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DIRECT TESTIMONY
OF
WM. EDWARD _UNK
Case No. ER-2014-0370
Please state your name and business address.
My name is Wm. Edward Blunk. My business address is 1200 Main Street, Kansas City,
Missouri 64105.
By whom and in what capacity are you employed?
I am employed by Kansas City Power & Light Company ("KCP&L" or “Company™) as
Generation Planning Manager.
On whose behalf are you testifying?
1 am testifying on behalf of KCP&L.
What are your responsibilities?
My primary responsibilities are to facilitate the development and implementation of fuel
or energy market risk management strategies.
Please describe your education, experience and employment history.
In 1978, I was awarded the degree of Bachelor of Science in Agriculture cum laude by
the University of Missouri at Columbia, where I was an Honors Scholar in Agricultural
Economics. In 1980, I was awarded the Master of Business Administration degree by the
University of Missouri at Columbia. Since then | have completed additional gradu:
coursework in forecasting theory and applications at the University of Missouri in Kansas

City.
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Before graduating from the University of Missouri, I joined the John Deere

Company from 1977 through 1981 and performed various marketing, marketing research,
it i1, 1 joir "L T 101

Projects Analyst. My responsibilities included fuel price forccasting, fuel planning and
other analyses relevant to negotiation and/or litigation with railroads and coal companies.
I was promoted to the position of Supervisor, Fuel Planning in 1984. In 2007, my
position was upgraded to Manager, Fuel Planning. In 2009 my position was changed to
Supply Planning Manager. In 2013, it was changed to Generation Planning Manager.
While in these positions I have been responsible for developing risk management and
hedging programs. Earlier this year the Global Association of Risk Professionals
certified me as an Energy Risk Professional.
Have you previously testified in a proceeding at the Missouri Public Service
Commission (“MPSC” or “Commission”) or before any other utility regulatory
agency?
I have previously testified before both the MPSC d the Kansas Corporation
Commission in multiple cases on multiple issues including fuel prices, forecast prices for
fuel and emission allowances, strategies for managing fuel price risk. hedging, fuel-
related costs, fuel inventory, and the management of emission allowances.
On what subjects will you be testifying?
[ will be testifying on fuel related issues. My testimony serves three purposes. First [ am
supporting the fuel prices, emission prices, and certain fuel and emission related costs,
including fucl inventory, used to develop the Company’s Cost of Service (“COS™)

calculations. Second, I will address certain fuel and emission allowance related issues as
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Please explain what you mean by the expected cost of running out of fuel.
In this context, expected cost means the probability of running out of fuel times the cost
of runni outof f . Thec ol 1 f ¢ ) is the additional
cost incurred when a company must use replacement power instead of operating the
plant. On the other hand, if the plant runs out of fuel and replacement power is
unavailable, a company could fail to meet customer demand for electricity.
How does KCP&L determine the best inventory level, i.e., the level that balances the
cost of holding fuel against the expected cost of running out?
KCP& " uses the Electric Power Research Institute’s Utility Fuel Inventory Model
("UFIM™) to identify those inventory levels with the lowest expected total cost. That is.
we minimize the sum of inventory holding costs and the expected cost of running out of
fuel.
How does UFIM work?
UFIM uses a Markov decision model to iterate through various order policies to
determine the optimal order policy. It identifies an inventory target as a concise way to
express the following fuel ordering policy:
Current Month Order = (Inventory Target ~ Current Inventory)

+ Expected Burn this Month

Expected Supply Shortfall

That is. UFIM’s target assumes all fuel on hand is available to meet expected burn.
“Basemat™ is added to the available target developed with UFIM to determine KCP&L's

inventory target. Generally, and in the rest of my testimony, references to inventory

targets mean the sum of fuel readily available to meet burn plus basemat.

12
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What are the primary inputs to UFIM?

The kgy inputs are: holding costs, fuel supply cost curves, costs of running out of fuel,
fuel requi nent d ribut s, ™ M olyun ta _ ¢ outi , and disruption
characteristics.

What are the holding costs you used to develop coal inventory levels for this case?
KCP&L based the holding costs it used to develop fuel inventory levels for this case on
the cost of capital proposed by the Company.

What do you mean by “fuel supply cost curves”?

