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On October 11, 2000, Arizona Electric Power Cooperative, Inc. (“AEPCO” or 
“the Cooperative”) filed an application for approval and confirniation of various 
transactions enabling the Cooperative’s restructuring into three affiliated entities. The 
approvals and confirmations requested include: 

1. Approval of the transfer of AEPCO’s transmission assets to Southwest 
Transmission Cooperative Inc. (“Southwest”) and approval of the transfer of 
its cooperative service provider business to Sierra Southwest Cooperative 
Services, Inc. (“Sierra”). 

2. Approval of AEPCO and Southwest to execute notes, mortgages and 
assumption and indemnity agreements associated with the restructuring. 

3. Approval of a partial requirements relationship between AEPCO and Mohave. 

4. Approval of the revised Class A member unbundled tariff and the forgiveness 
of the Purchased Power and Fuel adjustment Clause. 

5 .  Confirmation that AEPCO has complied with the requirements of Arizona 
Administrative Code (“A.A.C.”) R14-2- 16 1 5 by this restructuring. 

6. Approval of waivers or, alternatively, approval of AEPCO’s Code of Conduct 
as described in Exhibit D. 

7. Confirmation that the financial commitment conditions of Decision No. 61932 
pertaining to Sierra have been satisfied. 

8. Authorization of AEPCO, Southwest Transmission and Sierra to engage in 
any transactions and to execute any documents necessary to effectuate these 
authorization and complete the restructuring. 

The initial application requested approval of revised rates that resulted in a rate 
decrease to AEPCO’s members of 3.05 percent. On April 11, 2001, AEPCO amended 
the application eliminating the rate reduction proposed in the original application and 
proposing revised unbundled rates calculated to have no effect on AEPCO’s revenues. 

Description of AEPCO 

AEPCO is a non-profit Arizona rural electric generation and transmission 
cooperative primarily engaged in the generation, transmission, purchase, and sale of 
electricity at wholesale. AEPCO supplies all of the electric power requirements of its six 
Class A member-owned, not-profit distribution cooperatives (“Class A Members”) under 
full requirements capacity and energy contracts. These members are; Anza Electric 
Cooperative, Inc. (located entirely in California), Duncan Valley Electric Cooperative, 
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Inc. (partially located in New Mexico), Graham County Electric Cooperative, Inc., 
Sulphur Springs Valley Electric Cooperative, Inc., Trico Electric Cooperative, Inc., and 
Mohave Electric Cooperative, Inc. (“Mohave”). These cooperatives serve a combined 
customer base of 114,720. Two of the Class A members provide natural gas utility 
service. 

AEPCO also provides wholesale energy and transmission under power supply 
agreements with the City of Mesa, Salt River Project Agricultural Improvement and 
Power District (“SRP”), Electrical District No 2 and Morenci Water and Electricity 
(“MWE”). 

The Cooperative’s generation facilities consist of six units at the Apache 
Generating Station located in Cochise County, Arizona, having a combined generating 
capacity of 520 MW. The largest generating units bum either coal or natural gas while 
the smaller units are natural gas-fired only. AEPCO’s transmission facilities consist of 
over 580 miles of transmission line and twenty substations. The transmission line and 
substations are located entirely within the state of Arizona. 

The Restructuring 

AEPCO proposes to restructure into Southwest, Sierra and a new, restructured 
AEPCO. Sierra, which already holds a CC&N as an Arizona Electric Service Provider, 
will market power, provide staffing and other resources to Southwest and AEPCO and 
will sell other electricity-related services. Southwest will own and operate all of 
AEPCO’s transmission assets. AEPCO will be a generation cooperative that also acts as 
a power broker for short-term power. Attached as Exhibit 1 is a chart portraying the 
division of AEPCO and the three entities’ functions. 

The necessary agreements and contracts to implement the restructuring have taken 
over five years to prepare and coordinate. From February 1999 through September 30, 
2000, AEPCO spent approximately $2.4 million in outside counsel and consulting, 
internal meetings, travel and other costs related to the restructuring. AEPCO states t‘,at it 
anticipates additional costs of $500,000 to reach closing, assuming “moderate regulatory 
involvement”. 

Although the three entities will have separate functions and each will have its own 
Board of Directors, the Boards will primarily be chosen from the same pool of 
individuals from which AEPCO’s current directors originate. AEPCO’s Board is 
currently comprised of 14 Board members; two from each Class A member and one each 
from SRP and the City of Mesa. All three entities will share a common Chief Executive 
Officer, Chief Financial Officer, Chief Legal Officer and Internal Auditor. 
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According to the AEPCO Study Committee report on the restructuring, among the 
reasons for the restructuring are to increase competitiveness of AEPCO and its members, 
create efficiencies, make available more flexible power purchase arrangenients to 
AEPCO’s members and to diminish regulatory burdens. 

As part of the restructuring, Mohave, AEPCO’s largest Class A member, will 
convert from a full requirement member to a partial-requirement member. The new 
contract will be discussed below. The restructuring will also provide the five remaining 
Class A, full requirement members the opportunity to seek to become partial requirement 
customers in the future pursuant to separate conversion agreements subject to approval of 
the RUS. 

Southwest Transmission Cooperative, Inc. 

Southwest will acquire AEPCO’s transmission assets and be responsible for their 
operation and maintenance and will sell transmission service to AEPCO’s Class A full- 
requirements members and others. In addition, Southwest will receive all of AEPCO’s 
regulatory assets that are currently being recovered by AEPCO through a Regulatory 
Asset Charge (“RAC”). 

Decision No. 62758, dated July 27, 2000, approved the RAC and the transfer of 
the RAC to Southwest. At June 30, 2000, the balance of the unrecovered Regulatory 
Assets equaled $20.6 million. For the first eight months of the RAC’s existence, AEPCO 
collected $1.6 million. The RAC, which is currently set by Commission order at 
$0.00150, will be charged to all customers of Southwest. The amount collected under the 
RAC, as currently charged by AEPCO, is also crzdited to the customer because the RAC 
was intended to be recovered through current rates, not in addition to current rates. 
However, Southwest will charge the RAC as an addition to its rates. 

According to the Restructuring Agreement, Section 4(d)(I), the purchase price for 
AEPCO’s transmission business and assets will be the fair market value of the non- 
generation assets determined in the “Final Appraisai”. The first appraisal was performed 
over the period of May to September 1998 and was updated in September 2000 and again 
in June 2001. The results of the appraisal were consistently that the market value of the 
transmission assets equals book value (original cost, less depreciation). 

Using the amounts shown on Schedule 3 to the Restructuring Agreement supplied 
with the Application, Southwest will purchase approximately $99.0 million of 
transmission assets from AEPCO. The purchase will be financed by the assumption of 
$98.0 million of AEPCO’s Rural Utility Services (“RUS”) debt and RUS guaranteed debt 
and by an infusion of $1.0 million of membership capital (equity) into Southwest by 
AEPCO. RUS approval is necessary for Southwest’s assumption of the RUS debt. These 
amounts are subject to adjustment at closing based on the final appraisal and AEPCO’s 
financial statements at that time. 
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AEPCO’s Class A members, along with AEPCO and Sierra, will all become 
Southwest will be a non-taxable cooperative, subject to the members of Southwest. 

annual member income qualifications under IRS Code Section 50 1 c( 12). 

The application requests approval to transfer the transmission portion of 
AEPCO’s CC&N to Southwest. After closing, Southwest will immediately generate 
revenues from AEPCO’s Class A members and others. The employees who will operate 
Southwest’s transmission system are currently the AEPCO employees who operate the 
same transmission system. For these reasons, Staff believes that Southwest is a fit and 
proper entity to receive the transmission portion of AEPCO’s assets and CC&N and 
recommends that the Commission approves the transfer. 

Arizona Electric Power CooDerative, Inc. 

