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RESPONSE TESTIMONY OF KEVIN C. HIGGINS

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.
By whom are you employed and in what capacity?

A.

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.

Q.
On whose behalf are you testifying in the electric portion of this proceeding, UE-090704?

A.

My testimony is being sponsored by The Kroger Co. (“Kroger”) on behalf of its Fred Meyer Stores and Quality Food Centers divisions. Kroger is one of the largest retail grocers in the United States, and operates approximately 150 facilities in the state of Washington, approximately 70 of which are located in the territory served by Puget Sound Energy (“PSE”). These facilities purchase more than 165 million kWh annually from PSE, and are served on Electric Rate Schedules 24, 25, 26, and 40.

Q.
Please describe your professional experience and qualifications.

A.

My academic background is in economics, and I have completed all coursework and field examinations toward the Ph.D. in Economics at the University of Utah. In addition, I have served on the adjunct faculties of both the University of Utah and Westminster College, where I taught undergraduate and graduate courses in economics. I joined Energy Strategies in 1995, where I assist private and public sector clients in the areas of energy-related economic and policy analysis, including evaluation of electric and gas utility rate matters. 

Prior to joining Energy Strategies, I held policy positions in state and local government. From 1983 to 1990, I was economist, then assistant director, for the Utah Energy Office, where I helped develop and implement state energy policy.  From 1991 to 1994, I was chief of staff to the chairman of the Salt Lake County Commission, where I was responsible for development and implementation of a broad spectrum of public policy at the local government level.
Q.
Have you previously testified before this Commission?

A.

Yes. I testified in the PSE 2007, 2006 and 2004 general rate cases and participated in the settlement discussions that resulted in partial settlement agreements pertaining to rate spread and rate design issues in those proceedings. I also testified in the interim phase of the PSE 2001 general rate case and participated in the collaborative process that led to the settlement agreement submitted by the parties to that general rate proceeding, which was subsequently approved by the Commission.
Q.
Have you testified before utility regulatory commissions in other states?

A.

Yes. I have testified in approximately one hundred twenty proceedings on the subjects of utility rates and regulatory policy before state utility regulators in Alaska, Arizona, Arkansas, Colorado, Georgia, Idaho, Illinois, Indiana, Kansas, Kentucky, Michigan, Minnesota, Missouri, Montana, Nevada, New Mexico, New York, Ohio, Oklahoma, Oregon, Pennsylvania, South Carolina, Utah, Virginia, West Virginia, and Wyoming.
A more detailed description of my qualifications is contained in Attachment A, appended to my response testimony.

Overview and Recommendations 

Q.
What is the purpose of your testimony in this proceeding?

A.

My testimony addresses the following topics: (1) the relationship between the rate increase proposed by PSE in this docket and PSE’s recent filing regarding the pending sale of Renewable Energy Credits (“RECs”) and Carbon Financial Instruments (“CFIs”); (2) rate spread for PSE’s electric service; and (3) rate design for Schedule 26.

Q.
Please summarize your conclusions and recommendations.
(1)
I am concerned that PSE has proposed to determine the disposition of proceeds from sales of RECs and CFIs outside the framework of this rate proceeding.  I believe that the equities of the proposed allocation of the sale proceeds are best considered in the context of the overall impact to customers stemming from the rate case.  Ideally, the resolution of the rate case and the determination of the disposition of the REC/CFI sales would be jointly decided. However, I recognize that it may not be practicable to resolve the rate case and the disposition of the REC/CFI sales on the same schedule. To the extent that is the case, the next best option may be for the Commission to ensure that rate case impacts on customers are taken into consideration when determining the proper disposition of the proceeds from the REC and CFI sales.

(2)
I recommend that PSE’s rate spread proposal be adopted, with the exception that rates for Schedules 24 and 26 be set at 85% percent of the uniform increase. If the revenue requirement approved by the Commission is less than that requested by PSE, then the percentage revenue apportionment produced by this rate spread should be used as the basis for spreading the smaller revenue change.

(3)
Rather than set a 2% differential between the Schedule 26 and 31 demand charges and a 6.1% differential between their energy charges, the percentage differential between the demand and energy charges should be equalized for the two rate schedules. At PSE’s proposed rate spread, this would mean setting the Schedule 26 demand and energy charges 5.56% percent higher than the Schedule 31 demand and energy charges. Alternatively, at Kroger’s proposed rate spread, (in which Schedule 26 pays 85% of the uniform increase) this would mean setting the Schedule 26 demand and energy charges 4.3% percent higher than the Schedule 31 demand and energy charges.

As my recommendations are concentrated on a limited number of issues, absence of comment on my part regarding a particular issue does not signify support (or opposition) toward the Company’s filing with respect to the non-discussed issue.
Proceeds from Sales of RECs and CFIs

Q.
Please describe your concerns regarding the disposition of proceeds from sales of RECs and CFIs.

A.

