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SUPPLEMENTAL DIRECT TESTIMONY OF KEVIN C. HIGGINS 

Introduction 

Q. 

A 

Q. 

A. 

Q. 

A 

Q. 

A. 

Please state your name and business address. 

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

841 11. 

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 testiQing in this proceeding? 

My testimony is being sponsored by Kentucky Industrial Utility 

Customers, Inc. (“KIUC”), which includes Gallatin Steel Company (“Gallatin 

Steel”), AGC Automotive, and Air Liquide. These KIUC members are customers 

of distribution cooperatives that purchase wholesale power from East Kentucky 

Power Cooperative, Inc. (“EKPC”) 

Please describe your professional experience and qualifications. 

My academic background is in economics, and I have completed all 

coursework and field examinations toward a Ph.D. in Econoniics 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. Ijoined Energy Strategies in 1995, where I assist private 
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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 

goveInment. 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 staffto the chairman ofthe Salt Lake County 

Commission, where I was responsible for development and implementation of a 

broad spectrum of public policy at the local government level. 

Are you the same Kevin C. Higgins who filed direct testimony in this docket 

on behalf of KIUC on July 5,2007? 

Yes, I am. 

Have you testified in other proceedings before this Commission? 

Yes. I have testified previously in this docket, filing direct testimony on 

.July 6, 2007. I also filed direct testimony in the Union Light, Heat and Power 

Company general rate case, Case No. 2006-00172, and in the Commission’s 

current investigation of the energy and regulatory issues in Section 50 of 

Kentucky’s 2007 Energy Act, Administrative Case No. 2007-00477. 

Have you testified previously before any state utility regulatory 

commissions? 

Yes. I have testified in over eighty proceedings on the subjects of utility 

rates and regulatory policy before state utility regulators in Alaska, Arizona, 

Arkansas, Colorado, Georgia, Idaho, Illinois, Indiana, Kansas, Michigan, 

Minnesota, Missouri, Montana, Nevada, New Mexico, New York, Ohio, 
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Oklahoma, Oregon, Pennsylvania, South Carolina, Utah, Virginia, Washington, 

West Virginia, and Wyoming. 

Overview and Conclusions 

Q. 

A. 

What is the purpose of your supplemental testimony? 

My supplemental testimony describes KIUC’s proposal for allocating 

EKPC’s $19 0 million revenue requirement increase on the basis of each class’s 

demand-related revenues, rather than on the basis of each class’s total base 

revenues, which is the approach adopted by the Commission in its Order issued 

December 5,2007. I also describe the change in the revenue allocation to 

EKPC’s customer classes that would result from adoption of KIUC’s 

recommended approach. 

What conclusions and recommendations are presented in your testimony? 

In the Commission’s Order in this docket issued December 5,2007, the 

Q. 

A. 

Commission ordered that EKPC’s $19.0 million revenue requirement increase be 

allocated on the basis of the total base revenues currently recovered from each 

rate class, consistent with the recommendation made by EKPC in its application 

for a general rate increase. I am respectfully recommending that tbe Commission 

amend this aspect of its Order, and instead apportion EKPC’s $19 million revenue 

requiIement increase on the basis of the demand-related revenues currently 

recovered from each rate class, consistent with the recommendation I made in my 

direct testimony filed on July 6,2007. 
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In my opinion, allocating EKPC’s rate increase using demand-related 

revenue is more appropriate tlian using total base revenue, given the facts of this 

proceeding. Using base revenue is not reasonable for revenue allocation in this 

case because fifty percent of EICPC’s base revenue is comprised of fuel and 

purchased power costs -and the revenue deficiency that caused EKPC’s need for 

a rate increase is lagely unrelated to the cost of fuel and purchased power. 

Consequently, including fuel and purchased power costs in tlie calculation of tlie 

allocation of the rate increase overstates the cost responsibility for those rate 

classes whose energy-related revenues in relation to their total base revenues is 

above the system average. 

EKPC’s rate increase was driven by the need for EKPC to build equity, 

which is a component of fixed cost recovery. Given that the underlying rationale 

for the rate increase is primarily related to fixed cost recovery, the rate increase is 

more appropriately appoaioned on the basis of each class’s demand-related 

revenue, which is more directly related to fixed costs than are total base revenues. 

In determining this demand-based allocation, I recommend that the 

revenue increase to Gallittin Steel be allocated separately from other special 

contract customers, given its size and unique load characteristics. The remaining 

Special Contract customers should be aggregated into a single group for 

allocation purposes. 
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Review of the Revenue Allocation Issue in this Proceeding 

Q. Please provide a brief review of the history of the revenue allocation issue in 

this proceeding. 

