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ON - Chairman
WILLIAM A, MUNDELL
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KRISTIN K. MAYES
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=
ARIZONA CORPORATION COMMISSION
DATE: JUNE 17, 2008

DOCKET NO: E-01773A-07-0467

TO ALL PARTIES:

Enclosed please find the recommendation of Administrative Law Judge Jane Rodda.
The recommendation has been filed in the form of an Order on:

ARIZONA ELECTRIC POWER COOPERATIVE, INC.
(FINANCE)

Pursuant to A.A.C. R14-3-110(B), you may file exceptions to the recommendation of

the Administrative Law Judge by filing an original and ten (10) copies of the exceptions with

the Commission’s Docket Control at the address listed below by 4:00 p.m. on or before:
JUNE 26, 2008

The enclosed is NOT an order of the Commission, but a recommendation of the

Administrative Law Judge to the Commissioners. Consideration of this matter has tentatively
been scheduled for the Commission's Working Session and Open Meeting to be held on:

JULY 1, 2008 AND JULY 2, 2008

For more information, you may contact Docket Control at (602)542-3477 or the Hearing
Division at (602)542-4250. For information about the Open Meeting, contact the Executive
Director’s Office at (602) 542-3931.
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BEFORE THE ARIZONA CORPORATION COMMISSION
COMMISSIONERS

MIKE GLEASON, Chairman
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES

GARY PIERCE

IN THE MATTER OF THE APPLICATION OF DOCKET NO. E-01773A-07-0467
ARIZONA ELECTRIC POWER COOPERATIVE,
INC. FOR (1) AN INCREASE IN THE AMOUNT
OF DEBT AUTHORIZED IN DECISION NOS. DECISION NO.
68065 AND 69238 AND (2) AUTHORIZATION TO
APPLY THE PROCEEDS OF PREVIOUSLY
AUTHORIZED DEBT TO A DIFFERENT
PURPOSE.

ORDER

Open Meeting
July 1 and 2, 2008
Phoenix, Arizona

BY THE COMMISSION:
Having considered the entire record herein and being fully advised in the premises, the

Arizona Corporation Commission (“Commission”) finds, concludes, and orders that:

*® * * % * * * * * %

FINDINGS OF FACT

1. On August 7, 2007, Arizona Electric Power Cooperative, Inc. (“AEPCO” or
“Cooperative”) filed an application with the Commission requesting authorization to increase the
amount of debt authorized in Decision Nos. 68065 and 69238 and to apply the proceeds of previously
authorized debt to a different purpose.

2. On September 19, 2007, AEPCO filed an affidavit of publication verifying that notice
of the financing application was published in The Arizona Daily Star/Tucson Citizen on September
10, 2007, and in The Kingman Daily Miner on September 13, 2007. The Kingman Daily Miner is a
newspaper of general circulation in the City of Kingman, Mohave County and The Arizona Daily
Staff/Tucson Citizen is a newspaper of general circulation in Pima County, Arizona.

3. On May 29, 2008, the Commission’s Ultilities Division (“Staff”) filed its Staff Report,

S:\Jane\FINANCE\2008\AEPCO long-term debt Order.doc 1
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recommending approval of the proposed financing authority.

4, On June 5, 2008, AEPCO filed a Response in support of the Staff Report, providing
updated financial information that was not available at the time of the Staff Report. In addition,
AEPCO requests that this matter be considered at the Commission’s July 1 and 2, 2008, Open
Meeting in order to assist AEPCO to move forward on the projects as well as alleviate pressure on
the Cooperative’s general funds.

5. On June 6, 2008, AEPCO filed an amended Exhibit to its Response to the Staff
Report.

6. AEPCO is a non-profit, member-owned cooperative which supplies all or most of the
power and energy generation requirements of its five Arizona and one California Class A member
distribution cooperatives. AEPCO also provides service to the City of Mesa as a Class B member
and to the Salt River Project Agricultural Improvement District as a Class C member.

7. AEPCO’s current rates were approved in Decision No. 68071 (August 17, 2005).

8. In Decision No. 68065 (August 17, 2005), the Commission authorized AEPCO to
borrow an amount not to exceed $3,050,000 from the Rural Utilities Service (“RUS”) and Federal
Financing Bank (“FFB”) to replace the interim financing of a low Volume Wastewater Pond at its
Apache Generating Station.

