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i INTRODUCTION

On January 5, 1999, the Arizona Corporation Commission (Commission) voted to
temporarily stay the Retail Electric Competition Rules in Decision No. 61311. At the Open
Meeting, Commissioners expressed their desire that Stafl’ continues to review and process
applications for Certificates of Convenience and Necessity (CC&Ns) to provide competitive
electric service. Even without the specific guidance of the rules, Staff believes that it can
review CC&N applications for retail electric service on a case by case approach during the
stay period.

Sierra Southwest Electric Power Cooperative Services, Inc. (Sierra Southwest) has
submitted an application for a CC&N to provide retail electric services in Arizona. Sierra
Southwest requests certification to market retail electric power to individuals as well as
aggregated retail customers. The application was filed under Title 14, Chapter 2, Article 16 of
the Arizona Administrative Code, which contains the rules that set forth the procedures for
seeking authority to provide competitive retail electric services.

Article XV of the Arizona Constitution and the Arizona statutes governing public
service corporations give the Commission full power to regulate the state’s public service
corporations. Inheremt in those powers is the authority to certificate public service

corporations to provide competitive retail electric services and establish just and reasonable
rates for those services.

Staff’s review of this application addresses the overall fitness of the applicant to
receive a CC&N considering the applicant’s technical and financial capabilities.

2. SH:RRA SOUTHWEST'S APPLICATION FOR A CERTIFICATE OF
CONVENIENCE AND NECESSITY

This section of the Staff Report contains descriptions of the geographic market to be
served by Sierra Southtvest, its proposed services, and its technical and financial capabilities
to provide the proposed services.

2.1 DESCRIPTION OF THE GEOGRAPHIC MARKET TO BE SERVED

Sierra Southwest requests the authority to provide competitive retail electric services
to all classes of customers in all areas in the state except for areas determined by the
Commission not to be open to competition. Sierra Southwest is requesting certification to
offer competitive service in all available areas of the state for both residential and non-
residential customers. :
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DESCRIPTION OF PROPOSED SERVICES

in its application, Sierra Southwest indicated that as an Electric Service Provider
(ESP) it proposes to make competitive energy sales. Sierra Southwest also proposes to
provide load aggregation and procure billing and metering. In addition, Sierra Southwest
proposes to provide a variety of other non-regulated products and services to all customer
classes throughout Arizona. Retail electric power service would be sold to individuals as wcll
as aggregated retail customers. The applicant is seeking Commission certification as an ESP,
as a load-serving entity, and as an aggregator. As a load-serving entity, Sierra Southwest will
reserve transmission and distribution services from the Utility Distribution Company (UDC)
in order to supply electricity to the customer’s site.

Sierra Southwest proposes to engage in “joint marketing plans/activities™ to assist
AEPCO’s Class A member utility distribution cooperatives in competitive efforts inside their
service territories. Sierra Southwest also seeks both retail and wholesale competitive
opportunities in other areas to, among other things, market AEPCO resources which are not
necessary to meet Class A member load requirements. Sierra Southwest is currently in its
business startup mode of operations, and staffing requirements will be met from employees
currently employed by AEPCO.

Sierra Southwest also seeks Commission approval to provide retail customers with
meter and meter reading services as a reseller. Sierra Southwest intends to acquire the meter
services by contracting with a Commission-certificated Meter Service Provider or Meter
Reader Service Provider. Sierra Southwest seeks authority to resell these services, as it does
not currently seek certification to perform these services itself.

2.3 FINANCIAL CAPABILITY TO PROVIDE THE PROPOSED SERVICES

Sierra Southwe:t is an Arizona, non-profit electric cooperative. Its Class A member
owners are:

- Anza Electric Cooperative, Inc., focated in Anza, California;

- Duncan Valley Electric Cooperative, Inc., located in Duncan, Arizona;

- Graham County Electric Cooperative, Inc., located in Pima, Arizona;,

- Mohave Electric Cooperative, Inc., located in Bullhead City, Arizona:

- Sulphur Springs Valley Electric Cooperative, Inc., located in Wilcox, Arizona: and
- Trico Electric Cooperative, Inc. located in Tucson, Arizona.
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Class B member owners will include Arizona Electric Power Cooperative (AEPCO)
and Southwest Transmission Electric Power Cooperative, Inc. (Southwest Transmission).
Class C membership is designated for new retail customers that will qualify for Sierra
Southwest membership after retail competition begins in Arizona.