PSE has made a filing in Docket No. UE-070725 in which the Company makes a proposal for allocating the proceeds from certain sales of RECs and CFIs to California parties. PSE states that the Company has entered into an agreement with a number of other parties – the NW Energy Coalition, the Renewable Northwest Project, and The Energy Project – to apportion the proceeds in the following manner: 
(1) 40% of the REC proceeds, not to exceed $21,062,800, to go to PSE to offset a portion of a receivable carried on PSE’s books for a disputed energy sale to California dating back to 2001;
(2) Up to 20% of the proceeds, or approximately $10 million, to be dedicated to low income programs (which is in addition to approximately $10 million currently dedicated to this purpose); and 
(3) The remaining balance to be used as a credit against the regulatory asset currently being carried for recovery of storm damage costs.

While the sale of the RECs and CFIs to California certainly appears to be a positive development for PSE and its customers, I am concerned that PSE has proposed to determine the equitable disposition of the proceeds outside the framework of this rate proceeding. The REC and CFI sales clearly have implications for PSE’s retail electric rates. The $153.9 million electric rate increase proposed by PSE is substantial.  The equities of the proposed allocation of the sale proceeds to PSE and other groups should be considered in the context of the overall impact to customers stemming from the rate case.  

Q.
What do you recommend?

A.

Ideally, the resolution of the rate case and the determination of the disposition of the REC sales would be jointly decided. However, I recognize that it may not be practicable to resolve the rate case and the disposition of the REC sales on the same schedule. To the extent that is the case, the next best option may be for the Commission to ensure that rate case impacts on customers are taken into consideration when determining the proper disposition of the proceeds from the REC and CFI sales.

Q.
Do you have any specific recommendations regarding the disposition of the REC sales at this time?

A.

Kroger has intervened in Docket No. UE-070725, but I would like to offer one recommendation at this time. In Docket No. UE-070725, PSE has proposed that the proceeds credited to customers be applied to the regulatory asset booked for recovery of storm damage costs. However, the benefit of REC sales is attributable to PSE’s generation assets, whereas the storm damage costs more closely correspond to the costs of Company’s delivery system. Thus, application of this credit to the storm damage regulatory asset is not appropriate; the credit is more appropriately applied based on customer class cost responsibility for PSE’s generation plant.
Rate Spread

Q.
What general guidelines should be employed in spreading any change in rates? 

A.

In determining rate spread, or revenue apportionment, it is important to align rates with cost causation, to the greatest extent practicable. Properly aligning rates with the costs caused by each customer group is essential for ensuring fairness, as it minimizes cross subsidies among customers. It also sends proper price signals, which improves efficiency in resource utilization.
At the same time, it can be appropriate to mitigate the impact of moving immediately to cost-based rates for customer groups that would experience significant rate increases from doing so by employing the ratemaking principle of gradualism. When employing this principle, it is important to adopt a long-term strategy of moving in the direction of cost causation, and to avoid practices that result in permanent cross-subsidies from other customers.
Q.
What general approach to electric rate spread does PSE recommend?

As described by PSE witness David W. Hoff, PSE is proposing to move rates in the direction of cost-of-service. Mr. Hoff suggests that classes should receive rate increases within a range of 50 percent to 100 percent of a uniform percentage increase based on each class’s parity percentage. Each class’s parity percentage, along with PSE’s proposed percentage of uniform increase and recommended rate increase, is summarized in Table KCH-1, below.
Table KCH-1
Summary of PSE Rate Spread Proposal




Percent



Current
of
PSE
PSE



Parity
Uniform
Proposed
Percent

Voltage Level
Schedule
Percent
Increase
Increase
Increase
Residential
7
95%
100%
$94,284
8.7%

Secondary Voltage

Demand <= 50 kW
24
107%
75%
$16,368
6.5%

Demand > 50 kW but <= 350 kW
25/29
112%
50%
$11,915
4.3%

Demand > 350 kW
26
105%
100%
$14,547
8.7%

Total Secondary Voltage



$42,830
6.2%

Primary Voltage

General Service/ Irrigation
31/35

75%
$6,924
6.5%

Interruptible Total Elec. Schools
43

75%
$896
6.5%

Total Primary Voltage

109%
75%
$7,820
6.5%

Campus Rate
40
89%

$4,028
9.0%

Total High Voltage
46/49
98%
100%
$3,069
8.7%

Choice/ Retail Wheeling
448/449
94%
100%
$535
8.7%

Lighting
50-59
109%
75%
$1,074
6.5%
Total Jurisdictional Retail Sales



$153,640
7.7%

Firm Resale/Special Contract

88%

$300
22.7%
Total Sales



$153,940
7.7%

Q.
What is your assessment of PSE’s proposed approach to rate spread?

A.