0. In Decision No. 69238 (January 19, 2007), the Commission authorized AEPCO to
borrow up to $29,200,000 from the RUS/FFB to fund the Cooperative’s 2005-2008 Construction
Work Plan (“2005-2008 CWP”).

10.  Together, the Commission authorizations in Decision Nos. 68065 and 69238 totaled
$32,250,000.

11.  The 2005-2008 CWP was formulated in 2004 and included improvements,
replacements and upgrades thought at the time to be necessary to assure AEPCO’s provision of safe,
reliable and adequate generation service to its members. AEPCO reports that since the initial
formulation of the 2005-2008 CWP, the Cooperative has identified several changes to the projects as
well as some additional projects. As a result, AEPCO requests the Commission authorize additional

long-term borrowings from the RUS/FFB loan program in an amount not to exceed $5,932,000.

2 DECISION NO.
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1 || Attached hereto as Exhibit A, is a listing of the projects which currently comprise the CWP and a
summary of the requested additions, revisions and/or changes to the projects previously authorized in

Decision Nos. 68065 and 69238.

B~ W

12. Decision No. 69238 also authorized a process which AEPCO could follow in order to
make changes in the 2005-2008 CWP subject to certain filing and Staff review requirements.1

AEPCO requests that this process remain in effect for potential future changes to the projects

I @ S V) |

identified in Exhibit A as long as the total amount borrowed does not exceed $38,1 80,000.
8 13.  In Decision No. 64227 (November 28, 2001), the Commission authorized AEPCO to
9 | borrow up to $30 million to finance the construction of a new gas tracking turbine generator at the
10 | Apache Generating Station.
11 _ 14. In Decision No. 65210 (September 20, 2002), the Commission authorized long-term
12 | borrowings in an amount not to exceed $26.764 million to finance AEPCO’s 2001-2004 CWP.
13 15.  AEPCO states that because it was able to construct both the gas turbine generator and
14 | the projects in the 2001-2004 CWP for less than originally estimated, there remains unused loan
15 || authorizations from Decision No. 64227 of $1,047,000, and from Decision No. 65210 in the amount
16

17 ! Specifically, Decision No. 69238 provided:
IT IS FURTHER ORDERED that use of the loan proceeds authorized herein shall be
restricted to financing capital improvement projects as described in Arizona Electric

18 Power Cooperative, Inc.’s 2005-2008 Construction Work Plan as that plan may be
19 amended as set forth herein, in an amount not to exceed $29.2 million.
20 IT IS FURTHER ORDERED that Arizona Electric Power Cooperative, Inc. may,
without additional Commission approval, use the loan proceeds authorized herein for
2 modifications to the 2005-2008 Construction Work Plan that, in aggregate over the term
1 of the Plan, cost no more than $500,000 and that substantially conform to the purposes
5 of the projects in the Plan. Before implementing any such modification, Arizona
| 2 Electric Power Cooperative, Inc. shall file in this docket a description of the project and
| its cost.
| 23
| 4 IT IS FURTHER ORDERED that Arizona Electric Power Cooperative, Inc. may file in
2 this docket any proposed modifications to the 2005-2008 Construction Work Plan which
substantially conform to the purposes of the 2005-2008 Construction Work Plan and
25 which cost more than $500,00, but do not exceed the authorized amount of $29.2
6 million, and unless Staff files an objection to the proposed modifications within 30 days
2 of Arizona Electric Power Cooperative, Inc. filing the proposed changes, the proposed
27 modifications shall be deemed approved.

2 The $32,250,000 authorized in Decision Nos. 68065 and 69238, plus the $5,932,000 being requested to finance
28 | additions to the 2005-2008 CWP totals $38,182,000.

3 DECISION NO.
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of $769,000. AEPCO states that the RUS encumbrances on these monies with the United States
Treasury will lapse next year. AEPCO states further that RUS has asked AEPCO to identify projects
which could be funded with these surplus monies so that it will not have to go through another
Congressional budget process to re-encumber the monies.

16.  Attached hereto as Exhibit B is a list of projects that AEPCO proposes to fund using

the unused debt authorizations from Decision Nos. 64227 and 65210.

| 17. The applicable interest rate of the proposed RUS/FFB loan will be fixed at the time
that each advance is made, and AEPCO would be able to draw down on the loan as needed to
proceed with its 2005-2008 CWP. As of January 2, 2008, the applicable interest rate for a 30 year
RUS/FFB loan was 4.37 percent.3

18. Staff’s engineering review of the proposed projects in Exhibits A and B concludes that
they are appropriate and their associated costs appear to be reasonable. Staff noted, however, that it
is not making a “used and useful” determination as part of its review in this proceeding, but rather
treatment of the proposed plant improvements for rate-making purposes will be deferred to a future
rate proceeding.