Sierra Southwest became an Arizona corporation on October 7, 1998. Its formation is
a product of the proposed restructuring of AEPCO into the following three separate
cooperalive corporations:

- Arizona Electric Power Cooperative, Inc.-Generation (generation provider)
- Southwest Transmission Electric Power Cooperative, Inc. (transmission provider)
- Sierra Southwest Electric Power Cooperative Services, Inc. (coop service provider)

Representatives for Siemra Southwest state that these cooperatives are not affiliates or
subsidianies of each other; rather, they are independent entities. The plans, policies and
precise details of the APECO restructuring will be subject to the following approvals:

- AEPCO Board of Directors

- Member-System Boards of Directors

- U.S. Department of Agriculture Rural Utility Service

- National Rural Utilities Cooperative Finance Corporation

- Commission approval with respect to Sierra Southwest’s CC&N application
and any property transfers

AEPCO has designed a restructuring plan that calls for the formation of three cooperatives for
the purpose of accommodating the advent of competition and to comply with the
Cormmission’s retail electric competition rules. '

AEPCO will be transferring its transmission assets and related debt to Southwest
Transmission. Southwest Transmission will pay for the transmission business from AEPCO
by assuming a portion of the existing AEPCO debt payable to the U.S. Department of
Agriculture’s Rural Utility Service (RUS) and Cooperative Finance Corporation (CFC) and
through Assumption and Indemnity Agreements with existing AEPCO lenders. The amount
of the debt assumed by Southwest Transmission will be regarded by AEPCO as the purchase
price of the transmission business which will be equivalent to the sum of the appraised fair
market value of the transferred transmission assets and the Southwest Transmission share of
the AEPCO negative equity. Southwest Transmission’s share of the negative equity is in
proportion to the relationship between the fair market value of the transmission assets and the
present net book value of the total AEPCO assets. Sierra Southwest will pay for its assets
acquired from AEPCO with cash. These assets are primarily related to the employee benefit
plans, equipment leases and capital stock of Touchstone Energy Partner Program (TSEPP).
The total value of these assets is estimated to be $800,000.
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AEPCO’s allocated and assigned positive capital credits in the gross amount of $1.8
million will be divided between AEPCO and Southwest Transmission in accord with the ratio
of the value of the transmission assets to the total assets and then assigned to the appropriate
Class A Members’ patron accounts in AEPCO and Southwest Transmission on the same basis
as previously assigned to those same Class A Members’ AEPCO patron accounts. The
negative AEPCO equity will also be divided between AEPCO and Southwest Transmission

based upon the same asset split ratio. No assignment of this negative equity will be made to
individual Class A Members’ patron accounts.

AEPCO will lease at fair market value to Sierra Southwest and Southwest
Transmission as appropriate, office and facility space.

Following the restructuring of AEPCO, the startup capitalization of Sierra Southwest
will be made by AEPCO and Southwest Transmission Electric Power Cooperative, Inc.
Initially, AEPCO and Southwest Transmission will commit capital needed to meet an
estimated requirement of $4 million. AEPCO has indicated that no portion of this capital

infusion would originate from the U.S. Department of Agnculture s Rural Utility Service’s
(RUS) loan funds to AEPCO.

In addition to the above capital infusion, AEPCO intends to acquire approval from
RUS, which would allow AEPCO to extend up to a $7 million guarantee of Sierra’s line of
credit to support Sierra Southwest. AEPCO will not be transferring any of its assets to Sierra
Southwest that were included in the rate base used to set rates in its most recent rate case.

Sierra Southwest has included in its application a letter from the Executive Vice
President and General Manager of AEPCO confirming the cooperative’s intention to
capitalize Sierra Southwest in conjunction with the restructuring of AEPCO. Staff
recommends that the Commission order that any capital infusions from AEPCO to Sierra
Southwest shall not affect in any way the price AEPCO charges -distribution coops for
standard offer power. Staff believes that in all future rate proceedings for AEPCO, the
Commission should order that any capital infusions from AEPCO to Sierra Southwest shall

not affect in any way AEPCO's revenue requirements for distribution coops’ standard offer
customers.

AEPCO had total operating revenues in 1995, 1996, and 1997 of $155.0, $169.1 and
$175.6 million respectively. Operating margins during this period were $28.2, $38.1 and
$35.8 million respectively. AEPCO appears to have the financial reserves necessary to fund
Sierra Southwest’s capital requirements.
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24  TECHNICAL CAPABILITY

Sierra Southwest is requesting Commission certification to provide competitive
electric power and aggregation services to its retail customers. Sierra Southwest will procure
the electric power from a blend of long-term, intermediate and short-term power
amrangements. The necessary energy system management functions and scheduling
coordination services will be provided to Sierra Southwest under contract by AEPCO.

