: AEPCO, 

Southwest Transmission Cooperative (“Southwest Transmission”), and Sierra Southwest 

Cooperative (“Sierra Southwest”). 

AEPCO became a generation cooperative. Southwest Transmission became a 

transmission cooperative. Sierra Southwest became a cooperative that provides wholesale 

marketing and support services, including staffing of non-core positions to AEPCO and 

Southwest Transmission. 

Decision No. 63868 required that the Cooperatives provide the Director of the Utilities 

Division with “an informational submission” that was required within “35 months of the 

date of closing”2 for the restructuring. Decision No. 65367, dated November 5, 2002, 

modified this requirement to include full Arizona Administrative Code R14-2- 103 

information and set the rate filing date at July 1,2004. On July 23,2004, AEPCO filed an 

application for a permanent rate increase. On August 27, 2004, Staff filed a Letter of 

Sufficiency. 

AEPCO is a certificated Arizona-based generation cooperative that provided service to six 

Class A, two Class By and one Class C member during the test year. The rates requested 

in this case pertain only to the Class A members. 

Decision No. 63868, Page 14, Finding of Fact No. 74 
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AEPCO’s current rates for Class A members were authorized in Decision No. 58405, 

dated September 3, 1993 and Decision No. 62758, dated July 27, 2000. Decision No. 

58405 authorized a TIER of 1.05 and a DSC of 1.0 to provide a 12.96 percent rate of 

return on a $259,066,000 rate base. Decision No. 62758 authorized the Cooperative’s 

Competitive Transition charge3. 

Q. What are the primary reasons for the Cooperative’s requested permanent rate 

increase? 

The Cooperative’s application discusses three primary reasons for the rate increase: higher 

coal and gas costs, increased overhaul and maintenance costs, and costs related to plant 

placed into service after the Test Year. Additionally, it states that it has incurred a Test 

Year operating loss of $4.5 million resulting in a TIER lower than that required by its 

mortgage covenant agreements. 

A. 

CONSUMER SERVICE 

Q. Please provide a brief history of customer complaints received by the Commission 

regarding AEPCO. 

Staff reviewed the Commission’s records and found no formal complaints fi-om its 

members from 2001 to 2004. Five opinions opposing the rate increase have been 

from retail customers of the distribution member cooperative in Mohave County as of 

A. 

In Decision No. 62758, dated July 27,2000, the Commission approved the transfer of the regulatory asset charge 3 

from AEPCO to Southwest Transmission. 
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SUMMARY OF PROPOSED REVENUES 

Q. 

A. 

Please summarize the Company’s filing. 

The Cooperative proposes total annual operating revenue for Class A members of 

$94,135,640. This represents an increase of $8,450,016, or 9.86 percent, over Test Year 

Class A revenue of $85,685,624. 

Q. 

A. 

Please summarize Staffs recommended revenue. 

Staff recommends a revenue requirement no less than the $146,061,466 proposed by 

AEPCO. This proposed revenue provides a $6,773,320, or 4.86 percent, revenue increase 

over Staff adjusted Test Year revenues of $139,288,146. Operating revenue of 

$146,061,466 would produce an operating margin of $17,755,094 for a 9.36 percent rate 

of return on a Staff adjusted original cost rate base of $189,637,810 and produce a 1.33 

TIER. 

Q. What Test Year did AEPCO use in this filing? 

A. AEPCO’s rate filing is based on the twelve months ended December 31, 2003 (“Test 

Year”). 

Q. Please summarize the rate base and operating income recommendations and 

adjustments addressed in your testimony for AEPCO. 

My testimony addresses the following issues: A. 

Post-Test Year Plant- This adjustment decreases Plant In Service by $9,952,618 to 

remove plant that was not used and useful during the Test Year. 
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Plant Acquisition - This adjustment decreases Plant In Service by $13,238 to properly 

reflect the original cost rate base and to be consistent with Decision No. 65367. 

Accumulated Depreciation - This adjustment decreases Accumulated Depreciation by 

$253,883 to remove retirement work in progress and accumulated depreciatio tlY 

related to the Post-Test Year plant. 

Member Advances - This adjustment decreases rate base by $11,982,081. This 

adjustment recognizes that the interest paid to the Members is recovered through operating 

expense, and consequently, the advances which are directly related to the interest expense 

should be removed from rate base to prevent double recovery. 

Working Capital - This adjustment to reflect Staffs different calculation of certain 

Working Capital components and to eliminate the Cooperative’s selective recognition of 

components decreases working capital by $6,897,144. 

Deferred Debit - This adjustment to remove items that are not generally included in rate 

base decreases it by $1,955,373. 

Asset Retirement Obligation (“ARO”) - This adjustment to remove mounts recorded for 

financial accounting purposes related to future retirement obligations decreases plant in 

service by $1,962,630. 

Post-Test Year Revenue and Expense - This adjustment to remove expenses is directly 

related to the Post-Test Year (“PTY”) plant and increases operating margin by $143,951. 



I 

1 

3 

I 4 

5 

6 
1 

7 

8 
I 
1 9 

10 

11 

12 I 
13 

1 14 

15 

16 

17 

18 
I 
I 19 

20 

1 21 

23 

25 

I 26 

Direct Testimony of Crystal S. Brown 
Docket No. E-01773A-04-0528 
Page 7 

Revenue and Expense Annualizations - This adjustment to reflect the revenue 

expenses at the Test-Year end customer level increases operating margin by $1,007,53 1. 

Asset Retirement Obligation - This adjustment to remove costs recorded for financial 

accounting purposes related to fbture retirement obligations increases operating margin 

and net margins by $69,446 and 642,044, respectively. 

Base Cost of Power - This adjustment increases operating margin by $250,000 to reflect 

annualization of savings fiom a new power contract. Staff also made an adjustment to 

segregate the revenue associated with the power costs included in the energy charge for 

Class A members from other revenues. The latter adjustment has no affect on operating 

margin. 

Overhaul Accrual Expense - This adjustment increases operating margin by $657,788 to 

reflect a normalized level of expense using historical costs. 

Transportation Expense Annualization - This adjustment increases operating margin by 

$19,560 to reflect the Staff recommended Point to Point rate recommended for Southwest 

Transmission Cooperative. 

Normalized Lena1 Expense - This adjustment decreases operating margin by $539,989 to 

reflect legal expenses at a normalized level. 

Fuel Expense - This adjustment increases operating margin by $1,053,073 to remove legal 

costs and interest on long-term debt from fuel expense. 
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Advertising Expense - This adjustment to remove expenses that are not needed for safe 

and reliable service increases operating margin by $46,241. 

Contributions and Other Expense - This adjustment to remove expenses that are not 

needed for safe and reliable service increases operating margin by $159,891. 

ACC Assessment - This adjustment to remove revenues and expenses that should be 

treated as pass-through items increases operating margin by $141,606. 

Interest Expense on Long-tern Debt - This non-operating adjustment to reflect Staffs 

calculation of interest expense on long-term debt increases net margin by $234,5 85. 

RATE BASE 

Fair Value Rate Base 

Q. Did the Company prepare a Schedule showing the elements of Reconstruction Cost 

New Rate Base (“RCND”)? 

No, the Company did not. Therefore, Staff evaluated the original cost rate base as the fair 

value rate base (“FVRB”). 

A. 

Rate Base Summary 

Q. Please summarize Staffs adjustments to AEPCO’s rate base shown on Schedules 

CSB-2 and CSB-3. 

Staffs adjustments to AEPCO’s rate base resulted in a net decrease of $32,509,201, fiom 

$222,147,011 to $189,637,810. T h s  decrease was primarily due to (1) Staff removing 

A. 
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plant that was not completed and serving customers during the Test Year; (2) recognizing 

Member Advances as a reduction; and (3) reducing the working capital allowance. 

Rate Base Adjustment 1 - Utility Plant In Service, Post-Test Year Plant 

Q. 

A. 

What is AEPCO proposing for Utility Plant In Service and Post-Test Year Plant? 

AEPCO is proposing $389,603,749 for Utility Plant In Service. The amount is composed 

of $379,651,131 in actual plant that was used and useful during the Test Year and 

$9,952,618 in Post-Test Year (“PTY”) plant as shown on Schedule CSB-4. 

Q. 

A. 

Please describe the Post-Test Year Plant. 

The $9,952,618 in PTY plant is a coal blending facility that was under construction at the 

end of the Test Year. 

Q. 

A. 

What is Staffs recommended treatment for the Post-Test Year Plant? 

Staff recommends excluding the PTY plant and related operating expenses (i.e., 

depreciation expense, administration and general, and property taxes) from rates. 

Q. 

A. 

What is the effect of AEPCO’s proposal to include Post-Test Year plant in rate base? 

AEPCO’s proposal to include the $9.9 million of PTY plant in rate base over-states the 

revenue requirement, and ultimately, the rates paid by the Class A Member cooperatives’ 

120,000 customers. The over-stated revenue requirement occurs because the PTY plant 

creates a mismatch between the revenues, expenses incurred and the plant used to provide 

service in the Test Year and amounts requested for recovery in rates. 

In the absence of extraordinary circumstances, the costs of the historical test year should 

be used in the development of the revenue requirement. These costs are consistent with 
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the matching principal and result in plant in service measured at the same date as other 

rate base components and with revenues and expenses of the same accounting period. 

Q. 

A. 

When is recognition of PTY plant in rate base appropriate? 

By definition PTY plant is mismatched with the revenues, expenses and rate base 

components of the test year. Matching is one of the most fundamental principles of 

accounting and rate-making. The absence of matching distorts the meaning of and 

reduces the usefulness of operating income and rate of return for measuring the fairness 

and reasonableness of rates. Accordingly, recognizing PTY plant in rate base should be 

granted only in special and unusual cases where failure to do so would create an inequity. 

Staff recognizes two such cases: 

1. When the magnitude of the investment relative to the utility’s total investment is 

such that not including the PTY plant in the cost of service would jeopardize the utility’s 

financial health; and 

2. When all of the following conditions exist: 

a. the cost of the PTY plant is significant and substantial, 

b. the net impact on revenue and expenses for the PTY plant is known and 

insignificant, 

c. the PTY plant is prudent and necessary for the provision of service and reflects 

appropriate, efficient, effective, and timely decision-making, 

d. the fimding source@) and amounts for the PTY plant are known and recognized in 

the rate application, 

e. the PTY plant is in service at the time of the rate filing, 

f. the PTY plant is recorded in a completed plant account(s) in the general ledger and 

auditable records are available at the time of the rate filing, and 
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g. all related retirements are recorded in the general ledger and recognized in the rate 

filing. 

Q. 

A. 

Would excluding the PTY plant jeopardize the Cooperative’s financial health? 

No. 

requirements . 

Staffs revenue requirement is primarily based on the Cooperative’s cash flow 

Q. Does the PTY plant meet all of the conditions of the second case necessary for 

inclusion in rate base? 

No. The impact on 

sufficient accuracy to determine that it is insignificant. 

A. enues and expenses for the PTY plant cannot be measured with 

Q. What is Staff recommending? 

A. Staff recommends decreasing plant in service by $9,952,618 to remove all PTY plant from 

rate base as shown on Schedules CSB-3 and CSB-4. 

Rate Base Adjustment 2 - Plant Acquisition Adjustment 

Q. 

A. 

What is AEPCO proposing for its Plant Acquisition Adjustment? 

AEPCO is proposing $13,238 for the Plant Acquisition Adjustment as shown on Schedule 

CSB-5. 

Q. The $13,238 Plant Acquisition Adjustment is not material to Rate Base. Why is Staff 

proposing that it be removed from Rate Base for rate making purposes? 

In Decision No. 65367, dated November 5,2002, Staff recommended and the Commission 

agreed that Southwest Transmission’s acquisition adjustment be removed from rate base 

A. 
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Q. 

A. 

Should the plant acquisition adjustment be included in rate base? 

No, it should not. Original cost rate base is calculated using the original cost of plant 

assets. An acquisition adjustment, by definition, is not the original cost of an asset 

because it is the difference between the original cost of an asset and the purchase price. 

Staff found no sufficient evidence to support the adjustment. Therefore, non-recognition 

of the acquisition adjustment in rate base is the normal rate-making treatment. 

Q. What is Staff recommending? 

A. Staff recommends decreasing plant in service by $13,238 as shown on Schedule CSB-3 

and CSB-5. 

Rate Base Adjustment 3 -Accumulated Depreciation 

Q. 

A. 

What is AEPCO proposing for Accumulated Depreciation? 

AFiPCO is proposing $185,972,877 for Accumulated Depreciation. The amount is 

composed of $185,718,994 in accumulated depreciation on plant in service, $54,648 in a 

reduction of accumulated depreciation for a retirement work in progress, and $308,531 in 

accumulated depreciation for the PTY plant as shown on Schedule CSB-6. 

Per response to data request CSB 3-4. 4 
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Q. 

A. 

Is retirement work in progress normally a component of rate base? 

No. Retirement work in progress should reflect a coordinated treatment of the plant to be 

retired, accumulated depreciation, salvage value and disposal cost. The recordkeeping for 

the retirement should be completed before rate base is adjusted. A similar adjustment to 

remove retirement work in progress was made for Southwest Transmission in Decision 

No. 6536757 dated November 5,2002. 

remove retirement work in progress was made for Southwest Transmission in Decision 

No. 6536757 dated November : 

In Decision No. 653676, dated November 5, 2002, Staff recommended that a retirement 

work in progress be removed because the amount was questionable and unaudited. The 

Commission adopted Staffs recommendation. In the instant case, Staff audited the 

retirement work in progress and determined that it should be removed. 

Q. Did Staff remove the $308,531 of Accumulated Depreciation directly related to the 

Post-Test Year plant? 

Yes. Consistent with Staffs recommendation to remove PTY Plant, Staff recommends 

removing the Accumulated Depreciation directly related to the PTY plant. 

A. 

Q. What is Staff recommending? 

A. Staff recommends decreasing Accumulated Depreciation by $253,883, from $1 85,972,877 

to $185,718,994 as shown on Schedules CSB-3 and CSB-6. 

Page 24 at line 23 
Page 24 at line 23 
Decision No. 65367, page 4, lines 6 through 9 
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Q. What programs does AEPCO have that result in Member Advances 

A. The two types of programs are member investments and member prepaid power bills. The 

member investment program allows members to invest funds with the Cooperative and the 

Cooperative pays interest on those funds. The prepaid power program allows members to 

make prepayments on their monthly power bills and the Cooperative pays interest on those 

prepaid bills. 

Q. How does the Cooperative treat the balance of Member Advances and the interest 

paid on those funds in its filing? 

The Cooperative did not deduct the $11,982,081* million in Member Advances in its rate 

base calculation, but it included the $166,385’ of interest paid to members for use of their 

funds as an operating expense. An inequity is created by the Cooperative’s proposal 

because its provides for recovery of AEPCO’s Member Advances costs by treating the 

related interest as an operating expense without also recognizing that AEPCO has use of 

the funds advanced by members. 

A. 

Q. What is the effect of the Cooperative’s proposed treatment? 

A. The effect of the Cooperative’s proposed treatment is to provide double recovery. The 

Cooperative pays interest to the members that provide the advances and recovers that 

interest cost by including it in operating expenses. Failure to deduct Member Advances 

overstates rate base by not recognizing the Cooperative’s use of the advanced funds and 

has the effect, theoretically, of providing a return on the advanced funds. 

Per data request response CSB 1-21 
Per data request response CSB 3-19 
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Q. Did the Commission deduct Member Advances in the rate base calculation of the 
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Cooperative’s prior rate case? 

A. Yes. The Commission, in Decision No. 58405, deducted Member Advances in the rate 

base calculation. 

Q. What is Staff recommending? 

A. Consistent with Decision No. 58405, Staff recommends that $11,982,081 in Member 

Advances be deducted from rate base as shown on Schedules CSB-3 and CSB-7. 

Rate Base Adjustment 5 -Working Capital 

Q. 

A. 

What is AEPCO proposing for Working Capital? 

AEPCO is proposing $16,778,408 for Working Capital. The amount is composed of 

$5,581,933 for fuel stock, $5,265,561 for materials and supplies, $908,046 for 

prepayments, and $5,022,869 for CFC Certificates and Bonds as shown on Schedule CSB- 

8. 

Q. 

A. 

Did Staff make any adjustments to the Cooperative’s Working Capital? 

Yes. Staff discusses its adjustments to fuel stock, materials and supplies, prepayments, 

CFC Certificates and Bonds separately. 

Working Capital - Fuel Stock, Coal 

Q. Why, in general, is it necessary for generation cooperatives to maintain fuel 

inventories? 

Fuel inventories are necessary to help ensure the availability of power to customers on a 

continuous basis. Coal deliveries can be interrupted for many reasons and are not 

conducive to deliveries made within short time frames. 

A. 



I 
I 

I 
I 4 

I 

I 1 

I f 

2 

3 

5 

5 

E 

I s 
1c 

I 11 

I 12 

13 

I 14 

15 

I 1f 

15 1 
1 8  

I 1s 

2c 

I 21 

22 

23 
I 
I 24 

I 
I 

A. AEiPCO is proposing $5,581,933 for fuel stock which consists primarily of coal. 

Q. 

A. 

How did AEPCO calculate its fuel stock inventory levels during the Test Year? 

AEiPCO's methodology was based on the number of average burn day 

represent the number of days a generating unit could continue to meet customer demands 

by burning coal already on hand assuming no additional deliveries of coal and an average 

consumption rate. 

Q. AEPCO changed the Number of Burn Days calculation in April" of the Test Year 

which resulted in lower levels of coal inventory. Did AEPCO reflect this lower level 

of coal inventory in rate base? 

No, the Cooperative changed its inventory level fi-om 5,300 tons to 4,100'2 tons in April of A. 

the Test Year and did not reflect the lower level in rate base. 

Q. AEPCO's proposed inventory level is based upon a 13-Month average of fuel stock. 

Does this calculation over-state the inventory balance included in rate base? 

A. Yes it does. This methodology overstates the balance because it includes four months of 

inventory levels that were calculated using the higher number of bum days. 

Q. 

A. 

What methodology to calculate the fuel stock balance does Staff recommend using? 

Staff recommends basing the inventory balance on the number of bum days rather than on 

13-Month average. Staffs recommended inventory balance is calculated by multiplying 

the number of bum days by the average daily tons per burn day and the average cost per 

Per data request response CSB 3-15 
Per data request response CSB 1-4, April 2003 AEPCO Monthly Financial Board Report, page 7.1 
Per data request response CSB 3-15 
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ton to obtain the average cost of coal inventory. The calculation is follows: 42.513 bum 

days x 4,100 tons per burn dayx $27.7/tonI4 or $4,826,725. 

Q. 

A. 

Did Staff remove fuel related legal expenses from the fuel stock balance? 

Yes, Staff removed $191,54515 in fuel related legal costs as shown on Schedule CSB-8.1. 

Staff discusses this issue in greater detail in Operating Income Adjustment N 

Expense. 

Q. 

A. 

What is Staff recommending for the fuel stock balance? 

Staff recommends $4,635,180 for fuel stock as shown on Schedules CSB-8 and CSB-8.1. 

Working Capital - Materials and Supplies 

Q. What amount in Materials and Supplies is AEPCO proposing in the Working 

Capital calculation? 

AEPCO is proposing $5,265,561 for Materials and Supplies inventory. A. 

Q. How did AEPCO calculate the Materials and Supplies balance proposed in rate 

base? 

AEPCO calculated the Materials and Supplies balance using a 13-month average. This 

method adds together the December 3 1,2002, ending Materials and Supplies balance with 

the Test Year month-end balances and divides by 13. 

A. 

l3 Per response to data request CSB 3-15,42.5 days is the average of the 40 to 45 burn days range 
Per response to data request CSB 6-9 

l5 Per response to data request CSB 15-3 
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Q. Does use of the 13-month average calculation proposed by AEPCO measure the 

average monthly balance for each month of the Test Year? 

No. A. Therefore, the Cooperative's proposed method could over- or under- state the 

materials and supplies balance. 

Q. What method provides a more accurate measurement of the average balance each 

month? 

Staff recommends using a 12-month average based on the average inventory balance for 

each month of the Test Year. To illustrate, the average monthly balance for January is 

calculated by adding the beginning balance on January 1'' (i.e., the ending balance on 

December 3 1 St of prior year) to the ending balance on January 3 1 st, and dividing the total 

A. 

by two. The 12 monthly averages are totaled and divided by 12 to obtain an average 

A. Yes. 

Certificates and Bonds. 

AEPCO is proposing $908,046 for prepayments, and $5,581,93316 in CFC 

In response to data request CSB 3-3, the Cooperative indicated that the $5,581,933 balance was the 2002 ending 
balance rather than the 2003 ending balance. The 2003 ending balance is composed of $2,774,582 of Equity Term 
Certificates, $1,276,250 of Subscription Term Certificates and $795,000 of Subscription Term Certificates purchased 
for the Series 1994A Solid Waste Disposal Revenue Bonds. 
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Q. Does AEPCO’s proposal to include Prepayments, CFC Certificates and Bonds in the 
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Working Capital calculation represent an inequitable, selective adjustment to 

increase rate base? 

A. Yes. The Cooperative has ignored a large component Working Capital @.e., cash 

working capital) represented by revenues received and expenses paid. The impact on 

Working Capital of revenues and expenses can be calculated using a lead-lag study. A 

lead-lag study is recognized as the most accurate method to calculate cash working 

capital. 

The Cooperative chose not to conduct a lead-lag study, and accordingly, omitted a major 

component of Working Capital. It is inequitable to ignore a major component 

Working Capital analysis and selectively recognize other components. Had a lead-lag 

study been conducted, it might have shown that Working Capital is a negative component 

of rate base. 

Q. What factors imply that a lead-lag study could result in Working Capital being a 

negative component of rate base? 

Interest and property tax expenses are components of a lead-lag study. The Cooperative A. 

has approximately $12 million in interest expense and $4 million in property taxes. The 

Cooperative collects cash used to make interest and property tax expense payments prior 

to the dates payment is due. For the period that AEPCO holds these fimds before 

payment, they are a source of cost-free capital. If a lead-lag study were performed, this 

source of cost-fi-ee cash would be a significant negative factor in calculation of the net 

working capital. 
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A. Yes. In response to CSB 3-3, the Cooperative received approximately $272,405 in 

interest income for these investments during the Test Year”. Therefore, including the 

nd return on these 

Q. Did the Commission remove Prepayments and CFC Certificates and Bonds from 

rate base in AEPCO’s prior rate case? 

A. Yes, it did. The Commission removed prepayments in Decision No. 58405”. The 

Cooperative had not included CFC Certificates and Bonds in the rate base of that 

proceeding, therefore, it was not addressed in Decision No. 58405. 

Q. What is Staff recommending for Prepayments and CFC Certificates and Bonds? 

A. Consistent with Decision No. 58405, Staff recommends removal of Prepayments. Staff 

also recommends removal of CFC Certificates and Bonds from Working Capital as shown 

on Schedules CSB-3 and CSB-8. 

Q. What is Staffs recommended adjustment to Working Capital? 

A. Staff recommends decreasing Working Capital by $6,897,144 from $16,778,409 to 

$9,88 1,264 as shown on Schedules CSB-3 and CSB-8. 

A. Staff recommends decreasing Working Capital by $6,897,144 from $16,778,409 to 

$9,88 1,264 as shown on Schedules CSB-3 and CSB-8. 

Per response to CSB 3-3, the $2.8 million Equity Term Certificates accrues interest at 5.00 % annually; the $1.3 17 

million Series 1997C Subscription Term Certificates accrues interest at 7.57% annually; and the $795,000 Series 
1994A Subscription Term Certificates accrues interest at 5.92% annually. 

Page 6, at line 18 
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Q. 

A. 

What amount in Deferred Debits is AEPC proposing to include in Rate Base? 

AEPCO is proposing $1,955,373 for Deferr Debits as shown on Schedule CSB-9. The 

amount is composed of $957,472 for preliminary survey and investigation charges, 

$731,780 for Job Tickets, and $266,121 for unamortized losses on reacquired debt.lg 

Q. 

A. 

Should these Deferred Debits be included in rate base? 

No, they should not. The Deferred Debits balance consists of items that are not generally 

included in rate base. Preliminary survey and investigation charges and job tickets are a 

type of construction work in progress. Construction work in progress by definition is not 

used and useful. 

Unamortized losses on reacquired debt present no future cash requirements for the 

Cooperative. Since Staff recommends a revenue requirement dependent on cash flow 

needs, there is no revenue requirement directly related to the carrying balance. 

Including the unamortized loss on reacquired debt in rate base would be inequitable and 

serve only as a selective adjustment to augment rate base in the same manner as 

prepayments, CFC Bonds and Certificates. 

Q. Did the Commission remove the deferred debit from rate base in AEPCO’s prior 

rate case? 

Yes, the Commission, in Decision No. 58405, removed the Deferred Debit from rate base. A. 

Per response to CSB 3-1 19 



31 1 

2 

3 
1, 
I 4 

5 

I 6 

7 a 8 

‘I 9 

10 

1 11 

12 e 13 

14 

15 m 16 

17 

18 

19 

20 
E I 

1 21 

22 

23 

24 

25 

E 

v. 

A. 

v v  WL 13 ,XU 1 t;L”mllnending? 

Consistent with Decision No. 58405, Staff recommends removal of the Deferred Debit 

from Rate Base as shown on Schedules CSB-3 and CSB-9. 

Rate Base Adjustment 7 -Asset Retirement Obligation (“ARO”) 

Q. 