19.  Staff’s financial analysis utilized AEPCQO’s financial information for the year ended
December 31, 2006, and updated that information with the annualized revenues from the rate increase
that became effective on September 1, 2007.* Staff’s analysis assumed a loan draw of $38,696,000°
amortized for 25 years at an interest rate of 5.0 percent per annum.

20. Staff’s pro forma, adjusted December 31, 2006, financial results indicate that after a
total draw down of $38,696,000, AEPCO’s capital structure would consist of 90.2 percent debt and
9.8 percent equity.

21.  Times Interest Earned Ratio (“TIER”) represents tﬁe number of times earnings cover
interest expense on short-term and long-term debt. A TIER greater than 1.0 means that operating

income is greater than interest expense. A TIER less than 1.0 is not sustainable in the long term but

* As reported in Staff Report at p 2.
* Decision No. 68071 approved a three phase rate increase, the third phase of which became effective on September 1,

2007.
5 Staff Report at p 3. Total Revisions to CWP of $36,880,826, plus $1,815,000 for the Redirection of Unused Debt

Authorizations.
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does not mean that debt obligations cannot be met in the short term.

22.  Debt Service Coverage Ratio (“DSC”) represents the number of times internally
generated cash will cover required principal and interest payments on short-term and long-term debt.
A DSC greater than 1.0 indicates that operating cash flow is sufficient to cover debt obligations. A
DSC less than 1.0 means that debt service obligations cannot be met by cash generated from
operations and that another source of funds is needed to avoid default.

23.  RUS requires AEPCO to achieve a minimum TIER of 1.05 and a DSC of 1.00 in two
out of three years.

24. Staff’s financial analysis shows that for the year ended December 30, 2006, AEPCO
had a TIER and DSC of 1.78 and 1.01, respectively. Staff’s pro forma TIER and DSC, after
accounting for the Phase III rate increase and draw down of $38,696,000 in loan proceeds, indicate
AEPCO would have a TIER and DSC of 1.72 and 1.00, respectively. Staff states that these results
suggest that projected operating results are sufficient to meet all obligations and covenants but leaves
the Cooperative susceptible to not meeting its financial obligations if there is any reduction in net
operating margin.

25.  In its Response to the Staff Report, AEPCO provided an update to Staff’s analysis,
taking into account finalized year-end 2006 information and draft year-end 2007 financial results. At
the time of the Staff Report, Staff did not have access to this information. AEPCO’s updated analysis
indicates thét as of December 31, 2006, AEPCO’s capital structure consisted of 88.6 percent debt and
11.4 percent equity, with a TIER of 1.78 and DSC of 1.01.5 For year-end 2007, based on draft
audited financial statements, AEPCO’s analysis indicates the Cooperative’s capital structure
consisted of 74.6 percent debt and 25.4 percent equity, with a TIER of 2.43 and DSC of 1.34.7 After
modifying the 2007 financial data to take account of the full effect of the Phase III rate increase and
the issuance of $39,996,000% of additional debt financing, AEPCO projects it would have a capital |

structure consisting of 77.4 percent debt and 21.6 percent equity, with a TIER of 2.14 and DSC of

6 Based on audited financial statement for the year ending December 31, 2006.

7 According to AEPCO, common equity for December 31, 2007, includes an $11.2 million increase in equity as a result of
a change in the method of accounting for overhaul costs required by FASB that AEPCO implemented on January 1, 2007.
8 AEPCO’s figures appear to include $1.3 million of financing associated with the Law Flow Waste Water Impound
authorized in Decision No. 68065.
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1.24.

26. Staff states that AEPCO has no compliance issues.

27.  Staff concludes that the issuance of the debt financing for the purposes stated in the
application is within AEPCO’s corporate powers, is compatible with the public interest, is consistent
with sound financial practices and will not impair its ability to provide services.

28.  Staff recommends that the Commission authorize AEPCO to incur additional debt in
an amount not to exceed $5,932,000 and to extend the process authorized in Decision No. 69238 that
allows AEPCO to make changes in the budgeted CWP projects.

