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DIRECT TESTIMONY OF KEVIN C. HIGGINS

Introduction

Please state your name and business address.

Kevin C. Higgins, 215 South State Street, Suite 200, Salt Lake City, Utah,
84111.

By whom are you employed and in what capacity?

I am a Principal in the firm of Energy Strategies, LLC. Energy Strategies
is a private consulting firm specializing in economic and policy analysis
applicable to energy production, transportation, and consumption.

On whose behalf are you testifying in this proceeding?

My testimony is being sponsored by Freeport-McMoRan Copper & Gold
Inc. and Arizonans for Electric Choice and Competition (“AECC”). AECC isa
business coalition that advocates on behalf of retail electric customers in
Arizona.'

Are you the same Kevin C. Higgins who previously testified on behalf of
AECC in the interim, revenue requirement, and cost of service/rate design
phases of this proceeding?

Yes, I am. My qualifications were presented in my direct testimony filed
in the revenue requirement phase of this case, with additional detail in Attachment

KCH-1, attached to that testimony.

! Henceforth in this testimony, Freeport-McMoRan Copper & Gold Inc. and AECC collectively will be
referred to as “AECC.”

HIGGINS - 1
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Overview and Conclusions

Q.

What is the purpose of your testimony in this phase of the proceeding?

I am testifying in support of the Proposed Settlement Agreement
(“Agreement”) filed by Staff on behalf of the Agreement’s Signatories on June
12, 2009. The proposed Agreement provides a comprehensive resolution of the
issues in the Arizona Public Service Company (“APS”) general rate case.
Were you personally involved in the negotiations that resulted in the
Agreement?

Yes, I participated in the negotiations on behalf of AECC.

What is your recommendation to the Commission with respect to the
Agreement?

I recommend that the Agreement as submitted by the Signatories be
approved by the Commission. In my opinion, the Agreement produces just and
reasonable rates and is in the public interest.

Does AECC support the entire Agreement?

Yes. The Agreement is a package that was crafted after extensive
negotiations among many parties over many weeks. AECC is recommending
adoption of each provision in the Agreement as a package deal.

How is your testimony in support of the Agreement organized?

First, I offer some comments on the overall Agreement. I follow that

discussion with some specific comments on certain provisions of the Agreement

that are of particular interest to AECC.

HIGGINS -2
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Overall Agreement

Q.

Please provide a general overview as to why you believe the Agreement is in
the public interest and should be adopted.

The Agreement provides a comprehensive resolution of the issues in the
APS general rate case. The broad scope of the Agreement is attested to by the
fact that it is supported by twenty Signatories with widely varying constituencies.
In my opinion, the Agreement strikes the appropriate balance between customer
interests and utility interests. Its adoption would provide APS an opportunity to
improve its financial condition while being fair to customers by not increasing
rates any more than is absolutely necessary. In support of the objective of
improving APS’s financial condition, the Agreement commits APS to make a
minimum of $700 million of equity infusions through 2014 and obiigates the
Company to undertake best efforts to attain an equity-to-total-capital ratio of 52
percent by the end of 2012.

In addition, the Agreement resolves the important rate case issues of
revenue spread and rate design in a just and equitable manner. The Agreement
also contains major provisions addressing increased energy efficiency and
renewable energy development.

The Agreement provides a plan for base rate stability by prohibiting APS
from filing its next two general rate cases prior to June 1, 2011 and June 1, 2013,
respectively. In connection with these provisions, the Agreement also provides
that no new base rates resulting from APS’s next general rate case will be

effective prior to July 1, 2012. This “stay-out” will provide customers with an

HIGGINS - 3
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assurance of stable base rates for a considerable period. In my opinion, this is a
material benefit to customers. The Agreement also provides for the potential for
Systems Benefits Charges to customers to be reduced in 2012 if a Palo Verde

license extension is approved prior to the conclusion of the next rate case.

Revenue Requirement

Q.

