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Thank you for the opportunity to talk with you about the Kansas Corporation Commission.

I’m Mark Sievers. I am deeply honored to be the current chairman of the Commission. The other
Commissioners include Thomas Wright and Shari Feist Albrecht. I’ve been in the job since May
of 2011. The other two members of the senior management of the agency include our Executive
Director, Patti Petersen-Klein and our General Counsel, Dana Bradbury. Patti manages the
operations of the agency and Dana manages the legal filings and provides legal advice to the
Commission.

After the last election, about 40% of Kansas legislators are new, and both the House and the
Senate created new committees to deal with energy and environmental issues. Given those
changes, I’d like to provide you with an overview of the Commission, what’s happened in the last
year and the significant challenges confronting Kansas.

I’ve provided you with some basic background materials that attempt to summarize the work
efforts of the Commission over the last year and, in each area regulated by the Commission, some
factual information about the industry and its impact on Kansas. I hope that it’s helpful. I
apologize in advance as it’s a bit more detail than one usually sees with legislative materials.

At a high level, the Commission regulates public utilities, commercial motor vehicles, oil and gas
and serves as the state’s energy office.

The Commission’s activities fall into four different areas: (1) ratemaking; (2) prevention of
market failures; (3) administration of tax and subsidy programs; and (4) agency management.

RATEMAKING

Ultimately, the Commission is an economic regulator — it sets or approves the prices paid by
Kansas utility consumers and the profits realized by investors in Kansas utilities.

The Commission’s economic ratemaking activities are focused on preventing the exercise of
market power from providers who have a government-enforced monopoly. The Commission’s
legal touchstone is the public interest and a determination of just and reasonable rates.




This regulatory activity includes regulation of traditional, investor-owned utilities — electric
power, natural gas, and water. The Commission does not generally engage in rate and profit
regulation with firms where the exercise of market power by monopoly providers is not a threat —
that includes the non-jurisdictional utilities, such as cooperatives and municipal utilities where
consumers elect their utilities’ management and share in the profits such entities might generate.

In this role, the Commission stands in the place of the market and seeks to imitate the rates, terms
and conditions that would have prevailed in a competitive market. It is also fulfilling the
government’s 5™ Amendment obligations to determine just compensation for private property
devoted to public service.

In the background materials [ would draw your attention to two areas that touch on utility
ratemaking in the energy area.

First, probably everyone agrees that utilities are essential services — when the price of electric, gas
or water service increases, consumers will cut back on something else rather than curtail their
utility use. In the worst case, firms will choose to locate in other states if the price of electricity
is too high in Kansas. The Kansas Policy Institute estimates that each 10% increase in Kansas
electric rates reduces Kansas employment by 0.2% and reduces Kansas wages by about 0.6%.

According to the Energy Information Administration, in Kansas, over the last five years, the
average residential bill has increased by about 36% to about $105/month compared to an increase
of about 15% or $110/month for the nation as a whole.

I’ve provided a variety of comparisons of Kansas electric rates and the US and surrounding states
as well as how those rates, bills and usage have changed over time. The significant increases in
recent years are driven largely by extraordinary environmental compliance costs. The
background materials provide some detail on these environmental costs. At a high level, in
Kansas, about $2 billion in environmental compliance costs are being implemented by Westar and
KCP&L and working their way into rates. To put that figure in perspective, Kansans spend about
$6 billion annually in their purchase of electric services.

The Commission participates in an environmental work group with the Kansas Department of
Health and Environment (KDHE) to monitor environmental requirements.

Second is wind. The Commission does not regulate wind farms or set the price of wind generated
electricity. However, wind finds its way into electric rates through the cost of transmission
facilities that connect wind farms to the grid and affect the reliability of the electric grid, and in
legislative requirements throughout the United States that mandate a mixture of renewable
generation resources.

The Commission recently opened a proceeding to quantify the impact of the renewable portfolio
standard on rates, so | cannot say what the rate impact is as I stand here today. However,
nationally, each 10% increase in the mix of renewable generation resources — which include
hydro, solar, wind and biomass — is associated with residential electric rates that are about 1%
lower; everything else held constant. The reason is pretty simple — there’s no recurring fuel cost
and no emissions regulations to deal with for water, wind or sunshine. A widely cited rule of
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thumb for electric power is that 60% of the price is driven by fuel costs and 10% by transmission
costs.

Apart from its impact on utility rates, wind is an economic development opportunity for Kansas.
Wind represents construction jobs, manufacturing jobs, lease payments to landowners, money
from wind energy exports, and property taxes for local governments. Wind also provides an
element of competition to vertically integrated monopoly generation and transmission operations.

