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0261)

Attached is the Staff Report for Southwest Transmission Cooperative, Inc., application
for approval to incur debt and secure liens on its property to finance its construction work plan.
Staff recommends approval.
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EXECUTIVE SUMMARY

Southwest Transmission Cooperative, Inc. (“STC” or “Company”) filed an application
April 4, 2002, with the Arizona Corporation Commission, for authorization to incur debt of
$30,853,000 and pledge assets to secure the debt.

STC serves mostly Southern Arizona from Wilcox to areas surrounding Tucson. It is a
non-profit 501-(3) (C) Arizona Corporation created from transmission assets divested by Arizona
Electric Power Cooperative, Inc. (“AEPCQO”) as of August 1, 2001.

The loan proceeds will fund capital improvements to the existing electrical transmission
system. Transmission service is primarily provided between AEPCO, the generation source, and
the retail electrical sale cooperatives that are members and owners of STC.

Staff finds the proposed use of funds appropriate and necessary for reliable operation of
the electrical transmission system. Further, the projected costs are found to be reasonable and
typical of cost for similar facility improvements made by other transmission providers.

Staff has concerns about the financial condition of the Company and its ability to service
debt as actual TIER and DSC for the first five months of its corporate existence are .70 and .92,
respectively. Staff also has reservations because membership capitalization is currently only 2.0
percent and will decline as additional debt is incurred. Staff’s concerns are only mitigated by
Decision No. 63305 that requires the Company to submit a capital plan by December 31, 2002,
which will eventually raise membership capital levels to 30 percent.

Staff recommends approval of the request for authorization to borrow funds.

E-04100A-02-0261
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Introduction

Southwest Transmission Cooperative, Inc. (“STC”, or “Company”) filed an application
with the Arizona Corporation Commission (“ACC” or “Commission”) on April 4, 2002. The
application asks for authorization to incur debt and secure liens on its property in the amount of
$30,853,000 to finance its construction work plan.

STC is an Arizona non-profit corporation headquartered in Benson, Arizona, and owned
by its Class A members. Owners are cooperatives selling electricity to retail consumers
primarily in southern Arizona. Arizona Electric Power Cooperative, Inc. (“AEPCO”) at the
Apache Station generation complex near Willcox, Arizona produces much of the electricity
transmitted by the Company. AEPCO and STC have a common board of directors.
Transmission lines operated by the Company transmit electricity from the generating station to
the purchasing cooperatives and some non-member purchasers.

STC was created on August 1, 2001, as a separate entity in a spin-off from AEPCO on
August 1, 2001. STC received all of the transmission assets and a share of AEPCO’s debt in the
spin-off.

Purpose of Financing

The Company proposes borrowing funds to complete its 2001-2004 work plan which
consists principally of individual projects including the Apache-Winchester 230 KV line and
substation which is to improve transmission system reliability in southeast Arizona. This project
contemplates replacing 23 miles of Apache to Hayden 115 KV transmission line with a double
circuit 230 KV and 115 KV line. The project resolves system overloads as further discussed in
the attached Staff Engineering Memorandum.

Proposed Debt

The Company proposes to borrow a total of $30,853,000 from the Rural Utilities
Service/Federal Financing Bank (“RUS”) long-term guaranteed loan program. Terms expected
are 35 years and an interest rate of 5.710 percent per annum. Advances are to be made through
2004 when the work plan is completed.

RUS has approved the loan transaction as evidenced in the attached letter signed by the
Assistant Administrator of the Electric Program. The U.S. Government is guaranteeing the
$30,853,000 loan that will be advanced by the Federal Financing Bank.

Financial Analysis

Staff’s analysis of the Company’s financial strength is based on financial statements for
the five months ending December 31, 2001, the entity’s period of existence since its spin-off

E-04100A-02-0261
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from AEPCO. The five-month statements were audited by the Dallas, Texas office of Arthur
Andersen, LLP, and are presented on an unqualified basis.

The results of operations for the first five months of existence as a separate entity as
measured by the time’s interest earned ratio (“TIER”) and debt service ratio (“DSC”) are
inadequate to satisfy the normal requirements by RUS. The annualized TIER, DSC, and the
Cash Coverage Ratio (“CCR”) for the first five months of existence, (Schedule JHJ-1, attached)
are .70, .92, and 1.01 respectively. These ratios reflect a $243,000 adjustment to operating
income, to remove non-recurring eXpenses. '

TIER represents the number of times earnings will cover interest expense on long-term
debt.

DSC represents the number of times internally generated cash will cover required
principal and interest payments on long-term debt.

