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When Do We Begin?

Steadily lowering key financial benchmarks such as
cash, TIER, equity percentage or DSC are good
indicators enabling cooperative management to predict
when a rate and cost of service study is needed.

But when should the cooperative
begin the process, and how much
time should be allowed?

Each cooperative should
determinethe overall timelinefor a
rate and cost of service study
beginning with gathering data,
spanning to final rateimplementation.
One way to answer the question isto
start at theend, i.e., the desired
effective date, and work backwards.
Determine a start date by answering
thefollowing questions.

When should billing begin for the
new rates? The date may need to
coincide with awholesale power
increase or a new calendar year.
Implementing rate changes as early
inthe calendar year as possible
maximizes revenue associated with
any rate increase.

Consider balancing revenue
needs against member impact.
Implement rates prior to the time of
year which accounts for the mgjority
of annua margins; however, avoid
implementing new rates at the start

of apeak season to
avoid major cost
swings. Rates with
annual charges, such
asirrigation, can be
difficult toimplement
mid-season. Also,
consider thelag
between usage and
billing, particularly if
members read meters.
Once the effective
dateisdetermined,
begin planning your
calendar in reverse
order to establish the
start date.

board approval with the desired
schedulefor notice and/or filing.

Regulated cooperatives must
add timefor commission review and
approval. Many cooperatives must
follow requirementsfor member
noticeand/or public meetings.
Frequently, 30-60 days notice prior to
the effective dateis required.

Bill or
newsletter inserts
to communicate
the correct
message to
members
requireslead
time. Also, allow
time for the data
processing staff
or data center to
program and test
the new rates.

How much time

/ for developing
rate design

How long for board
consideration, approval and rate
implementation? Some boards
may wish to consider alternate rate
designs or revenue objectives and
make a decision at alater meeting.
The length of time since the last
cost of service study may be a
factor in how long a board
considers changes. Coordinate

options?

Whether cooperatives work with a
consultant or develop astudy in-
house, several design options are
typically developed and reviewed.
Timeto review each round of
design changes varies depending on
the number of options and
complexity of design.

See When to Begin

inside on page 2.
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Tough Issues Facing

Electric Cooperatives

Cooperatives have certainly faced a staggering list of
challenges over the past ten years, but most of those
challenges had little to do with core cooperative

business fundamentals.

Consider the nature of recent
challenges for cooperatives:. state and
federal deregulation experiments,
open access transmission, changes in
utility legislation and rules, industry
mergers and consolidations, issues
related to formation and operation of
utility subsidiary businesses, dramatic
shiftsin the relationship between
some distribution cooperatives and
their power suppliers and new
accounting regulations. Each of these
resulted from lawmakers, regulators
or utilities changing a successful
business model in an effort to
diversify, provide greater choice,
lower costs or other worthy
purposes. None reflected weakness
in the utility industry’s core strength —
generating and delivering low cost,
high-quality electric service.

During the 1990s, most
cooperatives saw steady, manageable
growth, low fuel costs and adequate
generation capacity, all resulting in an
average power cost that was stable,
often trending downward. But the
days of stable power costs may be
coming to an end as many G&Ts
and distribution cooperatives are facing
growing uncertainty with regard to
power supply and costs, as well as
transmission constraints. Managing
uncertainty is surely one of the key
issues facing distribution cooperatives.

Need for New Capacity

The 1990s saw few new large
basel oad generating assets added.
“The wholesale market did not
develop like we thought it might in
the late '90s,” says Randall Pugh,
Jackson EMC president and chief

executive officer. “The fall of Enron,
soft markets and Wall Street’s dim
view of highly leveraged companies
resulted in alot of companies ceasing
to remain in business.”

Yet, excess generation capacity
existed in many areas to serve load
growth. Low natural gas prices
encouraged the addition of gas-fired
generation by utilities and merchant
plant developers. Those additions
allowed power suppliersto
economically meet their needs
without major new investments.
Many suppliers were understandably
reluctant to add costly basel oad
generation while regulators touted
merchant power plants.