A. On January 29, 2007, EKPC filed a request for a general rate increase in 

the amount of $43.4 million. As part of EKPC’s filing, EKPC witness William A. 

Bosta proposed that the rate increase be apportioned among customer classes on 

the basis of each class’s base revenues 

In addition, as part of its filing, EKPC sought interim rate relief. 

Following a hearing on March 22,2007, the Commission found that EKPC would 

experience a material credit and operational impairment unless interim rate relief 

was granted, and accordingly, authorized an interim increase in EKPC’s base 

rates of $19 0 million on an annualized basis effective April 1,2007 

The subject o f  allocating the rate increase across customer classes was not 

addressed during the hearing on EKPC’s request foi inteIim rate relief. In 

accordance with the Commission’s Order setting the ground rules for the interim 

rate hearing, issued March 16,2007, the hearing was limited to evidence 

regarding the potential impairment of EKPC’s credit and operations, and no other 

issues were permitted to be raised 

“We further place the parties on notice that the subject matter of the hearing of 
March 22, 2007 is limited to the potential impairment of EKPC’s credit and 
operations that may result from a denial of EKPC’s request for interim rate 
relief. No evidence or argument on other issues will be entertained ” [March 
16,2007 Order at p. 2 ] 
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Consistent with these ground rules, when the interim rate relief was 

granted, it was allocated among customer classes on the basis of each class’s base 

revenues, as EKPC had proposed in its filing. [Interim Order at p. 121 

Subsequent to the Order granting interim relief, I addressed the subject of 

revenue allocation in my direct testimony, filed July 6,2007, as part of the 

general rate proceeding. My analysis of EKPC’s rate filing led me to conclude 

that the most appropiiate basis for spreading any general rate increase was not 

each class’s total base revenues, but each class’s demand-related revenues. 

I was not alone in recognizing the merits of such an approach. Prior to 

filing my direct testimony, KIUC asked E W C  witness William A. Bosta in KIUC 

Data Request 1 I 1 whether Mr. Bosta agreed that it would be reasonable to 

apportion the requested revenue increase across customer classes on the basis of 

demand-related revenues. In response, MI. Bosta inaintained that while be 

believed that EKPC’s filed allocation approach was reasonable, he “agrees that 

the overall rate increase is more oriented to demand-related cost and that an 

apportionment of the increase on the basis of demand-related revenue or non-fuel 

revenue would be another way to reasonably apportion the increase.” Later, in his 

rebuttal testimony filed on August 20, 2007, Mr. Bosta described my 

recommended approach as a “feasible alternative.” [D. 5, lines 17-19] 

On August 3 1,2007, EKPC, the Attorney General, and KIUC filed with 

the Commission a Joint Stipulation and Recommendation (“Joint Stipulation”) 

that addressed revenue requirements and revenue allocation. The revenue 

allocation portion of the Joint Stipulation adopted the deniand-based allocation I 
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had proposed in my direct testimony, which was futher supported in the joint 

brief filed by the three parties. 

However, in its final Order, the Conmission concluded as follows: 

“On April 1,2007, the Commission granted EKPC’s request for interim relief 
of $19.0 million and accepted EKPC’s allocation of the increase to the rate 
classes as proposed in the application. KIUC did not voice any opposition to 
the allocation methodology used for the interim rate increase. Having 
reviewed EKPC’s proposed allocation and KIUC’s recommendation, we find 
that EKPC’s allocation is reasonable and should be approved in this 
proceeding” 

On December 13,2008, KIUC filed a petition for rehearing, and on 

December 27,2007, the Commission issued an Order granting KIUC’s petition. 

In its Rehearing Order, the Conimission clarified that the Commission’s previous 

statement referring to KIUC’s non-opposition to the allocation methodology used 

in the interim proceeding was an inadvertent oversight, and was not the 

justification for the denial of KIUC’s allocation proposal. The Commission also 

reiterated that since the Joint Stipulation endorsing KIUC’s allocation approach 

was non-unanimous, it could not be considered by the Commission is reaching its 

decision. 

In granting IUUC’s petition, the Commission concluded: 

“After reviewing the evidence and being sufficiently advised, the Commission 
finds that further examination of the revenue allocation issue is warranted and 
we will grant KIUC’s petition for rehearing.” [Order at p. 3.1 
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Revenue Allocation 

Q. 

A. 

Q. 

A. 

Q. 

A. 

In its application filed January 29,2007, what did EKPC propose as the basis 

for allocating its requested rate increase across customer classes? 

As discussed in the direct testimony of William A. Bosta, EKPC proposed 

to allocate its requested revenue requirement increase on the basis of the total base 

revenues currently recovered from each rate class. m. Bosta explained that due to 

EKPC’s need for “immediate” rate relief, EKPC did not embark on a significant 

effort to alter the existing rate design in this case. 