A fuel supply cost curve recognizes that the delivered cost of fuel may vary depending on
the quantity of fuel purchased in a giver  nth. For example, our fuel supply cost curves
for PRB coal recognize that when monthly purchases exceed normal levels, we may need
to lease additional train sets. Those lease costs cause the marginal cost of fuel above
normal levels to be slightly higher than the normal cost of fuel.

What was the normal cost of fuel?

The normal fuel prices underlying all of the fuel supply cost curves were the April 2015
delivered fuel prices used to develop the Company’s cost of service for this filing.

Does that mean it would be appropriate to update coal inventory levels included in
rate base to reflect information known at true-up?

Yes. It would be appropriate to update the coal inventory levels for changes in fuel
prices and cost of capital. A change in either the delivered cost of coal or cost of capital
may result in different coal inventory levels. For example, lower fuel prices or a lower
rate of return than the Company has requested would result in higher inventory

requirements.
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stated in a recent letter to the Surface Transportation Board “we will continue rebuilding
stockpiles in 2015, with some completing in 2016,

Q: How were the inventory values for ammonia, lime, limestone, and PAC d¢ ned?
Inventory values for ammonia, lime, limestone, and PAC were calculated as the average
month-end quantity on hand for the 13-month period from August 2013 through August
2014 multiplied by the projected April 2015 per unit value. The inventory values for
ammonia, limestone, and PAC are shown in Schedule WEB-1 (Highly Confidential) and
we included in the derivation of adjustment RB-74.

Q: How were the inventory values for oil determined?

A: Inventory values for oil were calculated as the average month-end quantity on hand for
the 13-month period from August 2013 through August 2014 multiplied by the projected
April 2015 per unit value. The inventory values for oil are shown in Schedule WEB-1
(Higl  Confidential) and were included in the derivation of adjustment RB-74.

Q: Will you true-up the fuel additives and oil?

A: Yes. We expect to update these values at true-up.

II. proer A EISTMENT ©F AUSE
A. Factore Cancidered

Q: Commission Rule 4CSR 240-20.090(2)(C) identifies factors the Commission will

consider in determining which cost components to include in a rate adjustment

mechanism. Which of those factors will you address?

"'Carl R, Ice Chairman and Chief Executive Officer of BNSF Correspondence to Daniel R. Elliott III, Chairman
United States Surface Transportation Board, Sept. 15, 2014,
http: fwww.stb.dot.gov/peakietters T .nsf/7b7ata700 1 f4b5d285257¢78005a09¢0/fe7e7b8§3c5ac8 72a85257d54006dd6
98/$FILE/09-15-2014%20Eliott?520Dantel%%20Chairman%20STB.PDF.
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KCP&L represents. KCP&L's coal burn represents about 2% of the PRB production or
about 1% of total U.S. coal production. The Company’s natural gas usage is less than
0.01% "U.S. natural gas prod ion. 1 oftl ets are driven by factors other
than KCP&L s market share.

B. Hedging Fuel Market Risk (Price Volatility)

1. Coal Price Hedging
Does KCP&L have a program for managing the price risk of coal?
Yes, it does.
Please describe KCP&L’s coal price hedging program.
In the PRB coal market, the primary means of managing price risk is through a portfolio
of forward contracts. Generally KCP&L has been following a modified strategy of
laddering into a portfolio of forward contracts for PRB coal. Laddering is an investment
technique of purchasing multiple products with different maturity dates. KCP&L's

“laddered™ portfolio consists of forward contracts with staggered terms so that a portion

of the portfolio will roll over cach year. **j
[ R gt
Does KCP&L buy “spot” coal?

Yes. When burn projections increase, or actual burns prove to be higher than anticipated,
supplemental purchases of coal are made on the spot market. To ensure the Company has
the quality and volume of coal needed for a year, 1t does not leave all of its requirements

for the spot market.

' :
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Please describe how KCP&L buys natural gas.

Generally KCT' " L purchasesna  ilg as qu lonadailybas T cally the price
for that gas is based on a published index such:  Gus Daily.

What risk is KCP&L managing through its natural gas hedging program?
KCP&L's natural gas hedging program mitigates adverse upward price volatility in
natural gas.

How did KCP&L develop its he _ 1g stratq__?

We started by identifying the purpose of our hedging program. We considered the risk
with which we were concerned and how we wanted to change that risk.