“Excess capacity is gradually
disappearing and we are close to
being short of baseload capacity,”
says Pugh. “Thisis area challenge
for cooperatives.” Distribution
cooperative power suppliers must
acquire additional generation
resources. Skyrocketing natural gas
prices have made gas-fired
generation very expensive. The

See Tough Issues on page 2.
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Issues Facing Distribution
Cooperatives
Electric cooperatives are
facing challenges unique to
their core cooperative
business fundamentals.

When Do We Begin?
Key financial data is usually a
good indicator of when a rate
increase is required, but when do
you begin the process?

GUERNSEY Seminars
Rely on GUERNSEY seminars to
tackle the tough topics essential
to your cooperative’s success.

Financial Forecasting
April 4-5, 2006
We are hosting an all new
informational seminar on
Financial Forecasting. Register
now, space is limited.

Knowledge is Power:
Understanding Rates and Cost
of Service
October 16-17, 2006
In 2005, GUERNSEY hosted two
seminars in Oklahoma City that
filled and another in Georgia. If
you missed the first seminars,
do not delay.

Visit our Web site for more information
and to register for these seminars:
http://www.chguernsey.com/seminar
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Tough IssuesJ

addition of baseload generationis
the current trend for those needing
additional resources. Adding new
baseload capacity may result in
potential changesin the structure of
wholesal e rates, with changesin
the relationship between demand-
related and energy-related cost.
For the first timein years, many
cooperatives are now experiencing
marginal costsin excess of
embedded costs.

Adding to the potential for

between demand and energy
charges reduces costs for some
member-cooperatives and

increases costs for others. The
effects can be significant for a
G&T whose members have diverse
load factors. “Reaching a
consensus on a wholesale rate
structure is very important,” says
Jack Perkins, chief executive
officer of Tri-County Electric
Cooperative, Hooker, Okla. “It is
becoming more of a challenge as
cooperatives try to allocate costs
for new capacity through wholesale
rates.” The problem is made even
more difficult by the fact that
market prices, which are

higher generation increasingly
cost are P - consideredin
increasing capital the design of
costs. Given the The ZUhO lesale G&T rates, are
capital intensive 4 typically much
raueoaney  Market didnot J5Tod
power supply . weighted than
project, even develop like we the G&T's
relatively small . . actual costs.
increasesin thought it might  Arexy-
interest rates can urban

contribute large
additional
expenses over
time. In addition,
the substantial decrease in the
number of non-utility market
participants has made wholesale
markets less competitive.
Furthermore, the return on equity
built into pricing from merchant
plant devel opers may be 18
percent or more, further increasing
the cost of generation purchased
from for-profit entities. “Adding
basel oad generationisnot simple,”
says Pugh. “How we do it isthe
challenge. We cannot do it alone.
So do we partner with G&Ts,
IOUs or do we depend on the
market for power?’

Growing Distribution
Cooperative Diversity
Changing the structure of
wholesale rate designs creates
winners and losers. Rate design is
essentially a zero-sum game. For a
given revenue requirement, any rate
design change that shifts revenue
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in the late ‘90s.” cooperativesin

many places

— are becoming

even more

urban and rapidly growing
cooperatives are often growing
even more rapidly. Thismay result
in an expanding separation between
morerural, lower load factor or
slower growing sister cooperatives.
“Many cooperatives are at a point
where we must add capacity,” said
Perkins. “Rural, low load factor or
slow growing cooperatives are
asking how much of the cost of
new capacity they should bear.”

When evaluating the impact of
wholesal e rate structure changes,
cooperatives frequently compare or
benchmark their system average
costswith their neighbors. Thisis
appropriateonly if the distribution
cooperatives have the same mix of
retail load types. The average
system cost comparison becomes
flawed if one or more cooperatives
have aradically different retail
customer mix. Sometimes a
distribution cooperative may have

anindustrial load or loads which
account for over half of their retail
sales. Industrial loads may even
operate at 95 percent load factor.
When they are removed from the
comparison so thereis an “apples
to apples’ comparison of retail
customer load, the cooperatives
have close to the same average
power cost.