AEPCO will retain the generating assets and will continue to provide electric 
capacity and energy to its Class A members, and others, using its generating units along 
with purchased power. Power trading, power billing and scheduling will be performed 
by AEPCO. 

AEPCO will obtain transmission services from Southwest under Southwest’s 
Open Access Transmission Tariff (“OATT”) in order to continue to make bundled sales 
to SRP, Mesa, ED2 and MW&E and other third-party sales. When AEPCO makes a 
bundled sale to the Class A, all-requirements members and to SRP, etc., AEPCO will 
acquire transmission from Southwest or others, as needed. When AEPCO makes an 
unbundled sale to other parties, the customer will be responsible for obtaining 
transmission whether from Southwest or other transmission providers. 

AEPCO will remain a non-taxable cooperative, subject to the annual member 
income qualifications under IRS Code Section 501c(12). The income qualification is that 
at least 85 percent of its gross income will be “related income” from its members. 

Sierra Southwest Cooperative Services, Tnc. 

The application also requests approval to transfer various non-generation and non- 
transmission AEPCO assets (primarily financial assets) from AEPCO to Sierra. Sierra 
will provide support services for AEPCO and Southwest. This support includes 
management of improvements and additions to facilities, employee development, 
contracting and subcontracting, warehousing, inventory control, fuel procurement, 
environmental permitting, Engineering services, financial and accounting services, 
budgeting, forecasting planning and scheduling, media and public relations and legal 
services. Sierra will also engage in competitive retail electric sales activities and will 
function as a power marketer for wholesale power sales and load aggreyation. AEPCO’s 
Class A members, AEPCO and Southwest Transmission will be members of Sierra. 
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Sierra will be a taxable cooperative because, initially, the bulk of its income will come 
from its staffing services rather than the sale of electricity. 

Sierra will enter into joint marketing agreements with the Class A members 
whereby Sierra will market and sell electricity to members of the Class A members who 
desire to purchase electricity on the competitive market. Sierra also intends to offer 
energy-related products such as distributed generation equipment, energy management, 
power quality solutions, facility operations and maintenance service, consolidated billing 
and other services. 

Pursuant to the Commission’s Electric Competition Rules, Sierra may only offer 
competitive service in the service areas of utilities whose service areas have been opened 
to competition. Thus, Sierra cannot offer competitive service in the Class A member 
distribution cooperatives’ service areas until the Commission has deemed those areas 
open to competition. 

AEPCO and Southwest will make cash capital contributions to Sierra in the 
amount of $4.0 million to enable its formation. Because substantially all of AEPCO’s 
assets are subject to RUS and the National Rural Utilities Cooperative Finance 
Corporation (“CFC”) mortgages, AEPCO is seeking a release of the Sierra business and 
assets from the mortgages. 

The market power study submitted to FERC by Southwest and Sierra reports that 
Sierra will provide personnel to fill non-core positions at AEPCO and Transco. Staffing 
agreements will govern the functions of and payments for these employees. AEPCO and 
Southwest will provide management directives, policies, and supervision of Sierra’s 
employees. The Sierra employees assigned to Transco will be subject to the OASIS 
Standards of Conduct. Thus, structurally, Sierra employees will not have operational 
control over the activities of AEPCO or Southwest. 

Pursuant to staffing agreements, Sierra will provide staffing and other services to 
AEPCO and Southwest at cost plus performance incentives. Performance Plans will be 
established jointly by the Boards of Directors of Sierra and Southwest and the Boards of 
Directors of Sierra and AEPCO. Each year, or at other agreed upon times, the 
Performance Plans may be modified. The Performance Plans will include performance 
goals of Sierra together with incentives for the performance of Sierra’s obligations. 
Because the incentive plans do not currently exist, Staff is unable to review them to 
determine which levels of the organization are included in the plan, who the likely 
beneficiaries of the plan are and who will pay for the plan. 

On August 27, 1999, the Commission issued Decision No. 61932 granting Sierra 
a Certificate of Convenience and Necessity (“CC&N”) to operate as an electric service 
provider and authorizing Sierra to supply competitive retail electric services as a load- 
serving entity and as an aggregator in all areas of the State of Arizona which are opened 
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to retail electric competition. The Decision also authorized Sierra to resell meter service 
and meter reading service. 

An Ordering paragraph in Decision No. 61932 requires Sierra to file documents 
“to be approved by the Utilities Division Director that clarify the extent of the financial 
commitment Sierra.. .has received from Arizona Electric Power Cooperative, and the 
availability and amount of the anticipated operating line of credit.” Per the application 
and the Restructuring Agreement among AEPCO, Southwest and Sierra, Sierra will be 
financed through capital contributions of $4.0 million from Southwest and AEPCO. 
Sierra has also applied for credit support in the amount of $500,000 from the National 
Rural Utilities Cooperative Finance Corporation (“CFC”). The funds from AEPCO, 
Southwest and the CFC will be used primarily to cover a thirty to forty-five day lag 
between the generation of revenue and the payment of payroll. Staff believes that the 
provision of this information fulfills compliance with Commission Decision No. 6 1932. 

The Transfer of Debt to Southwest and the Issuance of Replacement Debt bv 
AEPCO 

The application also requests approval for AEPCO and Southwest to execute 
notes, mortgages and assumption and indemnity agreements associated with the 
restructuring. These will be necessary for the transfer of some of AEPCO’s debt to 
Southwest. Any debt assumed by or transferred to Southwest from AEPCO will be 
issued at identical interest rates and maturities as the debt presently carries. Because the 
amount of debt to be assumed or replaced by Southwest will not be known precisely until 
the close of the transaction, the Cooperatives have requested that approval for Southwest 
to execute notes, mortgages and assumption and indemnity agreements be for a total 
amount of up to $100.0 million. Also, AEPCO requests approval to issue replacement 
notes for the debt they are retaining. 

None of the debt for which approval is requested is “new” debt. The total will 
sum to AEPCO’s debt immediately before closing. Staff believes that these debt 
transactions are necessary to effectuate the restructuring. Because Southwest’s 
transmission rates and AEPCO’s rates for generation are set to meet their annual revenue 
requirement, and debt service related to the assumed debt is part of that revenue 
requirement, Southwest and AEPCO should have the ability to make principal and 
interest payments on the assumed debt. If the restructuring is approved, Staff 
recommends approval for AEPCO and Southwest to execute notes, mortgages and 
assumption and indemnity agreements in an amount not to exceed AEPCO’s debt 
immediately before closing. 

Rural Utilitv Services 

AEPCO currently has a balance of approximately $200.0 million in RUS and 
The RUS mortgage includes RUS oversight over much of RLJS guaranteed debt. 
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AEPCO’s assets and business. To protect its interests in being repaid in a timely manner, 
the RUS imposed restrictions on the restructuring. One restriction is the retention by 
AEPCO of the existing bundled sales contracts between AEPCO and the Class A all- 
requirements members. The RUS also limited Sierra’s control over the activities of 
AEPCO and Southwest because RUS will have no control over Sierra. The reason for 
this restriction is to ensure that AEPCO and Southwest’s margins are not appropriated by 
Sierra compromising their ability to make timely debt payments to RUS. 

Final RUS approval of the notes and replacemmt debt will occur after AEPCO 
and Southwest have received Commission approval. 

Federal Enerw RePulatory Commission 

On April 11, 2001, Sierra and Southwest filed an application with the Federal 
Energy Regulatory Commission (“FERC”) relating to the restructuring of AEPCO. 
Sierra requested FERC authorization of a rate schedule for the wholesale sale of electric 
energy and capacity at market-based rates and for authorization for the Resource 
Integration Agreement which governs some of Sierra’s wholesale power sales. Sierra 
also requested that FERC issue a declaratory order disclaiming jurisdiction over AEPCO 
and Southwest because they have RUS and RUS guaranteed debt. Southwest requested 
that FERC make a finding that Southwest’s Open Access Transmission Tariff is an 
acceptable reciprocity tariff and that its proposed Standards of Conduct satisfy the 
standards of Order No. 889. 

