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SURREBUTTAL TESTIMONY OF KEVIN C. HIGGINS

Introduction

Q.

A

Please state your name and business address.

My name is Kevin C. Higgins. My business address is 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.

Are you the same Kevin C. Higgins who previously filed direct testimony on
behalf of UAE in this proceeding?

Yes, | am.

What is the purpose of your surrebuttal testimony?

My surrebuttal testimony responds to various arguments presented in the
rebuttal testimonies of RMP witnesses Gregory N. Duvall, Karl A. McDermott,
and Frank C. Graves, and DPU witness Charles E. Peterson.

Have the rebuttal arguments offered by the RMP witnesses and DPU witness
Mr. Peterson caused you to modify the primary conclusion in your direct
testimony that RMP’s cost structure is not sufficiently volatile to justify
adoption of an ECAM at this time?

No. My review of the Parties’ rebuttal testimony has not caused me to

modify my conclusions or recommendations in the proceeding.
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Response to Gregory N. Duvall

Q.

In your direct testimony you stated that placing hydro-related risk on Utah
customers through an ECAM is not appropriate because Utah does not
receive a proportionate benefit from the PacifiCorp hydro resources. On
pages 17-18 of his rebuttal testimony, Mr. Duvall disagrees with your
position. How do you respond?

Mr. Duvall states that he would partially agree with me if Utah rates were
set directly using the Revised Protocol methodology. However, Mr. Duvall
states that he disagrees with my conclusion because Utah rate increases continue
to be constrained by the application of the MSP rate mitigation cap. The MSP rate
mitigation cap is calculated using the Rolled-in methodology, and the Rolled-in
methodology recognizes hydro-related costs and benefits.

Contrary to Mr. Duvall’s argument, the application of the MSP rate
mitigation cap does not make it appropriate for Utah customers to be assigned
PacifiCorp system hydro risk through an ECAM. The MSP rate mitigation cap
does not set the Utah revenue requirement equal to the revenue indicated by the
Rolled-in methodology, but rather it sets the Utah revenue requirement equal to
the Rolled-in methodology plus a premium. The premium is entirely attributable
to the removal of a substantial portion of the net benefit of the PacifiCorp hydro
system from Utah’s allocation of system costs pursuant to the Revised Protocol.
Consequently, even when the MSP rate mitigation cap is in effect, Utah does not

receive a proportionate benefit from PacifiCorp’s hydro system.
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Moreover, the MSP rate mitigation cap is currently scheduled to be in
effect only through March 2014. Absent a change in the methodology for
allocating inter-jurisdictional costs, Utah would receive no net benefit at all from
PacifiCorp-owned hydro resources located on the west-side of the system if the
MSP rate mitigation cap is removed. Adopting a mechanism that forces Utah to
share in the risks of west-side hydro resources under these circumstances would
be fundamentally unreasonable.

Do you have any additional observations on the topic of sharing hydro-
related risk through an ECAM?

Yes. My disagreement with Mr. Duvall on this point underscores an
important conceptual and practical difficulty in attempting to apply an ECAM in
RMP’s Utah jurisdiction at this time. A fundamental premise of an ECAM is that
an underlying “system” net power cost is included in base rates, which is subject
to deviations that are recovered (or refunded) to customers. However, under the
Revised Protocol, “system” net power cost as applicable to Utah is not really as
straightforward as may first appear. On the one hand, net power cost is treated as
a standalone computation applicable to the entire PacifiCorp system, inclusive of
hydro benefits and costs. This is the “net power cost” addressed at length in Utah
rate cases. At the same time, each Utah rate case includes a separate computation
in which an “embedded cost differential” extracts from Utah customers the net

benefits of west-side hydro resources. This second calculation increases Utah’s
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revenue requirement.!  Conceptually, this increase in revenue requirement is
tantamount to an increase in Utah’s net power cost, even though the embedded
cost differential adjustment is not labeled as being a change to net power cost per
se. Thus, the system net power cost that would be the basis of the ECAM is not
identical to the effective net power cost charged to Utah under the Revised
Protocol.

Theoretically, the embedded cost differential calculated in a given rate
case is applicable only to the specific net power cost which is also determined in
that case. If net power cost turns out to be different after the fact, then the
embedded cost differential is also different, ex post. Of particular relevance to the
discussion of hydro risk, if net power cost increases because of below-average
hydro production, then all things being equal, the embedded cost differential
charged to Utah would have been set too high in the first instance.? If an ECAM
is adopted that assigns hydro risk to Utah, then during below-average hydro years,
Utah customers would be charged a pro-rata share of the incremental costs of
replacing the reduced hydro output, while paying base rates that incorporate an
embedded cost differential based on a normal hydro year. This is fundamentally
inequitable.

Q. Couldn’t this problem be resolved by simply re-computing the embedded

cost differential at the time an ECAM adjustor is levied?