What is the purpose of KCP&L’s natural gas hedging program?

The purpose of KCP&L’s natural gas hedging program is to reduce the impact of market
price volatility for natural gas. Specifically it seeks to mitigate upward price volatility
while affording some opportunity to participate in downward price movement. Reducing
volatility does not necessarily mean reducing cost. When prices are rising, the hedging
program will reduce costs by producing offsetting gains thercby mitigating the effect of
rising prices. On the other hand, when prices are falling, the hedging program will
produce offsetting losses or costs which limit the benefit of falling prices.

What hedging strategy does a company that is concerned about increasing
commodity prices employ?

KCP&L is concerned about increasing natural gas prices because it 1s “short™ natural gas.
That is, it expects to buy natural gas to fuel its units. A company can hedge its “short™
physical position, by going “long” in a financial position. That long position can be

constructed through the purchase of futures contracts to “lock in™ a future price. A
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hedger that is willing to pay for the opportunity to take advantage of lower prices while
still protecting itself from higher prices might: (1) buy calls. (2) buy calls and sell puts to
create a col , (3) buy calls, sell puts, 1d | Is with stril o calls
to create a 3-way collar, or (4) buy futures and buy puts to create a synthetic call. All
four scenarios can protect against the risk of prices moving upward and offer some
degree of allowing the hedger to follow market prices down but with different premium
costs and risk profiles,

Briefly describe KCP&L'’s hedging strategy.

KCP&L’s natural gas hedging program is oriented toward finding a balance between the
need to protect against high prices and the opportunity to purchase gas at low prices.
KCP&L's hedging program first divides the hedge volume into two parts: that volume
expected to be used for native load and the volume expected to be used for off-system
sales. Only that volume expected to be used for native load is hedged. It is hedged under
two Kase and Company, Inc. hedging programs: HedgeModel and ezHedge.

How did KCP&L develop its program for managing the price risk for natural gas?
In 2001 KCP&L retained Kase and Company, Inc., a risk-management and trading
technology firm which provides trading, hedging, and analytical solutions for managing
market risk, to develop a natural gas price hedging program. In 2010, KCP&L combined
its natural gas hedging program with KCP&L Greater Missouri Operations Company’s

(*GMO™) natural gas hedging program. ..ie merged hedging program retains the volume

drivers that are unique to each utility. N
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“** The other parameters for the HedgeMode! were

similar for both the KCP&L and GMO plans, so the merged parameters are not
substantially different than therof't orig g

How does the HedgeModel program work?

The approach of the HedgeModel program is to identify statistically favorable points at
which to hedge. The strategy can be thought of as a three-zone strategy comprised of
high price, normal price, and low price zones. The high price zone identifies prices that
are threatening to  dve upward. In this price zone actions are taken to protect against
unfavorable high price levels, mostly through the use of options-related tactics. The
normal price zone identifies pricés that are in a “normal™ range, neither high enough to
warrant protecting price, nor low enough to be considered “opportunities.™ No action is
taken whenever prices are deemed to be in the normal price range. The low price zone
identifies prices that are statistically low. In this zone, actions are taken to capture
favorable forward prices as the market moves into a range where the probability of prices
remaining at or below these levels is decreasing. While the main focus in the high price
zone is defensive, to set a maximum or ceiling on prices, in the low price zone the focus
is on capturing attractive prices.

How does the ezHedge model work?

Kase's ezHedge generates hedging signals based on market cycles and uses a volume
averaging approach, similar to dollar cost averaging. The model divides a price range
into five zones based on an evaluation of percentile levels over a range of look-back
periods. It selects the look-back length based on market behavior relative to the highest

and lowest zones. This approach results in hedges being placed under all but the most
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favorable conditions, in which case volumes are left unhedged. The volume averaging
aspect results in more frequent hedges when prices are in the lower priced zones and
; het ienpric e in the higher pri zo:

What distinguishes these two hedging models?

EzH¢ e usually results, over time, in all of the volumes placed in that program being
hedged. On the other hand, if prices do not fall low enough, or if prices stay too high,
there is a possibility that certain contract months could go unhedged when using
HedgeModel. Combining ezHedge with HedgeModel helps ensure that a portion of the
exposure has a high probability of being hedged.

How does KCP&IL determine the amount of natural gas to hedge under its price
risk management program?