There are 18-20 large commercial wind farms in Kansas and about 2.6 GW of wind energy is in
place or under development in Kansas. Those farms are connected to the grid through a mix of
public utility and private carriage transmission facilities. More than $1.4 billion in public utility
transmission projects are under construction in Kansas.

Other states invest in wind and renewable resources as a means of advancing environmental
policy objectives by mandating renewable portfolio standards. Mandates are not what Kansas
wind is about. About 55% of wind energy generated in Kansas is exported from Kansas, which is
“new” money for the Kansas economy. I tell my colleagues from other commissions — “I love it
when your legislature increases your RPS goals because that means more money for Kansas.”

A Department of Energy study of more than 1,000 counties that have wind projects estimated that
every megawatt of installed wind capacity generates %% a job and adds about $11,000 to the
county gross domestic product in the form of payments to landowners, property taxes and local
wages. Each wind tower you see in Kansas is typically 3 MW of installed capacity, so each wind
tower represents about 1% jobs and $33,000 for the local economy.

Wind also provides a hedge against federal environmental compliance efforts directed against
fossil-fuel energy sources. If fossil-fuel generation facilities are prematurely retired to comply
with federal environmental mandates, Kansas wind can help fill the hole. The best estimates that
I’ve seen suggest that EPA mandates will prematurely retire around 15% of the nation’s coal-fired
generation fleet. That’s a market opportunity for Kansas wind.

PREVENTING MARKET FAILURE

In the second major regulatory area, the Commission’s activities are focused on minimizing harm
from market imperfections in otherwise competitive industries. This includes regulation of
commercial motor vehicles, oil and gas production, pipeline safety and the energy division. In
each of these areas, but for some government oversight or involvement, market incentives would
produce undesirable results or a market failure.

For example, safety regulation is typically thought of as a mechanism to incent activities that
would not otherwise occur but for some sort of government intervention. Vehicle inspections,
pipeline inspections, 811 “call before you dig,” limits on drivers’ work times, drug and alcohol
testing for truck drivers, minimum driver qualifications, and set back requirements for oil and gas
wells fall into this category.

The conservation division is focused on two areas of potential market failure: preventing over-
exploitation of oil and gas resources and environmental protection. At a high level, there are
about 63,000 producing oil wells and 24,000 gas wells in Kansas along with more than 5,600
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abandoned wells, so this area consumes considerable work effort at the Commission. Your
background materials have a map that shows oil and gas development in Kansas.

Absent spacing regulation, oil and gas producers would have an economic incentive to drill on the
edge of their leases to take oil from their neighbors. Spacing regulations are designed to prevent
the theft of neighboring oil and gas, which is a form of market failure. Thus, the Commission’s
regulations serve as a mechanism to ensure an orderly oil and gas market.

Fundamentally, oil and gas drilling are mining operations that involve pumping fluids from
prehistoric oceans, separating the oil and gas, and disposing of the salty waste water. The
division’s activities in this area focus on preventing contamination of fresh groundwater resources
from this salty water or preventing the waste water from flowing into underground salt or
limestone formations that can create surface subsidence or sinkholes. The rationale for regulation
in this area is that but for government oversight, the market would not have an economic
incentive to protect groundwater or prevent infiltration into underground formations.

The Commission’s rules surrounding pits, drilling waste disposal, mechanical integrity testing and
casing construction all fall into this environmental protection category.

In the background materials I’ve provided you, you’ll see some statistics and maps surrounding
well plugging, pit inspections, mechanical integrity tests for disposal wells and the Commission’s
environmental monitoring and mediation efforts. As an example of work efforts in this area, I've
provided you with a map showing the mediation and monitoring efforts around the city of Wichita
designed to protect its drinking water from contamination from old oil and gas operations. The
Commission also provides the legislature with reports in this area as well as reports dealing with
abandoned well plugging.

The oil development associated with horizontal drilling is remarkable. The Commission has
approved more than 270 sites for horizontal drilling in the last year or so. Last year, the
Commission streamlined its review process that treated horizontal drilling different from standard
drilling operations. The result was a reduction in application processing times that averaged
around 40 days to one that now averages around 4 or 5 days and provides the same level of
oversight.

Thanks to the combination of two technologies — fracking and horizontal drilling — our nation has
the potential to become energy independent. It also creates economic incentives to substitute
natural gas for coal which, like it or not, is increasingly burdened by federal environmental
mandates that raise the cost of coal-generated electricity. For Kansas, it has resulted in significant
economic development as producers exploit previously uneconomic deposits. A University of
Texas study of horizontal wells in the Eagle-Ford formation reported that each well contributes
about $7.7 million to state GDP over the life of the well. The Commission works with the
Department of Commerce to track the Mississippian lime play.