Successfully arriving at a
consensus about the size, type and
pricing method for new power
supply without breaking up the
G&T cooperative family may be
the greatest challenge to face some
G& Ts and their member
cooperativesin the years to come.
“There will always be differences
of opinion but cooperatives must
work together,” says Perkins.

Rising Fuel Cost

Most new generation added
over the past decade has been
natural gasfired and
predominantly designed to meet
peaking and intermediate needs.
The rapid rise of natural gas prices
over the past year has caused
dramatic changes in the basic
structure of the industry. A number
of utilitiesare seriously
considering new baseload nuclear
assets. Many utilities and
merchant plant developers are
planning new basel oad coal
generation. Cooperatives are
adding new basel oad generation to

cont. from page 4.

When to BeginJ

How long does the preliminary
study take? Depending on the
quality, quantity and accessibility
of required data, theinitial draft
of arate and cost of service
study typically takes 4-8 weeks.

How long does it take to gather
data? The cooperative's staff
must gather data while performing
regular work loads. Preparations
for the annual audit or year-end
reports may conflict with data

cont. from page 2.

Tough IssuesJ

provide the cheapest total
generation cost. New basel oad
generation typically has higher
fixed cost and lower variable cost
than the existing resource mix.
The addition of

pass along wholesale pricing
signalsto retail customers, any
change in the wholesale rate
structure may require a major
reconsideration of distribution
cooperative retail rates.
Customers do not care about
how much of their bill comesfrom
wholesale power cost. They are
only interested in how much they
pay. In many

new baseload P T cases, distribution
resources 'Qq ' cooperatives are
raises issues DeClSlonS m facing dramatic
regarding the increasesin
allocation of the near whol esal e power
cost between costs with
demand-rel ated future. oo may accompanying
and energy- . impact on their
related even impact the member
charges. If the . consumers.
decision to add Rising power
ahigh, fixed- loads we seroe. costsmay limit a

cost generation —

asset was to

produce a lower energy cost,
should all the new fixed costs be
included in the demand portion of
the wholesale rate?

Customer Expectations
Customers often expect the
future to be like the past. They
expect power cost to be stable
because it has been. They expect
service to be perfect. And they
expect the structure of their rate
designs to never change. But since
retail rate designs should typically

gathering. Depending on these and
other circumstances, data
gathering could take 1-6 weeks.

Timeline

Here is a chart showing how
one cooperative determined the
time required for all phases from
data gathering through first billing.

The chart shows mailing of
thefirst billswith the rate
change; however, it doesnot
include the receipt of payment
from the billing which extendsthe
timeline another 1-3 weeksfor
each cycle. &

Judy Lambert
judy.lambert@chguernsey.com

distribution

cooperative's
ability to passalong their own
increasing operating costs to the
customer.

Distribution Load
Management and
Marketing Programs
Cooperatives have worked
with customers for years to
promote efficient use of
electricity. Many created rates
that give incentives based on
specia wholesale rates or
programs such as load

;OCUS

management, real-time pricing,
distributed generation, and
interruptible, curtailable or time-
of-use rates. Mgjor changes in the
structure of the wholesale rate
design or the elimination of special
wholesal e rate incentives or
programs may require atotal
revision or elimination of some
retail rates. At the same time, the
introduction of new programsto
reduce load may be the wrong
thing to do once acommitment is
made to a new baseload resource
addition. Cooperatives may have
to work with power suppliers and
retail membersto transition from
existing programs over time.

The challenges facing electric
cooperatives are unlike thosein
recent memory. Instead of
regulatory issuesor diversified
services, the challenges facing
tomorrow’ s cooperative manager
will have alongstanding impact on
future power costsand reliability.
“None of these questions will be
easy to answer,” says Perkins.
“Decisions made in the near future
addressing power supply and
wholesale rate structures will
certainly impact our members and
may even impact the types of loads
we serve.” &

Michael Moore
michael.moore@chguernsey.com
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