On May 30, 2001, without a hearing or suspension, FERC issued an order on 
these matters. Sierra and Southwest received all approvals and authorizations request zd. 

Jurisdiction 

The proposed restructuring raises several issues concerning the Commission’s and 
FERC’s jurisdiction over AEPCO, Sierra and Southwest if the restructuring is approved. 
Staff, through the Commission’s Legal Division and FERC counsel, has addressed these 
issues with AEPCO’s local and FERC counsel. The Legal Division and AEPCO agree 
that the restructuring will not alter the jurisdiction of either this Commission or FERC 
over AEPCO and Southwest. AEPCO has provided bundled generation and transmission 
services to its member cooperatives under tariffs approved by the Commission for the 
past 40 years. The restructuring does not alter the existing jurisdiction the Commission 
has over generation or transmission rates. 

Through its counsel, AEPCO has noted and Staff counsel agrees, that jurisdiction 
over transmission has been mixed and competing between the Commission and FERC. 
AEPCO’ s restructuring application requests that the Commission approve a tariff for 
AEPCO that will pass through Scuthwest’s FERC approved OATT charges to its member 
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cooperatives. The Legal Division and AEPCO agree that the Commission has 
jurisdiction over the tariff. 

Rates 

AEPCO is also requesting approval of rates to its Class A members. AEPCO's 
current rates to its Class A members were set by Decision No. 58405 dated September 3, 
1993. The rates set were bundled rates of $15.25 per kW of billing demand plus $0.0228 
per kWh. AEPCO's original restructuring application requested approval of a tariff that 
represented a rate reduction to its Class A members. AEPCO's amended application 
requests approval of a tariff that was designed to result in no change in the Class A 
members' total power bills and that the rates for generation charged to its all 
requirements Class A members be set at $12.44 per kW of billing demand plus $0.01989 
per kWh. 

Southwest's rates for transmission for Class A members and for all other parties 
are set forth in its OATT which has already received FERC approval. The OATT rates 
include a monthly demand charge determined by multiplying the proportion of the 
customer's load to Southwest's load by one-twelfth of Southwest's annual revenue 
requirement. According to the OATT, Southwest's revenue requirement for network 
integration transmission service is $13.4 million, "effective until amended by Southwest." 
This translates into initial transmission rates of $3.244 per kW per month. 

Although the total of the generation and transmission demand rates of $12.44 and 
$3.244, respectively, equals $15.684 per kW and exceeds the bundled demand rate of 
$15.25 per kW, the new kWh charge of $0.01989 is less than the bundled kWh charge of 
$0.0228. When the unbundled rates are applied to the Class A members' bills for the 
twelve months ending December 3 1 ,  2000, the resulting pro forma power bills were $1 .O 
million less than the actual total power bills during 2000. On an individual basis, the pro 
forma power bills of the Class A members all were less than their actual bills with 
Mohave experiencing the greatest reduction of 2.14 percent and Anza experiencing the 
smallest reduction of 0.21 percent. Thus, all factors held constant, the impact on all of 
the Class A members should be power bills slightly lower than they would have been 
under the old, bundled rates. 

Financial Health 

The attached Exhibit 2 shows highlights of AEPCO's financial statements for the 
past six years. It can be seen that AEPCO's financial health has steadily improved since 
1995. Except for the $6.7 million write-off of the PPFAC bank balance and $4.1 million 
shortfall charge-back expense related to sales to California, AEPCO's net margins 
(equivalent to net profit for an investor-owned utility) in 2000 would have been the 
highest in six years. The Exhibit shows that Long-term Debt has steadily declined while 
Membership Capital (equivalent to "common equity" for investor-owned utilities) 
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steadily increased and turned positive in 2000 for the first time in many years. Interest 
Expense has also steadily declined over the six years. 

Another indication of AEPCO’s improving financial health is the balance of Cash 
and Cash Equivalents. This balance of this account, which represents cash and 
investments that are readily converted to cash, was $49.0 million at December 3 1, 2000, 
and is the highest of the six years shown. Unfortunately, AEPCO will be unable to 
distribute this cash to its member cooperatives for several years. The RUS sets limits on 
distributions by borrowers to members and requires the borrower’s equity to be greater 
than or equal to 30 percent after any distribution. Because AEPCO’s current capital 
structure is comprised of approximately 97.0 percent debt and 3.0 percent equity, it may 
take several years for AEPCO to reach 30 percent equity. 

It is notable that of the total megawatt hours sold by AEPCO in 2000, nearly 50 
percent were sold to other than Class A members, a proportion that has increased each 
year shown on the Exhibit. 

Decision Nos. 58405 and 58792 

During 1992, AEPCO filed its most recent application for a rate increase with the 
Commission. After the filing, but before the hearing, Staff learned of allegations made 
by then current and former AEPCO employees concerning actions by AEPCO 
management, Board members, employees and agents. 

When the Commission issued the rate case Decision, Decision No. 58405, dated 
September 3, 1993, it ordered the record to remain open to allow for consideration of the 
results of Staffs investigative audit addressing the allegations prior to the issuance of a 
final order. The Decision also required AEPCO to defer legal expenses associated with 
fuel issues and ordered that the treatment of those expenses be examined in a future rate 
proceeding. Finally, the Decision also noted that “The lack of information concerning 
the cost of providing service prevents us from adopting a rate design other than the one 
currently in place.” The Commission ordered AEPCO to conduct a fully allocated 
embedded cost of service study “in conjunction with its next rate filing.” 

In February 1994, Staff filed a report that contained Points of Resolution between 
Staff and AEPCO that resolved the allegations. The Commission adopted the Points of 
Resolution in Decision No. 58792, dated September 21, 1994. The Points of Resolution 
addressed such issues as travel policy, delegation of authority to the General Manager, 
corporate records, retention of records and the Employee Code of Conduct. One of the 
important issues addressed in the Points of Resolution and the Decision was AEPCO’s 
use of the PPFAC to recover excessive fees, judgements and awards paid to an attorney. 
The Decision required that “only authorized fuel, purchased power and DSM related 
costs shall be recovered through the PPFAC as provided in Decision No. 58405.” 
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During the years 1994 through 1996, Staff and AEPCO corresponded through a 
series of letters regarding the PPFA. The subject of the letters was AEPCO’s unilateral 
change in the factors included in the computation of its PPFA bank balance. Staff was 
concerned that AEPCO’s new method resulted in an undercollected balance while the old 
method resulted in an overcollected balance. The controversy was left unresolved. 

Purchased Power and Fuel Adiustor Clause 

The Cooperative’s application includes a request for Commission approval to “( 1 ,) 
forgive the under-collected balance in its PPFAC bank as of the effective date of the 
restructuring and (2) to eliminate its PPFAC on an on-going basis.” 

Purchased power and fuel adjustor clauses for Arizona utilities may be created 
and set during a rate case wherein a base cost of fuel and purchased power is deterniined 
and included in base rates. The base cost of fuel and purchased power adopted in 
AEPCO’s last rate case and used in the subsequent fuel adjustor filings is $0.01714 per 
kWh. AEPCO’s most recent filing of its fuel and purchased power cost adjustment 
indicates that its current cost of fuel and purchased power is $0.026034. The adjustor 
itself has been set at zero since AEPCO’s last rate case in 1993. 

At December 31, 2000, AEPCO’s PPFAC bank balance was undercollected by 
approximately $6.7 million. According to the notes to AEPCO’s audited annual report, 
“The Cooperative has elected to charge-off the PPFAC balance, totaling approximately 
$6.7 million as of December 31, 2000 and not seek future recovery of the regulatory asset 
in the form of an under-collected PPFAC balance.” The required monthly PPFA filings 
submitted to the Commission also indicate that the $6.7 million balance has been 
“forgiven”. AEPCO, then, has already completed the process for which it has requested 
approval. As shown on the PPFAC filings since the forgiveness of the $6.7 million of the 
undercollection, between January 1 and March 31, 2001, AEPCO has accumulated an 
additional undercollected balance of $2.3 million. 

