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KCPL sponsored the testimony of Michael Schnitzer, Director of the 
NorthBridge Group, Inc., a consulting firm for the electric and 
natural gas industry.  Mr. Schnitzer’s testimony focused on the risk 
KCPL faces in the off-system sales market, and offered a 
probabilistic analysis of what KCPL’s non-firm off-system sales 
would be in 2007.  In summary, Mr. Schnitzer opined that the 
Commission should set the non-firm off-system margin at the 25th 
percentile, meaning that KCPL would have a 75% chance of  
achieving or exceeding the predicted level of those sales. 
 

 

 Mr. Schnitzer's testimony, in Case No. ER-2006-0314, was the expert testimony 

upon which the Commission relied to base its decision to authorize the current 25th 

percentile imputation of off-system sales margins for KCPL.  Mr. Schnitzer's 

testimony in that general rate increase case, as it did in the instant case, focused on 

market price volatility and the variability in sales quantity.  According to his 

testimony, the uncertainty or "market risks" associated with the off-system sales 

market are driven by underlying factors such as coal and emission allowance prices, 

weather, fluctuations in economic activity and demographics, unit availability and 

construction/retirement of generating units throughout SPP.  His analysis, though 

incorporating the probabilities of forced outages, was primarily driven to explain the 

impact on off-system sales margins by outside market forces where the control of 

KCPL and its managers does not exist or is extremely limited. To my knowledge, 

the Commission's decision to accept the Company's recommendation of the 25th 

percentile imputation was based primarily on its concerns of the unpredictability of 

the outside market forces described by Mr. Schnitzer.  
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Q. HAS THE COMPANY CONTINUED TO STRESS THE IMPACT OR "MARKET 

RISK" OF OUTSIDE MARKET FORCES ON ITS ABILITY TO ACHIEVE OFF-

SYSTEM SALES MARGINS? 

A. Yes.  In KCPL Case No. ER-2006-0314, KCPL Pre-hearing Brief, filed 10-22-

2006, pages 25 and 26, Company stated: 

 

Given the risk and volatility of the competitive wholesale power 
markets, a probabilistic determination of expected margins from 
Off-System Sales (“OSS”) should be included in KCPL’s cost of 
service for the year in which the rates set by this case will be in 
effect. 
 
The Company’s recommendation is based on the study conducted 
by Michael M. Schnitzer, co-founder of the NorthBridge Group 
which provides economic and strategic advice to energy 
companies. He describes in detail why the three key drivers of OSS 
margins ― natural gas prices, the market heat rate, and the 
quantity sold ― are uncertain and cannot be forecast with 
precision. 
 

 

 Continuing, Post Hearing Brief of Kansas City Power and Light Company, filed 

11-17-2006, pages 11 and 12, Company stated: 

 

Most experts testifying at the hearing agreed that KCPL faced 
substantial risks in the volatile wholesale electricity market and 
acknowledged that it was difficult to predict accurately the level of 
off-system sales margins, particularly because its prices are mainly 
driven by the price of natural gas. 
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Given the general consensus that the wholesale market poses 
problematic risks and is volatile... 
 

 

 And, KCPL`s Final Post Hearing Brief, filed 11-27-2006, page 6: 

 

The parties who oppose KCPL’s proposal to set rates for off-system 
sales at the 25% point on the probability range presented by 
Michael Schnitzer uniformly fail to appreciate the risks that KCPL 
faces in this volatile market.  They also misconstrue KCPL’s 
proposal as a violation of the Stipulation when its purpose is simply 
to recognize the risk of this market. 
 