A.

that does the Agreement provide with respect to revenue requirement?
Total base revenues (including fuel) will be set at a level that is $334.7
million greater than the base rates established in APS’s last general rate case.
[Paragraph 3.6]> However, concomitant with this change, the forward component
of the PSA Adjustor will be reset to zero. The net increase in rates that results
from the increase in base rates and the resetting of the forward component of the
PSA Adjustor to zero is $207.5 million, which is comprised of an increase in non-
fuel base rates of $196.3 million, plus $11.2 million in fuel-related costs that are
currently excluded from PSA recovery due to the 90/10 sharing, but which are
properly recoverable by APS when new rates are established pursuant to a general
rate case. [Paragraphs 3.3, 3.4] Both the total base revenue increase of $334.7
million and the non-fuel base rate increase of $196.3 million include the interim
rate increase of $65.2 million awarded by the Commission in 2008 as part of this
docket.
How does your description of the base rate increase relate to the increase of

$131.1 million noted in Paragraph 3.2 of the Agreement?

% References to paragraphs in brackets refer to paragraphs enumerated in the Agreement.

HIGGINS - 4
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$131.2 million represents the incremental increase in non-base rates above
the $65.2 million increase awarded by the Commission on an interim basis, which
is consistent with my description above.

Why do you believe this revenue increase is reasonable?

The revenue requirement recommended by the Agreement is $103.5
million less than APS had requested in its Application. In my direct testimony on
revenue requirement, I had recommended reducing APS’s requested increase by
$101.5 million. As such, the reduction in APS’s revenue requirement effected by
the Agreement and that recommended in my direct testimony are nearly identical,
obviously warranting my support. However, some further explanation may be
helpful.

In my revenue requirement testimony, I did not take a position either in
support of, or opposition to, APS’s requested return on equity. Consequently, the
revenue adjustments in my direct testimony did not include an adjustment for
return on equity. Had I challenged APS’s proposed return on equity, my
proposed reductions to APS’s revenue requirement would have been greater.
Nevertheless, the final revenue requirement proposed in the Agreement is still
very close to the adjustments recommended in my direct testimony, which I

believe to be a reasonable result that is fair both to customers and to APS.
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N

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Revenue Spread

Q.
A.

How does the Agreement resolve the issue of revenue spread?

With two exceptions, the Agreement spreads the base rate increase across
all customer rate schedules on an equal percentage basis, inclusive of the interim
increase, and inclusive of fuel and purchase power costs that are incorporated into
base rates. [Paragraph 17.1] The exceptions are: (1) there will be no base rate
increase for low-income customers; and (2) within Rate E-32, there will be some
differentiation in the base rate increase among the four new rate categories of
Rate E-32 that are established in this case [Paragraph 17.2]. The separation of
Rate E-32 into four new rate schedules based on customer size — E-32-XS, E-32-
S, E-32-M, and E-32-L — is consistent with Staff’s recommendation in APS’s
previous rate case, Docket No. E-01345A-05-0816. To be clear, in the
Agreement, Rate E-32 as a whole receives the same equal percentage base rate
increase as all other rate schedules; as such, the differentiation of the base rate
increase within Rate E-32 does not impact any customers outside of Rate E-32.

Because the low-income customers who will receive no rate increase are
members of the Residential customer class, Residential customers as a whole will
receive a base rate increase that is slightly smaller than the overall average
pursuant to the Agreement. This result is shown in the “APS Rate Case
Settlement Proposal Bill Impact Analysis,” filed by Staff on behalf of the
Signatories on May 15, 2009. The table on page 2 of the document shows the
overall average base rate increase (including interim and fuel) to be 13.07 percent,

whereas the Residential base rate increase (including interim and fuel) is 12.82

HIGGINS - 6
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percent. Residential customers who pay the base rate increase will pay
approximately the same percentage increase as the overall average.
What is your assessment of the revenue spread in the Agreement?

In my opinion, the revenue spread is reasonable in the context of the
overall Agreement. I note that the revenue spread in the Agreement is almost
identical to the revenue spread recommended in Staff’s direct case, which called
for an equal percentage increase in base rates for all rate schedules except low
income, inclusive of fuel costs (and inclusive of any interim increase).’

