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DIRECT TESTIMONY OF KEVIN c. HIGGINS

Introduction

4 Q Please state your name and business address

Ke vin C. Higgins , 215 South S ta te  S tree t, Suite  200, Sa lt Lake  City, Utah

84111

7 Q. By whom are you employed and in what capacity

I am a  P rincipa l in the  firm of Ene rgy S tra tegie s , LLC. Ene rgy S tra tegie s

is  a  priva te  consulting firm specia lizing in economic and policy ana lys is

applicable  to energy production, transporta tion, and consumption

11 Q Are you the same Kevin C. Higgins who has previously provided direct

te s timony in  this  proceeding on beha lf of Phe lps  Dodge  Mining Company

and Arizonans for Electric Choice and Competition

15 Q What is the purpose of your direct testimony with respect to the Settlement

Agreement submitted to the Commission in this docket?

I am te s tifying in support of the  Se ttlement Agreement submitted to the

Commiss ion in this  proceeding. To dis tinguish this  agreement from previous

agreements  I will re fe r to it a s  the  "2008 Se ttlement Agreement

20 Q Were you personally involved in the negotiations that resulted in the 2008

Settlement Agreement?

Yes, I pa rticipa ted in the  negotia tions  on beha lf of Phe lps  Dodge  and

AECC (colle ctive ly re fe rre d to he re in a s  "AECC")



\

1 Q- What is your recommendation to the Commission with respect to the 2008

2 Settlement Agreement?

3 I recommend tha t the  2008 Se ttlement Agreement be  approved by the

4 Commiss ion. In my opinion, the  2008 Se ttlement Agreement produces  jus t and

5 reasonable  ra tes  and is  in the  public inte rest.

6 recommend tha t new ra tes  go into e ffect January 1, 2009. I further

7 recommend tha t the  grea te r of $32.5 million or 50 pe rcent of the  True -Up

8 Revenues be  credited to customers in the  PPFAC balancing account and tha t TEP

9 be  a llowed to re ta in the  remainder of the  True-Up Revenues  as  part of the  fa ir

10 resolution of the  issues  outs tanding in this  proceeding.

11 Fina lly, I do not support S ta ffs  Reques t for a  Procedura l Order ("S ta ff' s

12 Request") da ted June  6, 2008, which implies  tha t the  ra te  increase  proposed in the

13 2008 Settlement Agreement would have  an impact on the  specia l contracts

14 approved by the  Commission in Decis ion No. 65207 and Decis ion No. 69873 .

15 The 2008 Settlement Agreement does not sta te  tha t the  Signatories support

16 modifica tions  to the  power supply agreements  approved by Decis ion No. 65207

17 and Decis ion No. 69873. AECC considers  S ta ff's  Request to be  a  unila te ra l action

18 taken outside  the  scope of the  2008 Settlement Agreement. For the  reasons

19 expla ined in my tes timony, AECC recommends tha t S ta ff' s  Request be  denied.

A.
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1 Overall Agreement

2 Q. Please provide a general overview as to why you believe the 2008 Settlement

3 Agreement is in the public interest and should be adopted.

4 The 2008 Settlement Agreement establishes new base  ra tes for TEP that

5 are  6.0 percent higher than current base  ra tes  inclusive  of the  Fixed CTC (but

6 excluding DSM-re la ted revenues in current ra tes). These  new proposed ra tes  were

7 derived using conventiona l cost-of-se rvice  principles , as  such, the  agreement

8 resolves the  major dispute  be tween TEP and other parties  as  to the  appropria te

9 bas is  - marke t or cos t - for e s tablishing S tandard Offe r genera tion ra te s  for the

10 period beginning January 1, 2009. The  resolution of this  issue  is  a  s ignificant

11 event, as  the  "marke t versus  cost" dispute  had a lready been the  subject of a  fully-

12 litiga ted docke t be fore  the  Commiss ion in Docke t No. E-01933A-05-0650.

