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Q.

SUPPLEMENTAL 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 The Commercial Group. The
Commercial Group is comprised of the Missouri locations of Lowe’s Home
Centers, Inc.; Wal-Mart Stores East LP; and J.C. Penney Corporation, Inc.
Collectively, the members of The Commercial Group purchase more than 98
million kWh annually from the Aquila Networks (“Aquila”) service territories in
Missouri, primarily on the Large General Service and Large Power Service rate
schedules. Approximately 80 percent of The Commercial Group’s load is in the
Missouri Public Service (“MPS”) division and the balance is in the St. Joseph
Light & Power (“L&P) division.

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

Yes, I am.
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Overview and Conclusions

Q.

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

My supplemental testimony provides an updated quantification to the
revenue requirement adjustments that I recommended in my direct testimony filed
on January 18, 2007. The topics addressed in this testimony are: (1) The
appropriate treatment of purchased capacity expense in the Aquila Networks —
MPS territory, and (2) the appropriate treatment of off-system sales margins.

As part of my testimony, I offer recommendations to the Commission on
these issues in support of a just and reasonable outcome.

What conclusions and recommendations do you offer to the Commission?

I offer the following conclusions and recommendations:

(1) In its direct filing made on July 3, 2006, Aquila made a “placeholder”
adjustment of $31,325,003 to the Purchased Power (Capacity) expense for MPS.
This adjustment is based on an estimate of [N for the cost of
acquiring additional capacity, which Aquila terms the “Additional Capacity
Solution Project.” In my opinion, the amount of additional capacity for which the
Company is seeking rate recovery is excessive to its needs. Instead, the amount of
capacity expense included in rates should reflect adjusted test period capacity
requirements, i.e., capacity requirements for 2006. My recommended adjustment
reduces the Company’s initial revenue requirement proposal by $44,658,812.

(2) In its direct filing, Aquila is proposing that off-system sales margins be based

on the three-year average of these margins from 2003 through 2005. I recommend
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that, instead, off-system sales margins be based on the actual levels for 2006.
This modification results in a reduction of $2,050,350 in the MPS revenue
requirement and a reduction of $1,004,627 in the L.&P revenue requirement

relative to Aquila’s initial proposals filed on July 3, 2006.

Purchased Capacity Expense

Q.

Please describe the “placeholder” adjustment that MPS has made to its

Purchased Power (Capacity) expense.

In his direct testimony, Aquila witness Kevin T. Noblet states that MPS is

seeking to acquire additional capacity in an effort that the Company terms the
Additional Capacity Solution Project. This effort was underway and was still

unresolved at the time Aquila made its filing. Consequently, as an “initial

placeholder,” the Company is requesting approval to recover [ i

purchased capacity expense associated with the Additional Capacity Solution.
This amount was calculated based on an assumed demand charge (including
transmission and fuel transport) of — per kW-month for |
megawatts of capacity. When this expense is added to MPS’ actual purchased
capacity costs for 2005, and is netted against other purchased capacity
adjustments, it results in a net adjustment of $31,325,003, which appears in
Schedule SKB-4 (MPS) as Adjustment FPP-20.

What is the basis for the values used by the Company in determining the

placeholder amount?
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According to Mr. Noblet, at the time of its initial filing, Aquila was in the
process of seeking to acquire a distressed generating asset. Because it was not
assured that the Company would be successful in making this acquisition, Mr.
Noblet proposed that the placeholder capacity expense be derived using the
estimated capacity cost for a long-term power purchase agreement, based on
certain indicative prices for the demand charge. It is my understanding that the
amount of capacity included in this hypothetical long-term power purchase
agreement is nearly identical to the amount of capacity the Company would have
acquired if it successfully purchased the distressed generating asset.

It is now known that Aquila was not successful in acquiring the distressed
generating asset.

Has Aquila updated the placeholder values in its filing to reflect the fact that
the Company was not successful in purchasing the distressed generating
asset?

Not at this time. Aquila has, however, provided updated information to the
parties regarding its plans to meet capacity requirements in 2007. In addition,
Aquila witness H. Davis Rooney identifies in his HC rebuttal testimony two
capacity contracts that were executed prior to year-end 2006 for the purpose of
meeting system capacity requirements in 2007. However, because Aquila has not
yet updated its revenue requirement proposal in its filing, my adjustments here are
all made with respect to the Company’s original filing of July 3, 2006.