A. 

What amount did AEPCO include in plant as an ARO? 

AEPCO included a $1,962,630 ARO in its proposed plant. The Cooperati 

amount to “recognize the present value of its projected retirement cost”20 associated with 

the retirement of an ash pond. 

Q. What is an ARO? 

A. In 2003, AEPCO adopted Statement of Financial Accounting Standards (“SFAS”) No. 

143, Accounting for Asset Retirement Obligation for purposes of financial statement 

presentation. Adoption of SFAS No. 143 represented a change in accounting principle for 

retirement of long-lived tangible assets with a legal obligation for disposal. 

An asset retirement obligation is a liability recognized on the balance sheet for a legal 

obligation associated with the retirement of a long-lived tangible asset used in operations. 

Normally upon recognition of an ARO, an ARO asset and an ARO liability are recorded at 

the present value of the expected cost of disposal. The ARO liability grows as a cost of 

money factor (accretion expense) is applied to the ARO liability balance each period until 

the asset is retired. If the initial estimates were correct, the ARO liability will equal the 

cost at the time of disposal. The ARO asset is depreciated over the life of the asset. It is 

the ARO asset that AEPCO has included in plant. 

Note 19 of AEPCO’s 2003 audited financial statements 20 
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Q. 

A. 

Does AEPCO have any investment in the ARO asset it included in plant? 

No. The ARO asset is merely an accounting entry to accommodate financial reporting 

requirements. AEPCO has no investment in the ARO asset it included in plant, and 

accordingly, has no basis for inclusion in rate base. 

Q. 

A. 

For what asset did AEPCO recognize an ARO? 

AEPCO recognized an ARO pertaining to a coal ash pond. The Cooperative plans to 

retire the ash pond in 2006, and estimates the disposal cost to be about $4 million. The 

Cooperative plans to obtain a loan to finance the disposal cost. 

Q. Is the Commission committed to using financial accounting to rate-making 

purposes? 

No. The Commission is not compelled to follow financial statement accounting for rate- A. 

making purposes. In this instance, following financial accounting is inappropriate because 

it recognized plant that is simply an accounting entry with no investment by AEPCO. 

Q. What is Staff recommending? 

A. Staff recommends decreasing plant in service by $1,962,630 as shown on Schedules CSB- 

3 and CSB-10. Staff also recommends no change in the rate-making treatment of 

retirements with legal obligations. 

OPERATING INCOME - AEPCO 

Operating Income Summary - AEPCO 

Q. What are the results of Staffs analysis of Test Year revenues, expenses and 

operating income? 
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As shown on Schedules CSB-11 and CSB-12 Staffs analysis resulted in Test Year 

revenues of $139,288,146, expenses of $128,306,372 and operating margin of 

$10,981,774. 

Operating Income Adjustment No. 1 - Post-Test Year Revenue and Expenses 

What post-Test Year revenue and expense adjustments is AEPCO proposing? 

AEPCO is proposing the following post-Test Year revenue and expense adjustments. 

Total I $ 982,340 I $167,069 1($820,611) 1 ($1,005,214) 

Total -I 
($676,416) I 

Q. 

A. 

Why did the Cooperative propose a pro forma adjustment for PTY expenses? 

The Cooperative proposed an adjustment to reflect its projection of operating expenses 

related to PTY plant additions. 

Q. 

A. 

When would recognition of expenses related to PTY be appropriate? 

The operating expenses related to PTY plant should be recognized only when the PTY 

plant is recognized and the affect on expenses is known and measurable. This means that 

all of the criteria for recognizing PTY plant must first be met before any related expense 
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adjustment is recognized. This is essential to preserve the matchmg principle as 

previously discussed in Staffs testimony regard the adjustment to PTY plant. 

Q. What treatment does Staff recommend for the Cooperative’s pro forma adjustment 

for PTY expenses? 

A. Since Staff recommends disallowance of the PTY plant, Staff also recommends 

disallowance of the Cooperative’s pro forma post-test year adjustment to expenses. 

Q. What is Staff recommending? 

A. Staff recommends increasing operating revenue and expenses by $551,934 and $407,983, 

respectively, for a $143,95 1 net increase to operating margin as shown on Schedules CSB- 

12 and CSB-13. 

Operating Income Adjustment No. 2 - Revenue and Expense Annualizations 

Q. What is the purpose of a revenue and expense annualizations? 

A. Revenue and expense annualizations are made to achieve matching with the year end rate 

base measurement date. The adjustments reflect the known and measurable changes to 

Class A members’ customer counts during the Test Year. Revenues are annualized to 

reflect sales that would have occurred if customers on the system at the end of the Test 

Year had taken service for the entire year. Likewise, variable expenses are annualized to 

reflect the increased costs to provide the level of sales related to year end customers. 

Q. Has Staff analyzed growth in the number of customers served by AEPCO’s Class A 

Members? 

A. Yes. Staffs analysis found that the number of customers grew at a rate of 3.29 percent 

from 2002 to 2003. 
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Q. Staff calculated a 3.29 percent growth rate. How was the growth rate used to 

revenues and expenses to end of year level? 

A. Assuming the growth rate of 3.29 percent takes place evenly over the course of the year, 

then a 1.65 percent adjustment is needed to annualize sales growth to the end of the Test 

Year. 

To illustrate: At the beginning of the year, Class A Members had a total of 116,074 

customers as shown on Schedule CSB-14 line 14. At the end of the year, the actual 

number of customers was 119,895 as shown on Schedule CSB-14, line 15. To annualize 

the sales based on year-end customers, an adjustment of 1.65 percent [((119,895-116,074)/ 

116,074) / 21 is necessary. 

Q. What is Staff recommending? 

A. Staff recommends increasing revenues by $1,271,908 and expenses by $264,376 as shown 

on Schedules CSB-12 and CSB-14. 

Operating Income Adjustment No. 3 - Asset Retirement Obligation 

Q. 

A. 

What effects of adopting SFAS No. 143 is AEPCO proposing as expenses? 

AEPCO proposes $69,446 for operating expenses which represents depreciation of the 

ARO asset, and $191,564 for interest expense which represents accretion expense on the 

ARO liability, and $38 1,034 for interest expense whch represents a ten-year amortization 

of a $3,810,335 write-off to record the cumulative effect of a change in accounting 

principle upon adoption of SFAS No. 143. 
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Q. Does AEPCO h any investment is the ARO asset upon which it recorded $69,446 

of depreciation expense? 

0. As previously discussed, the ARO asset is merely an accounting entry to 

accommodate financial reporting requirements. AEPCO has no investment in the ARO 

asset it included in plant, and accordingly, there is no asset cost to be recovered through 

depreciation. 

How did AEPCO record the adoption of SFAS No. 143 on its books? 

According to Note 19 of AEPCO’s 2003 audited financial statements, AEPCO “recorded 

the cumulative effect of the accounting change, totaling $3,810,335 in the consolidated 

Q. 

A. 

statements of revenues and expenses and unallocated accumulated margins. The 

Cooperative also recognized the present value of its projected asset retirement costs, 

totaling $1,962,630, as a component of its capitalized utility plant on the consolidated 

balance sheets. Subsequently, the Cooperative recognized accretion21 of the liability, 

totaling $185,802, as a component of interest expense and depreciation of the asset 

retirement costs, totaling $69,445, as depreciation expense22 . . .” 

As previously mentioned, AEPCO recognized the cumulative effect of implementing 

SFAS No. 143 on its financial statements in accordance to GAAP. The cumulative effect 

appears as a $3.8 million below-the-line extraordinary item on the 2003 income statement. 

The purpose of the $3.8 million below-the-line write-off is to adjust the financial 

statements so that they appear as if the requirements of SFAS No. 143 had always been 

followed. The write-off is a one-time, non-cash, nonrecurring expense that relates to past 

accounting periods. 

Accretion expense is a type of interest expense that is added to the ARO liability annually to account for the time 

The ARO asset is depreciated over the life of the associated tangible asset. 

21 

value of money. 
22 
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Q. What rate-making treatment does AEPCO propose for the $3.8 million write-off? 

AEPCO proposes to recover the $3.8 million write-off by including one-t 

$381,034, in operating expenses over a ten-year period. 

Q. Is AEPCO’s proposed treatment of the $3.8 million writ 

making principles? 

No. The $3.8 million write-off pertains to past accounting periods. Recovery of expenses 

from prior periods is retro-active rate-makmg. 

ff consistent with rate- 

A. 

Q. Did AEPCO experience any cash outlay related to the $3.8 million write-off d 

the Test Year? 

No. The write-off is simply an accounting entry used to implement a change in account 

principle to adopt SFAS No. 143. 

A. 

Q. If implementation of SFAS No. 143 is not recognized how would AEPCO recover the 

ash poad disposal cost? 

AEPCO could either have requested authorization to recover the disposal cost through 

depreciation expense or it can recognize an adjustment to rate base for the disposal cost 

upon retirement of the pond. 

A. 

Q. Could AEPCO’s proposed treatment result in excess recovery of the $3.8 million 

write-off? 

Yes. Since AEPCO intends to finance the ash pond disposal cost with debt financing, the A. 

principle and interest costs will be reflected in the revenue requirements in hture rate 

proceedings. If the $38 1,034 is simultaneously being recovered as an operating expense 

in the ten-year amortization period, an over-recovery would occur. 
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Q. Is there a relationship between the proposed amortization of the ARO write-off and 

the ARO plant that AEPCO included in rate base? 

A. Yes. The ARO plant and the write-off are both associat with the implementation of 

SFAS No. 143. Staffs recommendation against recognition of the write-off is consistent 

with its recommendation not to recognize the ARO plant. 

Q. Please summarize why the $381,034 ARO write-off should not be included in 

calculation of the revenue requirement. 

The ARO write-off is no more than an accounting entry for implementing a change in 

accounting principle for financial statement purposes. It is a one-time, non-cash c 

pertaining to prior periods. Recognition of the proposed ten-year amortization 

write-off would be retro-active rate-making and lead to potential over-recovery. 

A. 

Q. What is Staff recommending? 

A. Staff recommends removing all effects of the ARO on the income statement including 

$69,446 from operating expenses and $572,598 from Interest and Other Deductions as 

shown on Schedules CSB-12 and CSB-15. 

Operating Income Adjustment No. 4 - Tracker Mechanism (Base Power Cost) 

Q. Explain the purpose of the break-out of the Total Class A Member Revenue into two 

components as shown is Schedules CSB-11 and -12. 

A. The purpose is to show separately the portion of revenue that represents costs that flow 

through the tracker mechanism as proposed by Staff. 
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Q. What revenue would AEPCO recover through its proposed adjustor rate of $0.02038 

per kWh? 

The Cooperative would collect $41,276,155 (2,025,326,53323 kwhs x $0.0 

kwh) for generated and purchased power cost as shown on Schedule CSB-16, line 7. Ths 

is equal to the Cooperative’s proposed base cost of power as shown on Schedule CS 

line 53. 

A. 

Q. 

A. 

Is Staff recommending a different level of base power costs? 

Yes. The Staff adjusted base power cost is $33,560,400 as shown on Schedule CSB-16, 

line 53. 

Q. What adjustment did Staff make to revenue to recognize the $7,716,227 difference 

between Staff and AEPCO’s base power costs? 

Staff reclassified $7,716,227 from Base Cost of Power Revenue to Non-Base Cost of 

Power Revenue. The 

adjustment simply shows separately the amount of Test Year revenue reflected by Staffs 

proposed level for base power costs. 

A. 

This adjustment has no impact on the revenue requirement. 

Q. Did Staff disallow any costs from the accounts included in the base cost of power 

expense? 

Yes, Staff annualized the savings from a new contract that was in effect for only half of A. 

the Test Year. Staff decreased base cost of power expense by $250,000 as shown on 

Schedules CSB-16, line 27 and CSB-12, line 13. 
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Operating Income Adjustment No. 5 - Overhaul Accrual Expense 

Q. 

A. 

Why are generation unit overhauls needed? 

A generation unit consists of thousands of separate components that deteriorate at 

different rates based on operating conditions. The overhaul of one of these complex units 

encompasses a wide range of preventative maintenance, repair, and replacement activities 

that are needed to help ensure safe and reliable operation. 

Q. What is AEPCO proposing for overhaul accrual expense? 

AEPCO is proposing $4,787,507 for overhaul accrual expense25. 

Q. 

A. 

What was AEPCO’s actual overhaul expense during the Test Year? 

AEPCO’s actual overhaul expense was $3,148,90526. 

Q. 

A. 

Why are the actual and accrual expenses different? 

The actual overhaul expense is not representative of the overhaul expense fkom year to 

year because the nature and scope of overhauls vary fkom year to year based on operating 

conditions. Consequently, the Cooperative estimates and accrues an amount for the 

annual overhaul expense. 

calculate its overhaul accruals. 

In 2003, AEPCO began using a revised methodology to 

Q. Does Staff agree that the overhaul accrual expense included in rates should be based 

upon the AEPCO’s revised methodology? 

No. AEPCO’s revision to the method by which it has previously calculated overhaul A. 

accrual expense significantly increased the accrual fkom the prior year. The Cooperative’s 

25 Per response to data request CSB 1-38 
Per response to data request CSB 1-38 26 
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overhaul accrual expense increased by approximately $2 million, fi-om $2.79 million in 

2002 to $4.79 million in 2003 (CSB 1-37). The accruals are estimates based on complex 

projections for which AEPCO has no actual experience. 

Q. 

A. 

What method does Staff recommend for calculating the accrual amount? 

Staff recommends calculating the accrual expense as the eight year average27 of the actual 

overhaul expense as shown on Schedule CSB-17. Eight years is representative of the 

typical overhaul period. 

Q. What is Staff recommending? 

A. Staff recommends decreasing overhaul accrual expense by $657,788, fro 

$4,129,720 as shown on Schedules CSB-12 and CSB-17. 

Operating Income Adjustment No. 6 - Transmission Expense Annualization 

Q. 

A. 

What is the Cooperative proposing for transmission expense? 

AEPCO is proposing $8,036,486 for transmission expense. This mount is composed of 

$6,692,293 of actual Test Year transmission expense; a ($245,438) pro forma adjustment 

to reflect termination of the City of Mesa contract and; a $1,589,631 pro forma adjustment 

to reflect the annualization of transmission expense for its (a) wheeling expenses 

associated with a Western Area Power Administration agreement and (b) an El Paso Palo 

Verde agreement and (c) the proposed increase in point-to-point transmission rates that 

Southwest Transmission charges AEPCO. 

Per response to CSB 1-38, major overhauls occur approximately every 96 months for base load generating units. 27 
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Q. Does Staff recommend a different Point-to-Point rate than that recommendel 

Southwest Transmission? 

Yes, Staff recommends a different rate as shown on Schedule CSB-18. Staff recommends 

a $3.022 Point-to-Point rate, a decrease of $0.010 below the Cooperative’s $3.032 rate. 

Staffs recommended Point-to-Point rate for Southwest Transmission will result in a lower 

transmission expense for AEPCO. 

A. 

Q. What is Staff recommending? 

A. Staff recommends decreasing transmission expense by $19,560 as shown on Schedule 

CSB-18. 

Operating Income Adjustment No. 7 - Normalized Legal Expense 

Q. 

A. 

What is AEPCO proposing for Outside Services Legal Expenses? 

AEPCO is proposing $903,51228 for Outside Services Legal Expenses as shown on 

Schedule CSB-19. The Cooperative’s 2003 legal expense report shows total legal 

expenses of $2,695,758 comprised of $903,512 for Outside Services and $1,792,24629 for 

related to the railroad transportation tariff. 

Q. 

A. Staff recognized that legal expenses can vary significantly &om year-to-year. 

What approach did Staff take for evaluating legal expenses? 

Accordingly, Staff calculated a normalized cost by averaging the allowable costs for the 

years 2002, 2003 and 2004. This required making adjustments to remove costs 

determined to be unallowable from each of those years. For convenience, Staff calculated 

the normalized railroad transportation tariff legal expense separately from other legal 

expenses. 

Per data request response to CSB 13-1. 
Per data request response to CSB 13-1. 

28 

29 
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Normalized Railroad Transportation Legal Expense 

Q.  

A. 

How did Staff calculate the normalized railroad transportation tariff legal expense? 

Staff normalized this expense by amortizing the total of the 2002, 2003, and 2004 costs 

related to the railroad transportation tariff over the five-year contract term (i.e., expected 

benefit period) as shown on Schedule CSB-19.1. The $1,792,246 expense for 2003 

includes the $1,030,873 reclassified from he1 expense as discussed in Operating Income 

Adjustment No. 8, “Fuel Expense.” The calculation is presented on Schedule CSB-20, 

line 22. 

Q. What amount is Staff recommending for the normalized railroad transportation 

tariff portion of legal expense? 

Staff recommends $620,129 for the normalized railroad transportation tariff portion of 

legal expense as shown on Schedule CSB-19, line 6. 

A. 

Normalized Outside Services (Non-Railroad Transportation Tariff) Legal Expenses 

Q. Has Staff prepared an explanation for each amount it excluded from the 2003 costs 

in its calculation of the normalized non-railroad transportation legal expenses as 

shown on Schedule CSB-19.2? 

Yes. An explanation of each type of cost excluded fi-om Staffs normalization adjustment 

is presented below. 

A. 

Natural Gas Related Legal Expenses 

Q. How are costs allocated between the three cooperatives (AEPCO, Southwest 
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A. According to the cooperatives’ cost allocation manual, “Anything not specifically ascribed 

to AEPCO or SWTransCo activities” is allocated. AEPCO’s composite allocation rate for 

legal expenses is 80.23 percent. 

Q. Did AEPCO receive 80.23 percent of the natural gas-related legal expenses based on 

the three-entity allocation factor? 

No. Virtually all of the $354,824 in natural gas-related legal expenses were direct charged 

to AECPO with no allocation to the two other entities. 

A. 

Q. Does Staff agree that virtually all natural gas-related legal expenses should be 

directly charged to AEPCO? 

No. Direct charging these legal costs to AEPCO is inappropriate because Sierra 

Southwest, the unregulated cooperative, is a wholesale gas selledmarketer with several 

wholesale natural gas contracts (including Duncan Rural Service, Corporation; a 

A. 

California town, and the City of Tucson) would potentially benefit from related legal 

services. Appropriate allocation of natural gas related legal expenses is necessary to 

ensure that there is no subsidy of Sierra Southwest’s unregulated business activities by 

AEPCO’s ratepayers. Control procedures should be adopted to ensure that proper 

allocations are recognized. 

Q. What amount of natural gas-related legal costs has Staff excluded from its 

calculation of normalized legal expense? 

Staff allocated the $354,824 cost by the current three-entity allocation factor (80.23 

percent) to calculate $284,675 as AEPCO’s allocation resulting in a $70,149 ($354,824- 

$284,675) exclusion fi-om the normalization calculation shown on Schedule CSB- 19.2, 

line 2. 

A. 
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Q. 

A. 

What is the El Paso Electric Company contract? 

The El Paso Electric Company (“EPE”) contract is a long-term transmission service 

agreement between AEPCO and El Paso Electric Company. The Cooperative plans to use 

the EPE contract in conjunction with the Panda Gila Purchase Agreement to reduce its 

fuel costs for the three-year period 2005 through 2008. 

Q. Is it appropriate to charge all of the costs of a contract that will benefit multiple 

years to the Test Year? 

No. Costs that result in multi-year benefits should be distributed on the benefit period. 

Accordingly, Staff amortized the approximate $34,773 in legal expenses related to El Paso 

Electric Company over three years to recognize $1 1,591 per year, 

A. 

Q. What amount of EPE contract-related legal costs has Staff excluded from its 

calculation of normalized legal expense? 

Staff excluded $23,182 ($34,773 - $1 1,591) from the normalization calculation shown on 

Schedule CSB-19.2, line 3. 

A. 

Public Utilities Holding Company Act (“PUHCA”) 

Q. Was a primary purpose of the Public Utilities Holding Company Act to address the 

subsidization of non-regulated affiliates by regulated utilities? 

A. Yes. 
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Q. Was AEPCO charged for any legal expenses related to the Public Utilities Holding 

Company Act? 

Yes. AEPCO was charged for the legal expenses related to the Securities Exchange 

Commission’s inquiry of Sierra Southwest’s business activities. When Staff requested to 

review documents related to this issue, AEPCO objected citing the attorney-client 

privilege. In response to data request CSB 5-15, the Cooperative indicated that $15,500 in 

legal expenses related to PUHCA were improperly charged to AEPCO. 

. 

Q. How did Staff treat these PUCHA legal costs in its calculation of normalized legal 

expenses? 

Staff excluded $15,500 in legal expenses related to PUHCA in its calculation of 

normalized legal expense as shown on Schedule CSB-19.2, line 4. 

A. 

Q. Does AEPCO’s denial of access to records provide concerns beyond whether these 

legal costs are related to the provision of utility service and recoverable? 

Yes. Beyond the issue of whether the legal costs were incurred for utility purposes, the 

lack of access to records raises a question as to whether other significant issues related to 

the revenue requirement went undiscovered. 

A. 

Q. 

A. 

Does Staff have any other recommendations regarding redacted issues? 

Yes. In this case, Staff was unable to quantify and remove payroll costs of all employees, 

outside services staff, and members of the Boasd of Directors who spent time worlung on 

the redacted issues. Staff recommends that in future rate proceedings AEPCO be required 

to quantify all payroll costs of employees, outside services staff, and members of the 

Board of Directors fees related to time spent on redacted issues. 
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Capitalized Expenses 

CO capitalize any of legal expenses in 2003? 

CO capitalized $13,605 of legal expenses in 2003. 

Q. How did Staff treat these capitalized legal costs in its calculation of norm 

expenses? 

Staff excluded the $13,605 capitalized legal cost from its calculation of normalized legal 

expense as shown on Schedule CSB-19.2, line 5. 

A. 

Redacted Minutes and Legal Invoices 

Q. 

A. 

Did AEPCO fail to support any of its legal expenses? 

Yes, AEPCO objected to the release of certain portions of the Minutes of the Executive 

Session of the Board of Directors and legal invoices citing the attorney-client privilege. 

Therefore, the appropriateness of the costs could not be substantiated. 

Q. Did Staff inform AEPCO of the likely consequence of not providing the requested 

information? 

Yes, in a letter to the Cooperative dated September 29,2004, Staff indicated that failure to A. 

provide complete legal invoices would result in a disallowance of such costs. 

Q. What was the total amount of expenses related to the redacted legal invoices and 

minutes that Staff excluded from' its calculation of normalize legal expense? 

Staff excluded $68,41230 from its calculation of normalized legal expense as shown on 

Schedule CSB-19.2, line 6. 

A. 

For the Slover and Loftus legal invoices, Staff estimated the expenses related to the redacted issues based upon the 
number of general groups of issues on an invoice. The total amount billed on the invoice was divided by the number 
of general groups. For all other redacted invoices, Staff multiplied the total invoice amount by 15 percent. 

30 
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Q. What is Staff recommending for normalized legal expense? 

A. Staff recommends $620,129 and $823,372 for railroad and non-railroad transportation 

tariff legal expenses, respectively, for a total of $1,443,501. This amount is $539,989 

greater than the $903,512 proposed by AEPCO, as shown on Schedules CSB-12 and CSB- 

19, line 11. 

Operating Income Adjustment No. 8 - Fuel Expense 

Q. What is AEPCO proposing for fuel expense? 

A. AEPCO is proposing $59,803,425 for fuel expense as shown on Schedule CSB-12, line 9. 

The amount is composed of $44,521,523 for coal and $15,281,902 for gas and other fuel 

sources. 

Q. 

A. 

Does the $44,521,523 in fuel expense for coal include legal expenses? 

Yes, it does. The $44,521,523 is calculated using a weighted average cost of coal. The 

weighted average cost of coal includes legal expenses. A summary of the Cooperative’s 

calculation of the $44,521,523 provided in response to data request CSB 3-14 is presented 

on Schedule CSB-20. Staff segregated the legal expense included in the weighted cost of 

coal on line 9. 

Q. Did the Commission remove legal expense from fuel costs in the Cooperative’s prior 

rate proceeding? 

Yes, the Commission removed legal expense fiom fuel costs in the prior rate proceeding. A. 

AEPCO had included all fuel expenses including legal in its purchased power fuel 

adjustor. The Commission removed these costs in the prior rate proceeding indicating that 

its inclusion was inappr~priate.~~ 

Decision No. 58405, page 28, lines 22 through 26, and page 29, lines 1 through 6 .  31 
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Q. 

A. 

Did Staff calculate the amount of legal expense included in fuel expense? 

Yes. Staff calculated that fuel cost includes $1,030,873 legal expenses as shown on 

Schedule CSB-20, line 24. 

Q. 

A. 

How did Staff treat the legal expenses embedded fuel costs? 

Staff reclassified these legal expenses and included them in its calculation of normalized 

legal expenses as shown on Schedule CSB-19, line 2. 

Q. Did Staff find any other costs in the Cooperative’s proposed fuel expense for which it 

recommends alternate treatment? 

Yes. Included in the fixed costs the Cooperative allocated to coal fuel costs is $22,200 of 

interest on long-term debt. Staff removed this interest expense from fuel costs, as shown 

on Schedule CSB-20, line 22, because Staff is recognizing recovery of interest expense 

separately . 

A. 

Q. What is Staff recommending? 

A. Staff recommends decreasing fuel expense by $1,053,073 as shorn on Schedules CSB-12 

and CSB-20. 

Operating Income Adjustment No. 9 - Advertising 

Q. 

A. 