29.  Staff further recommends that the Commission approve the Cooperative’s request to
apply unused debt authorizations from Decision Nos. 64227 and 65210 to a different purpose; that
any authorization to incur debt granted in this proceeding terminate on December 31, 2011; that
AEPCO be authorized to engage in any transaction and to execute any documents necessary to
effectuate the authorizations granted herein; and that the Cooperative file copies of the executed loan
documents with Docket Control within 30 days of execution.

30. AEPCO’s capital structure is highly leveraged, however, this is reflective of the fact
that AEPCO is able to borrow funds from the RUS/FFB at attractive rates and these loans are its only
source of outside capital to finance the necessary projects identified in the CWP. AEPCO’s financial
ratios indicate that the Cooperative is able to meet its debt obligations, even utilizing the conservative
assumption that it will draw on $38,696,000 in loan proceeds all at once.

31.  Staff’s conclusions and recommendations are reasonable and we adopt them.

CONCLUSIONS OF LAW

1. AEPCO is a public service corporation within the meaning of Article XV of the
Arizona Constitution and A.R.S. §§ 40-301, 40-302, and 40-303.

2. The Commission has jurisdiction over AEPCO and of the subject matter of the
application.
3. Notice of the application was given in accordance with the law.

4. The financing approved herein is for lawful purposes within AEPCO’s corporate

powers, is compatible with the public interest, with sound financial practices, and with the proper

6 DECISION NO.
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performance by AEPCO of service as a public service corporation, and will not impair AEPCO’s
ability to perform the service.

5. The financing approved herein is for the purposes stated in the application, is
reasonably necessary for those purposes and such purposes may not be reasonably chargeable to

operating expenses or to income.

ORDER

IT IS THEREFORE ORDERED that Arizona Electric Power Cooperative, Inc. is hereby
authorized to borrow additional funds from the RUS/FFB in an amount not to exceed $5,932,000, for
the purpose of financing its 2005-2008 CWP.

IT IS FURTHER ORDERED that the procedures established to modify the 2005-2008 CWP
approved in Decision No. 69238 shall continue to be applied.

IT IS FURTHER ORDERED that the modifications to the 2005-2008 CWP as identified in
Exhibit A, attached hereto, are approved.

IT IS FURTHER ordered that Arizona Electric Power Cooperative, Inc. is authorized to apply
the proceeds of the debt previously authorized in Decision Nos. 64227 and 65210 to the projects
described in Exhibit B attached hereto.

IT IS FURTHER ORDERED that such finance authority shall be expressly contingent upon
Arizona Electric Power Cooperative, Inc.’s use of the proceeds for the purposes stated in its
application and approved herein.

IT IS FURTHER ORDERED that any authorization to incur debt granted in this proceeding
shall terminate on December 31, 2011.

IT IS FURTHER ORDERED that Arizona Electric Power Cooperative, Inc. is authorized to
execute any documents necessary to effectuate the authorizations granted.

IT IS FURTHER ORDERED that Arizona Electric Power Cooperative, Inc. shall file with
Docket Control, as a compliance item in this docket, copies of any executed financing documents

related to this authority within 30 days after the date of execution.

7 DECISION NO.
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IT IS FURTHER ORDERED that approval of the financing set forth hereinabove does not
constitute or imply approval or disapproval by the Commission of any particular expenditure of the
proceeds derived thereby for purposes of ¢stablishing just and reasonable rates.

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

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

CHAIRMAN i . COMMISSIONER

COMMISSIONER COMMISSIONER COMMISSIONER

IN WITNESS WHEREOF, I, BRIAN C. McNEIL, Executive
Director of the Arizona Corporation Commission, have

hereunto set my hand and caused the official seal of the
Commission to be affixed at the Capitol, in the City of Phoenix,
this day of , 2008.
BRIAN C. McNEIL
EXECUTIVE DIRECTOR

DISSENT

DISSENT

JR:

8 DECISION NO.
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SERVICE LIST FOR: ARIZONA ELECTRIC POWER COOPERATIVE, INC.
DOCKET NO.: E-01773A-07-0467

Michael M. Grant

Gallagher &Kennedy

2575 East Camelback Road
Phoenix, Arizona 85016-9225

Janice Alward, Chief Counsel

Legal Division

ARIZONA CORPORATION COMMISSION
1200 West Washington Street

Phoenix, Arizona 85007

Emest Johnson, Director

Utilities Division

ARIZONA CORPORATION COMMISSION
1200 West Washington Street

Phoenix, Arizona 85007
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EXHIBIT A
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