The revenue spread in the Agreement treats customer rate impacts on a
basis that is directly comparable to the measurement of class revenue deficiencies
in APS’s cost-of-service study filed as part of APS’s direct case. In other words,
APS’s class cost-of-service study measures the base rate increase necessary —
including fuel — for each rate schedule to pay rates equal to its respective cost of
service. The base rate increase in the Agreement is measured on the very same
basis, i.e., base rate changes inclusive of fuel, but does not set each rate schedule
exactly equal to its cost of service. However, in the context of the overall
Agreement, this treatment is reasonable.

Please explain.

APS’s cost-of-service study, which was conducted in a manner consistent
with the Commission’s directives in its decision in Docket No. E-01345A-05-
0816, indicates that to achieve rates equal to cost of service, the percentage base

rate increase (including fuel) for industrial customers (Rates 34 and 35 taken

3 Staff Exhibit FWR-3.
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together) should be approximately equal to the system average increase — which is
what the Agreement provides. The study further indicates that to achieve cost-
based rates, the base rate increase for Residential customers (including fuel)
should be approximately 4.7 percent above the system average, and that rates for
Rate E-32 (as a whole) should be approximately 6.3 percent below the system
average. Within Rate E-32, the Company’s study shows that Rate E-32-L
warrants a much smaller increase than the E-32 average, whereas Rate E32-XS
warrants an increase that is above the average for the overall system.* As I noted
above, the Agreement takes account of these differences among E-32 customers
by awarding a modestly smaller base rate increase for Rate E-32-L and a
modestly greater than average increase for Rate E-32-X8.

In the context of the overall Agreement, applying an equal percentage
increase to Residential customers (excluding low income) and Rate E-32 is
reasonable, in that the E-32 customers most deserving of a smaller-than-average
increase (E-32-L) are acknowledged through the adjustments (discussed above)
within E-32. With the treatment of E-32-L reasonably addressed within the E-32
group, I believe it is reasonable in the context of the overall Agreement for
Residential customers (excluding low income) to pay the same percentage base
rate increase as the system average, thereby mitigating, as much as reasonably

possible, the impact of the rate increase on Residential customers.

* Source: APS Supplemental Filing: Rumolo_Direct Workpaper DJR_WP01, DJR_WP03_APS08736,
APS08738.xls, Tab:”Cost of Service,” lines 1378-1379. These results are also summarized in the “Base
Rate Change” column of Table KCH-2 on page 11 of my Cost of Service direct testimony.

HIGGINS - 8
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Rate Design

Q.

A.

What does the Agreement provide with respect to rate design?

Paragraph 18.3 of the Agreement provides that the rate increases for Rates
E-34, E-35, and E-32-L will be implemented by adopting APS’s proposed
customer charges along with equal percentage increases in the demand and energy
charges for the rate schedules. This provision ensures that, within these rate
schedules, higher-load-factor and lower-load-factor customers will receive the
same percentage base rate increase. That is, the rate increase is not biased either
for, or against, customers based on load factor, which is reasonable in the context
of the overall Agreement.

Paragraph 18.1 of the Agreement provides that the voltage discoimt for E-
35 customers will be adjusted by the percentage change in E-35 base rates,
thereby maintaining consistency with the current rate design. Paragraph 18.2
eliminates a proposal by APS to assign certain third-party transmission costs to E-
34 and E-35 customers, a proposal which I argued was unreasonable in my direct
testimony. Both Paragraphs 18.1 and 18.2 reasonably maintain the status quo on

the issues to which they pertain.

DSM and Self-Direction

Q.

Please explain the self-direction provisions of the DSM section of the
Agreement.
Self-direction refers to a practice in which customers of sufficient size are

permitted to undertake their own energy efficiency measures using a portion of

HIGGINS - 9
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the DSM charges that are collected directly from them. Participating customers
would be reimbursed for the cost of approved energy efficiency projects from
these funds. Self-direction programs are currently in place in Oregon and Utah.