What is AEPCO proposing for advertising expense? 

AEPCO is proposing $46,241 for advertising expense. 

Q. 

A. 

Are these advertising costs necessary for safe and reliable service? 

No, these costs are not necessary to provide safe and reliable service. AEPCO is a 

regulated electric service provider. Consequently, there is no reason to recover 
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advertising costs incurred primarily for image building that may otherwise make econom 

sense for a fim selling services in an open competitive market. 

Q. 

A. 

What rate-making treatment does Staff recommend for these advertising costs? 

Staff recommends these costs be recognized below-the-line (removed fiom rates). 

Q. What is Staff recommending? 

A. Staff recommends decreasing operating expense by $46,241 as shown on Schedules CSB- 

12 and CSB-21. 

Operating Income Adjustment No. 10 - Charitable Contributions and Other Expenses 

Q. What is AEPCO proposing for contributions, sponsorships, food, entertainment and 

similar expenses? 

AEPCO is proposing $1 59,891 for contributions, sponsorships, food, entertainment, and 

similar expenses as shown on Schedule CSB - 22. 

A. 

Q. 

A. 

What ratemaking treatment does Staff recommend for these types of expenses? 

Since these costs are not necessary to provide service, Staff recommends that they be 

recognized as non-operating expenses and excluded fiom the revenue requirement. 

Q. What is Staff recommending? 

A. Staff recommends decreasing operating expense by $159,891 as shown on Sche 

CSB-12 and CSB-22. 
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Operating Income Adjustment No. 11 - Arizona Corporation Commission Gross Revenue 

Assessment 

Q. 

A. 

What is the Cooperative proposing for the ACC assessment? 

The Cooperative included $147,146 in operating revenue and $288,752 in operating 

expense for the ACC assessment. 

Q. 

A. 

What does Decision No. 58405 state concerning the ACC assessment for AEPCO? 

On footnote 9 of page 17, the Commission states that “The gross revenue tax will in the 

fiture be recovered through a bill add-on.” Therefore, the assessment should 

included in the cost of service. 

Q. What is Staff recommending? 

A. Staff recommends decreasing operating revenue by $147,146 and operating expense by 

$288,752 to remove the effects of the ACC assessment as shown on Schedules CSB-12 

Q. What is the Cooperative proposing for Interest Expense on Long-term Debt? 

A. AEPCO is proposing $13,547,749 for Interest Expense on Long-term Debt as shown on 

Schedule CSB-24. The amount is composed of $12,200,997 in actual interest expense and 

proforma adjustments totaling $1,346,752 (Cooperative adjustment numbers 8, 9, and 13 

in the amounts of $532,465, $1,190,178, and ($375,891), respectively). 

I 
I 
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Q. Did Staff make an independent assessment of the Cooperative’s Interest Expense on 

Long-term Debt? 

Yes. Staff witness Alejandro Ramirez independently calculated $13,313,164 as the 

Cooperative’s interest expense on long-term debt and prepared testimony to support his 

calculation. 

A. 

Q. 

A. 

What adjustment did Staff make to Interest Expense on Long-term Debt? 

Staff decreased Interest Expense on Long-term Debt by $234,585 as shown on Schedules 

CSB-12 and CSB-24. 

Deferred Fuel-Related Legal and Pension Expense 

Q. Staff noted that Decision No. 58405 authorized AEPCO to establish two deferral 

accounts. Would you please discuss the background of the deferral accounts? 

Yes. Fuel related legal costs and pension costs were not included in the cost of service in A. 

AEPCO’s prior rate proceeding (Decision No. 58405, page 29, beginning at line 2). 

Subsequently, the Commission ordered AEPCO to establish two deferral accounts: one for 

fuel related legal expenses and a second deferral account for actual pension costs for 

possible recovery in a future rate proceeding (Decision No. 58405, Page 37, beginning at 

line 5). 

Q. What were the balances for the fuel-related Legal and Pension expenses as of 

December 31,2003? 

AEPCO had not recorded any amounts related to the deferrals as of December 31, 2003, 

because the recovery of the deferrals were uncertain (CSB 3-2). However, the 

Cooperative indicated that it had accumulated $5,839,957 in required NFUXA pension 

A. 
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fund contributions and $3,722,948 in legal expenses associated with he1 costs, fo 

of $9,562,905 (CSB 6-3). 

Q. What treatment does Staff recommend for the $9.5 million unrecorded Legal and 

Pension deferrals? 

Staff recommends not including the unrecorded deferrals in rates. A. The revenue 

requirement for the Cooperative is based primarily on cash flow needs, and there are no 

cash requirements going forward for these costs from prior periods that were deferred. 

Since AEPCO did not record the deferrals, there would be no write-down and associated 

negative effect on the Cooperatives patronage equity due to non-recovery. 

Q. 

A. 

Does Staff recommend that the deferrals continue? 

Since the cost of service in the instant case includes costs for fuel related legal expenses 

and pension, Staff recommends that the deferrals be discontinued. 

Jurisdictional Separation 

Q. Did AEPCO maintain separation between Commission jurisdiction and non- 

jurisdiction revenues and expenses? 

No, it did not. The Cooperative serves a California member for which separate revenues 

and expenses were not maintained. 

A. 

Q. Is the Cooperative required to maintain separation of the revenues and expenses for 

the California member? 

Yes, it is. The Arizona Administrative Code R14-2-103 B4 states the following: A. 

Separation of nonjurisdictional properties, revenues and expenses associated 
with the rendition of utility service not subject to the jurisdiction of the 
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Commission must be identified and properly segregated in a recognized 
manner when appropriate. 
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EXECUTIVE SUMMARY 
ARIZONA ELECTRIC POWER COOPERATIVE, INC. 

DOCKET NO. E-01773A-04-0528 

The direct testimony of Staff witness Alejandro Ramirez addresses the following issues: 

Operating Income, TIER and DSC Ratios - Staff recommends operating revenues no less 
than the $146,061,494 proposed by Arizona Electric Power Cooperative, Inc.’s (“AEPCO” or 
“Applicant”). AEPCO’s proposed revenues would provide a times interest earned ratio 
(“TIER”) of 1.33 and a debt service coverage (“DSC”) ratio of 0.91. The Applicant’s 
proposed revenue fails to provide sufficient internally generated cash flow, directly or 
indirectly through incremental debt financing, for plant replacement, improvement and 
expansion requirements. 

Capital Structure - The Applicant’s actual end of test year capital structure was composed 
by 95.2 percent debt and 4.8 percent patronage equity. This is an excessively leveraged 
capital structure. This rate case is the appropriate time to address AEPCO’s highly leveraged 
capital structure. The capital structure issue is important because a highly leveraged capital 
structure has potentially detrimental impacts for service reliability and rates. The Applicant 
has not demonstrated that its proposed revenue is consistent with the Commission’s order 
(Decision No. 64227, dated November 29,2001) to establish long-range goals to improve its 
patronage equity position. Staff recommends that the Applicant improve its equity position 
to 30 percent of the capital structure in a reasonable timeframe. 

Staff M e r  recommends that the Commission restrict the distribution of future patronage 
dividends by AEPCO until it has achieved a capital structure composed of at least 30 percent 
patronage equity. 
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INTRODUCTION 

Q. 
A. 

Q- 
A. 

Q. 
A. 

Q* 
A. 

Please state your name, occupation, and business address. 

My name is Alejandro Ramirez. I am a Public Utilities Analyst employed by the Arizona 

Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff ’). 

My business address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Briefly describe your responsibilities as a Public Utilities Analyst. 

In my position as a Public Utilities Analyst, I perform studies to estimate the cost of 

capital component of the revenue requirement in rate proceedings. I also perform other 

financial analyses. 

Please describe your educational background and professional experience. 

In 2002, I graduated summa cum laude &om Arizona State University, receiving a 

Bachelor of Science degree in Global Business with a specialization in finance. While 

attending Arizona State University, I successfully completed the Barrett Honors College 

curriculum. My course of studies included classes in corporate and international finance, 

investments, accounting, statistics, and economics. I began employment as a Staff Public 

Utilities Analyst in 2003. Since that time, I have provided recommendations to the 

Commission on financings and prepared various studies in the field of cost of capital and 

econometrics. I have also attended seminars related to general regulatory and business 

issues. 

What is the scope of your testimony in this case? 

I discuss Arizona Electric Power Cooperative, Inc.’s (‘AEPCO” or “Applicant”) current 

capital structure and provide Staffs recommended operating income. I also provide the 
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times interest earned (“TER”) and debt service coverage (“DSC”) ratios resulting from 

Staffs recommended operating income. 

SUMMARY OF TESTIMONY AND RECOMMENDATIONS 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Briefly summarize how your testimony is organized. 

This testimony is organized in three sections. Section I presents the Applicant’s long-term 

debt and patronage equity balances. Section II discusses AEPCO’s capital structure. 

Finally, Section I11 discusses Staffs recommended TIER and DSC ratios for the 

Applicant. 

Have you prepared any exhibits to your testimony? 

Yes. I prepared three schedules (AXR-1 to AXR-3) that support Staffs 

recommendations. 

What is StafPs recommended operating income for the Applicant? 

Staff recommends an operating income no less than $17,755,094 for AEPCO (which is the 

operating income that would result from the Applicant’s proposed revenues). 

What TIER and DSC ratios would result from Staffs minimum recommended 

operating income of $17,755,094? 

Operating income of $17,755,094 would produce a 1.33 TIER and a 0.91 DSC. 

AEPCO’S LONG-TERM DEBT AND PATRONAGE AND EQUITY BALANCE 

Q. 

A. 

What is the amount of AEPCO’s long-term debt outstanding? 

The Applicant had $218,909,935 in long-term debt outstanding as of November 1, 2004, 
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and it is expected to incur $13,313,164 in interest expense related to its long-term debt 

during the year. 

Q- 

A. 

What were AEPCO’s patronage equity balances for the years ended 2003,2002 and 

2001? 

AEPCO’s patronage equity balances for the years ended 2003, 2002 and 2001 were 

$10,754,721, $17,803,568 and $13,904,998, respectively. 

AEPCO’S CAPTIAL STRUCTURE 

Q* 
A. 

Q* 
A. 

What was AEPCO’s actual end of test year capital structure? 

The Applicant’s actual end of test year capital structure was composed by 95.2 percent 

debt and 4.8 percent patronage equity’. Schedule AXR-1 presents the Applicant’s capital 

structures for the years 2001,2002 and 2003. 

Is AEPCO concerned with its current capital structure? 

Yes. In his direct testimony, the Applicant’s witness, Mr. William K. Edwards, has 

emphasized the importance for AEPCO to develop a stronger patronage equity base. 

Moreover, Mr. Edwards recognizes and supports the efforts made by both the Commission 

and AEPCO to establish long-term goals for AEPCO’s patronage equity (Decision No. 

64227, dated November 29,2001, and Decision No. 65210, dated September 20,2002). 

Staff has calculated the capital structure by taking into account long-term debt and equity. 1 
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Q. 

A. 

Q. 
A. 

Q* 

A. 

How does AEPCO’s capital structure compare to other Generation and 

Transmission (LLG&T”) utilities’ capital structure? 

Mr. William Edwards has compared AEPCO’s capital structure to the Capital structure of 

55 G&T utilities’ capital structure. As mentioned in his testimony, AEPCO’s capital 

structure is more leveraged than Mi-. Edwards’ G&T utilities sample (See Mr. Edwards 

Direct Testimony, Page 8, Line 16-17). Schedule AXR-2 presents the capital structure of 

some G&T cooperatives that are rated by Standard & Poor’s (“S&P’’) and the Applicant’s 

capital structure for the test year ended December 2003. The average capital structure of 

the G&T cooperatives is composed of 81.0 percent debt and 19.0 percent patronage equity 

as opposed to the Applicant’s capital structure composed of 95.2 percent debt and 4.8 

percent patronage equity. 

Is Staff concerned with the Applicant’s actual end of test year capital structure? 

Yes. AEPCO’s capital structure is highly leveraged as it has remained for several years. 

The Applicant’s capital structure has multiple potential negative effects including: (1) 

higher debt costs for new issuances; (2) reduced ability to incur new debt and finance 

capital improvements; and (3) places upward pressure on rates to cover debt service 

obligations. 

Has the Commission shown concern with highly leveraged cooperatives? 

Yes. In Decision No. 58405 (dated September 3, 1993), the Commission stated that 

“...there is a balance to be struck between keeping rates competitive and eliminating 

negative equity, but we fail to see any strong commitment or serious steps taken on 

AEPCO’s part to build its equity (Page 23, lines 6-9)”. In addition, the Commission 

ordered Arizona Electric Power Cooperative (“AEPCO”) (Decision No. 64227, dated 
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November 29,2001) and SWTCO (Decision No. 64991, dated June 26,2002) to establish 

long-range goals to improve their patronage equity positions. In addition, the Commission 

ordered Trico Electric Cooperative, Inc. (“Trico”) to file a capital improvement plan with 

the Commission (Decision No. 67412, dated November 2,2004). As discussed previously, 

highly leveraged capital structures present potentially negative consequences. 

Q. 

A. 

Q. 

A. 

Does the Rural Utilities Service (“RUS”) have any restrictions in regard to 

distribution of patronage dividends for highly leverage cooperatives? 

Yes. AEPCO’s audited financial statements for the years ended December 31, 2003 and 

2002, state “RUS mortgage provisions require written approval of any declaration or 

payment of capital credits. These provisions restrict the payment of capital credits to 25 

percent of the margins received by the Cooperative in the preceding year, unless total 

membership capital exceeds 40 percent of the total assets of the Cooperative (See Exhibit 

GEP-1, note to financial statement 12)”. 

Does the National Rural Utilities Cooperative Finance Corporation (“CFC”) have 

any restrictions in regard to distribution of patronage dividends for highly leverage 

cooperatives? 

Yes. The CFC requires a borrower to have a capital structure composed of at least 30 

percent patronage equity to distribute 100 percent of its net earnings as patronage 

dividends. If the borrower has a capital structure composed of less than 30 percent 

patronage equity, it would be able to distribute as patronage dividends only 30 percent of 

its patronage capital or operating margins for the preceding year. 
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Q. What approach does Staff recommend to improve AEPCO’s capital structure? 

A. Staff recommends steadily growing the Applicant’s patronage equity by setting rates that 

balance the interest of the ratepayers and AEPCO’s long-term financial health. AEPCO 

has not shown how its proposed rates will improve its highly leveraged capital structure in 

a reasonable timefiame. Staff anticipates that the Applicant will use the opportunity 

provided by rebuttal testimony to explain how its proposed rate will adequately satisfy its 

capital structure deficiency. 

OPERATING INCOME, TIER AND DCS RATIOS 

Q. 

A. 

’ Q* 

A. 

Q* 

What do the times interest earned (“TIER”) and the debt service coverage (“DSC”) 

ratios represent? 

TIER represents the number of times operating income covers interest expense on long- 

term debt. A TIER greater than 1.0 means that operating income is greater than interest 

expense. 

DSC represents the number of times internally generated cash covers required principal 

and interest payments on long-term debt. A DSC greater than 1.0 indicates that operating 

cash flow is sufficient to cover debt obligations. 

Do the Applicant’s lenders have debt covenants for TIER and DSC? 

Yes. The Rural Utilities Service (“RUS”) requires AEPCO to maintain a minimum TIER 

of 1.05 and a minimum DSC of 1 .O on an annual average best two of three year basis. 

What TIER and DSC level does the Applicant claim will result from its proposed 

revenues? 
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A. 

Q. 

A. 

Q- 

A. 

Q. 

A. 

The Applicant claims its proposed revenues would result in a 1.29 TIER and a 1.05 DSC. 

AEPCO’s witness, Mr. Edwards, states in his direct testimony that “...these are minimum 

ratios to provide some financial stability and allow for equity improvement (Mr. Edwards 

Direct Testimony, Page 1 1, Line 4 & 5)”. 

What TIER and DSC level does Staff conclude would result from the Applicant’s 

proposed revenues? 

Staff has calculated that AEiPCO’s proposed revenues would result in a TIER of 1.33 

which also equates to a 0.91 DSC. The Applicant’s proposed revenues are not sufficient 

to service its debt obligations. 

Has the Applicant demonstrated that its proposed revenues are sufficient to improve 

its equity position in a reasonable timeframe? 

No. The Applicant has provided no support to demonstrate that its proposed revenues are 

sufficient to provide patronage equity growth to achieve a capital structure of at least 30 

percent patronage equity in a reasonable timeframe. 

What does Staff recommend in regard to AEPCO’s revenues, TIER, and DSC? 

Staff recommends no reduction to AEPCO’s proposed operating revenue. Staffs analysis 

shows that the Applicant’s proposed revenues are inadequate to cover its debt service 

obligations. The Applicant’s current financial situation and proposed revenues would not 

support additional debt financing such as its November 4, 2004 request for authorization 

for debt financing (Docket No. E-01 773A-04-0793). 
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CONCLUSION 

Q. 
A. 

Q. 
A. 

Please summarize Staff’s recommendations. 

Staff recommends that the Commission adopt operallLig revenues of no less than those 

proposed by the Applicant. The Applicant’s proposed revenues fail to provide sufficient 

internally generated cash flow to finance, directly or indirectly through additional fbture 

debt financing, plant replacement, improvement and expansion requirements. The 

Applicant has not demonstrated that its proposed revenue is consistent with the 

Commission’s order (Decision No. 64227, dated November 29, 2001) to establish long- 

range goals to improve its patronage equity position. Staff recommends that the Applicant 

improve its equity position to 30 percent of the capital structure in a reasonable timefiame. 

Staff also recommends that the Commission restrict the distribution of fbture patronage 

dividends by AEPCO until it has achieved a capital structure composed of at least 30 

percent patronage equity. 

Does this conclude your direct testimony? 

Yes, it does. 
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AEPCO'S HISTORICAL CAPITAL STRUCTURE 

92.2% 7.8% 
95.2% 4.8% 

Source: Based on the Applicant's filing 

AXR-1 
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SAMPLE ELECTRIC COOPERATIVES' CAPITAL STRUCTURE 

G&T Coops 
Associated Electric Coop., Inc. 
Arkansas Electric Coop., Inc. 
Old Dominion Electric Cooperative 
Basin electric Power Cooperative 
Central Iowa Power 
Oglethorpe Power 
Seminole Electric Cooperative 
Tri-state Generating & Transmission Assoc. 
Hoosier Energy Rural Electric Coop., Inc. 
Chugach Electric Association 
Alabama Electric Coop., Inc. 
Western Farmer's electric 
Great River Energy 

% Debt' % Patronage Equity' 
78.0% 22.0% 
56.6% 43.4% 
77.9% 22.1% 
61 . I% 38.9% 
78.4% 21.6% 
89.2% 10.8% 
90.5% 9.5% 
85.2% 14.8% 
88.1 % 11.9% 
74.4% 25.6% 
91.3% 8.7% 
91.7% 8.3% 
90.8% 9.2% 

Average 81 .O% 19.0% 

Arizona Electric Power Cooperative, lnc.2 95.2% 4.8% 

' Information based on annual reports for the year ended 2003 
Based on the Company's rate filing 

AXR-2 
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EXECUTIVE SUMMARY 
ARIZONA ELECTRIC POWER COOPERATIVE/ 

DOCKET NO. E-01773A-04-0528 

Ms. Keene's testimony recommends that a fuel and purchased power cost adjustor be 
established for AEPCO but only with certain features and conditions. The base cost of fuel and 
purchased power be set at $0.01659 per kwh. 

Ms. Keene's testimony recommends that AEPCO engage in cost-effective DSM 
programs. AEPCO should be allowed to recover its program costs for pre-approved DSM 
projects through a DSM adjustment mechanism. AEPCO should submit annual and quarterly 
DSM reports to the Commission. 

Ms. Keene's testimony recommends new rates for AEPCO in order for AEPCO to 
recover Staffs recommended revenue requirements. These rates would result in an overall 
increase for Class A members of 7.8 percent. Mohave Electric's increase would be 15.3 percent, 
while the increase for the other distribution cooperatives would be 4.1 percent each. 



1 
c 
L 

n 

I 

4 

C - 
t 

r 
1 

I! 

5 

1( 

11 

1; 

1: 

1 L  

1: 

I( 

1: 

11 

I! 

2( 

2: 

2: 

2: 

2r 

2t 

2( 

2’ 

21 

Direct Testimony of Barbara Keene 
Docket No. E-01 773A-04-0528 
Page 1 

INTRODUCTION 

Q. 
A. 

Q. 
A. 

Q* 

A. 

Q. 
A. 

Please state your name and business address. 

My name is Barbara Keene. My business address is 1200 West Washington Street, 

Phoenix, Arizona 85007. 

By whom are you employed and in what capacity? 

I am employed by the Utilities Division of the Arizona Corporation Commission as a 

Public Utilities Analyst. My duties include evaluation of electric utility special contracts, 

review of utility tariff filings, assessment of utility demand-side management programs, 

and analysis of electric utility production costs and marginal costs. A copy of my r6surnC 

is provided in the Appendix. 

As part of your employment responsibilities, were you assigned to review matters 

contained in Docket Nos. E-04100A-04-0527 and E-01773A-04-0528? 

Yes. 

What is the purpose of your testimony? 

My testimony is concerned with a fuel and purchased power cost adjustor, a demand-side 

management (“DSM’) adjustor, and rate design for Arizona Electric Power Cooperative 

(“‘AEPCO”). 

FUEL AND PURCHASED POWER COST ADJUSTOR 

Q. 

A. 

What has AEPCO requested in regard to an adjustor? 

AEPCO (witness Gary Pierson’s direct testimony, pages 14-15) has requested that the 

Commission approve an adjustor mechanism that would enable the recovery of increases 

and decreases in the fuel and purchased energy costs over which AEPCO has little 

control, without the time and expense of a rate case. 
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Q. 
A. 

Q. 
A. 

Q* 
A. 

Q. 

A. 

Does AEPCO currently have a fuel and purchased power cost adjustor? 

Not currently. AEPCO did have a Purchased Power and Fuel Adjustment Clause 

(“PPFAC”) that was eliminated, at AEPCO’s request, in Decision No. 64677 (March 27, 

2002). The PPFAC, created in 1982, was a very complicated mechanism without clear 

understanding about its structure, leading to disagreements between AEPCO and Staff 

over the years. The PPFAC was discontinued as of August 1, 2001. However, at that 

time AEPCO indicated it would explore a revised adjustor mechanism in the future. 

How does AEPCO propose that the new adjustor mechanism work? 

Mr. Pierson’s direst testimony, page 15, suggests that an adjustor base be established in 

this rate case and that changes from the base would be tracked monthly and recouped as a 

positive or negative charge in the next quarter’s billing to the Class A members. The base 

cost (AEPCO’s Schedule H-2A) would include fuel costs (less fixed costs), purchased 

power energy costs , and non-firm wheeling costs. The costs would be offset by the fuel 

cost recovery portion of non-tariff sales. In response to BEK 16-3, Mr. Pierson has 

changed the request for a quarterly adjustment to a semi-annual adjustment. 

What is Staffs position regarding an adjustor mechanism? 

Staff is not opposed to the establishment of a Fuel and Purchased Power Cost Adjustor 

(“FPPCA”) with certain features and conditions. 

Please describe the structure of the adjustor mechanism that Staff would not 

oppose. 

The FPPCA would track changes in the cost of fuel for AEPCO’s generating units and 

power purchased from others. The adjustor rate would be calculated by comparing the 

rolling 12-month average of actual fuel and purchased power costs to the base cost 

established in this rate case. The rate would be applied to customer bills as a kilowatt- 

hour (kwh) charge. 
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Q- 
A. 

Q. 

A. 

Q. 
A. 

What cost components would be included in the adjustor? 

The cost components would be the costs recorded in RUS Accounts 501 (fuel costs for 

steam power generation, less legal fees, less fixed fuel costs except for gas reservation), 

547 (fuel costs for other power generation), 555 (purchased power costs, both demand 

and energy), and 565 (wheeling costs, both firm and non-fm). The prudent direct costs 

of contracts used for hedging fuel and purchased power costs may also be included. 

Power supply costs directly assignable to special contract customers would not be 

included in the calculation. Non-Class A sales for resale (RUS Account 447), less 

revenue for legal expenses, would be credited against the cost components. 

How does Staff's proposal differ from AEPCO's proposal regarding the components 

in the adjustor? 

Staff proposes to include gas reservation charges, demand charges for purchased power, 

firm wheeling costs, and non-energy charge revenue from non-Class A sales for resale 

that AEPCO did not propose to be included in the adjustor. 

Why is Staff proposing that those items be included? 

Gas reservation charges should be included because they are a part of the cost of 

obtaining natural gas for operating power plants. 

Demand charges for purchased power should be included so that the method of cost 

recovery does not influence decision making when negotiating contracts. Some contracts 

in the marketplace are structured with only a per kwh energy charge that would include 

capacity costs. Other contracts are structured so that capacity costs are recovered through 

a per kW demand charge. AEPCO should negotiate these contracts so that they obtain 

the best deal for ratepayers. If only energy charges went into the adjustor, the method of 

cost recovery could influence the resulting structure of the contracts. 
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Finn wheeling costs should be included in the adjustor because they should be considered 

when negotiating purchased power and wheeling contracts. If only non-firm wheeling 

costs were included in the adjustor, the method of cost recovery could influence the type 

of contract that AEPCO would negotiate. 

Including all revenue from non-Class A sales for resale as an offset to costs allows the 

Class A members to benefit fi-om the margins of those sales. Since Class A members pay 

for the costs of the resources, it only seems fair that they benefit f7om the non-Class A 

sales. 