13 Moreover, as  the  "marke t versus  cost" dispute  had not been resolved by the

14 Commiss ion in tha t prior docke t, the  dispute  had been ca rried forward into this

15 proceeding, and had the  potentia l for continuing beyond this  proceeding to the

16 courts . Resolving this  issue  through negotia tion is  a  s ignificant achievement.

17 The 2008 Se ttlement Agreement a lso provides  for base  ra te  s tability over

18 the  next four years, as under the  terms of the  agreement, the  new base ra tes

19 negotia ted in the  agreement a re  to remain essentia lly fixed until January 1, 2013.

20 Taken toge ther with the  ra te  cap in place  from 1999 until the  end of 2008, the

21 2008 Se ttlement Agreement will extend a  remarkable  pe riod of ra te  s tability for

22 TEP customers spanning over thirteen years .

A.
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The 2008 Se ttlement Agreement a lso ca lls  for the  es tablishment of a

Purchased Power and Fue l Adjus tment Clause  ("PPFAC") tha t is  s imila r to the

mechanism in place  for Arizona  Public Se rvice  Company. This  cha rge  would not

be  levied on low-income  res identia l cus tomers , nor would it apply to direct access

service  (as  direct access  customers  would rece ive  the ir genera tion se rvice  from

supplie rs  othe r than TEP)

In addition, the  2008 Se ttlement Agreement resolves  in an equitable  and

reasonable  manner numerous ra te  spread and ra te  design issues that are  typical of

any ra te  proceeding. The 6.0 percent revenue increase  is  to be  effected through a

6.1 percent increase  on a ll ra te  schedules  except low-income residentia l

customers, who shall rece ive  no ra te  increase  a t a ll. This  approach produces a

pa rticula rly favorable  re sult for re s identia l cus tomers  re la tive  to cos t-of-se rvice

The  ra te  des ign for non-res identia l customers  properly a ligns  energy

related costs with energy charges and demand-related costs with demand charges

minimizing cross-subsidies  among non-residentia l customers  on the  same ra te

schedules . Furthe r, the  2008 Se ttlement Agreement provides  for optiona l time-of

use  ("TOU") ra te s  for both re s identia l and non-re s identia l cus tomers , giving

customers  the  opportunity to be  more  responsive  to price  s igna ls

The  ra te  design a lso provides  for fully unbundled ra tes  tha t can

accommodate direct access service, consistent with the requirements of the

Commiss ion's  Electric Compe tition Rule s . As  indica ted in Pa ragraph 12.1 of the

agreement, the  Signatories have agreed that if the  Commission desires to address

the  is sue  of exclus ivity of ce rtifica te s  of convenience  and necess ity ("CC&N")

2073771.1



1 then a  generic docket is  the  appropria te  means to do so. No change  to TEP's

2 CC&N is  proposed in the  2008 Se ttlement Agreement.

3 TEP has  a lso committed to work with S ta ff and inte res ted s takeholders  to

4 develop a  new partia l requirements  ra te  schedule , a  new inte rruptible  ra te

5 schedule, and a new demand response rate schedule. These new rate schedules

6 would be  filed within 90 days  of the  e ffective  da te  of the  Commiss ion's  approva l

7 of the  2008 Se ttlement Agreement.

8 The 2008 Settlement Agreement a lso establishes a  Demand-Side

9 Ma na ge me nt ("DS M") Adjus tor me cha nism. The  initia l DS M Adjus tor cha rge  of

10 $000639 would be  levied on a ll re ta il ra te  schedules .

1 1 Taken as  a  whole , the  2008 Se ttlement Agreement provides  wide-ranging

12 resolution to most of the  issues  be ing contes ted in this  proceeding. I s trongly

13 recommend its  adoption by the  Commiss ion.

14

15 Revenue Requirement

16 Q~ In your direct testimony filed February 29, 2008, you recommended that

17 TEP rece ive  a  revenue  requirement reduc tion of a t leas t $3.5 million  re la tive

18 to current rates, inclusive of DSM and Fixed CTC. Please explainwhy a 6

19 percent overall increase is justified in light of your original recommendation.