The fundamental rationale for a fuel adjustment clause is that fuel price can 
change radically based on the overall energy market. During much of the time that 
AEPCO’s restructuring was being planned, fuel prices were dropping. During the more 
recent past, there has been a dramatic reversal of that trend. It is likely that for at least 
the near future, energy prices will be unstable. As of March 2001, AEPCO’s own 
annualized fuel costs have increased by $16.0 million over those experienced in 1999. 
Thus, the first problem with elimination of the adjustor is that AEPCO must assume the 
risk of more significant increases in fuel and purchased power prices. 

Another factor that causes concern is that the cumulative expenses included in 
AEPCO’s reported undercollected PPFAC balance have not been audited by Staff in 
several years. Staff cannot confirm the amount undercollected, if any, without a 
complete audit of the historical PPFAC filings, accounting and related invoices which 



would further delay the processing of this application. Also supporting the need for an 
audit of the PPFAC filings is the previously mentioned series of letters between AEPCO 
and Staff dated between February 1994 and August 1996. These letters addressed a 
controversy regarding AEPCO’s method of calculating its PPFAC and focused on 
whether AEPCO’s Class A members were receiving their fair allocation of the least cost 
generation. The controversy was never resolved. 

As fuel and purchased power costs have been escalating recently, Staff believes 
that the Commission should approve nunc pro tunc the write-off of the December 31, 
2000, PPFAC undercollected balance of $6.7 million. However, Staff recommends that 
the Commission order the opening of a new docket in which to examine the PPFAC. 
Within the docket, Staff would perform an audit of the PPFAC filings and balance to 
verify the balance and verify AEPCO’s compliance with previous Commission orders. 
Staff would make recommendations to the Commission as to the appropriate amount of 
the write-off and as to the continuation or elimination of the adjustor. 

Partial Requirements Contract 

AEPCO as part of its restructuring application requests the approval of a Partial 
Requirements Capacity and Energy Agreement with Mohave. As a result of the 
agreement Mohave would no longer be an all requirements member and would have a 
different rate structure than the other Class A members. Mohave will pay for electric 
service based on a three-part charge. Mohave’s rate as a partial requirement member will 
consist of a fixed charge and charges based on an O&M rate and an energy rate. The 
fixed charge represents Mohave’s share of AEPCO’s debt payments and is instrumental in 
receiving RUS approval. In contrast, the other C lass A members will continue to pay for 
service through traditional demand and energy rates. Mohave will be required to pay for 
the fixed charge component of the rate irrespective of its usage. The all requirements 
members will be billed based on their usage. 

AEPCO will supply Mohave power and energy based on its historic demand and 
investment. However, Mohave will be free to procure its additional needs from other 
sources. 

Due to the recent volatility in electricity prices, there is some concern that 
Mohave will be exposed to considerably more pricing risk under the proposed partial 
requirements arrangement. This risk would be immediately shared with its members 
because these fluctuating costs would be recovered from the members under Mohave’s 
purchased power and fuel adjustor which is changed monthly. However, because 
Mohave will only participate in the wholesale market for its incremental needs, the risk 
exposure should be minimal. In return, the partial requirement arrangement provides 
Mohave the opportunity to pursue advantageous pricing arrangements as the wholesale 
market matures and becomes less volatile and chaotic. Therefore, the Partial 
Requirements Capacity and Energy Agreement should be approved. 
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Code of Conduct 

In the restructuring application, AEPCO proposes a Code of Conduct between 
itself and Sierra. Also, the application requests approval of a proposed Code of Conduct 
between the Class A members and Sierra. These Codes of Conduct were submitted to 
comply with A.A.C. R14-2-1616. However, AEPCO contends that the Code of Conduct 
rules do not apply and therefore request waivers from these rules or approval of the 
Codes of Conduct as proposed. 

In the restructured company, Sierra will perfonn several roles. For instance, 
according to Sections 5.3 and 5.4 of the Resource Integration Agreement Sierra will 
provide AEPCO with bulk power supply planning resources including analysis, 
recommendation and negotiation with respect to resource acquisition. According to 
Section 8.3, Sierra will also make reasonable efforts to arrange capacity and/or energy 
sales of a duration of one year or more. Further, per Section 9, Sierra may purchase 
capacity and energy from the surplus resources for retail sales as permitted by the Joint 
Marketing Agreements with the member cooperatives. Further, according to the Joint 
Marketing Agreement, Sierra will be an electric service provider in conjunction with the 
member cooperatives and will provide competitive retail electric services. 

This overlap of roles in both the wholesale and retail markets creates potential 
problems. For instance, if Sierra were able to procure power at an excellent price, where 
would that power go? Would Sierra sell it in the wholesale market and keep the margins, 
or would they provide the power to Class A members? 

AEPCO and Sierra acknowledge such problems to some extent. AEPCO will 
comply with the FERC’s rules, procedures and guidelines concerning the separation of 
the merchant and power marketing functions of an electric utility from its transmission 
functions. Appropriate standards of conduct will be followed to ensure adequate 
separation. However, Sierra’s role as a wholesale and retail marketer are not addressed in 
the proposed Codes of Conduct. AEPCO suggests that the member owned corporate 
structure of the cooperatives minimizes these concerns because any margins in either 
market will accrue to the members. 

Further, Sierra as an electric service provider will work in conjunction with the 
member distribution cooperatives, which are rate regulated utilities, through the Joint 
Marketing Agreement. For the other utilities in the state, a separation of the competitive 
provider and the utility is required. AEPCO contends that if it cannot offer the 
competitive services through this arrangement, the services will likely not be provided at 
all in the rural regions of the state. 

The fact that AEPCO, its affiliates and the member distribution cooperatives are 
member owned and the fact that they serve a region of the state that would likely not be 
profitable enough for others to service should not be ignored. However, it would be 



Arizona Electric Power Cooperative, Inc. 
Docket No. E-01 773A-00-0826 
Page 13 

inappropriate to grant AEPCO’s request for waivers at this time. Another alternative 
should be considered. The Commission should approve the Code of Conduct at this 
initial stage and reserve the right to impose additional restrictions if problems arise or if 
the demand for competitive services becomes larger than anticipated and would support 
other service providers in the rural regions of the state. These issues should be re- 
examined in AEPCO’s and Southwest’s next rate case filing. 

Status of AEPCO Litipation 

Although AEPCO’s plan to restructure predates the Commission’s Electric 
Competition Rules, AEPCO and some of its member cooperatives have challenged the 
Commission’s electric competition rules in court. Last summer, a Superior Court judge 
vacated the Commission’s rules. The Commission has appealed that judgment to the 
Court of Appeals, where the case is currently in the briefing stage. The Commission’s 
orders, including its rules, remain in effect pending appeal; accordingly, the electric 
competition rules are currently still valid despite the Superior Court’s judgment. 
Nonetheless, it is far from certain what the outcome of the matter will be on appeal. The 
spectrum of outcomes ranges from the Commission’s rules being entirely upheld, 
partially upheld or entirely set aside. 

Impact on Class A Members 

According to AEPCO’s response to data request LAJ-2-16, there will be no 
change in risk to AEPCO’s all requirement members. As previously mentioned, there 
could be some immediate exposure to wholesale electricity price changes for the 
members of Mohave as Mohave’s PPFA is changeable monthly. The remaining Class A 
members will have the ability to seek to become partial requirements customers of 
AEPCO pursuant to a Conversion Agreement, approval of the RUS and entry into 
agreements with Southwest for transmission services. If members require transmission 
greater than what is provided for under their contract with AEPCO, those services will be 
available from Southwest under its OATT. 