Is this the allocation method that was adopted by the Commission in its 

Order dated December 7,2007? 

Yes. This is also the allocation method that was adopted in the Interim 

Order. For ease of exposition, I will occasionally refer to this method as the 

“Interim” allocation method. 

Please explain your disagreement with using this method for the case at hand. 

As I stated in the introductow section to this testimony, using total base 

revenue to allocate the revenue increase in this proceeding is not reasonable 

because fifty percent of EKPC’s base revenue is comprised of fuel and purchased 

power costs - and the revenue deficiency that caused EKPC’s need for a rate 

increase is largely unrelated to the cost of fuel and purchased power. Rather, 

EKPC’s rate increase was driven by the need for EKPC to build equity, which is a 

component of cost recovery. Given that the underlying Iationale for the rate 

increase is primarily related to fixed cost recovery, the rate increase is more 
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appropriately apportioned on the basis of each class’s demand-related revenues, 

which is more directly related to fixed costs than are base revenues. 

Does allocating the rate increase on the basis of total base revenue produce 

an inequitable result in this proceeding? 

Yes, it does. Allocating the rate increase on the basis oftotal revenue 

overstates the cost responsibility for those rate classes whose energy-related 

revenues in relation to their total base revenues are above the system average. 

These customers already pay for the full recovery oftheir (relatively high) fuel 

and purchased power usage in their energy charges and through the fuel 

adjustment clause (“FAC”). Including fuel and purchased power costs (again) in 

the calculation of the allocation of the requested rate increase causes fuel and 

purchase power costs to be over-weighted in the determination of class cost 

responsibility, and is inconsistent with the ratemaking principle of assigning cost 

responsibility on the basis of cost causation. 

What is your basis for concluding that EKPC’s base revenue increase was 

primarily related to increased fixed cost recovery? 

It is clear from EKPC’s filing that its primary objective in seeking a rate 

increase was to build equity - and EKPC’s request to build equity was a request 

for increased fixed cost recovery. 

One of the stated purposes of EKPC witness David G. Eames’ testimony 

was to describe EKPC’s need for additional equity. Mx. Eames testified that 

EKPC’s equity as a percentage of its assets had fallen fiom 13.71% at end of 2002 
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A strong equity position is necessary for EKPC to meet its mortgage 
covenants and to be able to obtain future financing. EKPC expects the 
need for credit facility financing through 2019 for its capital expansion 
program. Having the appropriate amount of equity will significantly reduce 
the cost of future borrowings.’ 

EKPC’s need to increase its equity is a function ofthe Cooperative’s 

existing asset valuation as well as the Cooperative’s need to attract capital to meet 

future investment requirements. The $19.0 million rate increase was necessary to 

assure EKPC’s continued access to credit markets, which was at risk absent an 

increase in EKPC’s equity. 

Was EKPC’s credit impairment recognized in the Commission’s granting of 

interim rate relief of $19.0 million to EKPC in 2007? 

Yes. In its Order granting interim relief the Commission concluded that it 

was necessary to increase rates to address EKPC’s credit impairment. The 

Commission noted that but for the willingness of RUS to forbear from malting 

any declaration of default its mortgage agreement, EKPC would be in default. 

[Interim Order at p. 81 

Are there other indications in EKPC’s filing that its rate increase request was 

driven by fixed costs? 

Yes. EKPC proposed to recover its requested revenue increase for service 

to “B” and “C” customers, as well as Special Contract customers, via an increase 

in the demand charges levied for service to these classes -with no increase in the 

energy charges. As explained by Mr. Bosta: “ ...[ Tlhis case is geared to improving 
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EKPC’s equity and TIER level and the increase in cost is more oriented to 

demand-related costs.”* I agree with Mr. Bosta’s statement, and am 

recommending that the Commission take Mr. Bosta’s statement to its logical 

conclusion by basing the allocation of class cost responsibility on demand-related 

revenues. 

Please describe your recommended approach for allocating the $19.0 million 

revenue increase awarded in this case. 

Q. 

A. Given that the underlying rationale for the rate increase is primarily 

related to fixed cost recovery, I recommend that any revenue increase be allocated 

on the basis of each class’s demand-related revenues. Such an approach would 

result in a better alignment of revenue recovery and cost causation than allocating 

based on total base revenues, which includes fuel and purchased power costs My 

recommended alternative would also meet EKPC’s objective of malung a 

“streamlined” determination of revenue allocation and avoiding a major rate re- 

design in this proceeding. 

Does your recommendation for allocating the rate increase based on demaud- 

related revenues apply to Special Contract customers? 

Q. 