As Arizona’s commitment to DSM investment increases, it has become
increasingly important for AECC members to achieve the opportunity for self-
direction. Many larger customers have full-time energy personnel that direct their
firms’ energy efficiency efforts; while these companies are committed to making
energy efficiency improvements, they object to subsidizing their competitors
through conventional DSM rate mechanisms. Self-direction provides these
customers with a structure for channeling their DSM charges to energy
improvements in their own facilities while contributing to APS’s overall DSM
performance goals.

The APS Settlement Agreement approved in 2005 in Docket No. E-
01345A-03-0437 provided that self-direction for larger customers would be
studied; however, no concrete self-direction program was ever implemented. The
DSM provisions in the Agreement [Paragraphs 14.3 through 14.5] move forward
by establishing a self-direction program, the parameters of which are presented in
Appendix C to the Agreement. Large customers using 40 million kilowatt-hours
of electricity per year, aggregated over all of their APS facilities, would be
eligible to participate. The self-direction program is structured as a “use it or lose
it” proposition. Customers who enroll in the program would have two years to
complete approved energy efficiency projects in order to utilize the eligible DSM

monies recovered from them since the time of their enrollment; participating

HIGGINS - 10
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customers that complete qualifying DSM projects would be able to continue
recovering the cost of their DSM investment for a total of ten years (or until 100
percent project cost recovery is achieved, whichever occurs sooner) using the
eligible portion of the funds recovered from them through their DSM charges.
Unused self-direction funds flow back into the DSM pool for use in other

projects. In my opinion, the self-direction option is an essential component of

. APS’s DSM efforts going forward.

Interruptible Rates

Q.
A.

What does the Agreement provide with respect to interruptible rates?
Paragraph 19.1 of the Agreement requires APS to work with Staff and
other interested parties to develop an Interruptible Rate Rider for Rate E-34 and
E-35 customers that will be filed within 180 days of the Commission’s approval
of the Agreement. This provision is similar to a provision in the TEP Settlement
Agreement approved in Docket No. E-01933A-07-0402. If structured properly,
interruptible rates can be a cost-effective means for utilities to obtain reliable
capacity. Yet APS does not have an interruptible rider in its tariff. In my opinion,
it is important for interruptible service to be included in the Company’s resource
mix, as it can provide benefits for both the Company as well as the customers

with the operational flexibility to perform under an interruptible rider.
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Q.

Palo Verde Life Extension

Please describe the provisions in the Agreement dealing with Palo Verde life
extension.

This topic is addressed in Section XI of the Agreement. The Agreement
provides that if APS receives Nuclear Regulatory Commission approval to extend
the life of the Palo Verde Nuclear Generating Station, then APS would be
authorized to adjust its depreciation rates used for recording Palo Verde
depreciation expense no sooner than January 1, 2012. This provision
accomplishes at least two important objectives within the Agreement:

(1) It provides a means through which APS can improve its net income in
a future period without having to increase customer rates; this occurs through the
authorized reduction of APS’s depreciation expense that would accompany
approval of Palko Verde life extension. While the benefit of the lower depreciation
expense would be retained by APS on a temporary basis, this is comparable to
what occurs whenever a utility reduces expense between rate cases. When new
rates are established pursuant to a subsequent rate case, the full benefit of the
reduced depreciation expense would be flowed through to customers on a going-
forward basis.

(2) A life extension for Palo Verde would reduce the annual funding
requirement for plant decommissioning, which is recovered through the System
Benefit Charge. If Palo Verde life extension is approved, the Agreement requires
APS to apply to the Commission to reduce the System Benefits Charge in an

amount equal to the corresponding reduction in the annual decommissioning
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funding obligation, and to reduce the Power Supply Adjustor by the amount of the
associated reduction in spent fuel storage costs. Such reductions would produce
an annual revenue requirement benefit to customers.

In my opinion, the treatment of Palo Verde life extension costs represents
a creative solution that bridges the litigation differences among various of the
Signatories to enable the crafting of a successful package. The provision provides
important benefits for customers and the Company without raising rates. I

strongly support its adoption along with the other provisions of the Agreement.

Does this conclude your direct testimony?

Yes, it does.
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