! This increase in Utah revenue requirement is then partially mitigated through the MSP rate mitigation cap
discussed above.

2 This would occur because the unit cost of hydro is higher for a below-normal hydro year than for a
normal hydro year.
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No. | do not think this problem would be equitably resolved with a
simple, embedded-cost-differential “do over.” First of all, the exercise of
isolating the hydro-related component in such a calculation would not be a trivial
matter. Further, such an exercise would not likely capture the secondary effects
of a poor hydro year, e.g., the upward pressure on market and fuel prices in the
Northwest that would be applicable to the replacement power. But even more
importantly, even if an embedded-cost-differential “do over” could be performed,
| fail to see why Utah customers should be subjected to any west-side hydro risk
at all, given that the Revised Protocol already requires Utah customers to “pay” to
have the west-side hydro net benefits removed from their rates. Having “paid” to
remove the net benefits of west-side hydro, it would not be reasonable to assign
Utah customers higher costs associated with below-average hydro production
through an ECAM under the justification that the embedded cost differential is
also recalculated after the fact.

What is the implication of this discussion?

It may be that the one of the unintended consequences of the MSP Revised
Protocol is that is has made the applicability of an ECAM in Utah conceptually
and practically more difficult than would otherwise be the case.

On page 8 of his rebuttal testimony, Mr. Duvall states that you concluded
that the Company’s cost structure is not sufficiently volatile to justify

adoption of an ECAM, without indicating how volatile the Company’s cost
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structure would have to be to change this recommendation. Do you wish to
respond?

Yes. Indiscovery, RMP asked me to quantify how high volatility would
have to be such that RMP would be placed at “undue risk,” as referenced in my
direct testimony. UAE provided the following response:

Absent consideration of all relevant circumstances in a specific context, it is not
possible for UAE to state or quantify in the abstract the level of volatility that
would be required for UAE to consider RMP at “undue risk,” as that concept is
used in the referenced testimony. In the specific context of Mr. Higgins’ analysis
of RMP’s current net power cost risk in this docket, Mr. Higgins would not have
considered RMP to be at “undue risk” sufficient to justify consideration of single-
item ratemaking at this time absent strong evidence that price volatility could
reasonably be expected to cause RMP’s net power costs to drive variation in
RMP’s return on equity by more than 200 basis points within the first 12 months
after the start of the rate-effective period following the pending general rate case.

So while it is correct that | have not reached a conclusion as to the amount
of volatility necessary to change my recommendation, given the speculation
required about the combination of circumstances necessary to justify an ECAM, |

have, nevertheless, provided RMP with parameters that | would consider in such

an evaluation.

Response to Karl A. McDermott and Frank C. Graves

In his rebuttal testimony, Dr. McDermott takes issue with your assessment of
RMP’s fuel price volatility. Do you wish to respond?
Yes. In my direct testimony, | presented a table that shows the hedged

cost of RMP’s natural gas generation in comparison to the market cost, for the
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past five rate cases. | noted that, except for one discrete jump, the hedged cost
has remained relatively stable across these cases. Dr. McDermott responds by
declaring that this information “misses the point” on the grounds that “volatility is
relative” and that RMP’s net power cost “is more volatile than other costs
typically included in rates.”® 1 do not find Dr. McDermott’s emphasis on
“relative volatility” to be a persuasive argument for adopting an ECAM.

While dismissing the importance of examining changes in the hedged cost
of RMP’s natural gas generation, Dr. McDermott focuses on the movement in
RMP’s total fuel cost plus purchased power expenses over time, which is
presented in Figure 1 of his rebuttal testimony. Dr. McDermott’s Figure 1
purports to show the greater volatility of net power cost in relation to non-net
power cost expenses, but it does not. Net power cost is not equal to the sum of
fuel plus purchased power expenses shown in Figure 1, but the difference between
this sum and off-system sales revenues. As shown in Dr. McDermott’s Figure 1,
off-system sales revenues and the sum of fuel plus purchased power expenses
have moved in approximate tandem over time; thus, the difference between the
two (net power cost) is not as spiky as are the individual components of
fuel/purchases and off-system sales.

Moreover, total fuel cost is highly sensitive to the volume of off-system
sales in a period. Greater off-system sales volume will increase total fuel cost, all
other things being equal. But with margins being earned on each incremental off-

system sale, increases in total fuel cost by itself does not translate into net power

3 Direct testimony of Karl A. McDermott, lines 53-58.
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cost volatility, as inferred by Dr. McDermott; indeed, given the prominence of
off-system sales in the RMP system, changes in total fuel cost and net power cost
may not even be in the same direction at the same time.

Dr. McDermott also takes issue with your assessment that an ECAM is not
justified on the grounds of fuel price volatility in light of RMP’s aggressive
hedging program. How do you respond?

