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RESPONSIVE TESTIMONY OF KEVIN C. HIGGINS

SETTLEMENT AGREEMENT

INTRODUCTION

Q. Please state your name and business address.

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

Q. Are you the same Kevin C. Higgins who previously filed direct testimony in
support of the Settlement Agreement in the Arizona Public Service Company
(“APS”) general rate case on behalf of Freeport-McMoRan Copper & Gold
Inc. and Arizonans for Electric Choice and Competition (collectively
“AECC”), and also filed direct testimony on the topics of revenue
requirement and cost of service/rate design in this proceeding?

A. Yes, I am. I described my qualifications in my revenue requirements

testimony. A more detailed description of my qualifications is contained in

Appendix A, attached to that testimony.

OVERVIEW AND CONCLUSIONS

Q.

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

I am responding to the testimonies in partial opposition to the proposed
Settlement Agreement (“Agreement”) submitted by Ralph Cavanagh on behalf of
the Natural Resources Defense Council and Jeff Schlegel on behalf the Southwest

Energy Efficiency Project.
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Please summarize your responsive testimony.

I recommend that the Commission reject each of the proposed changes to
the Settlement Agreement advocated by Mr. Cavanagh and Mr. Schlegel. In
particular, I recommend that the Commission reject the attempt by Messrs.
Cavanagh and Schlegel to impose revenue decoupling on a utility that does not

need it and customers that clearly do not want it.

LOST FIXED-COST RECOVERY VERSUS DECOUPLING

Q.

What do Mr. Cavanagh and Mr. Schlegel recommend with respect to the
Lost Fixed Cost Recovery (“LFCR”) mechanism proposed in the
Agreement?

Both Mr. Cavanagh and Mr. Schlegel recommend that the LFCR
mechanism negotiated by the Stipulating Parties be rejected in favor of full
revenue decoupling.

What is your response to their position?

APS is required to meet a Commission-mandated energy-efficiency
standard. The stated objective of revenue decoupling is to remove a utility’s
financial disincentive to support energy efficiency, and by extension,
Commission-required energy efficiency requirements. Through its support of the
Settlement Agreement, APS has concluded that the combination of LFCR
mechanism and rate design improvements in the Agreement sufficiently removes
the Company’s financial disincentives to meet the Commission’s standards.! By

itself, this is sufficient grounds to refrain from imposing decoupling: if the entity

! See for example, direct settlement testimony of Leland R. Snook, pp. 3-7.
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that decoupling is intended to “protect” concludes that decoupling is not
necessary, there is no good reason to impose decoupling against the will of
customers.

Representatives of a wide spectrum of customer interests — from small
customers to large customers — RUCO, AARP, and AECC — and individual
customers such as FEA, Kroger, and Wal-Mart — have each opposed the full
revenue decoupling advocated by Messrs. Cavanagh and Schlegel. These
customer groups have signed on in support of the LFCR/Rate Design alternative
that was largely advanced by Staff in its direct testimony and more fully
developed in the negotiated Agreement.

Revenue decoupling is not an end in itself. Just the opposite is true:
revenue decoupling is intended to address a very specific problem — utility
financial disincentives — and winds up capturing many unrelated effects, such as
weather, economic conditions, and changes in customer class composition. If the
specific problem that revenue decoupling is intended to address is adequately
addressed through an alternative approach — and the utility, its customers, and the
regulatory Staff agree on that alternative approach — then the overly-broad and
widely-opposed decoupling mechanism should certainly be avoided.

Both Mr. Cavanagh and Mr. Schlegel appear to be second-guessing APS’s
assessment that the Company does not need the added revenue protection of full
decoupling to comply with the Commission’s Rules on energy efficiency. For
example, Mr. Cavanagh expresses concern that the “Settlement Agreement does

not make APS whole for lost fixed costs even from those sales that APS is judged
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to have lost as a result of its programs.”2 In my experience, APS is fully capable
of assessing its own best interests. I believe it would be unwise for the
Commission to override the Settlement Agreement in favor of Mr. Cavanagh’s
and Mr. Schlegel’s insistence that APS be afforded protections it does not need
and which customers do not wish to extend.

On page 7 of his testimony partially opposing the Settlement, Mr. Cavanagh
indicates his opposition to addressing utility financial disincentives through
rate design. How do you respond?

Mr. Cavanagh is critical of the residential “opt out” proposal which would
grant residential customers the freedom to choose an alternative rate design. He is
also critical of utilizing rate design to exclude large General Service customers
from the LFCR mechanism, complaining that “the Proposed Settlement proposes
the same kind of rate design change for large customers as a rationale for
excusing them from contributing to the lost fixed-cost recovery mechanism.” In
making this statement, Mr. Cavanagh misapprehends the role of rate design in
resolving the utility’s financial disincentive that is at the center of the decoupling
debate: when fixed costs are removed from the volumetric energy charge through
rate design, there is no extra contribution to fixed-cost recovery that needs to be
made. Mr. Cavanagh’s inference that larger customers would somehow be
“excused” from making a contribution to fixed cost recovery is groundless.
Rather, Mr. Cavanagh appears to have lost touch with the goal of removing the

utility’s financial disincentives to support energy efficiency — which the

2 Testimony of Ralph Cavanagh in Partial Opposition to the Proposed Settlement Agreement, p. 8, lines 1-
3.
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Settlement “opt out” and rate design for larger customers accomplish — in favor of
advocacy for decoupling as an end in itself.

On pages 3-4 of his testimony, Mr. Cavanagh is critical of opponents of
decoupling for ignoring the Commission’s Policy Statement on Decoupling.
How do you respond to this criticism?

In my direct testimony I not only referenced the Commission’s Policy
Statement on Decoupling, I quoted from it — Policy Statement 11 to be exact,
which provides that:

Broad participation in decoupling is preferred; however, the unique characteristics
of each utility may merit different treatment of some customer classes. Utilities
should address any proposed distinct treatments and justify why certain customer
classes may merit different treatment.

This is a section of the Policy Statement that Mr. Cavanagh overlooks in his
criticism of the Settlement Agreement’s use of rate design to resolve the issue of
utility financial disincentives. The Commission’s Policy Statement clearly

provides the flexibility to develop a rate design approach for addressing utility

financial disincentives, as the Stipulating Parties have done.

RESPONSE TO ADDITIONAL ISSUES RAISED BY MR. SCHLEGEL

Q.

On pages 6 and 7 of his Settlement testimony, Mr. Schlegel recommends that
the proposed four-year rate case stay out be shortened to three years. What
is your response to this recommended change?

I strongly oppose this proposed change. The rate case stay-out is an
unequivocal benefit to customers and a major achievement of the negotiated

Agreement. Shortening it is certain to bring higher rates sooner to Arizona
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customers and would deprive customers of the full benefit of their bargain in this
Agreement.

On page 10 of his testimony, Mr. Schlegel proposes to shift $70 million in
DSM funding from the DSM Adjustor to base rates. Do you support this
change?

Absolutely not. Not only is this change contrary to the Settlement
Agreement, such a shift would reduce the visibility of the DSM program costs by
burying them in base rates. Healthy public discourse on the size of the funding
requirements for these programs is better assured if the cost recovery is
transparent and fully disclosed in the DSM Adjustor rate.

In summary, do you support any of the changes to the Settlement Agreement
advocated by Mr. Schlegel and Mr. Cavanagh?

No, I do not.

Does this conclude your responsive testimony?

Yes, it does.
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