Q. 
A. 

Q. 
A. 

Q* 
A. 

How often would the adjustor rate be reset? 

The adjustor rate, initially set at zero, would be reset semi-annually on October 1, 2006, 

and April 1, 2007, and thereafter on October 1 and April 1 of each subsequent year. 

AEPCO would submit a publicly available report, with a revised tariff, that shows the 

calculation of the new rate on September 1, 2006, and March 1, 2007, and thereafter on 

September 1 and March 1 of each subsequent year. The adjustor rate would become 

effective with billings for October and April unless suspended by the Commission. 

Are the above dates different from those proposed by AEPCO? 

Yes. Staff changed the dates to have the new rates go into effect before the winter season 

and before the summer season, taking into account the probable time for a Commission 

decision in this case. 

Would there be a balancing account? 

Yes. 

accumulated in a balancing account. 

The dollars associated with the calculation of the adjustor rate would be 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

At what amount should the base cost be set? 

The base cost of fuel and purchased power would be set at $0.01657 per kwh. 

Derivation of the base costs is shown in Appendix 2. 

Would the structure of the FPPCA have the same problems as the old PPFAC? 

No. The old PPFAC required that individual supply resources be matched to specific 

customer classes, without a clear-cut method of how to do it. The new FPPCA would not 

require the matching because all of the costs of resources are added together, and all of 

the non-Class A member sales are credited against the costs. 

Please describe Staff's recommended conditions. 

Staff is not opposed to an adjustment mechanism with the following conditions: 

1. The FPPCA would expire in five years unless it is extended by the 

Commission. AEPCO would file a report that addresses the FPPCA's operation, 

its merits, and its shortcomings and that provides recommendations as to whether 

the FPPCA should remain in effect. In order to allow time for review of the 

adjustor before the five-year expiration date, the report should be filed in its next 

rate case application or no later than four years from the effective date of 

implementation of the FPPCA. The Commission would consider whether to 

continue the FPPCA after AEiPCO has filed its FPPCA report or during AEPCO's 

next rate case, whichever comes first. 

The Commission or its Staff would have the right to review the prudence of 

fuel and power purchases at any time. Conducting a prudence review involves 

reviewing the utility's purchasing activities both as individual transactions and as 

an overall supply portfolio, generating unit performance, and other related issues. 

Such a review would consider what the utility knew or should have known at the 

time actions were taken. Prudence reviews can be time consuming. In light of 

2. 
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3. 

4. 

5.  

6 .  

these issues, the Commission should not be limited as to when it may conduct a 

prudence review of AEPCO's purchasing practices. 

The Commission or its Staff would have the right to review any calculations 

associated with the FPPCA at any time. The Commission needs the flexibility 

to monitor the calculations on a frequent and regular basis to ensure clarity and 

the correctness of those calculations for the ratepayers. 

Any costs flowed through the FPPCA would be subject to refund if the 

Commission later determines that the costs were not prudently incurred. 

This condition would give AEPCO an incentive to minimize costs. 

AEPCO would file monthly reports to Staff's Compliance Section detailing 

all calculations related to the FPPCA. The first report would be due 60 days 

fiom the effective date of a Commission order in this rate case. Thereafter, these 

reports would be due on the first day of the third month following the end of the 

reporting month for which the information applies. The reports would be publicly 

available and would contain, at a minimum, the following items: 

a. 

b. 

c. 

bank balance calculation, including all inputs and outputs; 

total power and fuel costs; 

Class A member sales in both kWh and dollars by member; 

d. 

e. 

f. non-class A member sales; 

g. 

h. 

1. 

a detailed listing of all items excluded fiom the FPPCA calculat,ms; 

a detailed listing of any adjustments to the reports; 

system losses in MW and MWh; 

monthly maximum demand in MW; and 

identification of a contact person and phone number fiom AEPCO for 

questions. 

AEPCO would file additional monthly reports with Staff providing 

information on AEPCO's generating units, power purchases, and fuel 

purchases. The first report would be due 60 days from the effective date of a 
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Commission order in this rate case. Thereafter, these reports would be due on the 

first day of the third month following the end of the reporting month for which the 

information applies. The reports may be provided confidentially. 

The information for each generating unit would include, at a minimum, the 

following items: 

a. 

b. 

c. 

d. 

net generation, in MWh per month, and 12 months cumulatively; 

average heat rate, both monthly and 12-month average; 

equivalent forced outage rate, both monthly and 12-month average; 

outage information for each month, including event type, start date and 

time, end date and time, and description; 

total fuel costs per month; 

fuel cost per kWh per month; 

e. 

f. 

At a minimum, the information on power purchases would consist of the 

following items per seller: 

a. quantity purchased in MWh; 

b. 

c. 

d. total cost for energy. 

Information on economy interchange purchases could be aggregated. 

reports would also include an itemization of off-system sales. 

demand purchased in MW to the extent specified in contract; 

total cost for demand to the extent specified in contract; and 

These 

At a minimum, the information on he1 purchases would consist of the following 

information: 

a. natural gas interstate pipeline costs, itemized by pipeline and by individual 

cost components, such as reservation charge and incremental cost; and 
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b. natural gas commodity costs, categorized by short-term purchases (one 

month or less) and long-term purchases, including price per therm, total 

cost, supply basin, and volume, by contract. 

7. An AEPCO Officer would certify under oath that all information provided in 

the required reports is true and accurate to the best of his or her information 

and belief. The Officer should be high level, either Chief Executive Officer, 

Chief Operating Officer, or Chief Financial Officer. 

AEPCO should file a plan of administration that describes how the FPPCA 

would operate. The plan would be filed for Staff review within 30 days of a 

8. 

decision in this rate case. 

DEMAND-SIDE MANAGEMENT 

Benefits of DSM 

Q. 
A. 

Q. 
A. 

What is DSM? 

DSM is the planning, implementation, and evaluation of programs to shfl peak load to 

off-peak hours, to reduce peak demand (kW), and to reduce energy consumption (kwh) 

in a cost-effective manner. 

Does AEPCO and the rest of society benefit from having DSM programs? 

Cost-effective DSM programs can meet the demand for electric energy services at a 

lower cost than purchasing or generating power. Reduced peak demand can delay the 

need for construction of new generation and transmission facilities. In addition, reducing 

energy needs reduces the operating costs of current generating facilities. Reduced energy 

production may also lead to reduced air emissions from power plants, reduced 

consumption of water by generating unit cooling towers, and reduced degradation of land 

at mining sites. 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Q* 
A. 

Why should AEPCO and Staff consider the benefits and costs of DSM to society 

rather than just to AEPCO? 

We are seeking the least cost means of meeting the demand for electric energy services. 

A program that is not least cost wastes society's resources. Because customer costs and 

new generation costs may not be part of AEPCO's costs, we need to look beyond 

AEPCO's costs and benefits. The Commission adopted the use of the societal cost test in 

its resource planning decision (Decision No. 57589). 

What are the societal benefits of a DSM program? 

From a societal perspective, relevant benefits come fiom avoiding new generating, 

transmission, and distribution capacity and avoiding burning of fuel and other variable 

costs. Because existing power plants have already been built and the associated societal 

costs have already been incurred, the fixed costs of existing power plants are sunk costs 

which cannot be avoided by a reduction in the demand for kW and kwh. Therefore, the 

only costs to society that can be avoided by DSM are those associated with the 

construction of new capacity and the variable costs associated with the generation of 

additional electricity. 

How can the societal costs of a DSM program be calculated? 

The costs to society to implement a DSM program are the incremental costs of any 

equipment, including installation and operating costs, and program administrative costs. 

Incentives offered to customers to participate are not societal costs, but are transfer 

payments (transfers of income fiom one person or organization to another without 

supplying goods or services for these payments). 

Does AEPCO currently have any DSM program? 

No. According to AEPCO's response to BEK 5-6, AEPCO currently does not administer 

or coordinate member distribution cooperative DSM programs. Following the 
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Commission's suspension of most of the Resource Planning rules in 1997, the institution 

of various DSM programs by some of AEPCO's member distribution cooperatives, and 

the cancellation of its PPFAC (which included a DSM component), AEPCO phased out 

its involvement in DSM programs. 

Q. 
A. 

What DSM programs should AEPCO pursue? 

AEPCO should evaluate possible DSM programs, considering the costs and kW and kwh 

savings associated with each program. AEPCO should then select the most beneficial 

and cost-effective projects to pursue. Ideally, AEPCO should engage in DSM programs 

as long as the incremental societal benefits (deferred capacity, avoided fuel costs, and 

avoided environmental impacts) are greater than the incremental cost of those programs 

to society. 

Because AEPCO is a wholesaler, it should work with its member distribution 

cooperatives to develop and implement programs as was done in the past. 

Cost Recovery of DSM Programs 

Q. 
A. 

Q* 

A. 

What cost recovery mechanisms could be used to recover AEPCO's DSM costs? 

Possible mechanisms include using a deferral account with amortization into base rates, 

simply putting a level of costs in base rates, recovery through any fuel and purchased 

power adjustor approved for AEPCO, or setting up a separate DSM adjustment 

mechanism. 

Should AEPCO recover its DSM costs through a deferral account with base rate 

amortization? 

No. When a deferral account is used, pre-approved DSM costs are placed in the deferral 

account and earn interest until the utility's next rate case, when the costs are considered 

for base rate cost recovery. If there are significant DSM activities taking place, the 
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deferral account balance grows quickly, including the attendant interest, and can become 

a major cost which has to be dealt with in the utility’s next rate case. In addition, a 

deferral account may not allow for the timely recovery of DSM costs to the same extent 

as some other cost recovery mechanisms. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Should AEPCO recover its DSM costs directly through base rates with no deferral 

accounting? 

No. Placing DSM costs in base rates does not provide the Commission and AEPCO with 

flexibility to increase or decrease DSM spending, as circumstances dictate. Additionally, 

a utility could choose to end its DSM activities, and there would be no way to remove the 

DSM funding &om base rates until the next rate case. 

Should AEPCO recover its DSM costs through a fuel and purchased power adjustor 

(if approved for AEPCO)? 

No. While recovery of DSM costs through a fuel and purchased power adjustor would 

provide timely and more flexible cost recovery, it would complicate the administration of 

the fuel and purchased power adjustor. 

How should AEPCO recover its costs for DSM programs? 

Staff recommends that AEPCO be allowed to recover its costs for pre-approved DSM 

programs through a separate DSM adjustment mechanism. Recovery of pre-approved 

DSM costs through a DSM adjustment mechanism would provide the flexibility to adjust 

the level of DSM spending as needed in the hture, while also providing timely recovery 

of pre-approved DSM costs. It would also provide a separate and specific accounting for 

pre-approved DSM costs. 

A DSM adjustment mechanism would allow the costs associated with pre-approved 

programs to be recovered as the level of expenses associated with those programs 
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changes. In addition, separating these expenses from other expenses included in base 

rates provides an incentive to initiate programs at any time rather than in the context of a 

rate case. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

How would customers be billed? 

The DSM adjustment mechanism, as a charge per kwh, would be included on customer 

bills as a separate line item. 

How would the proposed DSM adjustment mechanism work? 

The proposed DSM adjustment mechanism would consist of an account where the costs 

for pre-approved DSM programs would be recorded for each program by AEPCO as the 

costs were incurred. Revenues received through the DSM adjustor would be credited to 

the account. The per kWh adjustor rate would initially be set at zero. By February 1 of 

each year, AEPCO would file a request and supporting documentation with Staff to set a 

new adjustor rate to be effective on March 1. The new rate would be calculated by 

dividing the account balance by the number of kwh used by customers in the previous 

calendar year. 

What kinds of costs should AEPCO be able to recover? 

Staff recommends that AEPCO recover the program costs associated with pre-approved 

DSM projects. Program costs include administrative expenses, monitoring expenses, any 

incentives such as rebates, promotional expenses, educational program expenses, and the 

costs of demonstration facilities. 
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Implementation of DSM Programs 

Q. 
A. 

Q. 
A. 

Q. 
A. 

How should AEPCO implement DSM programs? 

AEPCO should submit proposed programs to the Commission for approval. After a 

program is approved, AEPCO may begin entering the costs for that program as they are 

incurred into the DSM adjustment mechanism account. 

What should AEPCO include in a DSM program proposal? 

The proposal should include a description of the program, objectives and rationale for the 

program, identification of the market segment at which the program is aimed; expected 

level of program participation, an estimate of the baseline, estimated societal benefits and 

savings fiom the program, estimated societal costs of the program, marketing and 

delivery strategy, utility costs and budget, an implementation schedule, a monitoring and 

evaluation plan, and any proposed performance incentives. 

Staff would consider whether the benefits of the measures to society exceed the costs to 

society. In addition, Staff would consider the reasonableness of any customer incentives 

proposed by AEPCO. Staff would then provide the Commission with a recommendation 

regarding the DSM proposal. New programs could be added or existing programs 

terminated anytime during the year subject to Commission approval. 

Why should each program proposal include a monitoring and evaluation plan? 

AEPCO should include a monitoring plan in each program proposal because AEPCO 

needs to monitor and evaluate all DSM programs to reliably ensure that they are cost- 

effective. Monitoring and evaluation should: 

1. 

2. 

3. 

4. 

determine participation rates, energy savings, and demand reductions; 

assess the utility's program implementation process; 

provide information on whether to continue, modify, or terminate a program; and 

determine the persistence and reliability of DSM. 
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Q. 
A. 

Q. 
A. 

What are Staff's recommendations regarding monitoring? 

If the monitoring activity reveals that the program is not working as well as expected, 

AEPCO should modify or terminate the program. AEiPCO should file an application with 

the Commission about any plans to terminate a program before such termination occurs. 

AEPCO should provide its plans for notification to potential participants. If a program is 

terminated, AEPCO would be expected to give proper notice to potential participants as 

well as honor existing commitments. 

How can Staff and the Commission monitor AEPCO's efforts? 

Staff recommends that AEPCO submit annual reports to the Commission containing, at a 

minimum, the following information separately for each program: a brief description of 

the program; predetermined program goals, objectives, and savings targets; the level of 

customer participation; costs incurred during the reporting period disaggregated by type 

of cost (such as administrative costs, rebates, and monitoring costs); a description of 

evaluation and monitoring activities and results; kW and kwh savings; benefits and net 

benefits in dollars; any program-specific performance incentive calculations; problems 

encountered and proposed solutions; and proposed program modifications. Findings 

from all research projects and other significant information should be included. Each 

annual report would be due on February 1, reporting for the previous calendar year. 

Staff also recommends that AEPCO file quarterly reports that consist of a tabular 

summary of expenditures compared to the budget. Quarterly reports would be due on 

May 1 (for January through March), August 1 (for April through June), and November 1 

(for July through September). Information on the last quarter of the year would be 

included in the annual report. 

In addition, the Commission may review program costs and performance in future rate 

cases. 



I 
I 
I 

1 
E 
1 

~I 

1 

L 

L 

1 

I 

( 

1( 

1: 

1: 

1: 

14 

1: 

14 

1' 

1: 

l! 

21 

2 

2: 

2: 

24 

2. 

21 

2' 

21 

Direct Testimony of Barbara Keene 
Docket No. E-01773A-04-0528 
Page 15 

RATE DESIGN 

Q. 

A. 

What do you recommend as AEPCO's rates for its Class A members? 

Based on Staffs recommended revenue requirements, the rates should be set as follows: 

Full Requirements 

Demand charge $12.90 per kW of demand coincident with AEPCO 

monthly peak 

$0.02079 per kwh used during billing period 

Partial Requirements 

$7.48 per kW of allocated capacity based on coincident 

AEPCO demand 

$0.02079 per kwh used during billing period 

$707,392 per month for Mohave 

Energy charge 

O&M charge 

Energy charge 

Fixed Charge 

These rates would result in an overall increase for Class A members of 7.8 percent. 

Mohave Electric's increase would be 15.3 percent, while the increase for the other 

distribution cooperatives would be 4.1 percent each. 

SUMMARY OF STAFF RECOMMENDATIONS 

Q. Please summarize Staffs recommendations. 

A. 1. Staff recommends that a fuel and purchased power cost adjustor be established for 

AEPCO but only with certain features and conditions. 

Staff recommends that the base cost of fuel and purchased power be set at 

$0.01659 per kwh. 

Staff recommends that AEPCO engage in cost-effective DSM programs. 

Staff recommends that AEPCO be allowed to recover its program costs for pre- 

approved DSM projects through a DSM adjustment mechanism. 

Staff recommends that AEPCO submit annual and quarterly DSM reports to the 

Commission. 

2. 

3. 

4. 

5. 
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Q- 
A. 

6. Staff recommends new rates for AEPCO in order for AEPCO to mer Staffs 

recommended revenue requirements. These rates would result in an overall 

increase for Class A members of 7.8 percent. Mohave Electric's increase would 

be 15.3 percent, while the increase for the other distribution cooperatives would 

be 4.1 percent each. 

Does this conclude your direct testimony? 

Yes, it does. 
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M.P.A. 
A.A. 

Political Science, Arizona State University (1976) 
Public Administration, Arizona State University (1 982) 
Economics, Glendale Community College (1993) 

Additional Training 

Management Development Program - State of Arizona, 1986-1987 
UPLAN Training - LCG Consulting, 1989,1990,1991 
various seminars, workshops, and conferences on energy efficiency, rate design, 

computer skills, labor market information, training trainers, and Census products 
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Employment History 

Arizona Corporation Commission, Utilities Division, Phoenix, Arizona: Public Utilities 
Analyst V (October 2001-present), Senior Economist (July 1990-October 2001), Economist 
I1 (December 1989-July 1990), Economist I (August 1989-December 1989). Conduct 
economic and policy analyses of public utilities. Coordinate working groups of stakeholders on 
various issues. Prepare Staff recommendations and present testimony on electric resource 
planning, rate design, special contracts, energy efficiency programs, and other matters. 
Responsible for maintaining and operating UPLAN, a computer model of electricity supply and 
production costs. 

Arizona Department of Economic Security, Research Administration, Economic Analysis 
Unit: Labor Market Information Supervisor (September 1985-August 1989), Research and 
Statistical Analyst (September 1984-September 1985), Administrative Assistant (September 
1983-September 1984). Supervised professional staff engaged in economic research and 
analysis. Responsible for occupational employment forecasts, wage surveys, economic 
development studies, and over 50 publications. Edited the monthly Arizona Labor Market 
Information Newsletter, which was distributed to about 4,000 companies and individuals. 

Testimony 

Resource Planning for Electric Utilities (Docket No. U-0000-90-088), Arizona Corporation 
Commission, 1990; testimony on production costs and system reliability. 
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Trico Electric Cooperative Rate Case (Docket No. U- 146 1-9 1 -254), Arizona Corporation 
Commission, 1992; testimony on demand-side management and time-of-use and interruptible 
power rates. 

Navopache Electric Cooperative Rate Case (Docket No. U-1787-91-280), Arizona Corporation 
Commission, 1992; testimony on demand-side management and economic development rates. 

Arizona Electric Power Cooperative Rate Case (Docket No. U-1773-92-214), Arizona 
Corporation Commission, 1993; testimony on demand-side management, interruptible power, 
and rate design. 

Tucson Electric Power Company Rate Case (Docket Nos. U-1933-93-006 and U-1933-93-066) 
Arizona Corporation Commission, 1993; testimony on demand-side management and a 
cogeneration agreement. 

Resource Planning for Electric Utilities (Docket No. U-0000-93-052), Arizona Corporation 
Commission, 1993; testimony on production costs, system reliability, and demand-side 
management. 

Duncan Valley Electric Cooperative Rate Case (Docket No. E-01 703A-98-043 l), Arizona 
Corporation Commission, 1 999; testimony on demand-side management and renewable energy. 

Tucson Electric Power Company vs. Cyprus Sierrita Corporation, Inc. (Docket No. E-00001-99- 
0243), Arizona Corporation Commission, 1999; testimony on analysis of special contracts. 

Arizona Public Service Company's Request for Variance (Docket No. E-01345A-01-0822), 
Arizona Corporation Commission, 2002; testimony on competitive bidding. 

Generic Proceeding Concerning Electric Restructuring Issues (Docket No. E-00000A-02-005 l), 
Arizona Corporation Cornmission, 2002; testimony on affiliate relationships and codes of 
conduct. 

Tucson Electric Power Company's Application for Approval of New Partial Requirements 
Service Tariffs, Modification of Existing Partial Requirements Service Tariff 101, and 
Elimination of Qualifying Facility Tariffs (Docket No. E-01 933A-02-0345) and Application for 
Approval of its Stranded Cost Recovery (Docket No. E-O1933A-98-0471), Arizona Corporation 
Commission, 2002, testimony on proposals to eliminate, modify, or introduce tariffs and 
testimony on the modification of the Market Generation Credit. 

Arizona Public Service Company's Application for Approval of Adjustment Mechanisms 
(Docket No. E-01 345A-02-0403), Arizona Corporation Commission, 2003, testimony on the 
proposed Power Supply Adjustment and the proposed Competition Rules Compliance Charge. 
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Generic Proceeding Concerning Electric Restructuring Issues, et a1 (Docket No. E-00000A-02- 
005 1, et al), Arizona Corporation Commission, 2003; Staff Report on Code of Conduct. 

Arizona Public Service Company Rate Case (Docket No. E-01345A-03-0437), Arizona 
Corporation Commission, 2004; testimony on demand-side management, system benefits, 
renewable energy, the Returning Customer Direct Assignment Charge, and service schedules. 

Publications 

Author of the following articles published in the Arizona Labor Market Information Newsletter: 

"1 982 Mining Employees - Where are They Now?" - September 1984 
"The Cost of Hiring" and "Arizona's Growing Industries" - January 1985 
"Union Membership - Declining or Shifting?" - December 1985 
"Growing Industries in Arizona" - April 1986 
"Women's Work?" - July 1986 
"1987 SIC Revision" - December 1986 
"Growing and Declining Industries" - June 1987 
"1986 DOT Supplement" and "Consumer Expenditure Survey" - July 1987 
"The Consumer Price Index: Changing With the Times" - August 1987 
"Average Annual Pay" - November 1987 
"Annual Pay in Metropolitan Areas" - January 1988 
"The Growing Temporary Help Industry" - February 1988 
YJpdate on the Consumer Expenditure Survey" - April 1988 
"Employee Leasing" - August 1988 
"Metropolitan Counties Benefit fiom State's Growing Industries" - November 1988 
"Arizona Network Gives Small Firms Helping Hand" - June 1989 

Major contributor to the following books published by the Arizona Department of Economic 
Security: 

Annual Planning Information - editions from 1984 to 1989 
Hispanics in Transition - 1987 

(with David Berry) "Contracting for Power," Business Economics, October 1995. 

(with Robert Gray) "Customer Selection Issues," NRIU Quarterly Bulletin, Spring 1998. 
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Reports 

(with Task Force) Report of the Task Force on the Feasibility of Implementing Sliding Scale 
Hookup Fees. Arizona Corporation Commission, 1992. 

Customer Repayment of Utility DSM Costs, Arizona Corporation Commission, 1995. 

(with Working Group) Report of the Participants in Workshops on Customer Selection Issues," 
Arizona Corporation Commission, 1997. 

"DSM Workshop Progress Report," Arizona Corporation Commission, 2004. 

(with Erin Caper) "Staff Report on Demand Side Management Policy," Arizona Corporation 
Commission, 2005. 
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Base Cost of Fuel and Purchased Power 
for AEPCO Adjustor 

RUS 
Account 

501 fuel costs for steam power generation 
less MEC Schedule A adjustment 
less City of Mesa adjustments 
less legal fees 
less fixed fuel costs (except gas reservation) 

547 fuel costs for other power generation 

555 purchased power costs (demand & energy) 
less MEC Schedule A adjustment 
less City of Mesa adjustments 
plus Purchase Power adjustment 
less PNM adjustment 

565 wheeling costs (firm & non-firm) 
plus wheeling contract adjustment 

Cosfs 

447 non-Class A sales for resale 
plus MEC Schedule B reclassification 
less City of Mesa adjustments 
less revenue for legal expenses 

Revenues 

Base Cost (Costs-Revenues) 
Class A kWh sales 

$IkWh 

$46,830,878 
-550,220 
-407,498 

-1,030,873 
-295,865 

$44,546,422 

$1 5,464,540 

$1 6,270,579 
-333,790 
-1 69,803 

88,139 

$15,605,125 
-250,000 

$8,036,486 

$8,016,926 
-19,560 

$83,633,013 

$51,757,181 
142,921 

-903,664 
-923,826 

$50,072,612 

$33,560,401 
2,025,326,533 

$0.01 657 
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EXECUTIVE SUMMARY 
ARIZONA ELECTRIC POWER COOPERATIVE 

DOCKET NO. E-01773A-04-0528 

Arizona Electric Power Cooperative (“AEPCO”) filed a rate application with the Arizona 
Corporation Commission (“ACC or Commission”) on July 23,2004. The 2003 calendar year 
was selected by AEPCO as its test-year for all rate making revenues, rate based utility plant, 
and operating expenses. This testimony solely concerns the rate based utility plant. AEPCO 
adjusted its 2003 rate based utility plant to include a coal blending facility constructed 
following the test-year but preceding its July 2004 rate application. 

The justification of need for all AEPCO rate based utility plant constructed since October 
2002 is addressed in this testimony. Commission witness, Jerry D. Smith, reaffirms the 
justification of need for such facilities established in prior Commission proceedings. His 
testimony concludes that all utility plant contained in AEPCO’s rate application is used and 
useful. 
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WITNESS BACKGROUND AND QUALIFICATION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please state your name, occupation, and business address. 