Sierra Southwest will utilize AEPCO’s energy marketing group to procure and
schedule its short-term energy needs. Its intermediate and long-term energy needs along with
needed power reserves and other reliability assurances will be included in an acquisition
contract to be provided by AEPCO or Southwest Transmission. Sierra Southwest’s staff is
organized into four groups and range of experience as shown below:

Retail Sales Staff — up to 14 years experience;

Retail Marketing Group — up to 15 years experience;

- Wholesale Power Marketing Group — up to 21 years experience;
- Merchant Marketing Group - up to 20 years experience.

Sierra Southwest is not seeking Commission certification for metering services and
meter reading services. It does, however, request Commission approval to resell these
services it acquires from Commission-certificated Meter Service Providers or Meter Reader
Service Providers or from the UDC.

2.4.1 ESTABLISHING RATES AND CHARGES

A INTRODUCTION

The electric competition rules establish a process for the introduction of competition in
the provision of competitive electric services, manifested in a pricing policy that contemplates
unbundled, competitive rates for all competitive services including generation of electricity

and separate rates for the non-competitive services of transmission and distribution of
electricity.

A.AC. R14-2-1612 (E) provides that an Electric Service Provider governed by this
Article may price a competitive electric service at any level at or below the maximum rate
stated in the company’s tariff. However, the competitive electric service price shall not be
below the marginal cost of providing the service.
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This pricing rule allows an Electric Service Provider to use flexible pricing for any of
its competitive services. Flexible pricing essentially authorizes an Electric Service Provider to
charge rates within a range that is set according to a maximum rate and an estimate of the cost
of the service. Flexible pricing is a desirable policy when alternative electric service
providers are allowed to offer competitive services within the same service territory that has
been opened for competition.

Even though the Commission has temporarily stayed the Retail Electric Competition
Rules, Staff believes that the concept of A.A.C. R14-2-1612 (E) should be used to determine
Sierra Southwest’s rates. This would maintain consistency with Commission CC&N
decisions for PG&E Energy Services (December 30, 1998, Decision No. 61303) and Eastern
Competitive Solutions, Inc. (December 23, 1998, Decision No. 61302).

B. TARIFF AND TERMS AND CONDITIONS OF SERVICE

Staff believes that the competitive market environment in which Sierra Southwest will
operate will produce rates that are just and reasonable for all of Sierra Southwest’s services.
In its application, Sierra Southwest provided a commercial and industrial customer tariff
identified as “Commercial and Industrial Electricity Tariff No. 1.” This tariff was provided in
an acceptable formar. Sierra Southwest has indicated that the maximum price for electric
generation will be a negotiated market-based charge, not to exceed $25 per kilowatt-hour.
Services include energy, capacity and competitive generation-related ancillary services.

Sierra Southwest is not required to set forth a maximum rate for metering and meter
reading services because Sierra Southwest proposes to provide these services at cost with no
mark-up. Therefore, similar to the manner in which an adjuster mechanism function,
variations in the rates at which Sierra Southwest obtains these elements should not affect its
overall rate of return.

C. CONCLUSION

Sierra Southwest has submitted a competitive service tariff, which Staff believes the
Commission should approve. Sierra Southwest will be providing service in areas where an
affected utility company is providing service. Therefore, Sierra Southwest will have to
compete with the existing provider in order to obtain subscribers to its services. Because
Sierra Southwest will face competition in providing service to its potential customers, Sierra
Southwest will not be able to exert monopoly power. Thus, the competitive process will
resuit in rates that are just and reasonable for all of Sierra Southwest’s services.
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2.4.2 OTHER APPLICATION ITEMS -
A. DATA SYSTEMS MANAGEMENT

Sierra Southwest will obtain some of its computer capabilities from not yet identified

outside sources. However, as part of the AEPCO restructuring, Sierra Southwest will acquire
from either AEPCO or Southwest Transmission an Energy Management System (EMS) for
power scheduling and billing applications. The system would have data exchange capabilities
with other competitive market entities.

B.  Y2K COMPLIANCE

AEPCO is in the process of gathering vendor and industry certifications for Year 2000
- compliance for all of its computer hardware and software systems. In addition, AEPCO is
L beginning the process of rigarously testing all of its computer hardware and software systems
for Year 2000 compliance. Sierra Southwest will be acquiring its data processing system
either directly from AEPCO or by way of Southwest Transmission that also acquired its
system from AEPCO.

C. SCHEDULING COORDINATOR

At the time of the filing of its application, Sierra Southwest had not established a
scheduling coordinator agreement because the Arizona Independent System Administrator
(AISA) had not yet received Federal Energy Regulatory Commission approval. In addition,
AISA staff had not yet been hired to perform the required scheduling. Sierra Southwest has
indicated in its application that it intends to become a Scheduling Coordinator. Staff
recommends that the Commission condition approval of Sierra Southwest's CC&N on Sierra
Southwest either being approved by the AISA as its own Scheduling Coordinator, or having a
service agreement with a Scheduling Coordinator that has been approved by the AISA.