20 In its  Applica tion, TEP reques ted a  revenue  increase  of $180.7 million

21 ove r current ra te s  (inclus ive  of Fixed CTC and DSM) unde r its  Cos t-of-Se rvice

22 Methodology scena rio. TEP 's  proposa l included a  Te rmina tion Cos t Regula tory

23 Asset Charge , and would have  increased overa ll ra tes  23 percent over current

A.
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1 ra te s . In my direct te s timony filed Februa ry 29, 2008, I recommended five

2 a djus tme nts  tota ling $184.2 million that would have  re sulted in a  $3.5 million

3 decrease relative to current revenues.

4 The  2008 Se ttlement Agreement provides  for a  $47.1 million increase

5 over current revenues, which corresponds to a  6 percent overa ll ra te  increase . This

6 incre a se  is  jus tifie d in light of my origina l re comme nda tion for the  following

7 re a s o n s :

8 (1) The  $47.1 million increase  recommended in the  2008 Se ttlement

9 Agreement is  the  product of negotia tion and compromise , an inherent fea ture  of

10 any se ttlement agreement. To reach agreement to provide  a  package that is  in the

11 public inte re s t, pa rtie s  must yie ld on some  of the ir origina l pos itions , even if those

12 positions can be defended on a  stand alone basis.

13 (2) My direct testimony recommended a $24.0 million adjustment to base

14 ra tes  to credit customers  for 100 percent of the  margins  from short-te rm sa les .

15 While  my recommended adjus tment is not included in the base rates established

16 in the settlement agreement, the settlement agreement doesprovide that customers

17 are  credited for 100 percent of the  margins  from short-te rm sa les  as  part of the

18 proposed PPFAC, Thus, my concern regarding the  proper trea tment of the

19 margins  from short-te rm sa les  is  fully addressed in the  agreement - it is  jus t

20 addressed via  the  PPFAC ra ther than in base  ra tes . Adjusting for this

21 considera tion, the  revenue  increase  of $47.1 million recommended in the  2008

22 Se ttlement Agreement is  jus t $26.6 million grea te r than I recommended in my
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1 direct te s timony.1 At the  same  time , it is  $137.1 million le ss  than TEP had

2 recommended in its  Cos t-of-Se rvice  filing in this  docke t.

3 (3) The  2008 Se ttlement Agreement provides  a  package  of results , of

4 which the  proposed revenue increase  is  one  component. As described in the

5 overview above , this  package  includes  favorable  resolution of the  "marke t ve rsus

6 cost" dispute , a  base  ra te  freeze  until January 1, 2013, resolution of ra te  spread

7 issues , improvements  to ra te  des ign, increased ava ilability of TOU options  for

8 cus tomers , and a  commitment to deve lop new partia l requirements , inte rruptible ,

9 and demand response ra te  schedules. Viewed as a  whole , the  benefits  of the

10 se ttlement package  fully jus tify the  compromise  on revenue  requirement tha t I am

11 making in reaching agreement with TEP and the  other S igna tories .

12

13 Start of the Rate Effective Period and True-Up Revenues

14 Q. Section 15.1 of the 2008 Settlement Agreement states that certain issues

1 5 pe rta in ing  to  the  Fixed  CTC True -Up Revenues  rema in  unre s o lved , and  tha t

16 the Signatories would present their positions with respect to when TEP's new

17 rates may go into effect and how TEP's Fixed CTC True-Up Revenues

18 should be calculated and treated. What is your recommendation on these two

19 points?

20 recommend tha t new ra tes  go into e ffect January 1, 2009. I further

21 recommend tha t the  grea te r of $32.5 million or 50 pe rcent of the  True -Up

22 Revenues be  credited to customers in the  PPFAC balancing account and tha t TEP

l $47.1 million - $(3.5 million) + $24.0 million = $26.6 million.

A.
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Q

1 be  a llowed to re ta in the  remainder of the  Time-Up Revenues as  part of the  fa ir

2 resolution of the  issues  outs tanding in this  proceeding.