Issues 

Since inception, AEPCO has provided centralized services to fulfill its function as 
provider of power to its member distribution customers. Although AEPCO expects some 
cost savings through Sierra’s provision of centralized services, some costs are likely to 
increase under the proposed restructured organization. The cost of the reorganization 
itself and the costs of educating, transporting and housing three Boards of Directors are 
costs that will increase. Sierra’s costs which would be passed on to AEPCO and 
Southwest will include income taxes which the cooperatives currently do not pay. Lines 
of communicatinns that currently enable AEPCO employees to share information will 
have to be monitor:d and in some cases eliminated pursuant to the Codes of Conduct. 
This may result in confusion and cause additional inefficiencies. 
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Because so many years have passed since the Commission has examined the 
revenue requirements of AEPCO, to insure that asset and liability allocations among the 
three entities have been performed in a fair and equitable manner, to insure that the 
ultimate customers of AEPCO benefit from any cost savings from the restructuring, 
AEPCO's members, and to insure that AEPCO's and Southwest's rates are fair and 
reasonable, Staff recommends that the Commission order AEPCO and Southwest to each 
file a rate case eighteen months after the closing of the restructuring. The rate filing 
would encompass one year of operations under the new structures and provide the 
cooperatives an appropriate amount of time to close the books and to prepare a rate case 
submission. 

In the course of the rate case, Staff would perform a complete audit of the books 
and records to determine the following; a) if there has been full compliance with previous 
Commission Decisions, b) if the allocations among the three entities were reasonable, c) 
if the restructured cooperatives are experiencing savings from the restructuring that 
exceed the costs and e) the success, fairness and costs of the performancehncentive plans 
proposed to be implemented by Sierra, AEPCO and Southwest. 

Staff is concerned that Mohave's timing in its decision to become a partial- 
requirements member of AEPCO and exposing itself to the vicissitudes of the 
marketplace for electricity is poor. Mohave's timing to convert its all-requirements 
contract to a partial-requirements contract could result in Mohave's becoming more 
vulnerable to cost of purchased power increases. 

AEPCO and its Class A members are owned by their respective members who 
voted for their respective Boards of Directors. The members of the Boards of Directors 
have been instrumental in the planning and implementation of the steps toward 
restructuring and are educated and informed about the related risks and rewards. It can 
be argued that this was a democratic process and the Commission should approve what 
the members' representatives have requested. 

On the other hand, AEPCO's initial application included a rate decrease of over 
3.0 percent. This benefit was eliminated in the amended application. Therefore, the one, 
unequivocal benefit, which could immediately be passed on to the ultimate end users, 
disappeared. To more clearly meet the public interest standard, more clear and 
convincing benefits of the restructuring, the transfer of assets, the transfer of the 
transmission CC&N and the related financing approvals should be apparent. 

Thus, Staff has attempted to reconcile the two opposing points of view into 
recommendations for approval by recommending the Commission adopt certain 
protections of the ultimate ratepayers. 
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I 
~ Recommendations 

Staff recommends approval of the application and the transactions to effectuate 
the restructuring. However, because of the many issues raised by this application, the 
volatility of the energy market and the uncertainty of the outcome of the litigation 
involving the Commission's Electric Competition Rules, there are several conditions that 
should be attached to the Decision in this matter. 

Staff recommends approval of the forgiveness of the December 31, 2000, 
undercollected PPFAC balance. However, Staff also recommends that the Commission 
authorize Staff to request a docket be opened and a procedural order be issued within 90 
days from the decision in this docket. The purpose of the docket would be to examine 
AEPCO's PPFAC. Staff would perform an audit of AEPCO's PPFAC filings and balance 
to verify the balance and verify AEPCO's compliance with previous Commission orders. 
At that time, Staff will also make a recommendation regarding the continuation or 
discontinuation of the PPFAC and a recommendation regarding the balance forgiven. 

Staff recommends that the Commission order that the new AEPCO and Southwest 
file rate cases eighteen months from the closing of the restructuring. In the rate 
applications, AEPCO and Southwest should include an analysis of the savings and 
benefits enjoyed from the formation of Sierra that would not have been experienced 
without the restructuring and include a cost of service study as ordered by Decision 
No. 58405. 

Staff recommends that the Commission reserve the right to impose additional 
restrictions on Sierra at the time of AEPCO and Southwest's next rate case if problzms 
arise regarding Sierra's role as a wholesale purchaser and a cooperative service provider 
or if the demand for competitive services becomes larger than anticipated and would 
support other service providers in the rural regions of the state. 

Staff recommends that the Commission require Southwest to obtain any necessary 
franchises and file them in this docket when obtained. 

Staff recommends approval of the transfer of AEPCO's transmission assets to 
Southwest and certain assets to Sierra. 

Staff recommends that the Commission find that to the extent A.A.C. R14-2-1615 
applies to a generation and distribution cooperative, this restructuring complies with that 
rule. 

Staff recommends approval of the transfer of the transmission portion of 
AEPCO's CC&N to Southwest. 
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Staff recommends approval of the execution by AEPCO and Southwest of notes, 
mortgages and assumption and indemnity agreements associated with the restructuring, 
the total not exceeding AEPCO's outstanding debt immediately previous to the time of 
closing. 

Staff further recommends approval of the partial requirements relationship 
between AEPCO and Mohave with the final executed agreement to be filed with the 
Commission upon completion of the restructuring. Such relationship should not differ 
materially from that described in the Application and its exhibits and schedules. 

Staff recommends approval of the revised Class A member all requirements tariff 
attached as Exhibit C to the Amended Application. 
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BEFORE THE ARIZONA CORPORATION COMMISSION 

YVILLIAM A. MUNDELL 
Chairman 
IM IRVIN 

Commissioner 
vlARC SPITZER 

Commissioner 

N THE MATTER OF THE APPLICATION ) DOCKIZT NO. E-01773A-00-0826 
)F THE ARIZONA ELECTRIC POWER 
:OOPERATIVE, INC., FOR VARIOUS 

1 
~UTHORIZATIONS ASSOCIATED WITH ITS j DECISION NO. 
CESTRUCTURING 1 

1 ORDER 

)pen Meeting 
uly 24 and 25,200 1 
‘hoenix, Arizona 

FINDINGS OF FACT 

1. On October 11, 2000, Arizona Electric Power Cooperative, Inc. (“AEPCO” or “the 

‘ooperative”) filed an application for approval and confirmation of various transactions enabling the 

‘ooperative’s restructuring into three affiliated entities. The approvals and confirmations requested 

dude :  
A.) Approval of the transfer of AEPT‘O’s transmission assets to Southwest Transmission 

Cooperative Inc. (“Southwest”) and approval of the transfer of its cooperative service 
provider business to Sierra Southwest Cooperative Services, Inc. (“Sierra”). 

B.) Approval of AEPCO and Southwest to execute notes, mortgages and assumption and 
indemnity agreements associated with the restructuring. 

C.) Approval of a partial requirements relationship between AEPCO and Mohave. 

D.) Approval of the revised Class A member unbundled tariff and the forgiveness of the 
Purchased Power and Fuel Adjustment Clause. 

E.) Confirmation that AEPCO has complied with the requirements of A.C.C. R14-2-1615 
by this restructuring. 

F.) Approval of waivers or, alternatively, approval of AEPCO’s Code of Conduct. 

G.) Confirmation that the financial commitment conditions of Decision No. 61932 
pertaining to Sierra have been satisfied. 

. .  
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H.) Authorization of AEPCO, Southwest Transmission and Sierra to engage in any 
transactions and to execute any documents necessary to effectuate these authorization 
and complete the restructuring. 

2. The initial application requested approval of revised rates that resulted in a rate 

ecrease to AEPCO’s members of 3.05 percent. 

3. On April 1 1,2001, AEPCO amended the application and eliminated the rate reduction 

roposed in the original application and proposed revised unbundled rates calculated to have no effect 

n AEPCO’s revenues. 

lackground 

4. AEPCO is a non-profit Arizona rural electric generation and transmission cooperative 

rimarily engaged in the generation, transmission, purchase, and sale of electricity at wholesale. 