D. UDC SERVICE ACQUISITION AGREEMENT

At the time of application, Sierra Southwest had not entered into service acquisition
agreements with any UDC. Sierra Southwest is in the process of acquiring service acquisition
agreements with each Affected Utility. As soon as a service acquisition agreement is
negotiated with each respective utility distribution company, Staff recommends that Sierra
Southwest provide that negotiated service acquisition agreement to the Director, Utilities
Division for approval. Staff recommends that Sierra Southwest’s certification be conditioned
upon it obtaining approval from the Director, Utilities Division, of a service acquisition
agreement with the Utility Distribution Company in each service area to be served. Staif
recommends that this approval be obtained prior to the provision of any competitive service.
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3. CUSTOMER SERVICE

Sierra Southwest has indicated that it will rot collect funds, including deposits or
advance payments, from customers prior to providing services. Since no advance funds or

deposits from customers in advance of service will occur, Staff believes that no bond is
necessary. ’

Staff believes that a Sierra Southwest credit worthiness determination by the UDC will
serve as a guarantee that will protect against any possible default or non-performance.
Although no service agreement with an Arizona UDC has been completed, Sierra Southwest
anticipates that such agreements will be acquired.

Sierra Southwest has a customer service contact established for customers to call
regarding any competitive service matter. If competitive service is no longer provided by
Sierra Southwest and no other competitive service request is initiated by the customer, service
will revert to standard offer service from the UDC.

3. SEPARATION OF MONOPOLY AND COMPETITIVE SERVICES AND
AFFILIATE RULES

Staff has had numerous questions concerning whether the business restructuring plan
and the proposed “joint marketing plans/activities” are consistent with the Commission’s
proposed rules. Staff has not concluded its review of these issues, but believes that it can
complete its review by the time this matter goes to hearing. Sierra Southwest has also
indicated its support of this approach.

5. RI:COMMENDATIONS

This section contains the Staff recommendations on Sierra Southwest’s application for
a Certificate of Convenience and Necessity to provide competitive retail electric services.

The competitive servic :s for which the applicant is seeking certification as an Electric Service
Provider are:

- retail electric power service, and
- aggregation service.

Sierra Southwest will also provide meter service and meter reading service through a resale

arrangement with a Utility Distribution Company or Commission-certificated provider of
meter service and meter reading service.
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Sierra Southwest does not own any electric generation facilities and will be acquiring
electrical load from other providers inside and outside Arizona as well as the spot market.
While Sierra Southwest is not requesting certification at this time to directly sell meter service
and meter reading service, Commission approval is requested for Sierra Southwest to directly
market these services and provide them to its customers as a reseller.

Sierra Southwest has demonstrated that it has the technical and financial capability
available through its association with AEPCO. Based upon the technical and financial

support Sierra Southwest has from AEPCO, Staff believes that Sierra Southwest meets the
requirements to receive a CC&N.

Staff recommends that the Commission grant Sierra Southwest’s application for a

CC&N to provide competitive retail electric service. Staff further recommends that the
CC&N be granted subject to the following conditions:

a. Until the Commission-approved stay of the Retail Electric Competition Rules is
lifted, Sierra Southwest shall not provide competitive retail electric services in the
service areas of Affected Utilities under Commission jurisdiction. However, Sierra
Southwest shall be eligible to provide competitive retail electric services in areas
opened to competition by enacted HB 2663.

b. Sierra Southwest shall not be authorized to provide competitive service in the
certificated area of an Affected Utility until the Commission has reached a final
resolution in that Affected Utility’s respective stranded cost filing.

c. Sierra Southwest must have a service acquisition agreement with the Utility
Distribution Company in each service area to be served approved by the Director,
Utilities Div sion, prior to the provision of service in a service area;

d. Sierra South vest must either be approved by the Arizona Independent Scheduling
Administrat: r as its own Scheduling Coordinator, or have a service agreement with
a Schedulinyg Coordinator that has been approved by the Arizona Independent
Scheduling Administrator before it provides service;

e. Sierra Southwest’s potential utilization of AEPCO’s $7 million guaranteed line of
credit shall be limited to payment requirements for operating expenses only.

f Sierra Southwest shall, prior to providing any competitive residential electric
service, file a tariff for approval by the Commission.

g. Sierra Southwest shall acquire all necessary licenses prior to actually providing
service.
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h. Sierra Southwest shall develop a consumer information product label consistent
with the Disclosure of Information rule approved by the Commission.

i. Sierra Southwest shall, prior to providing any billing and collection service in
service areas regulated by the Commission, file a tariff setting forth a maximum
price for billing and collection service.