In my opinion, Mr. Hoff’s proposal is generally reasonable, but I believe it can be improved with some “fine tuning.” According to Mr. Hoff’s proposal, rate schedules with parity percentages between 95% and 105% would receive a uniform percentage increase. Rate schedules with parity percentages greater than 105% would receive increases that are less than this uniform increase.
As shown in Table KCH-1, Schedule 26 has a parity percentage of 105%, at the far upper end of Mr. Hoff’s suggested range of uniform increase. Accordingly, Mr. Hoff recommends a uniform percentage increase of 8.7% for this rate schedule.
Schedule 24 has a parity percentage of 107%. Mr. Hoff recommends that this rate schedule receive an increase equal to 75% of the uniform percentage, or 6.51%.  Rate schedules with parity percentages of 109% would also receive increases equal to 75% of the uniform percentage.
Schedule 26 is producing revenues that are 5% above parity and its parity percentage is similar to that of Schedule 24. I believe that Mr. Hoff’s rate spread proposal can be improved if both Schedules 24 and 26 receive an increase that is 85% of the uniform percentage. This would recognize that Schedule 26 is producing revenues that are materially above parity, and prevent its rates from unreasonably diverging from other commercial rate schedules. This modification can be made without any material impact on other rate schedules. This calculation is shown in Exhibit No.__(KCH-3) using the revenue requirement proposed by PSE. The results are summarized in Table KCH-2, below.
Table KCH-2
Kroger Proposed Rate Spread @ PSE Proposed Revenue Increase




Percent



Current
of



Parity
Uniform
Proposed
Percent

Voltage Level
Schedule
Percent
Increase
Increase
Increase
Residential
7
95%
100%
$94,284
8.7%

Secondary Voltage

Demand <= 50 kW
24
107%
85%
$18,550
7.4%

Demand > 50 kW but <= 350 kW
25/29
112%
50%
$11,915
4.3%

Demand > 350 kW
26
105%
85%
$12,365
7.4%

Total Secondary Voltage



$42,830
6.2%

Primary Voltage

General Service/ Irrigation
31/35

75%
$6,924
6.5%

Interruptible Total Elec. Schools
43

75%
$896
6.5%

Total Primary Voltage

109%
75%
$7,820
6.5%

Campus Rate
40
89%

$4,028
9.0%

Total High Voltage
46/49
98%
100%
$3,069
8.7%

Choice/ Retail Wheeling
448/449
94%
100%
$535
8.7%

Lighting
50-59
109%
75%
$1,074
6.5%
Total Jurisdictional Retail Sales



$153,640
7.7%

Firm Resale/Special Contract

88%

$300
22.7%
Total Sales



$153,940
7.7%

Q.
What do you recommend if the revenue requirement approved by the Commission is less than that requested by PSE?

A.

If the revenue requirement approved by the Commission is less than that requested by PSE, then the rate spread presented in Exhibit No.__(KCH-3) using PSE’s requested revenue requirement should be the starting point for spreading the approved revenue change. Specifically, the revenue apportionment produced by the rate spread in Exhibit No.__(KCH-3) should be used as the basis for spreading the smaller revenue change.
Q.
Please explain your recommendation further.

A.

When I refer to the “revenue apportionment produced by rate spread in Exhibit No.__(KCH-3)” I am referring to each class’s percentage share of total retail revenue requirement that results from that spread, with the exception of Schedule 40. For example, under the proposed spread, Residential customers would pay 56 percent of the total retail revenue requirement, excluding Schedule 40.
My recommendation is to retain the percentage revenue apportionment that results from the initial rate spread and to apply this revenue apportionment to whatever final revenue requirement is approved by the Commission.
 This type of approach (determining a reasonable revenue apportionment first, then applying it to the resulting revenue requirement) is standard in some jurisdictions such as Minnesota; it was also applied in Washington as part of the stipulation in the 2007 PSE rate case. The advantage of this approach is that it balances the application of gradualism with moving toward cost-of-service. Setting rate spread based on an approved revenue apportionment will retain the same approximate differentials from the average system increase for classes over a wide range of revenue requirements. This gives classes that are consistently well above parity a genuine opportunity to move toward cost over time.

Q.
Do you have an example to illustrate how your approach would work?

A.