My name is Jerry D. Smith. I am an Electric Utility Engineer employed by the Arizona 

Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff ’). 

My business address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Please describe your educational background. 

I graduated from the University of New Mexico in 1968 with a Bachelor of Science 

degree in Electrical Engineering. I received a Masters of Science degree in Electrical 

Engineering from New Mexico State University in 1977 majoring in power systems and 

electric utility management. 

Do you hold any special licenses or certificates? 

I am licensed with the State of Arizona as a Professional Engineer - Electrical. 

Briefly describe your responsibilities as an Electric Utility Engineer. 

I joined the Commission’s Utilities Division Staff as an electric engineer in 1999. In my 

capacity as an Electric Utility Engineer, I have investigated the quality of service provided 

by electric utilities in Arizona and been responsible for three biennial transmission 

assessments regarding the reliability of existing and planned h z o n a  transmission 

facilities. During my employment at the Commission, I have investigated numerous 

system disturbances on behalf of the Commission. A 1999 blackout of Southern Arizona, 

a 2001 blackout of Gila Bend, and several extra high voltage (“EHV”) disturbances 

occurring in 2003 and 2004 are among the system disturbances I have investigated. My 

most recent investigations were of the Westwing and Deer Valley Substation fires. 
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I chaired a series of Commission Distributed Generation workshops in 1999 and have 

participated in the revision and application of electric retail competition rules throughout 

Arizona. I have also inspected physical electric utility plant consisting of generation, 

transmission and distribution facilities. Such facility inspections were necessary to make a 

"used and useful" determination for rate case applications and to ascertain the level of 

security, safety, operational integrity, and maintenance exhibited by such facilities. 

Q. 
A. 

Q. 
A. 

Please describe other pertinent work experience. 

I have over 27 years of experience as an engineer and manager in the electric utility 

industry. I was employed by the Salt River Project from 1968 through 1995. During that 

time I: 1) analyzed and planned transmission and distribution system improvements; 2) 

managed the design and consultation services required for retail customer projects; and 3) 

served as primary contact for local municipalities regarding siting of facilities and 

utilizing funds for aesthetic treatment of water and power facilities. I also performed 

ancillary functions such as development and management of capital improvement budgets; 

formation and modification of system planning, operational and maintenance policies, 

procedures and practices; and creation, modification and administration of new 

contribution in aid of construction charges and tariffs. 

Have you previously testified before this Commission? 

Yes. I have extensive experience testifying before the Commission. I have testified on 

numerous occasions regarding quality of service to electric customers in the City of 

Nogales and Santa Cruz County. I was a Staff witness regarding the 2003 competitive 

wholesale power solicitations required by the Commission. I have provided testimony for 

over 35 power plant and transmission line applications for a Certificate of Environmental 

Compatibility. My experience filing engineering reports and providing testimony for the 
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Commission in rates cases is most applicable to this case. I have provided engineering 

reports and rate case testimony for Duncan Valley Electric Cooperative, Navapache 

Electric Cooperative, and the Arizona Public Service Company and an Open Access 

Transmission Tariff (“OATT”) case for Southwest Transmission Cooperative. 

PURPOSE AND PREPARATION OF TESTIMONY 

Q* 
A. 

Q. 
A. 

Q. 
A. 

What is the purpose of your testimony in this case? 

I am providing testimony concerning the security, safety, operational integrity, and 

maintenance status of AEPCO’s Apache Station power plant. My testimony considers 

both test-year facilities and post test-year facilities filed by the applicant for inclusion in 

this rate case. This testimony documents the justification of need previously considered 

by this Commission for all new post test-year capital improvements proposed for inclusion 

in the rate base by AEPCO. Finally my testimony determines to what degree the test-year 

and post test-year AEPCO facilities are “used and useful.” 

How have you prepared for your testimony? 

I have reviewed information on file, issued data requests to AEPCO, inspected AEPCO’s 

Apache Station generating plant and talked with AEPCO, Southwest Transmission 

Cooperative (“SWTC”) and Sierra Southwest Cooperative Services (“Sierra Southwest”) 

personnel. 

When did you inspect AEPCO’s facilities? 

I inspected AEPCO’s Apache Station and all on-site facilities appurtenant to the power 

plant during a December 9, 2004 site visit. A summary report of my findings is attached 

as Exhibit JS-3. 
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Q. 

A. 

Q. 
A. 

Q* 

A. 

What AEPCO, SWTC and Sierra Southwest personnel have you talked with 

concerning this docket? 

I have talked with Mr. Dirk Minson, Chief Financial Officer; Mr. Gary Pierson, Financial 

Services Manager; Mr. Larry Huff, General Manager; Mr. Gary Grim, Transmission 

Engineering Manager; Mr. Mark Schwirtz, Plant Manager; and Mr. Charles Walling, 

Generation Engineering Manager. 

What documentation have you reviewed in preparing your testimony? 

I have reviewed all rate application material filed by the applicant and numerous responses 

to Staff data requests. I also reviewed testimony and ACC engineering reports filed for 

two prior AEPCO power plant financing applications’. ACC engineering reports for the 

two respective financing cases are attached as Exhibit JS-1 and Exhibit JS-2. 

Is your testimony herein based upon the aforementioned facility site observations, 

conclusions drawn from review of available documentation, information gathered by 

talking with applicant personnel and your educational background and work 

experience as a utility professional? 

Yes it is. 

FACILITIES CONSIDERED IN TESTIMONY 

Q. Have you reviewed AEPCO’s application and testimony regarding facilities it 

proposes to include in rate base for this case? 

Yes. I reviewed AEPCO’s Schedule E-5 that provides a detailed account of utility plant. 

AEPCO witness, Mr. Dirk Minson’s testimony indicates that the addition of a new 

A. 

Docket No. E-01773A-01-0701 and Docket No. E-01773A-02-0112. 
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Combustion Turbine Unit 4 (“CT4”) in October 2002 and the addition of a coal blending 

facility are among the primary reasons for requesting a rate increase. 

Q* 
A. 

What other facilities are considered in your testimony? 

AEPCO’s Schedule E-5 also includes other recent capital improvements contained in 

AEPCO’s 2001 -2004 Construction Work Plan. ACC Engineering Staff reviewed 

AEPCO’s construction plans at the time of its 2001 and 2002 financing applications with 

this Commission. Those facilities include four key capital improvements: 

1. Consolidation and upgrade of controls in a common control room for Apache 

Steam Turbine Units 1 ,2  and 3, 

2. A deluge fire protection system for Steam Turbine Units 2 and 3 cooling towers, 

3. A new coal blending system, and 

4. A deep well system upgrade to replace the well displaced by the new coal blending 

system. 

The Combustion Turbine Unit 4 construction was completed in October of 2002. All of 

other capital improvements, with the exception of the coal blending system, were 

constructed in 2002 and 2003. The coal blending facility was completed in April of 2004. 

JUSTIFICATION OF NEED FOR RECENT IMPROVEMENTS 

Q. Briefly describe how AEPCO established with the Commission a justification of need 

for Combustion Turbine Unit 4. 

AEPCO filed a financing application with the Commission in 2001 for funds to construct 

Combustion Turbine Unit 4.2 Exhbit JS-1 is a copy of the Engineering Report filed by 

Staff in that case. That report offers numerous citations that document the need for the 

A. 

Docket No. E-01773A-01-0701. 
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new 38 Megawatt (“MW’) generator. AEPCO’s inability to meet its generating reserve 

requirements beginning in 2001 were first exposed to the Co&ission at an Energy 

Workshop held on February 16, 2001. The generator did not become operational until 

October 2002. This means APCO was deficient in generating reserves for a period of two 

years. 

AEPCO provided W h e r  justification of need for the CT4 generator via Sections 8, 17, 18 

and 19 of Rural Utility Service (“RUS”) and Capital Financing Corporation (“CFC”) 

financing materials. AEPCO filed those materials in support of its financing application 

with the Commission. ACC Staff concluded in an Engineering Report3 that “AEPCO was 

pursuing the only option available to meet its short-term generation reserve requirements.” 

The report also noted the $30 million estimated cost of the proposed project was 

consistent with costs of similar facilities constructed by others. The Commission 

approved the requested financing for this project. 

Q- 

A. 

Briefly describe how AEPCO established with the Commission a justification of need 

for other recent major capital improvements. 

AEiPCO filed a financing application with the Commission in 2002 for h d s  to construct 

its other recent capital  improvement^.^ Exhibit JS-2 is a copy of the Engineering Report 

filed by Staff in that case. The report determined that the proposed improvements would 

favorably impact the reliability, plant efficiency and operational economics of Apache 

Station. Upgrades of Apache Station controls would improve combustion efficiencies, 

reduce spare parts and increase unit reliability. Installing a fire deluge protection system 

for Steam Turbine Unit 2 and 3 cooling towers would reduce the risk of fires. The coal 

blending system would provide the capability to blend coal from three sources to achieve 

Exhibit JS-1. 
Docket No. E-01773A-02-0112. 4 
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an optimal fuel blend fiom both an economic performance and an emissions standpoint. 

The deep well system improvements were necessary to replace a well displaced by the 

coal blending project and gain access to the aquifer at a greater depth. ACC Engineering 

Staff found the proposed Apache Station improvements to be appropriate and necessary 

given the age and operational status of the existing facilities. Nevertheless, Staff deferred 

a “used and useful” determination until such time that AEPCO filed for a rate adjustment5. 

The Commission approved the requested financing authority for these capital 

improvement projects. 

USED AND USEFUL DETERMINATION 

Q. 

A. 

Q* 
A. 

Please describe how you determined if all of the capital improvements addressed by 

your testimony were used and useful. 

On December 9, 2004, I toured the Apache Station power plant. I observed all of the 

AEPCO capital improvements for which justification of need had been previously 

established with the Commission and for which the Commission had approved financing 

authority. Photos were taken to document my observations and are attached to the 

Engineering Report of the site visit. This report is attached as Exhibit JS-3. 

Please summarize your observations of the Apache Station facilities. 

I observed each of the 7 generating units, the natural gas and coal fuel supply facilities, the 

power plant water facilities and the emergency equipment and supplies. The power plant 

complies with National Electric Safety Code (“NESC”) security and safety requirements. 

All of the generating units were operational. All natural gas and coal facilities were 

observed to be operational and well maintained. The associated fuel was secure and safely 

managed. The new coal blending facilities appeared well designed and effectively 

Exhibit JS-2. 
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integrated into the pre-existing infi-astructure. With the exception of an inactive ash pond, 

all plant water facilities were observed to be operational, in use and adequately 

maintained. The inactive ash pond is to be retired at some future date once financing is 

authorized. 

During my tour of the plant, I observed that personnel seemed well trained to respond to 

both operational and emergency events. The improved control room SCADA equipment, 

operational controls, informational displays, computers, and communication equipment 

enabled operating personnel to quickly respond to a boiler feed pump problem while I 

toured the control room. The plant has appropriate and sufficient emergency medical and 

fire fighting equipment and sufficient supplies to effectively manage emergency events as 

well. Furthermore, the site is being managed with a primary focus on personnel safety and 

operational safety. 

Q. 

A. 

Has Staff determined if the capital improvements made by AEPCO are “used and 

useful?” 

Yes. All facilities observed during my December 9, 2004 tour of Apache Station were 

operational and well maintained. The inactive ash pond is planned for retirement. The 

new CT4 generator, new control room and controls for Steam Turbine Units 1, 2 and 3, 

the new coal blending facilities, the fire protection upgrades, and deep well system for 

plant water needs all appear well designed and constructed to comply with current 

industry standards. Therefore, the subject AEPCO power plant facilities are found to be 

used and useful. 
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SUMMARY OF TESTIMONY CONCLUSIONS 

Q* 
A. 

Q. 
A. 

Please summarize the conclusions of your testimony. 

Utility plant improvements constructed by AEPCO between October 2002 and July 2004 

were appropriate and necessary to maintain reliable, efficient and cost effective service to 

its members and the wholesale market. The justifications of need for such facilities were 

established before the Commission in prior proceedings. All utility plant contained in 

AEPCO’s rate application is “used and useful” in supplying the energy needs of existing 

retail customers. 

Does this conclude your direct testimony? 

Yes, it does. 
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Memorandum 

To: 
From: 
Thru: 
Subject: 
Date: October 2,2001 

Jim Johnson, Auditor III, Utilities Division 
Jerry D. Smith, Electric Utilities Engineer, Utilities Division 
Del Smith, Engineering Supervisor, Utilities Division 
AEPCO Financing Application, Docket No. E-01773A-01-0701 

Arizona Electric Power Cooperative (“AEPCO”) filed an application on September 4,2001, 
for authority to incur debt and secure liens on its property for the financing of a new Combustion 
Turbine Unit 4. AEPCO proposes to borrow an amount not to exceed $30 million fi-om either the 
National Rural Utilities Cooperative Finance Cooperative and/or the Rural Utilities Service. 
Engineering Staff (Engineering) has reviewed the most recent AEPCO financing application and 
AEPCO’s response to Commission Staff data requests. Engineering offers the following assessment. 

AEPCO first documented its inability to meet it generating reserve requirements beginning in 
2001 at the ACC Energy Workshop 2001-2002 held on February 16,2001. The generating reserves 
deficiency is further substantiated by Section 8 of AEPCO’s Fast Track A Materials for RUWCFC. 
AEPCO has documented the need for the proposed 38 M W  combustion turbine generator very 
effectively in Section 3 of the same RUS/CFC material. In fact, AEPCO documents that it was 
unable to arrange cost-effective purchase power alternatives fiom the new Calpine South Point 
Power plant or the new Griffith Power Plant because of their intent to sell only at the commodity 
price (spot market). 

AEPCO also provided excellent documentation in Sections 17 and 18 of its RUWFC 
material of its fuel supply / delivery arrangements and its commitment to appropriate emission 
control technology. In Section 19, AEPCO documents the various transmission line constraints that 
impede its ability to purchase or deliver to others. Engineering concludes AEPCO is pursuing the 
only option available to meet its short-term generation reserve requirements. AEPCOs 
documentation serves as a good model of what Engineering would appreciate seeing in large power 
plant Certificate of Environmental Compatibility applications regarding project need, adequate and 
reliable transmission capacity and fuel supply / delivery capability. 

Engineering finds no technical flaws in AEPCO’s application for financing of a 38 MW 
combustion turbine generator. The cost estimate of the proposed project is consistent with cost of 
similar facilities constructed by others. 

JDS 

CC: Steve Olea, Acting Director, Utilities Division 
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Exhibit JDS-2 

Memorandum 
To: Jim Johnson, Auditor III, Utilities Division 
From: Jerry D. Smith, Electric Utilities Engineer, Utilities Division 
Thru: Del Smith, Engineering Supervisor, Utilities Division 
Subject: AEPCO Financing Application, Docket No. E-01773A-02-0112 
Date: August 2,2002 

Arizona Electric Power Cooperative (“AEPCO”) filed an application on February 1 1,2002, 
for authority to incur debt and secure liens on its property for the financing of necessary 
improvements at the Apache Generating Station. AEPCO proposes to borrow interim funds not to 
exceed $30,588,576 from the National Rural Utilities Cooperative Finance Corporation (“CFC”) and 
$26,764,000 to repay the interim CFC loan when permanent loan funds are available fiom the Rural 
Utilities Service (“RUS”) guaranteed Federal Financing Bank (“FFB”). Engineering Staff 
(“Engineering”) has reviewed the most recent AEPCO financing application and offers the following 
technical assessment. 

Engineering has reviewed AEPCO’s revised 2001-2004 Construction Work Plan filed with 
its financing application. The work plan contains all power plant related improvements for which the 
loan is requested. The bulk of the loan is for four key improvements as depicted in the table below: 

Table 1: Summary of Work Plan 

RUS 740c Code Project Name Amount 

1200.4 Apache Controls Upgrades 6,896,380. 
1200.7 ST2&3 CT Fire Protection Upgrade 1,064,330. 
1200.11 Coal Blending System 9,952,618. 
1200.27 Deep Well System Upgrades and Land Purchase 3,687,836. 

Other Miscellaneous Items 5,163,157. 

TOTAL $26,764,321. 

The improvements address reliability, plant efficiency and operational economics of the 
existing Apache Station. The Apache Controls Upgrades will improve combustion efficiency, reduce 
spare parts inventory and increase reliability. The Fire Protection Upgrade for ST2&3 cooling towers 
will reduce the risk of cooling tower fires by installing a deluge fire protection system to replace the 
existing inoperative fire protection system. The Coal Blending System will provide the capability to 
blend coal fiom three sources to acheve a fuel blend that is optimal from both a performance and an 
emission standpoint. The Deep Well System Upgrade establishes anew well to replace the deep well 
that will be displaced by the Coal Blending Facility and gives access to the aquifer at a greater depth. 

The remaining $5 million of improvements result in fuel diversity and delivery capability, 
improved emissions performance, unit efficiency improvements, and safety improvements. Oil 

AEPCO E-01 773A-04-0528 Dated 8/2/02 Page 1 of 2 
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burning capability for Combustion Turbine 2 is being re-established and a second fuel pipeline is 
being installed at the site to deliver fuel, backing up the gas obtained via El Paso Natural Gas under a 
full requirements contract. Coupling these improvements with the Coal Blending Facility assures 
AEPCO greater flexibility in negotiating fuel and delivery contracts to assure a reliable supply of 
fuel. This added flexibility is particularly of value in the existing economic climate where gas has 
been curtailed and is being reallocated on the El Paso pipeline. Many of the efficiency and emission 
improvements are likely to be viewed favorably during the air permitting process for the new 
Combustion Turbine 4 project which is not included in this loan package. 

The Apache Station site has been experiencing uniform subsidence accompanied by some 
fissures at the periphery of the site. Similarly, the local aquifer is being depleted and the water table 
has been dropping at a rate of approximately 4-5 feet annually for the last five years. AEPCO 
indicates that neither of these conditions is unusual or problematic for the plant. Nevertheless, water 
and subsidence monitoring systems are in place. 

Conclusion 

Engineering finds the power plant improvements proposed for Apache Station in AEPCO’s 
financing application to be appropriate and necessary given the age and operational status of the 
facilities. The cost estimates of the proposed projects are reasonable and are consistent with cost of 
similar facility improvements made by others in the power plant industry. However, Engineering 
defers judgement of all proposed improvements as “used and useful” until such time that AEPCO 
applies for a rate adjustment. A more thorough review of facilities will be undertaken at that time. 

JDS 

CC: Steve Olea, Assistant Director, Utilities Division 

AEPCO E-01773A-04-0528 Dated 8/2/02 Page 2 of 2 
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Memorandum 
Date: February 11,2005 
To: File 
From: Jerry D. Smith, Electric Utility Engineer 
Subject: AEPCO Site Visit - December 9, 2004 

Docket No. E-01773A-04-0528 

I visited with Arizona Electric Power Cooperative (“AEPCO”) and Southwest Transmission Cooperative 
(“SWTC”) personnel on December 9,2004. The purpose of the visit was to tour the Apache Power Plant, 
the Apache Substation, the new Winchester Substation, and a new Apache to Winchester 230 kV line to 
ascertain the operational status of new capital improvements contained in financing and rate application 
cases pending before the Arizona Corporation Commission (“ACC” or “Commission”). Gary Grim served 
as my host throughout the entire visit. We were joined by Mark Schwirtz and Charles Walling for the 
Apache Power Plant segment of the tour. 

The following documents my observations of AEPCO’s generation facilities during the site visit. It 
documents safety, security, and operation of the Apache Power Plant, new control room, coal blending 
facilities, new combustion turbine unit 4, ash ponds and fire protection equipment. Photos taken during this 
visit are attached as exhibits to document what was observed in the field regarding the subject power plant 
facilities. 

Apache Station 

The Apache Station power plant is located on highway 191 approximately 10 miles south of its intersection 
with the 1-10 interstate highway. The entrance to the power plant is depicted in Figure 1 of Exhibit 1. The 
same figure depicts the three steam turbine units. Steam Turbine Unit 1, Combustion Turbine Unit 3 and the 
new Combustion Turbine Unit 4 are depicted respectively in Figures 3 through 6. Security personnel 
maintain security and access to the plant site on a twenty four hours per day basis. Figure 2 depicts the 
location of security personnel at the entrance gate. The entire site has perimeter chain link fencing topped 
with barbed wiring. The chain-link fence is 8 feet in height, the plant entrance gate is properly secured, and 
proper signage is displayed in both English and Spanish as observed in Figure 2. These power plant security 
features comply with National Electric Safety Code (“NESC”) requirements. 

Fuel SupDly Facilities 

Exhibit 2 contains photos depicting facilities that supply fuel for the various Apache Station generators. 
Figures 7 and 8 provide views of the natural gas facilities. The natural gas substation depicted in Figure 7 is 
properly enclosed by a chain link fence and the substation site is secured with a locked gate. The natural gas 
pipeline, owned and operated by El Paso Gas, is located to the south of the plant site and gas substation and 
runs in both an easterly and westerly direction. The pipeline corridor east of the plant is depicted in Figure 
8. 

Figures 9 through 12 depict the on-site coal facilities. The plant’s coal stockpile is depicted in Figure 9 
while the railcar coal dump conveyors and fuel blending facilities are depicted in Figure 10. The conveyors 

AEPCO E-01773A-04-0528 Dated 2/11/05 Page 1 



Exhibit JDS-3 I 
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 

for moving the blended coal to the respective generating units are depicted in Figure 11. The new coal 
blending addition is depicted in Figure 12. 
All natural gas and coal facilities were observed to be operational and well maintained. The associated fuel 
was secure and safely managed. The new coal blending facilities were well designed, were effectively 
integrated into the pre-existing infrastructure and are operational, and well maintained. 

Plant Water Facilities 

Exhibit 3 depicts all of the major water facilities appurtenant to operation of a power plant. Figure 13 
depicts a combustion waste disposal facility (“CWDF’) or cooling water evaporation pond constructed north 
of the plant site in 1995. Meanwhile, Figure 14 shows the location of the old inactive CWDF or ash pond 
east of the plant site. Cooling towers in operation and use for the plant are depicted in Figures 15 through 
17. A water supply tank and tower is also depicted in Figure 15. With the exception of the inactive ash 
pond, all water facilities were observed to be operational, in use and adequately maintained. 

Emergencv Readiness 

Apache Station has a trained and certified emergency response team that can attend to medical emergencies, 
chemical spills or fires. The photos contained in Exhibit 4 depict facilities that enable effective on-site 
emergency and operational responses. The fire station depicted in Figure 17 stores all emergency vehicles 
and supplies. Emergency vehicles depicted in Figure 18 include a fire truck, a hazardous response truck, and 
a medical evacuation van. Figure 19 documents an ample supply of F-500 fire retardant stored in the fire 
house for use with electric fires. Fire fighting water is available from three sources: the water tower depicted 
in Figure 15, the well house containing a water feed pump depicted in Figure 20 or the Fire Truck storage 
tank. 

Personnel operating and maintaining the power plant also exhibited an attention to details that is also 
indicative of their emergency readiness. The new control room for steam turbine units 1,2 and 3 is depicted 
in Figure 21. While touring the control room I observed operating personnel respond to a boiler feed pump 
problem that tripped unit 3. The personnel appeared properly trained in responding to the event. Necessary 
Supervisory Control And Data Acquisition (“SCADA”), controls, informational displays, computers and 
communication equipment were available to enable other units to be timely ramped up in response to loss of 
unit 3. 

It was evident that the lessons learned by the Westwing transformer fires of July 4,2004 were being applied 
at this plant site. Figures 22 and 23 depict the step-up transformers that connect steam turbine units 1 and 2 
to the Apache Substation. These transformers have foundations setting in a cement oil spill cache basin. The 
basins were clean and maintenance personnel were replacing soil containing combustible coal dust with new 
soil and gravel around the transformer foundations. 

During tour of the plant facilities I observed that personnel are properly trained to respond to operational or 
emergency events. They have appropriate and sufficient equipment and supplies to effectively manage such 
events. Furthermore, the site is being maintained with a focus on personnel and operational safety as a 
priority. 

Conclusions 

AEPCO E-01773A-04-0528 Dated 2/11/05 Page 2 
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Personnel were well trained and demonstrated operational safety and personnel safety were a priority. With 
the exception of the inactive ash pond, all facilities observed during the December 9,2004 tour of AEPCO’s 
Apache Station were operational and well maintained. The inactive ash pond is planned for retirement. The 
new Combustion Turbine Unit 3, new control room and controls for Steam Turbine Units 1 ,2  and 3, the 
new coal blending facilities, the Fire Protection upgrades, and deep wells for power plant water needs all 
appear to be designed and constructed to comply with industry standards. Therefore, I conclude the subject 
AEPCO power plant facilities are “used and useful.” 

JDS/rdp 

Attachment: Exhibits 1-4 
cc: Ernest Johnson, Utilities Director 

Steve Olea, Assistant Utilities Director 
Del Smith, Engineering Supervisor 

AEPCO E-01773A-04-0528 Dated 2/11/05 Page 3 
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EXHIBIT 1 
Apache Station Power Plant 

' I  d .  >' 

rn 
I L :O8! 