A. Yes, it does. In allocating the appropriate revenue increase to Special 

Contract customers, I recommend that tlie revenue increase to Gallatin Steel he 

allocated separately from the other special contract customers, given its size and 

’ Direct testimony of David G Eames, p 5 ,  lines 4-8 
’Direct testimony of William A Bosta, p 9, lines 19-21 
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unique load characteristics. The remaining Special Contract customers subject to a 

rate increase should be aggregated into a single group for allocation puiToses.3 

Please describe the unique load characteristics of Gallatin Steel. Q. 

A. Unlilce the other Special Contract customers, most of the service to 

Gallatin Steel is interruptible As a result, Gallatin Steel takes service under thee  

different demand charges - one for firm service, another for interruptions on 

ninety minutes notice, and a tliiid for interruptions on ten minutes notice. These 

three demand charges were negotiated by the customer, EKPC, and the relevant 

distribution cooperative (Owen), and were subsequently approved by the 

Commission. The differentials between these demand charges represent the most 

reasonable measure of the differences in the level of service received by Gallatin 

Steel To the extent that Gallatin Steel receives a rate increase to iecover increased 

fixed costs for EKPC, the increase should be proportionate to the revenues 

associated with these three levels of demand charges, so as to best reflect the type 

of service provided to this customer. This can be accomplished with a Gallatin- 

specific allocation. 

Does treating Gallatin Steel separately from the other Special Contract 

customers produce the same total apportionment to Special Contract 

customers as a group as would an aggregate apportionment to the Special 

Contract class? 

Q. 

’ The TGP contract is not proposed to receive a rate increase According to EKPC Response to KIUC 1 3 ,  
“Due to the nature of the elements that comprise the [TGPJ contracts, there is no specific provision in the 
contracts that permit a general rate increase 

12 
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Yes. A Gallatin-specific apportionment within the Special Contract class 

does not change the apportionment to Special Contracts as a class, nor does it 

affect the appoItionment to the other rate classes 

What is the revenue increase by class that results from your recommended 

allocation method at  the Commission-approved $19.0 million revenue 

increase? 

These results are presented in Table KCH-MI .  This table also compares 

the results of the KIUC allocation method to the class revenue increases resulting 

from the allocation method used in the Interim Order (currently in effect). The 

derivation of these results is shown in Exhibit KCH-Rehearing 1 I In calculating 

these results, I coordinated with EKPC to ensure that my calculations and EKPC's 

calculations produced consistent results. 

Table KCH-RH1 

Comparison of KIUC Allocation and Interim Allocation 
of $19.0 Million Revenue Increase 

S392.546.911 S15309.500 3.87% S16.041JOO 4.09% sn3zam UZI% 

~490351.228 s ~ ~ . o a o . u ~ ~  3 . 8 7 ~ "  s19.nnn,o~n 3.81% so 0.00% 

Please compare the results of using KIUC's recommended allocation 

approach to the approach used in the Interim and Final Orders. 

13 
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14 A. 

As shown in Table KCH-RHl, the KIUC allocation method results in an 

increase to Rate E customeis of 0.21 percent. All other rate classes expe~ience 

small to modest decreases. 

Are you presenting the results of KIUC’s recommended allocation approach 

for each member distribution cooperative and its respective rate schedules? 

Yes, this information is presented in Exhibit KCH- Rehearing 2. 

If KIUC’s proposed revenue allocation is adopted, would KIUC seek any 

refunds based on the difference between the allocation method adopted in the 

interim proceeding and KIUC’s recommended approach? 

No. KIUC is recommending adoption of its allocation approach on a 

prospective basis only 

Does this conclude your supplemental direct testimony? 

Yes, it does. 
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COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF GENERAL ADJUSTMENT OF ) 

CASE NO. 2006-00472 ELECTRIC RATES OF EAST KENTUCKY POWER j 
COOPERATIVE, INC. ) 

AFFIDAVIT OF KEVIN C. HIGGINS 
STATE OF UTAH 1 

1 
COUNTY OF SALT LAKE ) 

Kevin C .  Higgins, being first duly sworn, deposes and states that: 

1. 

2. 

He is a Principal with Energy Strategies, L.L.C., in Salt Lake City, Utah; 

He is the witness who sponsors the accompanying testimony entitled 

“Supplemental Direct Testimony of Kevin C. Higgins;” 

Said testimony was prepared by him and under his direction and supervision; 

If inquiries were made as to the facts and schedules in said testimony he would 

respond as therein set forth; and 

The aforesaid testimony and schedules are true and correct to the best of his 

knowledge, information and belief. 

3 .  

4. 

5. 

---l 
Kevin C. biggins ‘ ’ b” 

Subscribed and swoin to or affirmed before me this @?fay of March, 2008, by Kevin C 
Higgins. 

My Commission Expires: Api I IO;XII 
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