 

 In the instant case, the Transcript of Proceedings Evidentiary Hearing, October 3, 

2007, Jefferson City, Missouri, Volume 7, states on pages 527 and 528: 

 

11 BY MR. MILLS: 
12 Q. So it could have been set at the 20th 
13 percentile, the 30th percentile, either of those or 
14 within the realm of reason? 
15 A. Yes. 
16 Q. Okay. In this case, what factor should 
17 the Commission look at to decide whether they should 
18 set it at the 25th, the 26th, the 24th, whatever 
19 level? What -- what -- what determines that -- that 
20 level? 
21 A. What should determine that level is the 
22 volatility and the potential risk of that market. 
23 And in the last case, and again in this case, my 
24 argument and KCPL's argument has been that that 
25 market is not the same as retail revenue, and should 
 
1 not be accorded the same treatment as retail revenue 
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2 in calculating the revenue requirement. 
3 So largely, that is what the Commission 
4 should take into account, that as Chairman Davis 
5 was -- was alluding to earlier, once -- once a 
6 revenue requirement is established and these 
7 off-system sales margins are included in that revenue 
8 requirement, should the company not hit that 
9 potential level of off-system sales margins, then 
10 both the earnings potential and the cash potential 
11 for the year the rates would be in effect are in 
12 jeopardy, and much more so than the normal retail 
13 revenue requirement. 
14 Q. Now, just -- just to take a 
15 hypothetical, the rates -- if the rates in the last 
16 case -- well, let me approach this a different way. 
17 Assume with me that the company through 
18 the course of 2007 does not hit the 50th percentile 
19 that was -- that Mr. Schnitzer projected in the last 
20 case. There could be several reasons for that; is 
21 that not true? 
22 A. The market is very volatile. It's -- 
23 Q. Well, my question was not what the 
24 reasons were. 
25 A. Okay, yes. There are -- there are many. 
 
 

 Continuing, on pages 540-543, it states: 

 

4 QUESTIONS BY COMMISSIONER CLAYTON: 
5 Q. Welcome back, Mr. Giles. 
6 A. Thank you. 
7 Q. Can you help me with a -- just a few 
8 basic things here? I don't want to belabor this, but 
9 can you basically just give me a very brief summary 
10 of KCPL's position on off-system sales? 
11 A. Sure. Our position is that, first of 
12 all, the off-system sales margin that is essentially 
13 a credit back to the revenue requirement or customers 
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14 should first of all be a projected number. It should 
15 look to the year the rates will be in effect, which 
16 in this particular case is 2008, because the history 
17 as we've seen this year, is fairly meaningless in 
18 this market. Unlike a retail revenue requirement 
19 that has some basis for normalcy, this does not. 
20 So our first position is, it should be a 
21 projected number. Our next position is that it 
22 should be established at a 25th percentile likelihood 
23 versus a 50 percent likelihood. And the reason for 
24 that is, once you build in that expected value, that 
25 credit into rates, it has a significant impact on the 
 
1 company's earnings in 2008, and particularly also its 
2 cash flow if we don't hit that 25th percentile. 
3 And this year has proven how critical 
4 that is. When we were in the last case and we were 
5 estimating for 2007, that number that was at the 50th 
6 percentile was about $70 million more than we are 
7 right now today. 
8 So our position is that it has been 
9 confirmed by our experience this year we would not 
10 have been able to meet our credit metrics and would 
11 likely have been downgraded but for the fact that we 
12 did set this at the 25th percentile. 
13 So our position is that we should 
14 continue that approach definitely until we see some 
15 kind of more stability or change in this market. 
16 Q. What change in the market would -- would 
17 increase off-system sales on the part of KCP&L? 
18 A. The direct driver is natural gas prices. 
19 Natural gas prices set the price in most hours for 
20 this market. So a fairly long-term sustainable 
21 increase of natural gas prices will cause this market 
22 for us to increase and we would have more off-system 
23 sales margins. 
24 There's a lot of volatility, obviously, 
25 in the gas -- natural gas markets. And since a year 
 