What is your assessment of the Company’s approach to estimating the

revenue requirement for purchased capacity?
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In my initial direct testimony, I recognized that the expense derived in Mr.
Noblet’s approach was intended to be a placeholder, yet [ nonetheless registered
disagreement regarding the amount of capacity assumed in Mr. Noblet’s
calculation. The [N of additional capacity assumed in the long-term
purchase agreement was clearly excessive to MPS’ needs, which should be based
on the Company’s capacity requirements in 2006. Based on my review of the
Company’s 2006 resource requirements, I concluded that only 200 MW of the
_ of additional capacity was necessary to meet MPS’ capacity needs
for 2006. In this supplemental testimony, my calculations recognize that this 200
MW of capacity was only in place for | MMM months of that year. This
analysis is supported in HC Schedule KCH-1-Supplemental and HC Schedule
KCH-2-Supplemental.

I recognize that if Aquila had prevailed in acquiring a |
generating asset, then the full amount of this capacity would have come into the
Company’s possession, as the acquisition of such a unit typically results in a
“lumpy” addition to any utility’s capacity resources. But such an acquisition has
not been made — with the result that the Company’s “placeholder” capacity
expense includes a capacity purchase that is || in cxcess of the
Company’s needs during peak months. The cost of this excess purchased capacity
should not be included in rates.

In any event, had the intended acquisition occurred, the plant’s excess
capacity would have at least been available to make off-system sales, creating a

potential benefit to customers. This benefit should have been recognized by the
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Company in its revenue requirement calculation — even under its placeholder
approach — but it was not. The Company’s failure to recognize the increased off-
system sales margins that would accompany the acquisition of excess capacity is
an additional problem with the Company’s treatment of capacity expense.

Why should the revenue requirement for MPS’ capacity expense be based on
2006 resource needs?

According to the test period consensus reached by parties in this case, the
Company’s revenue requirement is to be determined based on an historic 2005
test period, with updates for known and measurable events through the end of
2006. This means that the level of retail sales used in setting rates will not extend
beyond 2006. Consequently, the Company’s capacity expense should not be based
on needs beyond 2006. To go beyond 2006 would violate the well-established
“matching principle” in ratemaking, which holds that rates should be based on
costs and revenues that are synchronized with respect to time periods.

What alternative approach do you recommend for determining MPS’
purchased capacity expense in this proceeding?

I recommend that MPS’ purchased capacity expense be based on the
prudent purchased capacity expense necessary to meet MPS’ 2006 capacity
requirements. These purchases are summarized in HC Schedule KCH-1-
Supplemental and HC Schedule KCH-2-Supplemental.

What adjustment to Aquila’s recommended revenue requirement for MPS
are you recommending based on your proposed treatment of MPS capacity

expense?
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I recommend an adjustment to reduce the Company’s initial revenue
requirement proposal for MPS by $44,658,812. This adjustment is shown in HC
Schedule KCH-2-Supplemental, and is calculated by removing the _
purchase that the Company included in its Additional Capacity Solution and

replacing it with the Company’s actual capacity expense for 2006.

Off-System Sales Margins

Q.

What approach has Aquila proposed for the treatment of off-system sales
margins?

As noted in the direct testimony of Susan K. Braun, Aquila has proposed
that off-system sales margins be based on a three-year average from 2003 through
2005. Based on this approach, the Company proposes adjustments to both the
MPS and L&P off-system sales revenue and expense, as shown in Schedules
SKB-4 (MPS) and SKB-4 (L&P), Adjustments R-35 and FPP-35.

What is your assessment of this approach?

I recommend against using a three-year average to determine off-system
sales margins, as it is inconsistent with the manner in which all other aspects of
revenue requirements are being determined in this proceeding. As discussed
above, the revenues and expenses in this proceeding are based on a 2005 historic
test period with updates for known and measurable events through the end of
2006. The treatment of off-system sales margins should be consistent with this

overall approach.
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What alternative approach do you recommend for the treatment of off-
system sales margins?