CCR represents the number of times internally generated cash will cover required interest
payments on debt. A CCR of greater than 1.0 means that operating cash flow is greater than
interest expense. CCR is equal to EBITDA (earnings before interest, taxes, depreciation, and
amortization) divided by interest expense.

Schedule JHJ-2, attached, presents the Company’s projections for the fiscal years 2001
through 2011. These projections reflect new rates presented and recommended to the board by
the Company’s management at STC’s June 2002 board meeting. The proposed rates are
projected to produce sufficient revenues to provide a DSC of 1.0 and a TIER of at least 1.26
through fiscal 2010. These rates have been approved by the Company’s board but not by the
ACC or FERC. The Company needs higher rates in 2002 and beyond to meet the RUS mimimum
requirements for a 1.05 TIER and a 1.00 DSC. The Company has filed an Open Access
Transmission Tariff (“OATT”) application with the Commission.

The Company was thinly capitalized at December 31, 2001, with a member’s equity
percentage of 2.0. Member’s equity will decline to 1.5 percent after the proposed debt is
incurred. In Decision No. 63305, dated June 26, 2002, the Commission ordered STC to file a
capital plan no later than December 31, 2002, to increase membership capital to 10 percent by
December 31, 2006, to 15 percent by the end of 2010, and to 30 percent by the end of 2015.

Development of a capital plan to comply with the requirements of Decision No. 63305 1s

necessary for STC to conform with the “sound financial practices” requirement for Commission
approval found in the Arizona Revised Statutes.

E-04100A-02-0261
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Engineering Analysis

The Staff Engineering Memorandum dated August 2, 2002, attached, concludes that the
proposed capital improvements are appropriate and necessary for reliable operation of the
system. The Staff Engineering Report further concludes that cost estimates are reasonable, and
are typical of costs for similar facility improvements made by other transmission providers.

The Company has complied with requirements that transmission plans for the next ten
years be filed with the Commission.

Staff Recommendations

Staff concludes that the issuance of debt in the amount of $30,853,000 on the terms
described is for lawful purposes, within the corporate powers of the applicant, compatible with
the public interest, compatible with sound financial practice, and will not impair its ability to
perform service, provided that the Company complies with the capital plan requirements
established by Decision No. 63305, dated June 26, 2002.

Staff recommends the approval of the applicant’s request for authorization to obtain
financing on the terms and conditions described in the application in the amount of $30,853,000.

Staff further recommends approval of granting liens in favor of the lender, as required, to
secure the borrowings authorized.

Staff further recommends authorizing the Company to engage in any transaction and to
execute any documents necessary to effectuate the authorizations granted.

Staff further recommends that the Company be ordered to file copies of all executed
financing documents with the Commission within 30 days after they become available.

E-04100A-02-0261
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Selected Financial Information
Reflecting the Immediate Effects of the Proposed Debt

[A] [B]

12/31/2001 Pro Forma
1 Operating Income $ (599) $ (599)
2 Depreciation & Amort. 2,611 2,611
3 Income Tax Expense 0 0
4
5 Interest Expense 1,992 2,167
6 Repayment of Principal 2,383 5,719
7
8
9 TIER'
10 [1+3+5] = [5] 0.70 0.72
11 DSC
12 [1+2+3+5] = [5+6] 0.92 0.53
13 Cash Coverage Ratio
14 [142+3] + [5] 1.01 0.93
15
16
17
18 Short-term Debt $0 0% $0 0.0%
19
20 Long-term Debt $87,494,000 98%  $90,504,000 98.0%
21
22 Common Equity $1,813,000 2% $1,813,000 2.0%
23
24 Total Capital $89,307,000 100%  $92,317,000 100.0%
25
26
27

1. Proposed debt includes all amounts to be drawn by 2004. Additional borrowings of $27,843,000 will occur in 2003 and 2004.
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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: Southwest Transmission Coop. Financing Application, Docket No. E-01773A-02-0261
Date: August 2, 2002

Southwest Transmission Cooperative (“TRANSCO”) filed an application on April 4, 2002,
for authority to incur debt and secure liens on its property for the financing of necessary
improvements to its transmission system. TRANSCO proposes to borrow funds not to exceed
$30,853,000 from the Rural Utilities Service (“RUS”) guaranteed Federal Financing Bank (“FFB”).
Engineering Staff (“Engineering’’) has reviewed the TRANSCO financing application and offers the
following technical assessment.

Engineering has reviewed TRANSCO’s revised 2001-2004 Construction Work Plan filed
with its financing application. The work plan contains all capital improvements upon which the loan
is based. A summary of the proposed work is provided in Table 1.