3 Q. Please explain your recommendation concerning the start of the rate effective

4 pe riod .

5 I be lieve  tha t January 1, 2009 is  the  most appropria te  da te  for new ra tes  to

6 go into e ffect, as  it corresponds to the  expira tion of the  ra te  cap established in the

7 1999 Settlement Agreement, which extended until December 31 , 2008.

8 Q- Please explain your recommendation concerning the treatment of True-Up

9 Revenues.

10 I am ve ry familia r with the  origins  of the  True -Up Revenues . They de rive

1 1 from a  provis ion in the  1999 Se ttlement Agreement tha t requires  ra tes  to be

12 reduced by the  amount of the  Fixed CTC a t such time  tha t $450 million in

13 s tranded cos t is  recovered. I was  close ly involved in negotia ting tha t provis ion on

14 be ha lf of AECC.

15 In Decis ion No. 69568, the  Commiss ion modified this  requirement of the

16 1999 Settlement Agreement, and de termined tha t ra tes  would not be  reduced by

17 the  amount of the  Fixed CTC when $450 million in s tranded cos t was  recovered.

18 Instead, the  Decis ion provided tha t TEP customers  should be  protected by

19 providing for a  mechanism to re fund or credit the  revenues , plus  inte re s t, tha t will

20 continue  to be  collected by the  modified trea tment of the  Fixed CTC, until new

21 ra tes  a re  approved. These  revenues a re  the  True-Up Revenues. In its  direct filing,

A.

A.
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1 TEP es tima ted tha t approxima te ly $66 million of True -Up Revenues  will be

2 collected between May 2008 and December 31 , 2008.2

3 The 2008 Se ttlement Agreement resolves  the  "marke t versus  cost" dispute

4 in favor of the  pos itions  taken by S ta ff, RUCO, and AECC. It ha s  been AECC's

5 position, a s  expressed in my direct te s timony filed previous ly in this  case , tha t

6 AECC would be  willing to accept a  re solution in which True -Up Revenues  were

7 re ta ined by TEP under the  Cos t-of-Se rvice  Methodology, if, and only E, this

8 concess ion were  accompanied by TEP 's  withdrawal of a ll cla ims tha t the

9 Company would be  harmed by se tting ra tes  a t cost-of-se rvice . The  2008

10 Se ttlement Agreement re sults  in such a  withdrawal of cla ims. There fore , I be lieve

1 1 tha t in the  context of the  overa ll se ttlement, a  re sult tha t splits  the  True-Up

12 Revenues between customers and the  Company is  reasonable . For this  reason, I

13 am recommending tha t the  grea te r of $32.5 million or 50 pe rcent of the  True-Up

14 Revenues be  credited to customers and tha t TEP be  a llowed to re ta in the

15 remainder of the  True-Up Revenues as  part of the  fa ir resolution of the  issues

16 outs tanding in this  proceeding. The  crediting of the  customer share  of the  True-

17 Up revenues to the  PPFAC balancing account is  the  same recommendation I made

18 on page  42 of my direct te s timony filed on February 29, 2008.

19 It is  use ful to bea r in mind tha t when the  Fixed CTC was  e s tablished in

20 1999, it was not a  new cost tha t was added to TEP's  exis ting ra tes , but a  "carve-

21 out" of then-exis ting ra te s  which was  des igna ted for Fixed CTC recovery. Thus ,

22 when the  Fixed CTC expires , removing this  cha rge  would not remove  something

2 Direct tes timony of Kentton C. Grant, p. 11, line 23 - p. 12, line 1.
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tha t was  "added on" to ra te s , but ra the r remova l would s trip out a  pre -exis ting

portion of ra te s . In the  context of the  1999 Se ttlement Agreement, in which it was

anticipa ted tha t many cus tomers  would be  shopping in competitive  marke ts , it

was reasonable  to expect tha t the  Fixed CTC charge  would be  extinguished when

it had se rved its  purpose  of collecting $450 million in s tranded cos t. However, in

the  context of the  2008 Se ttlement Agreement, in which the  S igna tories  be lieve

tha t a  revenue  requirement increase  over current ra tes  (inclusive  of the  Fixed