Figure 3. Steam Turbine Unit Figure 4. Combustion Turbine Unit 3 

t-" 
Figure 5. Combustion Turbine Unit 4 Figure 6. Combustion Turbine Unit 4 
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EXHIBIT2 
Fuel Supply Facilities 
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Figure 8. Natural Gas Pipe& Wh 

Figure 10. Coal Dump Conveyors 
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Figure 1 1. Coal Conveyors to Plant Figure 12. Coal Blending Facilities 
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Figure 13. New Cooling Water Ponds 
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Exhibit JDS-3 

Figure 16. Pair of Cooling Towers East of Piant 
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EXHIBIT4 
Emergency and Fire Fighting Facilities 

figure 18. Fire Truck / Emergency Vehicles 

I 
Figure 20. Fire Fighting Water Feea rumps 

Figure 19. F-500 Fie  Retardant 
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Figun: 23. ST #2 Step-up Transformer 
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EXECUTIVE SUMMARY 
SOUTHWEST TRANSMISSION COOPERATIVE, INC. 

DOCKET NO. E-04100A-04-0527 

The direct testimony of Staff witness Crystal S. Brown addresses the following issues: 

Background - Southwest Transmission Cooperative, Inc. (“Southwest Transmission” or 
“Cooperative”) is a certificated electric transmission cooperative that supplied transmission 

~1 
i 
I 

I _ _  
service to six Class A members during 2003. 

On July 23, 2004, Southwest Transmission filed an application for a permanent rate increase. 
The primary reason stated by the Cooperative for the rate increase is the anticipated loss of 
approximately $2.8 million in revenues due to Morenci Water and Electric’s (“MW&E) 
planned bypass of Southwest Transmission’s system. 

Southwest Transmission’s application, as filed, proposes a $3,666,668, or 13.16 percent, 
revenue increase fkom $27,855,3 18 to $3 1,521,986 [including the temporary Regulatory Asset 
Charge (“FUC”) authorized in Decision No. 627581. The proposed revenue increase would 
produce an operating margin of $5,891,477 for a 7.42 percent rate of return on an original cost 
rate base of $79,392,886. Southwest Transmission requests a 1.15 times interest earned ratio 

~ ~I 
~ 

I 
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- 
(“TIER’). 

Revenue Requirement - Staff recommends operating revenues of no less than that proposed by 1 
the Cooperative. Staffs recommended revenue would produce a $3,666,668, or 14.58 percent, 
revenue increase from Staff adjusted Test Year revenues of $25,148,196 to $28,814,864. 
Staffs recommended revenue (excluding normalized annual RAC collections of $2,559,926) 
would produce an operating margin of $3,439,610 for a 4.51 percent rate of return on a Staff 
adjusted original cost rate base of $76,345,655. Staffs recommended revenue provides a 0.65 
times interest earned ratio (“TIER”) and a 0.81 debt service coverage ratio (“DSC’’). Including 
the RAC, the TIER and DSC improve to 1.13 and 1.02, respectively. 

Test Year Operating Margn - Staff made five (5) adjustments that reduced the operating 
margin by $2,451,867 from $2,224,809 to ($227,058). Staffs adjustments included 
reclassification and normalization of a Regulatory Asset Charge, normalization of legal and 
employee expenses and removal of costs unrelated to the provision of utility service. 

Rate Base - Staff made six (6) adjustments that reduced rate base by $3,047,230 fiom 
$79,392,885 to $76,345,655. Staffs adjustments included removal of working capital, plant 
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held for future use, member advances, deferred debits, acquisition costs and retirement work in I progress. 
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Q. 

A. 

Please state your name, occupation, and business address. 

My name is Crystal S. Brown. I am a Public Utilities Analyst V employed by the Arizona 

Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff ’). 

My business address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Q. 

A. I am responsible for the examination and verification of financial and statistical 

infomation included in utility rate applications. In addition, I develop revenue 

requirements, prepare written reports, testimonies, and schedules that include Staff 

recommendations to the Commission. I am also responsible for testifjmg at formal 

Briefly describe your responsibilities as a Public Utilities Analyst V. 

Q. Please describe your educational background and professional experience. 

A. I received a Bachelor of Science Degree in Business Administration from the University 

of Arizona and a Bachelor of Science Degree in Accounting fiom h z o n a  State 

Since joining the Commission, I have participated in numerous rate cases and other 

regulatory proceedings involving large electric, gas, telecommunications, and water 

utilities. I have testified on matters involving regulatory accounting and auditing. During 

the past six years, I have attended utility-related seminars on regulation, accounting, 

finance and income taxes designed to provide continuing and updated education in these 

areas. Various professional and industry organizations sponsored these seminars. 
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I have been employed by the Commission as a regulatory auditor and a rate analyst since 

August 1996. Prior to joining the Commission, I was employed by the Department of 

Revenue as a Senior Internal Auditor and by the Office of the Auditor General as a 

Financial Auditor. I was a Cost Center Review Specialist for Blue Cross Blue Shield of 

Anzona prior to my employment in state government. 

Q. 

A. 

What is the scope of your testimony in this case? 

I am presenting Staffs analysis and recommendations in the areas of rate base, operating 

income, and revenue requirement regarding Southwest Transmission Cooperative, Inc. ’s 

(“Southwest Transmission” or “Cooperative”) application for a permanent rate increase. 

Staff witness Alejandro Ramirez is presenting Staffs times interest earned ratio (“TIER”) 

and debt service coverage (“DSC’’) ratio analysis and recommendations. Staff witness 

Erin Casper is presenting Staffs recommendations regarding the rate design. Staff 

witness Jerry Smith is presenting Staffs engineering analysis and recommendations. 

Q. 

A. 

What is the basis of your recommendations? 

I performed a regulatory audit of Southwest Transmission’s application to determine 

whether sufficient, relevant, and reliable evidence exists to support the Company’s 

requested rate increase. The regulatory audit consisted of examining and testing the 

financial information, accounting records, and other supporting documentation and 

verifying that the accounting principles applied were in accordance with the Commission 

adopted National Rural Utilities Service (“RUS”) Uniform System of Accounts 

(C‘US OX’). 
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Q. 

A. 

Please review the background of this application. 

Southwest Transmission was formed as a result of the restructuring of Arizona Electric 

Cooperative, Inc “AEPCO’). Prior to August 2001, AEPCO provided both generation 

and transmission services to its customers. Pursuant to Decision No. 59943, dated 

December 26, 1996, the Commission approved a phased-in transition to electric 

competition. In 2001, AEPCO received Commission approval to restructure into three 

separate affiliated cooperatives: AEPCO, Southwest Transmission, and Sierra Southwest 

Cooperative (“Sierra Southwest”). 

AEPCO became a generation cooperative. Southwest Transmission became a 

transmission cooperative. Sierra Southwest became a cooperative that provides wholesale 

marketing and support services, including staffing of non-core positions to AEPCO and 

Southwest Transmission. 

Decision No. 63868 required that the Cooperatives provide the Director of the Utilities 

Division with “an informational submission” that was required within “35 months of the 

date of closing”’ for the restructuring. Decision No. 65367, dated November 5 ,  2002, 

modified this requirement to include full Arizona Administrative Code R14-2-103 

information and set the rate filing date at July 1, 2004. On July 23, 2004, Southwest 

Transmission filed an application for a permanent rate increase. On August 27, 2004, 

Staff filed a Letter of Sufficiency. 

Southwest Transmission is a certificated Arizona-based transmission cooperative that 

provided electric transmission service to six Class A members as well as certain other 

Decision No. 63868, Page 14, Finding of Fact No. 74 
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customers during the Test Year. Southwest’s current rates were authorized in Decision 

No. 65367, dated November 5,  2002 and Decision No. 62758, dated July 27, 2000. 

Decision No. 65367 authorized total revenues of $29,129,952 to provide a 7.99 percent 

rate of return on a $65,856,223 original cost rate base. Decision No. 62758 authorized the 

transfer of the Regulatory Asset Charge (“RACY’) from AEPCO to Southwest 

Transmission. 

Q. What is the primary reason for the Cooperative’s requested permanent rate 

increase? 

The primary reason indicated by the Cooperative for the rate increase is the anticipated 

loss of approximately $2.8 million in revenues due to Morenci Water and Electric’s 

(“MW&E”) planned bypass of Southwest Transmission’s system. 

A. 

CONSUMER SERVICE 

Q. Please provide a brief history of customer complaints received by the Commission 

regarding Southwest Transmission. 

Staff reviewed the Commission’s records and found no formal complaints from its 

members fiom 2001 to 2004. Five opinions against the rate increase have been received 

from retail customers of the distribution member cooperative in Mohave County as of 

February 8,2005. 

A. 

SUMMARY OF PROPOSED REVENUES 

Q. 

A. 

Please summarize the Company’s filing. 

The Cooperative’s application, as filed, proposes total annual operating revenue of 

$31,521,986, an increase of $3,666,668, or 13.162 percent, over claimed Test Year 

The Cooperative’s Schedule A-1, line 10 reports a 13.70 percent increase; however, mathematically, $3,66 2 

divided by $27,855,318 is 13.16 percent. 
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revenue of $27,855,3 18. Southwest Transmission’s operating 

$2,707,122 of RAC revenues. 

Q. Please summarize Staffs recommended revenue. 

Staff recommends total annual operating revenue of $28,814,864, an increase of 

$3,666,668, or 14.58 percent, over Staff adjusted Test Year revenues of $25,148,196. 

Staff recognizes $2,559,926 of non-operating RAC cash flow. 

Staff recommends operating revenue no less than that proposed by the Cooperative whch 

(excluding normalized RAC collections of $2,559,926) would produce an operating 

margin of $3,439,610 for a 4.51 percent rate of return rate return on a Staff adjusted 

original cost rate base of $76,345,655 to provide a 0.65 times interest earned ratio 

(“TIER”) and a 0.81 debt service coverage ratio (“DSC”). Including the RAC, the TIER 

and DSC improve to 1.13 and 1.02, respectively. and DSC improve to 1.13 and 1.02, respectively. 

Q. What Test Year did Southwest Transmission use in this filing? 

A. Southwest Transmission’s rate filing is based on the twelve months ended December 3 1, 

2003 (“Test Year”). 

Q. Please summarize the rate base and operating income recommendations and 

adjustments addressed in your testimony for Southwest Transmission. 

My testimony addresses the following issues: A. 

Plant Acquisition Adjustment - This adjustment decreases Plant in Service by $4,413 to 

properly reflect the original cost rate base and to be consistent with Decision No. 65367. 
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Accumulated Depreciation - This adjustment increases Accumulated Depreciation by 

$25,756 to remove retirement work in progress. 

Member Advances - This adjustment decreases rate base by $228,188. This adjustment 

recognizes that the interest paid to the Members is recovered through operating expense, 

and consequently, the advances which are directly related to the interest expense should be 

removed from rate base to prevent double recovery. 

Working Capital - This adjustment decreases Working Capital by $2,265,954 to reflect 

Staffs different calculation of certain Worlung Capital components and to eliminate the 

Cooperative’s selective recognition of components. 

Plant Held for Future Use - This adjustment decreases rate base by $377,214 to reflect 

land that will be liquidated. 

Deferred Debit - This adjustment decreases rate base by $145,705 to remove items that 

are not generally included in rate base. 

Remlatory Asset Charge (“RACY’) Revenue - This adjustment decreases operating margin 

by $2,707,122 and increases non-operating revenue by $2,559,926. This adjustment 

recognizes that RAC collections will cease once the deferred asset has been fblly 

amortized. This adjustment also normalizes the revenues expected from the RAC. 

Normalized Legal Expense - This adjustment decreases operating expenses by $83,799 to 

remove legal expenses that provided no benefit to Members. 
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Employee Vacancy Level Normalization Adjustment - This adjustment decreases 

operating expenses by $1 13,684 to normalize the level of employee vacancies. 

Food and Other Expense - This adjustment decreases operating expenses by $57,773 to 

remove expenses that were not needed to provide safe and reliable service. 

Interest Expense on Long-term Debt - This adjustment decreases net margin by $133,675 

to reflect Staffs recommended interest on long-term debt. 

RATE BASE 

Fair Value Rate Base 

Q. Did the Company prepare a Schedule showing the elements of Reconstruction Cost 

New Rate Base (‘LRCND”)? 

No, the Company did not. Therefore, Staff evaluated the original cost rate base as the fair 

value rate base (“FVRB”). 

A. 

Rate Base Summary 

Q. Please summarize Staffs adjustments to Southwest Transmission’s rate base shown 

on Schedules CSB-2. 

Staffs adjustments to Southwest Transmission’s rate base resulted in a net decrease of 

$3,047,230, from $79,392,885 to $76,345,655. Ths  decrease was primarily due to 

reducing the working capital requirement. 

A. 
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Rate Base Adjustment 1 - Plant Acquisition Adjustment 

A. In Decision No. 65367, dated November 5,  2002, Staff recommended that the plant 

acquisition adjustment be removed because the adjustment was questionable and Staff had 

not audited the adjustment? The Commission adopted Staffs recommendation to remove 

Southwest Transmission's acquisition adjustment from rate base (Page 4 at line 23). 

Q. Did Staff audit the plant acquisition adjustment in this rate proceeding? 

A. Yes, Staff audited the plant acquisition adjustment and found that the Cooperative did not 

have sufficient documentation to support the adjustment. 

Q. Should the plant acquisition adjustment be included in rate base? 

A. No, it should not. Original cost rate base is calculated using the original cost of plant 

assets. An acquisition adjustment, by definition, is not the original cost of an asset 

because it is the difference between the original cost of an asset and the purchase price. 

Staff found no sufficient evidence to support the adjustment. Therefore, non-recognition 

of the acquisition adjustment in rate base is the normal rate-making treatment. 

Decision No. 65367, page 4, lines 6 through 9 3 
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Q. What is Staff recommending? 

A. Staff recommends decreasing plant in service by $4,413 as shown on Schedules CSB-3 

and CSB-4. 

Rate Base Adjustment 2 - Accumulated Depreciation 

Q. 

A. 

What is Southwest Transmission proposing for Accumulated Depreciation? 

Southwest Transmission is proposing $54,763,40 1 for Accumulated Depreciation. That 

mount is composed of $54,789,157 in accumulated depreciation of plant in service and a 

$25,756 reduction of accumulated depreciation for a retirement work in progress as shown 

on Schedule CSB-5. 

Q. 

A. 

Is retirement work in progress normally a component of rate base? 

No. Retirement work in progress should reflect a coordinated treatment of the plant to be 

retired, accumulated depreciation, salvage value and disposal cost. The retirement should 

be completed before rate base is adjusted. 

In Decision No. 653674, dated November 5, 2002, Staff recommended that a retirement 

work in progress be removed because the mount was questionable and unaudited. The 

Commission adopted Staffs recommendation. In the instant case, Staff audited the 

retirement work in progress and determined that it should be removed. 

Q. What is Staff recommending? 

A. Staff recommends increasing Accumulated Depreciation by $25,756, from $54,763,401 to 

$54,789,157 to remove retirement work in progress from rate base as shown on Schedules 

CSB-3 and CSB-5. 

Page 24 at line 23 
Decision No. 65367, page 4, lines 6 through 9 

4 
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Rate Base Adjustment 3 - Member Advances 

Q. What programs does Southwest Transmission have that result in Member 

Advances? 

Southwest Transmission has two types of programs that result in member adv 

member investments and member prepaid transmission bills. The member invest 

program allows members to invest funds with the Cooperative and the Cooperative pays 

interest on those funds. The prepaid transmission program allows members to make 

prepayments on their monthly transmission bills and the Cooperative pays interest on 

those prepaid bills. 

A. 

Q. How does the Cooperative treat the balance of Member Advances and the interest - 

paid on those funds in its filing? 

A. The Cooperative did not deduct Member Advances of $228,1886 in its rate base 

calculation but it included the $3,2817 of interest paid to members for use of their funds as 

an operating expense. An inequity is created by the Cooperative’s proposal because it 

provides for recovery of Southwest Transmission’s Member Advances costs by treating 

the related interest as an operating expense without also recognizing that AEPCO has use 

of the fund advanced by members. 

Q. What is the effect of the Cooperative’s proposed treatment? 

A. The effect of the Cooperative’s proposed treatment is to provide double recovery. The 

Cooperative pays interest to the members that provide the advances and recovers that 

interest cost by including it in operating expenses. Failure to deduct Member Advances 

overstates rate base by not recognizing the Cooperative’s use of the advanced funds and 

has the effect, theoretically, of providing a return on the advanced funds. 

Per data request response CSB 2-28 
Per data request response CSB 6-1 
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Did the Commission deduct Member Advances in the rate base calculation of the 

prior rate proceeding in which Southwest Transmission and AEPCO were one 

cooperative? 

Yes. The Commission, in Decision No. 58405*, deducted Member Advances in the rate 

base calculation. 

A. 

Q. What is Staff recommending? 

A. Consistent with Decision No. 58405, Staff recommends that $228,188 in Memb 

Advances be deducted fiom rate base as shown on Schedules CSB-3 and CSB-6. 

Rate Base Adjustment 4 -Working Capital 

Q. 

A. 

What is Southwest Transmission proposing for Working Capital? 

Southwest Transmission is proposing $3,122,117 for Worlung Capital. That amount is 

composed of $858,420 for materials and supplies, $908,046 for prepayments, and 

$1,355,651 for CFC Certificates and Bonds as shown on Schedule CSB-7. 

Q. 

A. 

Did Staff make any adjustments to the Cooperative’s Working Capital? 

Yes. Staff discusses its adjustments to materials and supplies, prepayments, CFC 

Certificates and Bonds separately. 

Worlung; Capital - Materials and Supplies 

Q. What amount did Southwest Transmission include for Materials and Supplies in its 

proposed Working Capital calculation? 

Southwest Transmission included $858,420 for Materials and Supplies inventory in its A. 

working capital calculation. 

Page 6 ,  at line 9 8 
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Q. How did Southwest Transmission calculate the Materials and Supplies balance 

proposed in rate base? 

Southwest Transmission calculated the Materials and Supplies balance using a 13-month A. 

average. This method adds together the December 31, 2002, ending Materials and 

Supplies balance with the Test Year month-end balances and divides by 13. 

Q. Does use of the 13-month average calculation proposed by Southwest Transyission 

measure the average monthly balance for each month of the Test Year? 

A. No. 

materials and supplies balance. 

Therefore, the Cooperative's proposed method could over- or under- state the 

Q. What method provides a more accurate measurement of the average balance each 

month? 

A. A 12-month average based on the average inventory balance for each month of the Test 

Year. To illustrate, the average monthly balance for January is calculated by adding the 

beginning balance on January lSt (i.e., the ending balance on December 3 lSt of prior year) 

to the ending balance on January 3lSt, and dividing the total by two. The 12 monthly 

averages are totaled and divided by 12 to obtain an average balance. 

Q. What does Staff recommend for the Materials and Supplies balance in the Working 

Capital calculation? 

Staff recommends $856,163 for Materials and Supplies as shown on Schedule CSB-7. A. 



I 
1 
i 1 

2 

3 

4 I 
~1 
~I 5 

I I 

8 

9 

I1 10 

11 

~1 12 

13 

14 

15 

~I 

16 

17 

~B 18 

19 

20 

21 

~I 22 

23 

I 24 

25 

26 

I 27 

‘I 

Direct Testimony of Crystal S. Brown 
Docket No. E-04100A-04-0527 
Page 13 

Working Capital - Prepayments, CFC Certificates and Bonds 

Q. Is Southwest Transmission proposing to include Prepaymen , CFC Certificates a 

Bonds in the Working Capital calculation? 

Yes. Southwest Transmission is proposing $908,046 for prepayments and $1,355,651 in 

CFC Certificates and Bonds. 

A. 

Q. Does Southwest Transmission’s proposal to include Prepayments, CFC, Certificates 

and Bonds in the Working Capital calculation represent an inequitable, selective 

adjustment to increase rate base? 

Yes. The Cooperative has ignored the large component of Working Capital (i.e., cash 

working capital) represented by revenues received and expenses paid. The impact on 

Working Capital of revenues and expenses can be calculated using a lead-lag study. A 

A. 

lead-lag study is recognized as the most accurate method to calculate cash working 

capital. 

The Cooperative chose not to conduct a lead-lag study, and accorbgly, omitted a major 

component of Working Capital. It is inequitable to ignore a major component of the 

Working Capital analysis and selectively recognize other components. Had a lead-lag 

study been conducted, it might have shown that Working Capital is a negative component 

of rate base. 

Q. What factors imply that a lead-lag study could result in Working Capital being a 

negative component of rate base? 

Interest and property tax expenses are components of a lead-lag study. The Cooperative 

has approximately $5 million in interest expense and $2 million in property taxes. The 

Cooperative collects cash used to make interest and property tax expense payments prior 

A. 
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to the dates payment is due. For the period that Southwest Transmission holds these finds 

before payment, they are a source of cost-free capital. If a lead-lag study were performed, 

this source of cost-free cash would be a significant negative factor in calculation of the net 

working capital. 

Q. Does the Cooperative receive interest on the CFC Certificates and Bonds? 

A. Yes. In response to CSB 2-23, the Cooperative stated that it received approximately 

$67,782'. Therefore, including the CFC certificates and bonds in rate base would provide 

a second return on these investments. 

Q. Did the Commission remove Prepayments and CFC Certificates and Bonds from 

rate base of the prior rate proceeding in which Southwest Transmission and AEPCO 

were one cooperative? 

The Commission removed prepayments in Decision No. 58405". The Cooperative had 

not included CFC Certificates and Bonds in the rate base of that proceeding, therefore, it 

was not addressed in Decision No. 58405. 

A. 

Q. What is Staff recommending for Prepayments and CFC Certificates and Bonds? 

A. Consistent with Decision No. 58405, Staff recommends removal of Prepayments. Staff 

also recommends removal of CFC Certificates and Bonds from Working Capital as shown 

on Schedules CSB-3 and CSB-7. 

Q. What is Staffs recommended adjustment to Working Capital? 

A. Staff recommends decreasing Working Capital by $2,265,954 from $3,122,117 to 

$856,163 as shown on Schedules CSB-3 and CSB-7. 

Per response to CSB 2-23, the $1.355 million Equity Term Certificates accrues interest at 5.00 % annually. 
Page 6, at line 
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Q. What amount in Plant Held for Future Use is Southwest Transmission proposing to 

include in rate base? 

Southwest Transmission is proposing to include $377,214 of land classified as Plant Held 

for Future Use in rate base. 

A. 

Q. 

A. 

Does Southwest Transmission have a plan for future use of the land? 

No, it does not. In response to CSB 2-29, the Cooperative indicated that the land was 

purchased for a substation site's right-of-ways. The location of the substation changed, 

the land was no longer needed and will likely be liquidated. 

Q. What is Staff recommending? 

A. Staff recommends removal of the $377,214 in Plant Held for Future Use fiom Rate Base 

as shown on Schedules CSB-3 and CSB-8. 

Rate Base Adjustment 6 - Deferred Debit 

Q. What amount in Deferred Debits is Southwest Transmission proposing to include in 

Rate Base? 

Southwest Transmission is proposing $145,705 for Deferred Debits as shown on Schedule 

CSB-9. The amount is composed of $193 for preliminary survey and investigation 

charges, $57,657 for Job Tickets, and $87,855 for unamortized losses on reacquired 

debt." 

A. 

Per response to CSB 2-22 
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these Deferred Debits be included in kate base? 

should not. The Deferred Debits balance cons 

included in rate base. Preliminary survey and investigation charges and job tickets are a 

type of construction work in progress. Construction work in progress by definition is not 

used and useful. 

Unamortized losses on reacquired debt fu@re cash requirements for the 

Cooperative. Since Staff recommends a revenue requirement dependent on cash flow 

needs, there is no revenue requirement directly related to the carrying balance. Moreover, 

to the extent that losses on reacquired debt were refinanced with new debt, Staff is 

recommending recovery of these costs via operating and RAC revenue that provides TIER 

and DSC ratios exceeding 1.0. Including the unamortized loss on reacquired debt in rate 

base would be inequitable and serve only as a selective adjustment to augment rate base in 

the same manner as prepayments, CFC Bonds and Certificates. 

Q. Did the Commission remove the deferred debit from the rate base of the prior rate 

proceeding in which Southwest Transmission and AEPCO were one cooperative? 

Yes, the Commission, in Decision No. 5840512, removed the Deferred Debit from rate 

base. 

A. 

Q. What is Staff recommending? 

A. Consistent with Decision No. 58405, Staff recommends removal of the Deferred Debit 

from Rate Base as shown on Schedules CSB-3 and CSB-9. 

l2 Page 6, at line 8 % 
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Operating Income Summary 

Q. What are the results of Staffs analysis of Test Year revenues, expenses, and 

operating income? 

As shown on Schedules CSB-10 and CSB-11, Staffs analysis resulted in Test Year 

revenues of $25,148,196, expenses of $25,375,254, and operating income before interest 

expense on long-term debt of ($227,058). 

A. 

Operating Income Adjustment No. 1 - Regulatory Asset Charge 

Q. What is the source and purpose of the regulatory asset charge? 

A. In Decision No. 62758, the Commission transferred the regulatory asset charge ("RAC") 

from AEPCO to Southwest Transmission. The initial purpose of the RAC was to recover 

deferred debt refinancing costs and costs associated with the buy-out of the Carbon Coal 

all-requirements contract. The RACY as authorized by the Commission, is scheduled to 

decrease each year over the amortization term until the deferred cost is fully recovered. decrease each year over the amortization term until the deferred cost is fully recovered. 

Q. Did Staff make an adjustment to the revenue generated by regulatory asset charge in 

the Test Year? 