Table 1: Summary of Work Plan

RUS 740c Code Construction Category Amount
800 Transmission Lines 9,890,000.
900 New Substations, Switching Stations 9,841,683.
1000 Line and Station Changes 7,181,690.
1101 Communication/Supervisory Control And Data Acquisition 2,083,491.
1102 Ordinary Line and Substation Replacement 1,857,060.

TOTAL  $30,853,924.

One major project, the Winchester Project, represents approximately $21 million in the work
plan. This project is an exception to TRANSCO’s normal work plan. The project consists of
replacing 23 miles of Apache to Hayden 115 kV transmission line with a double circuit 230kV and
115 kV line. The new 230 kV line connects Apache Substation with a new Winchester 345 kV
Substation on TEP’s 345 kV Greenlee to Vail transmission line.

The Winchester project is needed to resolve system overloads for single contingency outages.

The project will also decrease TRANSCO’s need for remedial action schemes (“RAS”) for multiple

contingency outages. The project provides TRANSCO a third transmission interconnection point to

the Arizona Extra High Voltage (“EHV”’) System. The project is expected to increase TRANSCO’s

import/export capability by approximately 400 MW. TRANSCO filed with the Commission a copy

of areport entitled “Winchester Interconnect Project Report” with its ten-year plans in January 2002.
The project has also been modeled and studied as part of the Central Arizona Study (“CATS”).

IJDS:SWT0261ER.doc Page 1 of 2




The remaining approximately $10 million of the work plan consists of routine and customary
improvements. New substation and substation transformers for TRANSCO’s member Distribution
Cooperatives represents approximately $6 million and the remaining $4 million is for
Communication and Supervisory Control And Data Acquisition (“SCADA”) improvements and
Ordinary Replacements. Need for the new substations and transformers for member Distribution
Cooperatives was validated this summer when Trico experienced substation transformer overloads
that resulted in several consecutive days of customer outages. Several of the proposed transformer
additions are slated for Trico’s service area.

Conclusions

Engineering finds the capital improvements proposed in TRANSCO’s financing application
to be appropriate and necessary for reliable operation of its system. TRANSCO has complied with
its requirements to file transmission plans for the next ten years with the Commission by the end of
January of each year. The most recent filing properly included technical studies supporting the
planned transmission improvements. Cost estimates of the proposed projects are reasonable and are
typical of cost for similar facility improvements made by other transmission providers. However,
Engineering defers judgement of all proposed improvements as “used and useful” until such time
that TRANSCO applies for a rate adjustment. A more thorough review of transmission facilities will
be undertaken at that time.

IDS
CC: Steve Olea, Assistant Director, Utilities Division
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SENT BY: 6-27- 2 311:10AM AZ ELECTR.IC' POWER CO- 6025422._129 # 2/ 3

Unlted States Department of Agriculture
Rural Development

Rural Buslneee—Coopemt!va Service » Rural Housing Service » Rural Utllttles Sorvtcu
Washington, DC 20250

JUN 19 2002

Mr. Donald W. Kimball ,
Executive Vice President and
Chief Executive Officer
Southwest Transmission Cooperative, Inc.
P. 0. Box 2195 ' »
Benson, Arizona 85602 ¢

Dear Mr. Kimball:

We are pleased to advise you that a loan guarantee commitment in the amount of
$30,853,000 has been approved for Southwest Transmission Cooperative, Inc.
(SWTC), by the Rural Utilities Service (RUS). Under this commitment, the Government
will guarantee a loan of $30,853,000 to SWTC pursuant to a contract of guarantee,
satisfactory to RUS, among the Government SWTC and the Federal Fmancmg Bank
(FFB). - | y

The proceeds of the guaranteed loan, designated "88” are to be used to finance
additional transmission and substation facilities. :

Advances will be made on the “B8" loan only after the conditions outlmed below have
been met: :

1. The RUS has entered into a contract of guarantee with SWTC, and the FFB has
agreed, with RUS approval, to make SWTC a guaranteed loan of $30,853,000 to
finance the projects included in the "B8" loan;

2. SWTC has submitted evidence, in form and substance satisfactory to the
Administrator, that the conditions in the contract of guarantee have been
satisfied to the extent and in the manner prescribed by the Administrator; and

3. SWTC has submitted evidence, in form and substance satisfactory to the
~ Administrator, that it has duly authorized, executed, and has delivered to the
* Administrator the FFB Note and the Reimbursement Note in the manner
prescribed by the Administrator.
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Mr. Donald W. Kimball ' | 2

The loan agreement and other documents will be forwarded in the near future for
execution. This loan is approved with the understanding that the loan agreement will
be authorized and executed by your organization and returned to us by the date, which
will be set forth in the letter transmitting the loan agreement.

Sincerely,

BLAINE STOTKTON
Assistant Administrator .
Electric Program :
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