LEPCO supplies all of the electric power requirements of its six Class member-owned, not-for-profit 

istribution cooperatives (“Class A Members”) under full requirement capacity and energy contracts. 

‘hese members are Anza Electric Cooperative, Inc. (located entirely in California), Duncan Valley 

Jectric Cooperative, Inc. (partially located in New Mexico), Graham County Electric Cooperative, 

IC., Sulphur Springs Valley Electric Cooperative, Inc., Trico Electric Cooperative, Inc., and Mohave 

(lectric Cooperative, Inc. (“Mohave”). These cooperatives serve a combined customer base of 

14,720. 

’he Restructuring 

5.  AEPCO proposed to restructure into Southwest, Sierra and a new, restructured AEPCO. 

A) Sierra, which already holds a CC&N as an Arizona Electric Service Provider, will 
market power, provide staffing and other resources to Southwest and AEPCO and 
will sell other electricity-related services. 

B) AEPCO will be a generation cooperative that also acts as a power broker for short- 
term power. 

C) Southwest will own and operate all of AEPCO’s transmission. 

. .  

* .  

. .  
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6. AEPCO submitted a Study Committee Report on the Restructuring that outlined the 

purposes for restructuring which include: to increase competitiveness of AEPCO and its members; 

:reate efficiencies; make available more flexible power purchases arrangements to AEPCO's members; 

ind to diminish regulatory burdens. 

7. The necessary agreements and contracts to implement the restructuring have taken over 

five years to prepare and coordinate, and has cost approximately $2.4 million for outside counsel and 

:onsulting fees, internal meetings, travel and other costs related to the restructuring. 

8. AEPCO has agreed that the restructuring will not alter the existingjurisdiction of either 

his Commission or the Federal Energy Regulatory Commission ("FERC") over AEPCO and 

southwest or over their generation and transmission rates. 

9. AEPCO' s application requested that the Commission approve a tariff for AEPCO that 

will pass through Southwest's FERC approved OATT charges to its member cooperatives. AEPCO 

igreed that this Commission has jurisdiction over the tariff. 

10. Southwest will purchase approximately $99.0 million of transmission assets from 

1EPCO. The purchase will be financed by the assumption of $98.0 million of AEPCO's Rural 

Jtilities Services ("RUS") debt and guaranteed debt and by an infusion of $1 .0 million of membership 

:apital into Southwest by AEPCO. RUS approval is necessary for Southwest's assumption of the RUS 

lebt. These amounts are subject to adjustment at closing based on the final appraisal and AEPCO's 

inancial statements at that time. 

1 1. AEPCO's Class A members, along with AEPCO and Sierra, will all become members 

If Southwest. Southwest will be a non-taxable cooperative, subject to the annual member income 

palifications under IRS Code Section 501c( 12). 

12. AEPCO will retain the generating assets and will continue to provide electric capacity 

ind energy to its Class members, and others, using its generating units along with purchased power. 

Power trading, power billing and scheduling will be performed by AEPCO. 

13. AEPCO will obtain transmission services from Southwest under Southwest's Open 

Access Transmissic a Tariff ("OATT") in order to continue to make bundled sales to SRP, Mesa, ED2 

md MW&E and other third-party sales. When AEPCO makes a bundled sale, AEPCO will acquire 

-- Decision No. 
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transmission fi-om Southwest or others, as needed. When AEPCO makes an unbundled sale to othei 

oarties, the customer will be responsible for obtaining transmission whether &om Southwest or othei 

.ransmission providers. 

14. AEPCO will remain a non-taxable cooperative, subject to the annual member income 

jualifications under IRS Code Section 50 IC( 12). The income qualification is that at least 85 percent 

If its gross income will be “related income” from its members. 

15. On August 27, 1999, the Commission issued Decision No. 6 1932, which granted Sierra 

t Certificate of Convenience and Necessity (“CC&N”) to operate as an electric service provider and 

tuthorized Sierra to supply competitive retail electric services as a load-serving entity and as an 

iggregator in all areas of the State of Arizona which are opened to retail electric competition. The 

Iecision also authorized Sierra to resell meter service and meter reading service. 

16. This application also requests approval to transfer various non-generation and non- 

ransmission AEPCO assets (primarily financial assets) from AEPCO to Sierra. Sierra will provide 

upport services for AEPCO and Southwest. This support includes management of improvements and 

dditions to facilities, employee development, contracting and subcontracting, warehousing, inventory 

ontrol, fuel procurement, environmental permitting, engineering services, financial and accounting 

ervices, budgeting, forecasting planning and scheduling, media and public relations and legal services. 

Sierra also intends to offer energy-related products such as distributed generation 

quipment, energy management, power quality solutions, facility operations and maintenance service, 

onsolidated billing and other services. 

17. 

18. Sierra will also engage in competitive retail electric sales activities and will function 

s a power marketer for wholesale power sales and load aggregation. However, pursuant to 

:ommission rules, Sierra cannot offer competitive service in the Class A member distribution 

ooperatives’ service area until the Commission has deemed those areas open to competition. 

19. Sierra will be a taxable cooperative because, initially, the bulk of its income will come 

rom its staffing services rather than the sale of electricity. 

20. The application requested approval to transfer the transmission portion of AEPCO’s 

:C&N to Southwest. After closing, Southwest will immediately generate revenues from AEPCO’s 

Decision No. 
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Class A members and others. The employees who will operate Southwest’s transmission system art 

currently the AEPCO employees who operate the same transmission system. For these reasons, StaA 

3elieves that Southwest is a fit and proper entity to receive the transmission portion of AEPCO’s assets 

md CC&N and recommends that the Commission approves the transfer. 

Financing Issues 

21. AEPCO’s financial health has steadily improved since 1995. Except for the $6.7 

nillion write-off of the PPFAC bank balance and $4.1 million shortfall charge-back expense related 

o sales to California, AEPCO’s net margins (equivalent to net profit for an investor-owned utility) in 

ZOO0 would have been the highest in six years. Long-term debt has steadily declined, while 

nembership capital (equivalent to “common equity” for investor-owned utilities) steadily increased 

md turned positive in 2000 for the first time in many years. Interest expense has also steadily declined 

wer the six years. The balance of AEPCO’s Cash and Cash Equivalents account, which represents 

ash and investments that are readily converted to cash, was $49.0 million at December 3 1, 2000. 

22. The application also requested approval for AEPCO and Southwest to execute notes, 

nortgages and assumption and indemnity agreements associated with the restructuring. These will 

,e necessary for the transfer of some of AEPCO’s debt to Southwest 

23. Any debt assumed by or transferred to Southwest from AEPCO will be issued at 

dentical interest rates and maturities as the debt presently cames. Because the amount of debt to be 

ssumed or replaced by Southwest will not be known precisely until the close of the transaction, the 

:ooperatives have requested that approval for Southwest to execute notes, mortgages and assumption 

nd indemnity agreements be for a total amount of up to $100.0 million. Also, AEPCO will need 

ipproval to issue replacement notes for the debt that they are retaining. 

24. None of the debt for which approval is requested is “new” debt. The total will sum to 

IEPCO’s debt immediately before closing. Staff believes that these debt transactions are necessary 

o effectuate the restructuring. Because Southwest’s transmission rates and AEPCO’s rates for 

;eneration are set to equal their revenue requirement and the debt service related to the assumed debt 

s part of that revenue requirement, Southwest and AEPCO should have the ability to make principal 

md interest payments on the assumed debt. If the restructuring is approved, Staff recommended 

Decision No. 
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approval for AEPCO and Southwest to execute notes, mortgages and assumption and indemnitj 

agreements in an amount not to exceed AEPCO’s cicbt immediately before closing. 