Dr. McDermott states his disagreement with my assessment on lines 46-53
of his rebuttal testimony, but defers to the rebuttal testimony of Mr. Graves for
explanation. However, Mr. Graves’ discussion of hedging focuses on the
difficulties of forecasting RMP’s short term purchases and sales, and to a certain
extent, on the variability in RMP’s use of natural gas generation. Mr. Graves’
discussion does not refute my direct testimony. Among other things, my
testimony related my experience in RMP’s previous rate case (Docket No. 08-
035-08) in which | found that a $77 million reduction in the market cost of fuel
for RMP’s gas generating units resulted in a mere $5.9 million change to RMP’s
net power cost. This small impact was directly attributable to RMP’s aggressive
hedging program. It is convincing evidence that RMP is not subject to fuel cost
volatility sufficient to justify an ECAM.

Do you agree with Mr. Graves’ observation that RMP’s off-system sales and
purchase volumes are subject to considerable variability?

Yes. | am aware of this variability due to my regular involvement in the

Company’s rate cases. As RMP makes decisions at the margin with respect to
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sales opportunities or purchases to displace its own generation, the volumes of
these transactions are certain to vary from projected amounts, and may vary
markedly from year to year. But changes in the mix of purchases/sales/fuel are a
function of the Company responding rationally to opportunities to dispatch its
system in a least-cost manner; it does not imply that net power cost per MWH is
volatile or that an ECAM is needed to protect the Company from fuel cost or
market price volatility.

An area of emphasis in your direct testimony is the issue of fuel price
volatility, whereas RMP rebuttal witnesses have focused on total dollar
measures of net power costs and constituent components, such as off-system
sales, purchases, and natural gas expenditures. Do you wish to comment on
this distinction?

Yes. No party is disputing that net power cost and its constituent
components change over time. That is not sufficient cause for an ECAM.
ECAMs are typically justified on the basis of fuel price volatility; yet when
ECAMs are adopted they typically bring many other types of risk transfers —
weather-related, resource-portfolio-related, and performance-related,* to name but
a few.

In the case of RMP, adoption of an ECAM is not justified on the basis of
fuel price volatility, given the aggressive design of the Company’s hedging

program. Thus, the Commission is faced with the following threshold policy

4 An example of performance-related risk is risk associated with forced outages.



199

200

201

202

203

204

205

206

207

208

209

210

211

212

213

214

215

216

217

218

219

UAE Exhibit 1SR

Surrebuttal Testimony of Kevin C. Higgins
UPSC Docket 09-035-15

Page 10 of 11

question: should weather-related, resource-portfolio-related, and performance-
related risks be transferred from RMP to customers through an ECAM when the
case for an ECAM on the grounds of fuel price volatility is as weak as it is?

In addressing this question, the Commission’s task is not made any easier
by the rebuttal testimony of RMP’s witnesses on this point, as their tendency has
been to deny that RMP’s risk is being reduced and to argue against recognizing
any reduction of risk in RMP’s allowed return on equity.® In my opinion, if the
Commission is otherwise inclined to proceed to Phase 11, a necessary precondition
should be RMP’s acknowledgment that an ECAM reduces the Company’s risk
and that it is appropriate to reflect such risk reduction in its allowed return on
equity. This acknowledgement has not been forthcoming in the Company’s

rebuttal testimony.

Response to Charles E. Peterson

Q. What is your response to Mr. Peterson’s rebuttal testimony?

A. Mr. Peterson appears to categorize most of the concerns raised by
witnesses for non-RMP parties as “design” issues to be addressed in a Phase 11
proceeding. While it may be true that many issues raised in Phase | have
implications for design of an ECAM, | disagree with the thrust of Mr. Peterson’s
testimony which suggests that issues such as risk transfer, single-issue

ratemaking, incentives for efficient operation, etc., should not be considered in

5 See, for example, rebuttal testimony of Karl A. McDermott, lines 460-489, and rebuttal testimony of
Frank C. Graves, lines 561-590.
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Phase I. These issues all represent drawbacks to an ECAM. If the Commission
is considering the threshold question of whether to proceed to a Phase Il, then it is
essential that the downside of adopting an ECAM be part of that consideration.

In my direct testimony, | do not take the position that any one of these
drawbacks is sufficient by itself to preclude the adoption of an ECAM. Rather,
these disadvantages of an ECAM are indicative of the hurdles that must be
overcome by a compelling demonstration that adoption of an ECAM is in the
public interest. Giving proper weight to these disadvantages is an essential part of
determining whether it is in the public interest to adopt an ECAM of any design in
Utah at this time. It is my opinion that the Company has not made a sufficiently
compelling demonstration of its need for an ECAM at this time to overcome these
many disadvantages to warrant further consideration in a Phase I1.

Does this conclude your surrebuttal testimony?

Yes, it does.
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