1 ago when we were here, the prices have fairly 
2 plummeted. We were at $10 MCF. We're down around 
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3 five to six today. Will it return and will it be 
4 stable is an open-ended question at this point. 
5 Q. When gas prices were at $3 back -- I 
6 guess you have to go back to, what, 2003 when -- when 
7 we last time saw $3 gas, what was the profile of 
8 KCP&L's off-system sales at that time? Did you make 
9 any? 
10 A. We made some, yes. We were probably -- 
11 I would say from our peak which was about a year ago, 
12 maybe a year and a half ago, we were probably 60 -- 
13 well, 20 percent of that peak. So it increased 
14 probably 80 percent from 2003 until our peak period. 
15 Q. Prior to -- prior to the volatility of 
16 the gas market which really kicked in sometime after 
17 '01 or really kind of permanently after '03, were -- 
18 were KCPL's off-system sales over time prior to that 
19 fairly consistent? 
20 A. Fairly consistent, yes. 
21 Q. I mean, within a -- within a certain 
22 range of five or ten million or something like that? 
23 A. Yes. 
24 Q. Okay. So the volatility has -- has 
25 been -- has been a great benefit to KCP&L in recent 
 
1 years? 
2 A. It -- it -- it was -- 
3 Q. In the gas market, I guess I should say. 
4 A. Yes, the natural gas market essentially 
5 kept us out of rate cases from 1999 until 2006. 
6 Q. It's an interesting way to answer that 
7 question. Has KCP&L benefited from the volatility in 
8 the gas market? 
9 A. Yes. 
 

 

Q. SHOULD KCPL BE ABSOLVED OF THE RISKS ASSOCIATED WITH 

GENERATION PLANT OUTAGES THAT ARE WITHIN ITS CONTROL? 
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A. No.  In its Report and Order in Case No. ER-2006-0314 the Commission did not 

explicitly address absolving KCPL of all risk associated with incurring a higher than 

normal level of generation plant outages.  I believe to do so would be improper 

because the risk associated with the outages occurring are not impacted to any 

large degree by outside market forces.  The risks that are associated with the 

abnormal level of forced outages is the result of decisions made by KCPL's 

management regarding the operation and maintenance of its generation plant.  

Therefore, I believe that the costs associated with the abnormal level of forced 

outages is not a risk of variability upon which the Commission greatly relied to base 

its decision in shifting the off-system sales margins risk from KCPL to ratepayers.   

 

Q. IF THE HIGHER THAN NORMAL LEVEL OF FORCED OUTAGES HAD NOT 

OCCURRED, IS IT LIKELY THAT RATEPAYERS WOULD BE DUE REFUNDS? 

A. Yes.  If the cost of the higher than normal level of forced outages were not included 

in the Company's projected off-system sales margins for 2007, ratepayers would 

likely be due a substantial refund from KCPL. 

 

Q. PLEASE SUMMARIZE THE PUBLIC COUNSEL'S POSITION? 

A. Public Counsel believes that KCPL should not be allowed carte blanche 

authorization to pass the risk or associated costs of the abnormal generation plant 

outages to ratepayers.  Such authorization would completely eliminate the 
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Company's responsibility for operating the plants effectively and efficiently.  The 

higher than normal level of forced outages of KCPL's generation plant are an 

operation and maintenance risk which is solely within the realm of the management 

responsibilities of KCPL's managers.  KCPL's managers alone are responsible for 

operating and monitoring the generation plant to achieve optimal performance.  This 

includes budgeting for and implementing appropriate maintenance and repair 

activities that would keep the plant available for operation as needed.  Company's 

admission of a higher level than normal of forced outages indicates a failure by 

those same managers to do due their jobs properly.  KCPL should not be protected, 

nor ratepayers harmed, due to past or future generation plant failures.  The impact 

of the costs incurred on the level of off-system sales margins associated with the 

higher outage levels should either be retained by KCPL or the Commission should 

incent the Company to reduce the future level of forced outages by adopting the 

40th percentile imputation recommendation of Public Counsel.   

 

Q. DOES THIS CONCLUDE YOUR TRUE-UP REBUTTAL TESTIMONY? 

A. Yes, it does. 
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