25. AEPCO and Southwest will make cash capital contributions to Sierra in the amount of 

$4.0 million to enable its formation. Because substantially all of AEPCO’s assets are subject to the 

Rural Utility Services (“RUS”) and the National Cooperative Financing (“CFC”) mortgages, AEPCO 

is seeking a release of the Sierra business and assets from the mortgages 

26. The Restructuring Agreement executed by AEPCO, Southwest and Sierra provides that 

Sierra will be financed through capital contributions of $4.0 million from Southwest and AEPCO. 

Sierra has also applied for credit support in the amount of $500,000 from the National Rural Utilities 

Cooperative Finance Corporation (“CFC”). The funds from AEPCO, Southwest and the CFC will be 

used primarily to cover a thirty to forty-five day lag between the generation of revenue and the 

payment of payroll. 

27. AEPCO currently has a balance of approximately $200.0 million in RUS and RUS 

guaranteed debt. To protect its interests in being repaid in a timely manner, the RUS imposed 

restrictions that AEPCO and Southwest must follow in the restructuring. One condition is the 

retention by AEPCO of the existing bundled sales contracts between AEPCO and the Class A all- 

eequirements members. 

28. The RUS also limited Sierra’s control over the activities of AEPCO and Southwest 

3ecause RUS will have no control over Sierra. The purpose of this restriction is to ensure that AEPCO 

2nd Southwest’s margins are not appropriated by Sierra compromising their ability to make timely debt 

3ayments to RUS. 

29. Final RUS approval of the notes and replacement debt will occur after AEPCO and 

Southwest have received Commission approval. 

FERC 

30. On April 11,2001, Sierra and Southwest filed an application with FERC relating to the 

restructuring of AEPCO. Sierra requested FERC authorization of a rate schedule for the wholesale 

sale of electric energy and capacity at market-based rates and for authorization for the Resource 

htegration Agreement which governs some of Sierra’s wholesale power sales. Sierra also requested 

Decision No. 
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that FERC issue a declaratory order disclaiming jurisdiction over AEPCO and Southwest because o 

they have RUS and RUS guaranteed debt. Southwest requested that FERC make a finding tha 

Southwest’s Open Access Transmission Tariff is an acceptable reciprocity tariff and that its proposec 

Standards of Conduct satisfy the standards required by FERC Order No. 889. On May 30, 2001. 

without a hearing or suspension, FERC issued an order approving Sierra’s and Southwest’s 

applications. 

Code of Conduct 

3 I .  AEPCO has requested approval of a Code of Conduct between itself and Sierra and 

between the Class A members and Sierra. These Codes of Conduct were submitted to comply with 

A.A.C. R14-2-1616. However, AEPCO contends that the Code of Conduct rules do not apply and, 

therefore, AEPCO requested waivers from these rules or, in the alternative, approval of the Codes of 

Conduct as proposed. 

32. Although the three entities will have separate functions and each will have its own 

Board of Directors, the Boards will primarily be chosen from the same pool of individuals from which 

AEPCO’s current directors originate. 

33. Ln the restructured company, Sierra will perform several roles, which includes an 

overlap of roles in both the wholesale and retail markets. However, Sierra’s role as a wholesale and 

retail marketer are not addressed in the proposed Codes of Conduct. 

34. The market power study submitted to FERC by Southwest and Sierra reports that Sierra 

will provide personnel to fill non-core positions at AEPCO and Southwest. Staffing agreements will 

govern the functions of and payments for these employees. AEPCO and Southwest will provide 

management directives, policies, and supervision of Sierra’s employees. The Sierra employees 

assigned to Southwest will be subject to the OASIS Standards of Conduct. Thus, structurally, Sierra 

employees will not have operational control over the activities of AEPCO or Southwest. 

35. Sierra, as an electric service provider, will work in conjunction with the member 

distribution cooperatives, which are rate regulated utilities, through a Joint Marketing Agreement. For 

the other utilities in the state, a separation of the competitive provider and the utility is required. 

a * *  

Decision No. 
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4EPCO contends that if it can not offer the competitive services through this arrangement, the services 

will likely not be provided at all in the rural regions of the state. 

36. AEPCO has asserted that it will comply with the FERC's rules, procedures and 

pidelines concerning the separation of the merchant and power marketing functions of an electric 

itility from its transmission functions and that appropriate standards of conduct will be followed to 

:nsure adequate separation. AEPCO contends that the member owned corporate structure of the 

:ooperatives minimizes Code of Conduct concerns because any margins in either market will accrue 

o the members. 

37. AEPCO, its affiliates and the member distribution cooperatives are member owned and 

hey serve a region of the state that would likely not be profitable enough for others to service is a 

actor in Staffs recommendation that the Commission approve the Code of Conduct at this initial 

itage. 

38. Staff also recommended that the Commission reserve the right to impose additional 

estrictions if problems arise or if the demand for competitive services becomes larger than anticipated 

md would support other service providers in the rural regions of the state. 

39. These issues should be re-examined in AEPCO's and Southwest's next rate case. 

'artial Requirement Contract 

40. AEPCO has also requested the approval of a Partial Requirement Capacity and Energy 

Igreement with Mohave. As part of the restructuring, Mohave, AEPCO's largest Class A member, 

vould convert from a full requirement member to a partial-requirement member. 

4 1. Mohave would pay for electric service based upon a three-part charge, consisting of a 

ixed charge, charges based on an Operations and Maintenance rate and an energy rate charge. The 

ixed charge represents Mohave's share of AEPCO's debt payments and is instrumental in receiving 

IUS approval. 

42. The restructuring will also provide the five remaining Class A, full requirement 

nembers the opportunity to seek to become partial requirements customers in the future pursuant to 

;eparate conversion agreements that would be subject to approval of the RUS. 

. .  
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t 

43. AEPCO will supply Mohave power and energy based on its historic demand anc 

Investment. However, Mohave will be free to procure its additional needs from other sources. 

44. Because Mohave will only participate in the wholesale market for its incremental 

ieeds, the recent volatility in electric prices should present a minimal risk. In return, the partial 

.equirement arrangement provides Mohave the opportunity to pursue advantageous pricing 

trrangements as the wholesale market matures and becomes less volatile and chaotic. Therefore, the 

)artial Requirements Capacity and Energy Agreement should be approved. 

’urchased Power and Fuel Adiustor Clause 

45. The fundamental rationale for a fuel adjustment clause is that fuel prices can change 

adically based on the overall energy market. During much of the time that AEPCO’s restructuring 

vas being planned, fuel prices were dropping. During the more recent past, there has been a dramatic 

eversal of that trend. It is likely that for at least the near future, energy prices will be unstable. 

46. Purchased power and fuel adjustor clauses for Arizona utilities may be created and set 

uring a rate case wherein a base cost of fuel and purchased power is determined and included in base 

ates. The base period cost of fuel and purchased power adopted in AEPCO’s last rate case and used 

i the subsequent fuel adjustor filings is $0.01714 per kWh. AEPCO’s most recent filing of its fuel 

nd purchased power cost adjustment indicated h i t  its current cost of fuel and purchased power is 

0.026034. 

47. AEPCO’s application requested that the Commission’s approval to: (1) forgive the 

ider-collected balance in its PPFAC bank as of the effective date of the restructuring and (2) to 

iminate its PPFAC on an on-going basis.” 

48. As of December 31, 2000 AEPCO’s PPFAC bank balance was undercollected by 

pproximately $6.7 million. Between January 1 and March 3 1, 2001, AEPCO has accumulated an 

dditional undercollected balance of $2.3 million. 

49. Staff has not audited the cumulative expenses included in AEPCO’s reported 

ndercollected PPFAC balance in several years. Staff cannot confirm the amount undercollected 

qithout a complete audit of the historical PPFAC filings, accounting and related invoices. 

. .  
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50. Staff has recommended that the Cornmission approve, nunc pro tunc, the write-off of 

the December 3 1, 2000 PPFAC, undercollected balance of $6.7 million. 