CTC) is  jus t and reasonable  going forward, and in which the  "marke t ve rsus  cos t

dispute  is  resolved in favor of customers , a  sharing of the  True-Up Revenues

between the  Company and customers is  an appropria te  outcome

1 2 Response to Staff Request for Procedural Order Dated June 6, 2008

13 Q Do you have any comments with respect to Staff's Request for a Procedural

Order dated June 6. 2008?

Yes. Staff" s  Request s ta tes  tha t the  Settlement Agreement provides for an

approximate  s ix percent ra te  increase  across  a ll ra te  schedules  with the  exception

of the  life  line  ra tes. Staff" s  Request then goes on to sta te : "Such an increase

would have  an impact on the  power supply agreements  approved by Decis ion No

65207 and Decision No. 69873

Without addressing the  legal aspects  of Staff' s  Request, I do not support

S ta ff's  Request a s  a  matte r of ra temdcing policy nor do I be lieve  tha t S ta ff s

Request is  ca lled for by the  2008 Se ttlement Agreement
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1

1 The 2008 Settlement Agreement does apportion a  share  of TEP's  revenue

2 increase  to specia l contract customers. This  has the  effect of reducing the  revenue

3 requirement increase  for the  remaining re ta il cus tomers . Whether the  contracts

4 tha t TEP has  volunta rily ente red with its  two specia l contract cus tomers  a llow for

5 the  passing on of such a  ra te  increase  is  an entire ly separate  matter. Ba se d on my

6 experience  with specia l contracts  gene ra lly, it is  entire ly plaus ible  tha t TEP 's

7 specia l contracts  do not permit TEP to pass through ra te  increases except as

8 already may be  specified in the  contract te rms. TEP entered those  contracts

9 volunta rily, and the  Company s igned the  2008 Se ttlement Agreement volunta rily.

10 In short, if the  te rms of the  contracts  do not pe rmit TEP to recover the  increase

l l negotia ted in the  2008 Se ttlement Agreement, then tha t fact is  a  part of the

12 ca lcula tion tha t TEP management had to make  in s igning the  agreement. It is  not

13 the  business of the  Signatories  of the  2008 Settlement Agreement to impose  new

14 te rms on contract cus tomers  who fa irly negotia ted power supply agreements  with

15 TEP .

16 Assigning a  share  of a  ra te  increase  to specia l contract customers - even

17 when those  increases cannot be  collected under the  te rms of the  contracts  - is  not

18 a t a ll unusua l in ra temaking. It is  done  to prevent remaining cus tomers  from

19 paying a  share  of the  increase  tha t would otherwise  be  a ttributable  to the  contract

20 cus tomers . The  utility's  ability to collect any such increase  ass igned to specia l

21 contracts  then comes down to the  te rms in those  agreements . If the  contract te rms

22 do not permit the  pass  through of a  genera l ra te  increase , then the  utility absorbs

23 the  revenue  deficiency. On the  other hand, if the  contract specifies  ra te  increases
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in its  own terms, then those  negotia ted increases are  not quashed by a  different

increase adopted in the general rate  case

The 2008 Settlement Agreement does not sta te  that the  Signatories support

modifica tions  to the  power supply agreements  approved by Decis ion No. 65207

and Decis ion No. 69873. Indeed, AECC would not have  supported such a

p ro vl S 1011

AECC was ne ither consulted on Sta ff's  Request nor given advance  notice

of it. AECC considers  S ta ff' s  Request to be  a  unila te ra l action taken outs ide  the

terms of the  2008 Settlement Agreement. For the  reasons described above, I

recommend that Staff' s  Request be  denied

1 1 Q Does this conclude your direct testimony with respect to the 2008 Settlement

Agreement?

Yes. it does
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