Yes. An example is presented in Kroger Exhibit No.__ (KCH-4). In this example, the revenue apportionment associated with my proposed initial spread is first determined.  Next, we assume that the Commission approves a $93.8 million (4.68%) revenue increase rather than the $153.4 million (7.68%) increase requested by the Company.
 The resulting rate spread is then calculated by holding the revenue apportionment constant. The results are summarized in Table KCH-3, below.
Table KCH-3
Kroger Recommended Spread Approach:

Example Assuming $93.8 Million Increase in Revenue Requirement


Current
Revenue



Parity
Apportionment
Proposed
Percent

Voltage Level
Schedule
Percent
Percent
Increase
Increase
Residential
7
95.0%
56.0%
$61,368
5.7%

Secondary Voltage

Demand <= 50 kW
24
106.6%
12.8%
$11,022
4.4%

Demand > 50 kW but <= 350 kW
25/29
112.4%
13.6%
$3,928
1.4%

Demand > 350 kW
26
104.8%
8.5%
$7,347
4.4%

Total Secondary Voltage


34.9%
$22,297
3.2%

Primary Voltage

General Service/ Irrigation
31/35

5.4%
$3,765
3.5%

Interruptible Total Elec. Schools
43

0.7%
$487
3.5%

Total Primary Voltage

108.7%
6.1%
$4,252
3.5%

Campus Rate
40
88.9%

$2,682
6.0%

Total High Voltage
46/49
98.0%
1.8%
$1,998
5.7%

Choice/ Retail Wheeling
448/449
94.5%
0.3%
$348
5.7%

Lighting
50-59
109.0%
0.8%
$584
3.5%
Total Jurisdictional Retail Sales


100.0%
$93,528
4.7%

Firm Resale/Special Contract

87.8%

$300
22.7%
Total Sales


100.0%
$93,828
4.7%

Q.
Please summarize your recommendation with respect to rate spread.

A.

I recommend that PSE’s rate spread proposal be adopted, with the exception that rates for Schedules 24 and 26 be set at 85% percent of the uniform increase. If the revenue requirement approved by the Commission is less than that requested by PSE, then the percentage revenue apportionment produced by this rate spread should be used as the basis for spreading the smaller revenue change.

Rate Design for Schedule 26

Q.
Please provide some general background Schedule 26.
A.

Schedule 26 is generally applicable to customers with billing demands of 350 kW or greater. At one time, this rate schedule was applicable only to customers taking service at secondary voltage. Customers requiring service at primary voltage were required take service pursuant to Schedule 31, which has lower demand and energy charges.  In the early part of this decade, the rate differential between Schedule 26 and 31 had become greater than was justifiable based on cost and voltage-related differences. In response, over a series of rate cases, the differential between Schedules 26 and 31 has been gradually reduced to be more reflective of cost-based differences. Schedule 26 was also modified to be able to accommodate primary voltage service.

Q.
What are the implications of this background for Schedule 26 rate design?

A.

In designing rates for Schedule 26, care must be taken to ensure a reasonable relationship to the design of Schedule 31.
Q.
What has PSE proposed with respect to the rate design of Schedule 26?

A.

As discussed in the direct testimony of Mr. Hoff, PSE is proposing to set the amount of the Schedule 26 demand charge equal to that of Schedule 31 on a loss-adjusted basis. This produces a differential of 2% in their respective demand charges. However, because PSE is proposing a larger overall percentage increase for Schedule 26 relative to Schedule 31, “locking in” the demand charge differential in this manner would cause the difference between their respective energy charges to widen to 6.1%; as a result, Schedule 26’s energy charges would increase disproportionately to its demand charges, causing a somewhat higher percentage increase for higher-load factor customers on this rate schedule.
Q.
What is your assessment of PSE’s rate design proposal for Schedule 26?

A.

I agree with Mr. Hoff on the importance of linking its design to Schedule 31, but there is no reason to emphasize the relationship of the demand charge more than the energy charge. It is important to maintain a cost-based differential between Schedules 26 and 31 for both of these rate components.
Q.
What alternative do you recommend?

A

Rather than set a 2% differential between the Schedule 26 and 31 demand charges and a 6.1% differential between their energy charges, the percentage differential between the demand and energy charges should be equalized for the two rate schedules. At PSE’s proposed rate spread, this would mean setting the Schedule 26 demand and energy charges 5.56% percent higher than the Schedule 31 demand and energy charges. Alternatively, at Kroger’s proposed rate spread, (in which Schedule 26 pays 85% of the uniform increase) this would mean setting the Schedule 26 demand and energy charges 4.30% percent higher than the Schedule 31 demand and energy charges. These calculations are presented in Exhibit No.__(KCH-5).
The advantages of this approach are that it retains a more balanced relationship between Schedules 26 and 31, while simultaneously producing a rate increase for Schedule 26 that is unbiased with respect to load factor, which is consistent with PSE’s proposed treatment for other demand-billed classes.

Q.
Does this conclude your response testimony?

A.

Yes, it does.
� By its terms, Rate 40 is calculated formulaically; consequently, a revenue apportionment approach should not govern rate spread for this rate. Similarly, Transportation service does not use the generation system, and its final revenue requirement may need to be calculated separately from the other classes.


� I assumed this amount because it is exactly 3% less than PSE’s requested increase.
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