TAXES AND SUBSIDIES

Many years ago, Richard Posner, who is now a federal appeals court judge, wrote that utility
regulators are agents of government fiscal taxation policy. In Posner’s view, utility regulators,




like the Kansas Commission, are charged with assessing and collecting the explicit and implicit
taxes and subsidies enacted to advance political objectives.

From an economist’s perspective, taxes and subsidies are problematic because they typically put
the government in the role of picking winners and losers and involve coercion when people are
forced to pay for services they would not willingly purchase.

A measure of the public interest is who the public elects to office and why. In the last election
cycles, it seems apparent that Kansans don’t tolerate public officials who seek to raise or maintain
high taxes and object to programs that ultimately expand the size and scope of government.

Let me describe a couple of examples. The Commission is where the costs of federal EPA
mandates are translated into utility prices — said differently; the Commission is the point at which
federal environmental “taxes” are quantified and passed on to the public. The Commission is not
asked to pass on the wisdom of such mandates; the Commission is relegated to putting a price tag
on those EPA mandates.

The Kansas legislature also enacts taxes and subsidies that are administered by the Commission.
For example, the Kansas Universal Service Fund (KUSF) is an assessment of 6% that’s levied on
telecommunications services to fund a variety of programs and support telephone companies. To
date, the KUSF represents about 6%, or $62 million, collected from Kansas consumers. Since its
inception, the KUSF has provided around $1 billion in subsidies to telephone companies, the
disabled and low income consumers.

That’s on top of the approximately 16.7% Federal Universal Service Fund mandated by the FCC.
Kansas telephone companies receive around $173 million annually in federal universal service
support, which is among the highest subsidy drawn from the federal fund. It means that
consumers in other states are subsidizing telephone service in Kansas and consumers within
Kansas are entangled in subsidies of telephone service to benefit other Kansas consumers. Those
subsidy schemes depend on regulation to enforce the transfers between consumers.

In the materials I’ve provided you there are comparisons of the KUSF and other states, and a
listing of the companies who receive the KUSF. As with the EPA’s environmental mandates, the
Commission does not pass on the wisdom of the program, but merely acts as a conduit between
the taxation and subsidy policies set by the legislature and the prices people actually pay.

Because of unique Kansas statutes, with the changes in federal universal service support, the
KUSF could grow significantly.

Funding the transmission lines built in the Southwest Power Pool (SPP) footprint also involve
substantial subsidies. Generally, the costs of lines greater than 345kv are spread among the
members of the SPP according to size. That’s good news when you’re building transmission in
your service area, because someone else is paying most of the costs. But it also means that your
transmission costs can increase whenever transmission facilities are built in other states. In
addition, Congress has mandated incentives for transmission projects that take the form of higher
rates of return for transmission projects — incentives that are cynically referred to as “FERC
candy” in the regulatory community. In Kansas, that subsidy system supported the Kansas




projects, but means that we can expect to see rate increases even after we stop building
transmission when SPP transmission projects in other states are built.

In the last legislative session, the Senate Utilities Committee held hearings on rate designs
focused on all electric construction. That’s fundamentally a taxation question and a determination
of what is the fair share of common costs that should be borne by a class of customers. I recently
met with a large electric customer who buys more than $1 million of electric service. He
complained that his rate structure included demand charges that churches did not pay. He wanted
the same rate design that churches enjoy. Such cost allocations and rate design issues are
essentially fiscal policy decisions to determine who pays and who should be subsidized.

I point out that there are no easy or conceptually pure political choices in this area. For example,
one could understandably object to tax subsidies or mandates for wind or renewable energy on the
economic logic that the industry should stand on its own. Using that same economic logic,
however, one should also be opposed to telephone universal service subsidies, subsidies for
transmission facilities and subsidies built into rate structures. Every taxation and subsidy
program has its political proponents and opponents that will present you with a test of your
political principles as you determine what’s best for Kansas.

AGENCY MANAGEMENT

The last category of Commission activities includes day-to-day agency management. In this area,
I’m grateful to have Patti Petersen-Klein managing the agency as our Executive Director.

Fundamentally, the Commission is largely a fee-funded agency. We have a total of 211.5 FTEs
spread out in 6 offices. About 2 of the agency — about 90 people — is devoted to oil and gas
conservation matters.

In some respects, the Commission is a miniature court system that processes around 5,000 filings
each year; last year we opened about 1,200 dockets and issued about 2,200 orders. We conducted
rate cases for virtually every major jurisdictional utility involved in energy matters. About 45%
of the 1,400 telecom filings were related to the KUSF subsidies, the remainder were ministerial in
nature, like name changes, routine tariff filings and adoption of an already approved
interconnection agreement. Said differently, but for the KUSF, there would be very little
substantive activity in telecom regulation.