Yes, Staff reclassified the RAC collections fkom operating revenue and recognized it as a 

separate source of cash flow since it will cease when the regulatory asset is fully 

recovered. Staff also reduced the amount of RAC revenue from the actual Test Year 

A. 

mount of $2,707,122 to $2,559,926. Staffs lower amount represents a three-year 

normalization to recognize the known, scheduled decreasing RAC level as shown on 

Schedule CSB-12. 

Direct Testimony of Crystal S. Brown 
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OPERATING INCOME 
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Q. What is Staff recommending? 

A. Staff recommends reducing operating revenue by $2,707,122 and recognizing $2,559,926 

of RAC cash flow as shown on Schedules CSB-11 (lines 6 and 32) and CSB-12 (lines 5 

and 9). 

Operating Income Adjustment No. 2 - Normalized Legal Expense 

Q. 

A. 

What is Southwest Transmission proposing for Outside Services, Legal expenses? 

Southwest Transmission is proposing $316,87513 for Outside Services, Legal expenses as 

shown on Schedule CSB-13, line 4. Staff discusses the components of its legal expense 

normalization adjustment separately. 

ACC Jurisdiction Related Legal Expense 

Q Does the Cooperative propose to include legal expenses that provide no benefit to 

ratepayers in its revenue requirement? 

Yes. Southwest Transmission incurred and requests recovery of legal expenses related to 

its filing that requested that the Cooperative not be subject to ACC regulation (Decision 

No. 66835, dated March 12,2004). 

A. 

Q. What is Staff recommending? 

A. Staff recommends reducing Outside Services, Legal Expense by $77,936 as shown on 

Schedule CSB-13, line 2 to eliminate the legal expenses related to the ACC jurisdictional 

filing. 

l3 Per data request response to CSB 2-40. 
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Q. 

A. 

Did Southwest Transmission fail to support any of its legal expenses? 

Yes. Southwest Transmission objected to the release of certain portions of the Minutes of 

the Executive Session of the Board of Directors and legal invoices citing the attorney- 

client privilege. Therefore, the appropriateness of the certain legal costs could not be 

substantiated. 

Q. Did Staff inform Southwest Transmission of the likely consequence of not providing 

the requested information? 

Yes, in a letter dated September 29, 2004, addressed to both Southwest Transmission and 

AEPCO, Staff indicated that failure to provide complete legal invoices will result in a 

disallowance of such costs. 

A. 

Q. What was the total amount of expenses related to the redacted legal invoices and 

minutes that Staff recommends to be disallowed? 

The total amount was $5,86314 as shown on Schedule CSB-13 line 3. A. 

Q. Did the Commission find it appropriate to disallow legal expenses from AEPCO 

prior to Southwest Transmission’s spinoff? - 

A. Yes. In AEPCO’s prior rate proceeding before Southwest Transmission was spunoff, 

Staff recommended that $464,00015 in legal expenses paid to a law firm should be 

disallowed because it was imprudent for Southwest Transmission to have entered into the 

fee arrangements with the law firm. The Commission adopted Staffs recommendation. 

Staff estimated the majority of expenses related to the redacted issues based upon the number of general groups of 

DecisionNo. 58405, page 12, lines 5-12 and lines 21-23. 

14 

issues on an invoice. The total amount billed on the invoice was divided by the number of general groups. 
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Q. Does Southwest Transmission’s denial of access to records provide concerns beyond 

whether these legal costs are related to the provision of utility service and 

recoverable? 

Yes. Beyond the issue of whether the legal costs were incurred for utility purposes, the 

lack of access to records raises a question as to whether other significant issues related to 

the revenue requirement went undiscovered. 

A. 

Q. 

A. 

Does Staff have any other recommendations regarding redacted issues? 

Yes. In this case Staff was unable to quantify and remove payroll costs of all employees, 

outside services staff, and members of the Board of Directors who spent time working on 

the redacted issues. Staff recommends that in future rate proceedings Southwest 

Transmission be required to quantify all payroll costs of employees, outside services staff, 

and members of the Board of Directors fees related to time spent on redacted issues. 

Operating Income Adjustment No. 3 - Employee Vacancy Level 

Q. 

A. 

What is an employee vacancy level? 

An employee vacancy level reflects the number of employee positions that are not 

occupied. 

Q. 

A. 

What were the Cooperative’s vacancy levels for the years 2001,2002, and 2003? 

The Cooperative’s vacancy levels for the years 2001, 2002, and 2003 were 5, 3, and 116, 

respectively, as shown on Schedule CSB-14. 

Per data request response to CSB 2-37 16 
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Q. What is an appropriate way to recognize the year-to-year variances in the employee 

vacancy rate and associated costs to provide an average level of costs? 

The employee vacancy rate can be normalized by recognizing the average vacancy rate. 

Staff averaged the employee vacancy rates for the years 2001,2002 and 2003 to calculate 

a normalized vacancy rate. Then, Staff calculated the difference between the Test Year 

rate and the normalized rate and multiplied that difference by the average salary level for 

those years to determine an adjustment to reflect salaries at the normalized levels. This 

calculation is shown on Schedule CSB-14. 

A. 

Q. What is Staff recommending? 

A. Staff recommends decreasing operating expense by $113,684 as shown on Schedules 

CSB-11 and CSB-14. 

Operating Income Adjustment No. 4 - Food and Other Expenses 

Q. What is Southwest Transmission proposing for food, entertainment, and similar 

expenses? 

Southwest Transmission is proposing $57,773 for food, entertainment, and similar 

expenses as shown on Schedule CSB-15. 

A. 

Q. Are these expenses necessary for the provision of safe and reliable service? 

A. No, these costs are not necessary for the provision of safe and reliable service. 

Q. What ratemaking treatment does Staff recommend for these types of expenses? 

A. Since these costs are not necessary to provide service, Staff recommends that they be 

recognized as non-operating expenses and excluded from the revenue requirement. 
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Q. What is Staff recommending? 

A. Staff recommends decreasing operating expense by $57,773 as shown on Schedules CSB- 

11 and CSB-15. 

Non-Operating Income Adjustment No. 5 - Interest Expense on Long-term Debt 

Q. 

A. 

What is the Cooperative proposing for Interest Expense on Long-term Debt? 

Southwest Transmission is proposing $5,168,413 for Interest Expense on Long-term Debt 

as shown on Schedule CSB-16. 

Q. 

A. 

Did Staff accept the proposed Interest Expense on Long-term Debt amount? 

No, Staff did not. As discussed in the testimony of Staff Witness, Alejandro Ramirez, 

Staff determined that the appropriate amount of interest expense on long-term debt is 

$5,302,088. 

Q. What is Staff recommending? 

A. Staff recommends increasing the Interest Expense on Long-term Debt by $133,675 as 

shown on Schedules CSB-11 and CSB-16. 

Arizona Corporation Commission Gross Revenue Assessment 

Q. What came to Staff’s attention during the course of the audit concerning the ACC 

assessment? 

A. Southwest Transmission’s application did not report collecting any amount for an ACC 

assessment. This is consistent with the Cooperative’s annual report filed with the 

Commission for the year 2003. The Commission did not assess the Cooperative because 

the Cooperative reported $0 for intra-state revenues in its 2003 utilities annual report. In a 

letter addressed to the Utilities Division Compliance section, dated December 10, 2004, 
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Southwest Transmission stated, “SWTransco did not pay any annual assessment amounts 

in 2003 pursuant to A.R.S. $40-401 because it did not have any “gross operating revenues 

derived fiom intrastate operations during the preceding calendar year.” 

Q. 

A. Yes. 

Is Staff currently investigating this matter? 

Q. 

A. 

What does Staff recommend pending the outcome of this investigation? 

If the Commission determines that Southwest Transmission should be assessed, Staff 

recommends that the assessment be flowed through similar to sales taxes. This flow- 

through was authorized by the Commission in Decision No. 58405, prior to the 

restructuring of Southwest Transmission and AEPCO. On footnote 9, page 17, of that 

decision, the Commission states that “The gross revenue tax will in the future be 

recovered through a bill add-on.” Therefore, the assessment should not be included in the 

cost of service. 

Jurisdictional Separation 

Q. Did Southwest Transmission maintain separation between Commission jurisdiction 

and non-jurisdiction revenues and expenses ? 

No, it did not. The Cooperative serves a California member for which separate revenues 

and expenses were not maintained. 

A. 

Q. Is the Cooperative required to maintain separation of the revenues and expenses for 

the California member? 

Yes. The Arizona Administrative Code R14-2-103 B4 A. states the following: 
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Separation of nonjurisdictional properties, revenues and expenses associated 
with the rendition of utility service not subject to the jurisdiction of the 
Commission must be identified and properly segregated in a recognized 
manner when appropriate. 

Q. Can Staff identify some cooperatives that provided jurisdictionally separated 

information in their rate filings? 

Yes. Duncan Valley Electric Cooperative, Inc. and Garkane Power Association, Inc. 

provide jurisdictionally separated information in compliance with the Administr 

Code. These cooperatives generate much smaller revenues than Southwest Transmission. 

The jurisdictionally separated financial infomation helps to verify that Arizona ratepayers 

are not paying more than their fair share of the cost of providing service. 

A. 

Q. What is Staff recommending? 

A. Staff recommends that the Cooperative comply with Anzona Ahnistrative Code R14-2- 

103@)(4) in its next rate filing. 

Q. 

A. Yes, it does. 

Does this conclude your direct testimony? 
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EXECUTIVE SUMMARY 
SOUTHWEST TRANSMISSION COOPERATIVE, INC. 

DOCKET NO. E-01 773A-04-0527 

The direct testimony of Staff witness Alejandro Ramirez addresses the following issues: 

Operating Income, TIER and DSC Ratios - Staff recommends operating revenues no less 
than the $28,8 14,864 (excluding regulatory asset charge (“RAC”) collections) proposed by 
Southwest Transmission Cooperative, Inc. (“SWTCO” or “Applicant”) Staff calculates that 
the proposed revenues would provide a times interest earned ratio (“TIER”) of 0.65 and a 
debt service coverage (“DSC”) ratio of 0.81. Staff has also calculated a TIER of 1.13 and a 
DSC of 1.02 when including the RAC. The Applicant’s proposed revenue fails to provide 
sufficient internally generated cash flow, directly or indirectly through incremental debt 
financing, for plant replacement, improvement and expansion requirements. 

Capital Structure - The Applicant’s actual end of test year capital structure was composed by 
95.3 percent debt and 4.7 percent patronage equity. This is an excessively leveraged capital 
structure. This rate case is the appropriate time to address SWTCO’s highly leveraged 
capital structure. The capital structure issue is important because a highly leveraged capital 
structure has potentially detrimental impacts for service reliability and rates. The Applicant 
has not demonstrated that its proposed revenue is consistent with the Commission’s order 
(Decision No. 64991, dated June 26, 2002) to establish long-range goals to improve its 
patronage equity position. Staff recommends that the Applicant improve its equity position 
to 30 percent of the capital structure in a reasonable timefi-ame. 

Staff M h e r  recommends that the Commission restrict the distribution of hture patronage 
dividends by SWTCO until it has achieved a capital structure composed of at least 30 percent 
equity. 
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INTRODUCTION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q- 
A. 

Please state your name, occupation, and business address. 

My name is Alejandro Ramirez. I am a Public Utilities Analyst employed by the Arizona 

Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff ’). 

My business address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Briefly describe your responsibilities as a Public Utilities Analyst. 

In my position as a Public Utilities Analyst, I perfonn studies to estimate the cost of 

capital component of the revenue requirement in rate proceedings. I also perform other 

financial analyses. 

Please describe your educational background and professional experience. 

In 2002, I graduated summa cum laude from Arizona State University, receiving a 

Bachelor of Science degree in Global Business with a specialization in finance. While 

attending Arizona State University, I successfully completed the Barrett Honors College 

curriculum. My course of studies included classes in corporate and international finance, 

investments, accounting, statistics, and economics. I began employment as a Staff Public 

Utilities Analyst in 2003. Since that time, I have provided recommendations to the 

Commission on financings and prepared various studies in the field of cost of capital and 

econometrics. I have also attended seminars related to general regulatory and business 

issues. 

What is the scope of your testimony in this case? 

I discuss Southwest Transmission Cooperative, Inc.’s (“SWTCO or “Applicant”) current 

capital structure and provide Staffs recommended operating income. I also provide the 
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times interest earned (“TIER”) and debt service coverage (“DSC”) ratios resulting from 

Staffs recommended operating income. 

SUMMARY OF TESTIMONY AND RECOMMENDATIONS 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Briefly summarize how your testimony is organized. 

This testimony is organized in three sections. Section I presents the Applicant’s long-term 

debt and patronage equity balances. Section I1 discusses SWTCO’s capital structure. 

Finally, Section 111 discusses Staffs recommended operating income, TIER and DSC 

ratios for the Applicant. 

Have you prepared any exhibits to your testimony? 

Yes. I prepared three schedules (AXR-1 to AXR-3) that support Staffs 

recommendations. 

What is Staffs recommended operating income for the Applicant? 

Staff recommends an operating income no less than $3,439,610 for SWTCO (which is the 

operating income that would result fiom the Applicant’s proposed revenues). 

What TIER and DSC ratios would result from Staff‘s minimum recommended 

operating income of $3,439,610? 

Staff has calculated that an operating income of $3,439,610 would allow SWTCO to 

achieve a TIER of 0.65 which also equates to a 0.81 DSC. Staff has also calculated a 

TIER of 1.13 and a DSC of 1.02 when including the Regulatory Asset Charge (“RAC”) 

(Schedule AXR-4). Only by taking the RAC into account does the Applicant have the 

capacity to meet its debt service obligations. 
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SWTCO’S LONG-TERM DEBT AND PATRONAGE EQUITY BALANCE 

Q. What is the amount of SWTCO’s long-term debt outstanding? 

A. The Applicant had $94,164,787 in long-term debt outstanding as of November 1, 2004, 

and it is expected to incur $5,302,088 in interest expense related to its long-term debt 

during the year. 

Q. What were SWTCO’s patronage equity balances for the years ended 2003,2002 and 

2001? 

SWTCO’s patronage equity balances for the years ended 2003, 2002 and 2001 were 

$4,240,180, $2,2 18,235 and $1,8 12,664, respectively. 

A. 

SWTCO’S CAPTIAL STRUCTURE 

Q. 
A. 

Q. 
A. 

What was SWTCO’s actual end of test year capital structure? 

The Applicant’s actual end of test year capital structure was composed by 95.3 percent 

debt and 4.7 percent patronage equity’. Schedule AXR-1 presents the Applicant’s capital 

structures for the years 2001,2002 and 2003. 

Is SWTCO concerned with its current capital structure? 

Yes. In his direct testimony, the Applicant’s witness, Mr. William K. Edwards, has 

emphasized the importance for SWTCO to develop a stronger equity base. Moreover, Mr. 

Edwards recognizes and supports the efforts made by both the Commission and SWTCO 

to establish long-term goals for SWTCO’s patronage equity (Decision No. 64991, dated 

June 26,2002). 

’ Staff has calculated the capital structure by taking into account long-term debt and equity. 
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Q. 

A. 

Q. 
A. 

Q. 

A. 

How does SWTCO’s capital structure compare to other G&T utilities’ capital 

structure? 

Mr. William Edwards has compared SWTCO’s capital structure to the Capital structure of 

55 G&T utilities’ capital structure. As mentioned in his testimony, SWTCO’s capital 

structure is more leveraged than Mr. Edwards’ G&T utilities sample (See Mr. Edwards 

Direct Testimony, Page 10, Line 18-21). Schedule AXR-2 presents the capital structure of 

some G&T cooperatives that are rated by Standard & Poor’s (,‘S&P”) and the Applicant’s 

capital structure for the test year ended December 2003. The average capital structure of 

the G&T cooperatives is composed of 81.0 percent debt and 19.0 percent patronage equity 

as opposed to the Applicant’s capital structure composed of 95.3 percent debt and 4.7 

percent patronage equity. 

Is Staff concerned with the Applicant’s actual end of test year capital structure? 

Yes. SWTCO’s capital structure is highly leveraged as it has remained for several years. 

The Applicant’s capital structure has multiple potential negative effects including: (1) 

higher debt costs for new issuances; (2) reduced ability to incur new debt and finance 

capital improvements; and (3) places upward pressure on rates to cover debt service 

obligations. 

Has the Commission shown concern with highly leveraged cooperatives? 

Yes. The Commission ordered SWTCO (Decision No. 64991, dated June 26, 2002) and 

Arizona Electric Power Cooperative (“AEiPCO’) (Decision No. 64227, dated November 

29, 2001) to establish long-range goals to improve their patronage equity positions. In 

addition, the Commission ordered Trico Electric Cooperative, Inc. (“Trico”) to file a 

capital improvement plan with the Commission (Decision No.674 12, dated November 2, 
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2004). As discussed previously, hghly leveraged capital structures present potentially 

negative consequences. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Does the Rural Utilities Service (“RUS”) have any restrictions in regard to 

distribution of patronage dividends for highly leverage cooperatives? 

Yes. SWTCO’s audited financial statements for the years ended December 31, 2003 and 

2002, state “RUS mortgage provisions require written approval of any declaration or 

payment of capital credits. These provisions restrict the payment of capital credits to 25 

percent of the margins received by the Cooperative in the preceding year, unless total 

membership capital exceeds 40 percent of the total assets of the Cooperative (See Exhibit 

GEP-1, note to financial statement 7)”. 

Does the National Rural Utilities Cooperative Finance Corporation (“CFC”) have 

any restrictions in regard to distribution of patronage dividends for highly leverage 

cooperatives? 

Yes. The CFC requires a borrower to have a capital structure composed of at least 30 

percent patronage equity to distribute 100 percent of its net earnings as patronage 

dividends. If the borrower has a capital structure composed of less than 30 percent 

patronage equity, it would be able to distribute as patronage dividends only 30 percent of 

its patronage capital or operating margins for the preceding year. 

What approach does Staff recommend to improve SWTCO’s capital structure? 

Staff recommends steadily growing the Applicant’s patronage equity by setting rates that 

balance the interest of the ratepayers and SWTCO’s long-term financial health. SWTCO 
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has not shown how its proposed rates will improve its highly leveraged capital structure in 

a reasonable timeframe. Staff anticipates that the Applicant will use the opportunity 

provided by rebuttal testimony to explain how its proposed rate will adequately satisfy its 

capital structure deficiency. 

111. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

OPERATING INCOME, TIER AND DSC RATIOS 

What do the times interest earned ratio (“TIER”) and debt service coverage ratio 

(“DSC”) represent? 

TIER represents the number of times operating income covers interest expense on long- 

term debt. A TIER greater than 1.0 means that operating income is greater than interest 

expense. 

DSC represents the number of times internally generated cash covers required principal 

and interest payments on long-term debt. A DSC greater than 1.0 indicates that operating 

cash flow is sufficient to cover debt obligations. 

Do the Applicant’s lenders have debt covenants for TIER and DSC? 

Yes. The Rural Utilities Service (“RUS”) requires SWTCO to maintain a minimum TIER 

of 1.05 and a minimum DSC of 1 .O on an annual average best two of three years basis. 

What TIER and DSC level does the Applicant claim will result from its proposed 

revenues? 

The Applicant claims its proposed revenues would result in a 1.15 TIER and a 1.1 1 DSC. 

SWTCO’s witness, Mr. Edwards, states in his direct testimony that “...these are minimum 
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ratios to provide some financial stability and modest progress toward equity goals 

[emphasis added] (Mr. Edwards Direct Testimony, Page 11, Line 4 & 5)”. Moreover, Mr. 

Edwards recognizes that SWTCO has a long way to go towards improved financial 

strength. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

What TIER and DSC level does Staff conclude would result from the Applicant’s 

proposed revenues? 

Staff has calculated that SWTCO’s proposed increase in revenues would result in a TIER 

of 0.65 which also equates to a 0.81 DSC. Staff has also calculated a TIER of 1.13 and a 

DSC of 1.02 when including the Regulatory Asset Charge (“RAC”) (Schedule AXR-4). 

Only by taking the RAC into account does the Applicant have the capacity to meet its debt 

service obligations. 

Has the Applicant demonstrated that its proposed revenues are sufficient to improve 

its equity position in a reasonable timeframe? 

No. The Applicant has provided not support to demonstrate that its proposed revenues are 

insufficient to provide patronage equity growth to achieve a capital structure of at least 30 

percent patronage equity in a reasonable timefi-ame. 

What operating revenues does Staff recommend? 

Staff recommends operating revenues no less than what SWTCO is proposing 

($28,814,864 without taking into account the RAC or 31,374,790 including the RAC). 

Staff recognizes that the Applicant’s proposed revenues barely allow the Applicant to 
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cover its debt service. Staff also recognizes that to improve its equity position in a 

reasonable timefiame, higher rates are needed. 

CONCLUSION 

Q. 
A 

Q* 
A. 

Please summarize Staffs recommendations. 

Staff recommends that the Commission adopt a revenue requirement no less than that 

proposed by the Applicant. The Applicant’s proposed revenues fail to provide sufficient 

internally generated cash flow to finance, directly or indirectly through additional future 

debt financing, plant replacement, improvement and expansion requirements. The 

Applicant has not demonstrated that its proposed revenue is consistent with the 

Commission’s order (Decision No. 64991, dated June 26, 2002) to establish long-range 

goals to improve its patronage equity position. Staff recommends that the Applicant 

improve its equity position to 30 percent of the capital structure in a reasonable timefiame. 

Staff also recommends that the Commission restrict the distribution of future patronage 

dividends by SWTCO until it has achieved a capital structure composed of at least 30 

percent patronage equity. 

Does this conclude your direct testimony? 

Yes, it does. 
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97.5% 2.5% 
95.3% 4.7% 

SWTCOS HISTORICAL CAPITAL STRUCTURE 

Source: Based on the Applicant's filing 
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SAMPLE G&T COOPERATIVES' CAPITAL STRUCTURE 

G&T Coops 
Associated Electric Coop., Inc. 
Arkansas Electric Coop., Inc. 
Old Dominion Electric Cooperative 
Basin electric Power Cooperative 
Central Iowa Power 
Oglethorpe Power 
Seminole Electric Cooperative 
Tri-state Generating & Transmission Assoc. 
Hoosier Energy Rural Electric Coop., Inc. 
Chugach Electric Association 
Alabama Electric Coop., Inc. 
Western Farmer's electric 
Great River Energy 

Average 

% Debt' % Patronage Equity' 
78.0% 22.0% 
56.6% 43.4% 
77.9% 22.1% 
61.1% 38.9% 
78.4% 21.6% 
89.2% 10.8% 
90.5% 9.5% 
85.2% 14.8% 
88.1 % 11.9% 
74.4% 25.6% 
91.3% 8.7% 
91.7% 8.3% 
90.8% 9.2% 

81 .O% 19.0% 

Southwest Transmission Cooperative, lnc.2 95.3% 4.7% 

Information based on annual reports for the year ended 2003 1 

* Based on the Company's rate filing 
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EXECUTIVE SUMMARY 
SOUTHWEST TRANSMISSION COOPERATIVE, INC. 

DOCKET NO. E-04100A-04-0527 

Southwest Transmission Cooperative, Inc. (“Southwest” or “The Cooperative”) provides 
transmission service to its six Class A Member distribution cooperatives including Anza 
Electric Cooperative, Inc., Duncan Valley Electric Cooperative, Inc., Graham County 
Electric Cooperative, Inc., Mohave Electric Cooperative, Inc., Sulphur Springs Valley 
Electric Cooperative, Inc., and Trico Electric Cooperative, Inc. Southwest also provides 
transmission service to its Class B Members including AEPCO and Morenci Water & 
Electric Company. Finally, Southwest provides wholesale transmission service to non- 
members through its open access transmission tariff (“OATT”) and through pre-OATT 
contracts. 

On July 23, 2004, Southwest filed an Application for a Rate Increase. The Cooperative 
requested an increase in revenue of $3,666,668 resulting in an increase of 13.7 percent to 
overall revenues. The Cooperative’s proposed rates are designed to recover its proposed 
revenue requirement of $28,8 14,864 net of revenues collected through the regulatory asset 
charge.’ Southwest proposed an increase in the firm and non-firm point-to-point rates of 7.8 
percent and an increase in the firm network service revenue requirement of 26.2 percent. 
The Cooperative requested that it be allowed to pass through an increase in rates charged by 
AEPCO for generation-related ancillary services provided by AEPCO. Finally, Southwest 
proposed a decrease to its Schedule 1: System Control and Load Dispatch of 37.9 percent. 
Southwest has proposed no changes to the structure of its rates or its service offerings. 

Staff has recommended a revenue requirement net of revenues collected through the 
regulatory asset charge equal to $28,814,864. Staffs recommended rates are designed to 
recover Staffs recommended revenue requirement. Staff recommends an increase in the 
rates for firm and non-firm point-to-point service of 7.45 percent and an increase in the 
network service revenue requirement of 26.30 percent. Staff recommends an increase in the 
cost-based ancillary service rates commensurate with Staffs recommendations for the 
associated costs and plant balances. Finally, Staff recommends a decrease in the rate for 
Schedule 1: System Control and Load Dispatch of 37.86 percent. Staff recommends no 
changes to the structure of Southwest’s rates or its service offerings. 

Staffs recommended rate design is intended to recover revenues equal to Staffs 
recommended revenue requirement. Staff has designed rates consistent with standard FERC 
embedded cost ratemaking methods. Staff proposes no changes to the structure of 
Southwest’s rates or its service offerings. 

’ Southwest’s proposed revenue includes revenues from the regulatory asset charge and is equal to $28,814,864 
+ $2,707,122 = $31,521,986. 
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INTRODUCTION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please state your name, occupation, and business address. 