I recommend that the off-system sales margins be based on actual 2006
results.

What adjustment to Aquila’s proposed revenue requirement are you
recommending based on your proposed treatment of off-system sales
margins?

Aquila’s off-system sales margins for 2006 are shown in Schedule KCH-
3-Supplemental, page 3. These margins were greater than the three-year average
for the period 2003-2005. Consequently, I am recommending a reduction of
$2,050,350 in the MPS revenue requirement and a reduction of $1,004,627 in the
L&P revenue requirement relative to Aquila’s initial proposals. These calculations
are shown in Schedule KCH-3-Supplemental, with the adjustments to the
Company’s accounts and net revenue requirement impact appearing in line 30 of
page 1 (MPS) and page 2 (L&P).

Does this conclude your direct testimony?

Yes, it does.
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OF THE STATE OF MISSOURI

In the Matter of the Tariffs of Aquila, Inc., d/b/a )
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AFFIDAVIT OF KEVIN C. HIGGINS
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Kevin C. Higgins, being first duly sworn, deposes and states that:
1. He is a Principal with Energy Strategies, L.L.C., in Salt Lake City, Utah;
2. He is the witness who sponsors the accompanying testimony entitled

“Supplemental Direct Testimony of Kevin C. Higgins;”

3. Said testimony was prepared by him and under his direction and
supervision;
4. If inquiries were made as to the facts and schedules in said testimony he

would respond as therein set forth; and

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

his knowledge, information and belief.
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Kevin C. }:l)bgins L ———
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Subscribed and sworn to or affirmed before me this df/day of February, 2007,
by Kevin C. Higgins.
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Supplemental Testimony:
Kevin C. Higgins

Calculation of Excess Purchased Power Capacity
in Aquila's MPS Revenue Requirement Proposal
** Highly Confidential **

(@ (b) (© (@
Purchased Capacity Purchased Capacity
to Meet MPS 2006 Included in MPS Revenue
Capacity Needs Requirement Proposal
Ln # Contract Capacity Contract Capacity

1 NPPD Cooper NPPD Cooper
2 Aries’ Aries
3 Wind - Credited Wind - Credited
4 Total Total
5 Excess Capacity Included in MPS Rev. Req't (Ln 4, Col (d) - Ln 4, Col. (b)) = —

Data Source: Aquila Response to MPSC Data Request 214 (HC).

Notes:

Schedule KCH-1 (Supplemental)

NP



Supplemental Testimony:
Kevin C, Higgins

CG Adjustment to Aquila's Proposed Capacity Expense for MPS
** Highly Confidential **

Ln

No. Description Amount Source
1 Aquila Annualized MPS Purchased Power Capacity Amount ($) $54,326,565 Aquila FPP-20-1 Workpaper
2 CG Recommended 2006 Purchased Power Capacity Amount ($) $9,426,640 See Detail Below
3 CG Adjustment Required to MPS Direct Filing (5) ($44,899,925) =Ln2-Inl
4 Jurisdictional Factor #3 (Demand) 99.463% Aquila FPP-20-1 Workpaper
5 CG Adjustment (Elec-Juris) ($44,658,812)] =Ln3xLn4

Detail Supporting CG Recommended 20006 Purchased Power Capacity Amount

Ln

No. Description Source
6 2006 Aries Contract Capacity (MW) Aquila Response to MPSC-0212 (HC)
7 Aries Delivery Period 1 (Non-Summer) Capacity Price ($/kW-month) Aquila Response to MPSC-0212 (HC)
8 Aries Deliver Period 2 (Summer) Capacity Price ($/kW-month) Aquila Response to MPSC-0212 (HC)
9 2006 Aries Purchase Duration (months) Aquila Response to MPSC-0084 (HC)
10 2006 Aries Purchased Power Capacity Amount ($) $2,028,640 Aquila Response to MPSC-0081 Updated
11 Add 2006 NPPD Cooper (7SMW) Purchased Power Capacity Amount $7,398,000 Aquila FPP-20-2 Workpaper
12 CG Recommended 2006 Purchased Power Capacity Amount $9,426,640 Ln10+Ln 11

Schedule KCH-2 (Supplemental)

NP
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