If you count the transportation civil assessments issued by the Kansas Highway Patrol, we issued
about 5,900 orders or actions that had a monetary penalty associated with them, for a total of $1.7
million in fines and penalties.

Much to my dismay, all of this is currently processed on paper that comes across my desk. A
major effort is underway to transform this to electronic filing and processing. There’s a map in
the background materials that shows which state utility commissions and courts do electronic
filings.

Last year, we streamlined the processing of economic orders dealing with transportation
companies and that reduced processing times from about 10 days to 1 day and took around 800




routine paper orders out of the work flow. We streamlined the processing of horizontal well
applications that reduced processing time from around 40 days to 4 or 5.

We are implementing disciplined performance evaluations so that employees know what is
expected of them and regularly receive performance reviews.

For me, coming from private industry, one of the biggest shocks included open meeting laws that
squelch substantive discussions between Commissioners and ex parfe communications
restrictions that similarly inhibit communications between the Commissioners and their own staff.
Needless to say, dealing with those restrictions is an on-going governmental challenge.

With that, I’d be delighted to answer any questions.




Tor KCC CHALLENGES

Energy 1. Environmental Compliance. Significant EPA regulations [emissions, MACT (mercury), RICE
Challenges emissions on diesel generators, NSPS (CO, emissions), coal ash classification}, dramatically
increase infrastructure costs (more than $2 billion in retrofit costs for Westar and KCP&L) and
threaten system reliability if they result in premature retirement of base load generating plants.

2. Nuclear. Closure of Yucca Mountain creates uncertainty surrounding disposal of spent nuclear
fuel. Spent fuel will likely have to be placed in dry cask storage on-site. Costs are unknown.

3. Qil. Mississippian oil play, horizontal drilling & fracking create significant potential for economic
growth. Several uncertainties exist: (1) full potential is, as yet, unknown; (2) how environmental
concerns (disposal of well cuttings, fracking, water use) are handled will drive development; (3)
extending electric power to drilling sites will affect rural electric companies; (3) boom-town issues
are potentially challenging for local governments; and (4) the EPA has shown interest in fracking.

4. Gas. Replacing aging gas pipeline infrastructure is challenging in a weak economic environment
with historically low gas prices. Increased environmental restrictions on coal make gas-generation
more attractive. Collapse of natural gas price incents gas wells to cease production.

5. Renewables. Kansas wind development & export affected by: (1) tax incentives for wind
generators; (2) deployment of transmission facilities between RTOs to facilitate sales of Kansas
wind to East Coast markets; and, (3) cost allocation of transmission projects [compare common
carrier model (ITC, Prairie Wind) v. private carrier model (Clean Line, BP)]. Wind and
transmission deployment drives economic development in rural Kansas. Allocation of costs of out-
of-state SPP transmission projects to Kansas could grow transmission expenses even when new
transmission is not being built in Kansas. Interest by large industrial customers in controlling
renewable generation dedicated to their operations.

6. Energy Efficiency. Rate-base rate-of-return regulation discourages investments in energy
efficiency or alternatives that do not involve capital investment in infrastructure.

Telecom 1. Federal USF/ICC Reform. Unique Kansas laws [66-2005(c)(1) (recovery through KUSF of any
Challenges change in interstate access revenues) & 66-2008(e) (recovery of embedded costs)], could cause 6%
KUSF assessment to balloon to make up losses in federal support for rural telcos ($20M est),
disadvantaging Kansas in attracting telecom intensive investment and jobs (e.g., call centers). New
carriers are applying for KUSF support as wireless ETCs or Lifeline-only carriers.

2. Wireless Substitution for Landline. 60% of Kansas telecom spending is for wireless phones;
wireless subscriptions outnumber landlines by about 2.5:1. Who pays for stranded/idle landline
plant as consumers migrate away from subsidized traditional landline phones?

Agency 1. Paper Intensive Work Processes. 5,000 annual filings, 1,300 dockets and 2,000 orders probably
Management add 1-7% to cost of service.
Challenges

2. Delegation. Routine items (e.g., $100 fines) are circulated to all three Commissioners for review &
approval adding costs and delay. Ability to delegate decision making is difficult.

3. Job Scope & Structure. Transition to a performance metrics driven, cross-trained organization
w/strong, accountable managers consistent with work load.

4. Communications Inhibitions. Open meeting and ex parte rules inhibit communication between

Commissioners and their staff.






































































































































