My name is Erin Casper. I am a Public Utility Analyst employed by the Arizona 

Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff ’). 

My business address is 1200 West Washington Avenue, Phoenix, Arizona 85007. 

Briefly describe your responsibilities as a Public Utility Analyst. 

In my capacity as a Public Utility Analyst, I provide recommendations to the Commission 

on energy and telecommunications issues. My current energy-related responsibilities 

include review and evaluation of demand-side management issues, utility rate-case filings, 

and rate design. 

Please describe your educational background and professional experience. 

I graduated from the University of Wisconsin in 2001, receiving a Bachelor of Science 

degree in Economics and Music. From May, 2001 to May, 2004, I was a Staff Economist 

with the economic consulting firm of Laurits R. Christensen Associates in Madison, 

Wisconsin. As a Staff Economist, I worked on projects in the electric and gas utilities 

industry and in patent infiingement and antitrust litigation cases. Among my duties as a 

Staff Economist, I prepared rate-case filing schedules and analysis for both electric and 

gas utilities including revenue requirement, cost of capital, cost of service, and rate design. 

Since joining the Arizona Corporation Commission in June of 2004, I have attended 

various seminars and classes on general energy industry and regulatory issues. 

What is the scope of your testimony in this case? 

I will address the cost allocation and rate recommendations for Southwest Transmission 

Cooperative’s (“Southwest” or “Southwest Transmission” or “Cooperative”) application 
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for a general rate increase. In particular, I will explain the calculation of the point-to-point 

and network transmission rates, ancillary service rates, and adjustments to recognize 

certain grandfathered and discounted point-to-point contracts. I will also describe the 

process by which ancillary services are offered to customers by Southwest via Arizona 

Electric Power Cooperative (“AEPCO”). Staff witnesses Crystal Brown, Alejandro 

Ramirez, and Jerry Smith will provide testimony covering other aspects of Southwest’s 

rate application. 

SUMMARY OF RECOMMENDATIONS 

Q. 

A. 

Briefly summarize the important concepts in transmission ratemaking. 

The Federal Energy Regulatory Commission (“FERC”) has established that transmission 

providers must offer transmission service on a non-discriminatory open access basis. 

FERC Order No. 888 requires that a transmission company file an open access 

transmission tariff (“OATT”) that offers firm and non-firm point-to-point service, firm 

network service, and six ancillary services. In that order, FERC indicated that it would 

consider alternative pricing methodologies, but that embedded cost-based rates would 

remain acceptable. Additionally, FERC indicated that while developing point-to-point 

rates using the annual system peak (“1 CP”) is the standard methodology, it would no 

longer summarily reject firm point-to-point rates based on different cost allocations such 

as the average of the twelve monthly peaks (“12 CP”). With respect to network service, 

FERC concluded that the load ratio allocation method would remain the standard 

methodology but that it would consider rates based on different cost allocation methods on 

a case by case basis. FERC Order No. 888 also established that transmission providers 

must offer six ancillary services including (1) Scheduling, System Control and Dispatch 

Service; (2)  Reactive Supply and Voltage Control; (3) Regulation and Frequency 

Response Service; (4) Energy Imbalance Service; (5) Operating Reserve-Spinning; and (6) 
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Operating Reserve-Supplemental. The pro forma OATT sets forth standard rate design 

methodologies for point-to-point, network, and ancillary services. 

Q. 

A. 

Q. 
A. 

Please explain how Transmission Cooperatives are treated differently than Investor 

Owned Utilities both at the Federal and State levels. 

Southwest is financed by the Rural Utility Service (“RUS”) Fund and therefore claims 

status as a non-FERC jurisdictional entity. FERC Order No. 888 established that non- 

public or non-jurisdictional utilities that own, operate, or control transmission facilities 

must provide reciprocal transmission service as a condition of receiving open access 

transmission service from public utilities. One method of satisfying the reciprocity 

requirement is for the non-public utilities to voluntarily file a “safe harbor” OATT with 

FERC. The “safe harbor” tariff filings are subject to less regulatory scrutiny on the 

federal level than the tariffs filed by public utilities. FERC generally finds the OATT 

appropriate for “safe harbor” status if the tariff is substantially similar to the pro forma 

OATT set forth in Order No. 888. On May 10,2004, FERC issued an order clarifying the 

“safe harbor” status of the OATT filed by Southwest. 

The Arizona Corporation Commission has jurisdiction over the rates and charges assessed 

by Southwest. The 

Commission approved the rates and charges contained in Southwest’s current OATT in 

Decision No. 65367. 

The Commission also has jurisdiction over Southwest’s tariff. 

Please identify the different types of transmission rates included in the rate design. 

Southwest Transmission offers firm and non-firm point-to-point transmission service, firm 

network transmission service, and six ancillary services (1) Scheduling, System Control 

and Dispatch Service (“Schedule 1”); (2) Reactive Supply and Voltage Control (“Schedule 
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2”); (3) Regulation and Frequency Response Service (“Schedule 3”); (4) Energy 

Imbalance Service (“Schedule 4”); (5) Operating Reserve-Spinning (“Schedule 5”); and 

(6) Operating Reserve-Supplemental (“Schedule 6”). 

Q. 
A. 

In general, how did Staff calculate the recommended rates? 

Staff calculated rates based on embedded costs for firm and non-firm point-to-point 

service, firm network service, and the six required ancillary services. The Total 

Transmission Revenue Requirement (“TTRR”) is equal to Staffs recommended Total 

Revenue Requirement for Southwest Transmission less revenues from Schedule 1 : Load 

Dispatching and System Control, Direct Assignment Facilities, Special Contracts, and 

Other Revenues. Point-to-point rates are calculated using the TTRR and the annual 

coincident peak demand. The monthly network transmission service revenue requirement 

is equal to the TTRR less the point-to-point revenues divided by twelve. Rates for the six 

ancillary services are cost-based and explained later in my testimony. 
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Q. 
A. 

Q. 

A. 

What is the Cooperative’s proposed rate design? 

Southwest Transmission has proposed the following changes to its rates: 

Transmission Service 
Cooperative % Change 

Present Rate Proposed From I 1 Rate 1 Present 

Firm Point-to-Point ($ / kW) I $2.805 I $3.032 I 7.78% 

Firm Network Service - Monthly Rev. Req. I $1,092,016 I $1,418,473 I 26.16% 

Schedule 1 ($ / kW) I $0.422 I $0.289 I -37.86% 

Schedule 4 - +/- 1.5% Imbalance ($ / MW) I $23.25 I $20.71 I -10.49% 

Schedule 5 ($ / kW) I $0.685 I $0.621 I -9.83% 

Schedule 6 ($ / kW) I $0.343 I $0.411 I 18.09% 

Did Staff adopt the ratemaking methodology used by Southwest Transmission in its 

proposed rate design? 

In general, Staff employed the methods of cost allocation and rate design used by 

Southwest in its rate calculations. Staff has accepted Southwest’s use of the annual 

system peak demand in the calculation of point-to-point rates. Staff has accepted the 

Cooperative’s method of allocating the network service monthly revenue requirement 

based on its customers’ load ratio shares. Staff has also utilized Southwest’s cost 

allocation methodology for the purpose of determining the ancillary service rates 

(Schedules 1-6). 
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Q. 

4. 

What is Staffs recommended rate design? 

Based on Staffs overall revenue requirement, Staff recommends the following rates for 

Southwest Transmission Cooperative. 

% Change 
From 

Cooperative 
Proposed 

% Change 
From 

Present 
Staff Present 

Rate Transmission Service 

Firm Point-to-Point ($ / kW) I $2.805 I $3.022 I 7.45% I -0.33% 

Non-Firm Point-to-Point ($ / kW) I $2.805 I $3.022 I 7.45% I -0.33% 

Firm Network Service - Annual Rev. Req. I $13,104,193 I $17,046,503 I 26.30% I 0.15% 

Firm Network Service - Monthly Rev. Req. $1,092,016 $1,420,542 26.30% 0.15% 

Schedule I ($ / kW) $0.422 $0.289 -37.86% 0.00% 
~~~~~ ~ 

Schedule 2 - Point-to-Point ($ / kW) $0.056 I $0.064 I 13.35% I 22.71% 

Schedule 2 - Network ($ / kW) $0.065 I $0.080 I 20.76% I 22.31% 

Schedule 3 ($ / kW) $0.518 $0.428 -1 9.09% 4.05% 

Schedule 4 - +/- 1.5% Imbalance ($ / MW) $23.25 $20.32 -12.39% -1.90% 

Schedule 5 ($ / kW) $0.685 $0.646 -5.80% 4.1 1 % 

Schedule 6 ($ / kW) $0.343 $0.41 7 19.54% 1.45% 

Q. Explain the differences in Staff's recommended rate design versus the Cooperative's 

proposed rate design. 

Staffs recommended revenue requirement net of regulatory asset revenues is equal to 

Southwest's $28,8 14,864 proposed revenue requirement net of regulatory asset revenues. 

Staffs recommended revenue requirement is discussed in detail in the testimony of Staff 

witness Brown. 

A. 

As explained in greater detail below, the calculations of point-to-point and network 

service rates are largely based on the transmission revenue requirement and billing kW. 

However, where rate base, operating expenses, and/or the operating margin are used 
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explicitly to calculate rates, Staffs recommendations are used. For example, several 

point-to-point customers have discounts that are based, in part, on rate base, operating 

expenses, and operating margin. The cost-based ancillary service rates are also based in 

part on rate base, operating expenses, and operating margin. To the extent that Staffs 

recommendations for those items deviate fi-om the Cooperative’s proposed adjusted test 

year numbers, Staffs proposed rates will differ fi-om the rates proposed by Southwest. 

Q. 
A. 

Q. 

A. 

Please discuss the billing KW and kWh Staff has used in your rate design. 

In its original filing, Southwest provided both 2003 test year and forecasted 2004 billing 

data for network customers. Southwest provided annualized 2003 test year loads for its 

point-to-point customers. In its rate calculations, the Cooperative utilized the forecasted 

2004 demands for its network customers along with the annualized 2003 contracted loads 

for its point-to-point customers. Staff has accepted the annualization adjustments made by 

Southwest for its point-to-point loads, and has used these billing units in the rate design. 

The adjustments recognize the termination of a 17.5 MW contract with the City of Mesa, a 

change in the contract with the Town of Thatcher. Staff believes these adjustments to 

contracted point-to-point loads are reasonable because they are known and measurable. 

However, it is Staffs general practice to use test year billing data. As such, Staff does not 

accept the 2004 forecasted load data for the Cooperative’s network customers. Staff has 

used the 2003 test year billing data for network loads. Schedule EEC-1 shows the 

differences in billing data utilized by Southwest and Staff in the rate design. 

How does Staffs use of the 2003 test year billing kW for network loads affect the 

rate calculation? 

As is discussed below, the calculation of the point-to-point rate is dependent on the annual 

system coincident peak demand. Using the 2003 test year billing kW rather than the 
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forecasted 2004 demand increases the annual system coincident peak demand slightly. 

The slight increase in annual system peak demand results in a slightly lower point-to-point 

rate. 

In addition, the actual 2003 test year billing units yield different load ratio shares and 

subsequently, a different estimated allocation of the network service revenue requirement 

among Southwest’s network customers than do the forecasted billing units. However, this 

estimated allocation is for informational purposes only. When new rates take effect, the 

actual 12-month rolling average load ratio shares will be used to allocate the network 

service revenue requirement among Southwest’s network service customers. 

POINT-TO-POINT TRANSMISSION SERVICE 

Q. 
A. 

Q* 
A. 

Please explain point-to-point transmission service. 

Point-to-point transmission service is the reservation and transmission of capacity and 

energy on either a firm or non-firm basis from designated point(s) of receipt to designated 

point(s) of delivery. Points of receipt are points of interconnection between the 

transmission provider and the customer or a 3rd party at which power is received onto the 

transmission provider’s system. Points of delivery are points at which power is delivered 

by the transmission provider to the receiving party. 

Please describe the calculation of the firm point-to-point transmission service rates. 

Firm point-to-point (“PTP”) rates are calculated by dividing the Total Transmission 

Revenue Requirement (“TTRR”) by the Annual Coincident Peak Demand (“1 CP”) of 

Southwest’s system. Please see Schedule EEC-2 for the calculation of the PTP rate. The 

TTRR equals the Total Revenue Requirement less revenues from Schedule 1: Load 

Dispatching and System Control, Direct Assignment Facilities, Special Contracts, and 
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Other Revenues. The TTRR represents the amount of revenue that must be collected by 

point-to-point and network transmission service customers. Based on Staffs 

recommended overall revenue requirement and the system 1 CP, the recommended point- 

to-point rate is $3.022/kW. This represents an increase of 7.45 percent over Southwest’s 

present rate. 

Q. 

A. 

Please explain why the Annual Coincident Peak Demand is used to calculate the firm 

point-to-point transmission rate. 

In Order No. 888, FERC allowed transmission providers more flexibility in setting rates as 

it did not mandate the use of a particular cost allocation methodology. FERC stated that it 

would no longer “summarily reject a firm point-to-point transmission rate developed by 

using the average of the 12 monthly system peaks.”2 However, using the annual system 

peak remains as a standard methodology. The use of 1 CP yields a lower PTP rate than 

the use of the twelve monthly system peaks (“12 CP”) because the TTRR is divided by a 

larger denominator using the 1 CP. Southwest explained its rationale for using 1 CP to set 

point-to-point rates in its response to Staffs Ninth Set of Data Requests. The Cooperative 

stated that the use of the 1 CP in setting PTP rates reflects its need to remain competitive 

with neighboring utilities’ point-to-point service rates. In addition, Southwest recognized 

that point-to-point transmission service is a less valuable service than network service and 

rates should reflect that fact.3 

Staff acknowledges that point-to-point service is a less valuable transmission service than 

network service which allows a customer to integrate and economically dispatch its 

resources. As such, it is appropriate for pricing to reflect the relative value of the services. 

In addition, Southwest’s transmission system was primarily built to serve its network 

FERC Order No. 888 page 301. 
Response to Staff’s ninth set of data requests: 9-1. 
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customers, and it is the network customers that have priority with respect to the available 

transmission capacity. Southwest is entitled to recover its entire revenue requirement even 

if it is only serving network customers. To the extent there is available capacity, it is in 

the interest of the network customers for Southwest to offer and provide point-to-point 

service to non-member customers. Revenues from PTP service directly offset the network 

service revenue requirement that is allocated among the network customers. Staff 

concludes that it is in the interest of Southwest’s members for the point-to-point rate to 

remain competitive. Using the 1 CP to set the PTP rate yields a lower and more 

competitive rate than the 12 CP. 

Q. 

A. 

Q* 

A. 

Did Staff consider any grandfathered contracts between Southwest and any of its 

customers in its recommended rate design? 

Yes. The total transmission revenue requirement must be recovered through point-to- 

point and network services. To the extent that Southwest is contractually obligated to 

provide service on a discounted basis to certain point-to-point customers, those discounts 

must be considered when setting rates that are designed to recover the total transmission 

revenue requirement. Therefore, the total revenue recovered from point-to-point 

transmission service reflects revenues collected from the standard point-to-point rates as 

well as the discounted rates for Morenci Water & Electric and the Town of Thatcher. 

Briefly describe the discount applied to the point-to-point rate for Morenci Water & 

Electric. 

Under its firm PTP service agreement with Southwest, Morenci Water & Electric 

(“MW&E”) receives a discount based on the revenue requirement associated with the 

Greenlee 3451230 kV Transformer. The discount reflects MW&E’s bypass of the 

Greenlee transformer. Whereas the standard PTP rate is calculated by dividing the TTRR 
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by the Annual Coincident Peak Demand (“1 CP”), the MW&E discounted PTP rate is 

calculated by dividing the TTRR less the revenue requirement associated with the 

Greenlee Transformer by the 1 CP. See Schedule EEC-3 for the calculation of the 

discount applied to the PTP rate for MW&E. Staffs recommended point-to-point rate for 

MW&E is $3.007/kW. This represents a discount of $O.O15/kW from the recommended 

standard point-to-point rate. 

Q. 

A. 

Q. 

A. 

Briefly describe the discount applied to the point-to-point rate for the Town of 

Thatcher. 

Under its firm PTP service agreement with Southwest, the Town of Thatcher (“Thatcher”) 

receives a discount based on the expenses associated with Southwest’s wheeling contract 

with the Western Area Power Administration (“WAPA”). The discount reflects 

Thatcher’s use of its own WAPA rights that allow it to avoid using Southwest’s system 

fi-om the Westwing Substation to the Apache Substation. Whereas the standard PTP rate 

is calculated by dividing the TTRR by the Annual Coincident Peak Demand (“1 CP”), the 

Thatcher discounted PTP rate is calculated by dividing the TTRR less the expenses 

associated with the WAPA wheeling contract by the 1 CP. See Schedule EEC-4 for the 

calculation of the discount applied to the PTP rate for Thatcher. Staffs recommended 

point-to-point rate for the Town of Thatcher is $2.605kW. Ths  represents a discount of 

$0.41 7kW from the recommended standard point-to-point rate. 

Please describe the calculation of the non-firm point-to-point transmission service 

rates. 

FERC Order No. 888 established that the non-firm rate for point-to-point service should 

be capped at the firm rate. FERC concluded that pricing flexibility for non-firm service is 

acceptable but that any discounts given for non-firm point-to-point service must be offered 
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to all similarly situated customers. In its current OATT, Southwest sets forth its rate for 

non-firm PTP transmission service. The current rate for non-firm PTP service is equal to 

the firm PTP rate. Southwest has indicated that it provides non-firm PTP service on a 

limited and non-discriminatory basis? The Cooperative’s proposed non-firm rate for 

point-to-point service is set equal to the firm rate. Consistent with current practice, Staffs 

recommended non-firm point-to-point transmission rate is set equal to the recommended 

firm rate of $3.022/kW. Please see Schedule EEC-2 for the calculation of the firm and 

non-firm point-to-point rates. 

NETWORK TRANSMISSION SERVICE 

Q. 
A. 

Q. 
A. 

Please explain network transmission service. 

Network transmission service allows a customer to efficiently and economically dispatch 

and regulate its network resources to serve its network load within the area served by the 

transmission provider. Essentially, a customer taking service under Southwest’s network 

transmission service tariff may inject power at any point on the system for delivery to any 

point on the system so long as those delivery points are designated as “network load.” 

Network service allows a transmission customer to use Southwest’s transmission system 

in a comparable manner to the way in which a vertically integrated utility uses its own 

transmission system. 

Please describe the calculation of the firm network transmission service rates. 

Network transmission service is priced differently than point-to-point in that the average 

dollar per kW may change from month to month for a given customer. The pro forma 

OATT established by FERC Order No. 888 allows a transmission utility to set an annual 

network service transmission revenue requirement (“NSRR”) to be allocated among all 

Southwest Transmission’s Responses to Staff’s Ninth Set of Data Requests: STF 9-3. 4 
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network transmission customers. The annual network service transmission revenue 

requirement is equal to the Total Transmission Revenue Requirement less the point-to- 

point revenues. Please see Schedule EEC-5 for the total revenues from point-to-point 

customers. The annual NSRR is divided by twelve to obtain the monthly NSRR. 

Schedule EEC-6 presents the calculation of the network service revenue requirement. 

Staffs recommended monthly NSRR is $1,420,542. The monthly NSRR is allocated 

among Southwest’s network service customers using each customer’s load ratio share. 

Each customer’s load ratio share is equal to that customer’s twelve-month rolling average 

network transmission service demand (measured in kW) divided by the total of all 

network service customers’ twelve-month rolling average demand. Each customer’s load 

ratio share is computed monthly. Each customer pays its monthly load ratio share times 

the monthly NSRR. Schedule EEC-7 shows the estimated allocation of the network 

service revenue requirement among Southwest’s network service customers. Load Ratios 

used in revenue allocation shown in Schedule EEC-7 are based on 2002 and 2003 billing 

kW. When new rates take effect, actual rolling 12-month average Load Ratio Shares will 

be used to allocate the Network Service Revenue Requirement. 

ANCILLARY SERVICES 

Q. 

A. 

Please explain the six ancillary services that Southwest is required to offer. 

Ancillary services are those services that are necessary to support the transmission of 

capacity and energy fiom resources to loads while maintaining reliable operation of the 

transmission provider’s transmission system. FERC requires that transmission providers 

offer six ancillary services. Scheduling, System Control and Dispatch Service (“Schedule 

1”) is required to schedule the movement of power through, out of, within, or into a 

control area. Reactive Supply and Voltage Control (“Schedule 2”) is the provision of 

reactive power needed to maintain transmission voltage on the transmission facilities 
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within acceptable limits. Regulation and Frequency Response Service (“Schedule 3”) 

provides the continuous balancing of resources and load to maintain scheduled 

interconnection frequency at sixty cycles per second. Energy Imbalance Service 

(“Schedule 4”) is provided when a difference occurs between scheduled and actual 

delivery of energy to a load located within a control area over an hour. Operating 

Reserve-Spinning (“Schedule 5”) provides reserve power needed to serve load 

immediately to maintain reliability in the event of a system contingency. Operating 

Reserve-Supplemental (“Schedule 6”) provides reserve power needed to serve load within 

fifteen minutes to maintain reliability in the event of a system contingency. 

Of these services, FERC determined that the transmission provider is required to provide 

and the customer must purchase from the provider the first two services (Schedules 1-2). 

The remaining four services (Schedules 3-6) must be offered by the transmission provider 

but the customer has the option to acquire the services from the transmission provider, a 

third party, or self-provide. 

Q. 

A. 

Please explain the calculation of the rate for Schedule 1: System Control and Load 

Dispatch. 

The rate for Schedule 1 is based on Southwest’s costs to schedule the movement of power 

through, out of, within, or into its control area. The rate is based on the system control 

and load dispatching expenses incurred by Southwest less the payment from AEPCO for 

the use of the Energy Management System owned by Southwest divided by the average 

capacity of the generation dxpatched by Southwest. Schedule EEC-8 shows the 

calculation of the rate for Schedule 1. Staffs recommended rate for Schedule 1 is equal to 

Southwest’s proposed rate of $0.289/kW which represents a decrease of 37.86 percent 

fiom the present rate. Southwest explained that the proposed decrease in the rate for 
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Schedule 1 is a result of the reclassification of revenue credits including the Energy 

Management System payment from AEPCO and an increase in generating capacity.’ 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Is Southwest capable of providing all of the ancillary services using its own facilities? 

As a stand-alone transmission provider, Southwest does not have its own source of 

generation resources with which to provide the generation-related ancillary services 

including Reactive Supply and Voltage Control, Regulation and Frequency Response 

Service, Energy Imbalance Service, Operating Reserve-Spinning, and Operating Reserve- 

Supplemental (“Schedules 2-6”). In order to fulfill its obligation to offer these five 

generation-related ancillary services, the Cooperative procures them from AEPCO. The 

rates charged to Southwest by AEPCO for its ancillary services are based on AEPCO’s 

embedded costs to provide these services. Southwest passes the cost-based rates directly 

on to its transmission customers. 

Do the rates for the generation-related ancillary services reflect Southwest’s costs? 

Indirectly, the rates that Southwest has proposed for Schedules 2-6 reflect its costs to 

provide those services in that they are the rates they will pay AEPCO to provide those 

services to its customers. However, the costs included in the “cost-based” rates for 

Schedules 2-6 are costs that AEPCO incurs to provide those services. 

Did Staff use AEPCO’s costs to calculate the rates for the generation-related 

ancillary services? 

Yes. Although Schedules 2-6 are included in Southwest’s open access transmission tariff, 

the costs to provide these generation-related services are incurred by AEPCO and passed 

on to Southwest. Therefore, Staffs recommended expenses, plant balances, and revenue 

Southwest Transmission’s Responses to Staffs Ninth Set of Data Requests: STF 9-12. 
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requirements for AEiPCO were used to calculate the rates for Schedules 2-6. Schedules 9, 

10, and 11 show the derivation of the generation-related ancillary services. 

Q. 
A. 

Is Southwest earning a rate of return on Schedules 2-6? 

No. When a customer buys any generation-related ancillary services from Southwest, 

Southwest purchases those services from AEPCO at cost-based rates and passes AEPCO’s 

cost-based rates on to the customer. The rate the customer pays for generation-related 

ancillary services is the same cost-based rate that Southwest pays to AEPCO for the 

provision of the generation-related ancillary services. 

REGULATORY ASSET CHARGE 

Q. 
A. 

Q. 
A. 

Please explain the Regulatory Asset Charge. 

Pursuant to Decision No. 62758, Southwest was authorized to collect a Regulatory Asset 
. 

Charge (“RAC”) to be assessed against all kwh sold to Southwest’s Class A members 

according to the schedule set forth in the order. The RAC is to remain in effect until the 

full amount of regulatory assets assumed by Southwest is recovered. The initial total 

regulatory assets to be recovered was equal to $21,849,000. The RAC is to be collected 

over an eleven year period from December, 1999 through December, 2012 and is adjusted 

downward on an annual basis as set forth in the order. The RAC rate for 2005 is equal to 

$0.00133 per kWh as specified in Decision No. 62758 and Southwest’s current OATT. 

What is Staffs recommendation with respect to the Regulatory Asset Charge? 

Staff recommends that the Commission require Southwest to provide annual status reports 

that detail how much revenue has been collected through the RAC since December, 1999. 

The report should detail the billing kWh, RAC rate, and revenues collected through the 
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