Within the context of our hedging program, KCP&L refers to the sum of natural gas

requirements for the Missouri jurisdictional share of native load, firm wholesale sales,

and fuel loss reimbursement as the projected usage. NN

& &

How does KCP&L’s hedging program manage the risk of volume uncertainty?
One reason for leaving the forecast volume to serve off-system sales unhedged is to
provide a cushion for the possibility that total actual requirements may tum out to be less

than projected.

&
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implemented in 2002. the Company’s average “all-in™ price of natural gas. which
includes the cost of option premiums and swap scttlements, has been ** ==
I n wy1 " its aver ¢ of natural g wuld [
R ©. In other words, for a mere ** | ENNE" " KCP&L's hedging
prc - -am provided protection from large unexpected upward price fluctuations. That
compares very favorably to the current market of about 10% premiums for “at the
money” call options for next summer.

3. Nuclear Fuel
Please describe how KCP&L buys nuclear fuel.
Wolf Creek Nuclear Operating Corporation (" Wolf Creek™) purchases uranium and has it
processed for use as fuel in Wolf Creek’s reactor. This process involves conversion of
uranium concentrates to uranium hexafluoride, enrichment of uranium hexafluoride, and
fabrication of nuclear fuel assemblies.
How has Wolf Creek hedged its future purchases of uranium and conversion
services?
The owners of Wolf Creek have on hand or under contract all of the uranium and
conversion services needed to operate Wolf Creek through September 2016 and
approximately 70% after that date through March 2021. The owners also have under
contract all of the uranium enrichment and fabrication required to support reactor

operation through March 2027 and September 2025, respectively.

r
H

| HIGHLY CONFIDENTIAL

e

ormes

32







10
11
12
13
14
15
16
17
18
19
20
21
22

23

z R % R

What are KCP&L’s forecasted allowance purchases and sales?

B - KCP&L may reconsider this position in light of future changes

in the laws, rules, or regulations governing emission allowances.

III. LA CYGNERET™™ ™™ FUEL AN™ EMISSION PRI wANToscTs

A. KCP&L’S Long-Term Forecast Method
How did you contribute to the La Cygne environmental upgrade project decision?
I provided the fuel and emission allowance price forecasts.
Why will you be testifying on these issues?
As discussed in the Direct Testimony of Company witness Burton Crawford, natural gas
prices and carbon dioxide (CO,") prices were critical uncertainties in the analysis of the
La Cygne environmental upgrade project.
When were the fuel and emission price forecasts used in the La Cygne
environmental upgrade project prepared?
October 2010.
How did KCP&L develop long-term price forecasts for fuel and emissions?
KCP&L used (and still uses) composite price forecasts for fuel and emission allowance
commodities. The various commodity price forecasts used in the composite price
forecasts were obtained from independent consulting firms and/or government agencies
that had expert knowledge and experience with the particular commodity. KCP&L also
used the set of commodity price forecasts to develop probability distributions around

those composite forecasts.

e
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for coal. Even giving natural gas the benefit of a combined cycle heat rate, there were
only 29 days over the decade when the price of natural gas would have been less than the
delivered price of coal at © | Cygne. If we add transportation costs to the price of natural
gas, it drops that 29 days to one week or less out of ten years.
In October 2010, what were KCP&L’s expectations regarding the future price of
natural gas?
Schedule WEB-7 (Highly Confidential) shows the natural gas price forecast KCP&L
used for its analysis regarding env  imental retrofits at the La Cygne Generating
Station. Generally it shows that on a nominal basis, we expected a distribution of future
prices that was consistent with the distribution we saw between 2000 and 2011.
In October 2010, what were KCP&L.’s expectations regarding the cost of PRB coal
delivered to La Cygne?
Schedule WEB-8 (Highly Confidential) shows the coal price forecast KCP&L used for
its analysis regarding environmental retrofits at the La Cygne Generating Station. For
every year of the forecast, the base and high prices for natural gas were projected to be
more than double the high scenario for the delivered cost of PRB coal to La Cygne.

C.  CO, Prices
In October 2010, what were KCP&L’s expectations regarding the future price of
CO,?
Schedule WEB-9 (Highly Confidential) shows the CO, price forecast KCP&L used for

its analysis regarding environmental retrofits at the La Cygne Generating Station.
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