51. Staff also recommended that the Commission order that a new docket be opened in 

which to examine the PPFAC. Within the docket, Staff would perform an audit of the PPFAC filings 

o verify the balance and to verify AEPCO's compliance with previous Commission orders. Staff 

would make recommendations to the Commission as to the appropriate amount of the write-off and 

whether the adjustor should be continued or eliminated. 

Xates 

52. AEPCO also requested approval of rates for its Class A members. AEPCO's current 

,ates to its Class A members were set by Decision No. 58405, dated September 3, 1993. The rates set 

vere bundled rates of $15.25 per kW of billing demand plus $0.0228 per kWh. AEPCO's original 

estructuring application requested approval of a tariff that represented a rate reduction to its Class A 

nembers. AEPCO's amended application requested approval of a tariff that was designed to result in 

to change in the Class A members' total power bills. 

53. AEiPCO's amended application also requested that the rates for generation charged to 

ts all requirements Class A members be set at $12.44 per kW of billing demand plus $0.01989 per 

;Wh. Southwest's rates for transmission for Class A members and for all other parties are set forth 

n its Open Access Transmission Tariff (''OATT"), which has already received FERC approval. The 

IATT rates include a monthly demand charge determined by multiplying proportion of the customer's 

oad to Southwest's load by one-twelfth of Southwest's annual revenue requirement. According to the 

IATT, Southwest's revenue requirement for network integration transmission service is $13.4 million, 

'effective until amended by Southwest." This translates into initial transmission rates of $3.244 per 

;W per month. 

54. Although the total of the generation and transmission demand rates of $12.44 and 

i3.244, respectively, equals $15.684 per kW and exceeds the bundled demand rate of $15.25 per kW, 

he new kWh charge of $0.01989 is less than the bundled kWh charge of $0.0228. When the 

inbundled rates are applied to the Class A members' bills for the twelve morl.ns ending December 3 1, 

!OOO, the resulting pro forma power bills were $1.0 less than the actual total power bills during 2000. 
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3 n  an individual basis, the pro forma power bills of the Class A members all were less than their 

actual bills. Thus, the impact on all of the Class A members, all factors held constant, should be that 

.heir power bills will be slightly lower than they would have been under the old, bundled rates. 

Future Rate Case 

5 5 .  Although AEPCO expects some cost savings through Sierra's provision of centralized 

;ervices, some costs may increase under the proposed restructured organization. The cost of the 

.eorganization itself and the costs of educating, transporting and housing three Boards of Directors are 

:osts that may increase. 

56. Decision No. 58405 required that AEPCO to conduct a h l ly  allocated embedded cost 

If service study in conjunction with its next rate filing. 

57. Staff has recommended that the Commission order AEPCO and Southwest to each file 

L rate case eighteen months after the closing of the restructuring for the following reasons: to insure 

hat asset and liability allocations among the three entities have been performed in a fair and equitable 

nanner; to insure that the ultimate customers of AEPCO benefit from any cost savings from the 

estructuring; to insure that AEPCO's and Southwest's rates are fair and reasonable; to determine if the 

dlocations among the three entities were reasonable; and to determine if the restructured cooperatives 

vere experiencing savings from the restructuring that exceed the costs. 

58. A rate case that would be filed 18 months after the restructure has occurred would 

'mompass one year of operations under the new structures and provide the cooperatives an appropriate 

imount of time to close the books and to prepare a rate case submission. 

Votice 

59. AEPCO's member cooperatives have received notice and agree to AEPCO's 

application. 

60. AEPCO published notice of the Application in the Daily Star and in Kingrnan and 

Sierra Vista newspapers. 

. .  
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Recommendations 

6 1.  Staff recommended approval of the restructuring and the transactions to effectuate thc 

restructuring. However, because of the many issues raised by this application and the volatility of tht 
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energy market, there are several conditions that should be attached to the Decision in this matter. 

62. Staff recommended approval of the forgiveness of the December 31, 2000 

undercollected PPFAC balance. However, Staff also recommended that the Commission authorize 

Staff to opened a docket and request a procedural order be issued within 90 days from the decision in 

this docket. The purpose of the docket would be to examine AEPCO's PPFAC. Staff would perform 

an audit of AEPCO's PPFAC filings and balance to veri@ the balance and veri@ AEPCO's compliance 

with previous Commission orders. At that time Staff will also make a recommendation regarding the 

continuation or discontinuation of the PPFAC and a recommendation regarding the balance forgiven. 

Staff recommended that the Commission order that both the new AEPCO and 

Southwest file rate cases eighteen months from the closing of the restructuring. Ln the rate 

applications, AEPCO and Southwest should include an analysis of the savings and benefits enjoyed 

from the formation of Sierra that would not have been experienced without the restructuring and 

include a cost of service study as ordered by Decision No. 58405. 

63. 

64. Staff recommended that the Commission reserve the right to impose additional 

restrictions on Sierra at the time of AEPCO and Southwest's next rate case if problems arise regarding 

Sierra's role as a wholesale purchaser and a cooperative service provider, or if the demand for 

competitive services becomes larger than anticipated and would support other service providers in the 

rural regions of the state. 

65. Staff recommended that the Commission require Southwest to obtain any necessary 

franchises and file them in this docket when obtained. 

66. Staff recommended that the Commission find that to the extent A.A.C. R14-2-1615 

applies to a generation and distribution cooperative, this restructuring complies with that rule. 

67. Staff recommended approval of the transfer of AEPCO's transmission assets to 

Southwest and certain assets to Sierra. 

28 . . .  
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68. Staff recommended approval of the transfer of the transmission portion of AEPCO': 

X & N  to Southwest. 

69. Staff recommended approval of the execution by AEPCO and Southwest of notes 

iortgages and assumption and indemnity agreements associated with the restructuring, the total no1 

xceeding AEPCO's outstanding debt immediately previous to the time of closing. 

70. Staff further recommended approval of the partial requirements relationship between 

LEPCO and Mohave, with the final executed agreement to be filed with the Commisqion upon 

ompletion of the restructuring. Such relationship should not differ materially from that described in 

le Application and its exhibits and schedules. 

71. Staff recommended approval of the revised Class A member all requirement tariff 

ttached as Exhibit C to the Amended Application. 

CONCLUSIONS OF LAW 

1. AEPCO is an Arizona public service corporation within the meaning of Article XV, 

ection 2, of the Arizona Constitution. 

2. The Commission has jurisdiction over AEPCO and over the subject matter of the 

pplication. 

3. The Commission has reviewed the Application, Staffs Memorandum and the Staff 

eport and has determined that Southwest is a fit and proper entity to purchase AEPCO's assets and 

ceive the transmission portion of AEPCO's CC&N. The Commission has also determined that the 

ansfer of assets from AEPCO to Sierra is in the public interest and the proposed financing 

ansactions are compatible with sound financial practices and are in the public interest. The 

ommission has also determined that the rates set forth in the tariff filed in with the application are 

1st and reasonable. 

4. The Commission has determined that Staffs recommendations, set forth in Findings 

f Fact Nos. 61-71, are in the public interest and should be adopted. 

. .  
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ORDER 

IT IS THEREFORE ORDERED that the Commission hereby approves AEPCO’s application 

:omistent with Staffs recommendations listed in Findings of Fact Nos. 61-71. 

IT IS FURTHER ORDERED that this Decision shall become effective immediately. 

BY ORDER OF THE ARIZONA CORPORATION COMMISSION 

:HAIRMAN COMMISSIONER COMMISSIONER 

IN WITNESS WHEREOF, I, BRIAN C. McNEIL, Executive 
Secretary of the Arizona Corporation Commission, have 
hereunto, set my hand and caused the official seal of this 
Commission to be affixed at the Capitol, in the City of 
Phoenix, this day of ,2001. 

BRIAN C. McNEIL 
Executive Secretary 

)IS SENT: 

1RS:LAJ:rnai 
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