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I. INTRODUCTION

Please state your name and business address.
My name is Mark Kolesar. My business address is 47 Tuscany Glen Place, Calgary,

Alberta, Canada, T3L 2T6. My email address is mark@kolesar.ca.

By whom are you employed and in what capacity?

I am employed by Kolesar Buchanan & Associates Ltd. as Managing Principal.

Would you please state your educational and professional background?

I have over 30 years of experience in the regulated utilities sector, having worked in
the areas of regulation and public policy, external relations, marketing, strategy and
business development, and mergers and acquisitions. This includes over 20 years of
corporate experience in the telecom sector, where I was Vice President, Economic
Affairs at TELUS Corporation. During this time, I was engaged in the adoption of
Performance Based Regulation (PBR) in the telecommunications sector.

More recently, with respect to this proceeding, I concluded my tenure with
the Alberta Utilities Commission in July 2020, where I was a commission member
for twelve years, including six years as Vice Chair and two years as Chair of the
commission. During my time at the commission, I issued over 1,400 decisions, and |
was instrumental in the adoption of PBR in Alberta. During my commission tenure, [
adjudicated numerous PBR applications for two gas distribution utilities, four

electric distribution utilities and one electric transmission utility.
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Since leaving the Alberta Utilities Commission in July of 2020, I have been a
researcher, author, and consultant in utility regulation and policy development. I
have advised several utilities and regulators on matters related to PBR and incentive
regulation and provided expert testimony on indexed PBR plans.

I have an Honors Degree in Philosophy and an MBA in Managerial
Economics and Finance. My curriculum vitae is provided as an exhibit to this

testimony.

Have you previously testified before the Commission?
I have not previously testified before the Washington Utilities and Transportation

Commission.

II. SCOPE AND SUMMARY OF TESTIMONY

What is the purpose and scope of your testimony?

I have been engaged by Washington Utilities and Transportation Commission
(WUTC or Commission) Staff to recommend an appropriate revenue indexing cap
and cost containment measures in the matter of the Puget Sound Energy (PSE)
General Rate Case, Docket UE-260005, Docket UG-260006, and Docket

UE -260113.

Please summarize your recommendations.
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I recommend that the Commission adopt a revenue cap formula for allowed O&M-
related revenue over the three-year term proposed by PSE for its Multi-Year Rate
Plan (MYRP) in its General Rate Case application. I am also proposing a companion
Performance Incentive Mechanism (PIM) to strengthen the efficiency incentives of

the proposed indexing formula.

Have you prepared any exhibits in support of your testimony?

Yes. I prepared Exhibits MK-2 and MK-3, listed above in the List of Exhibits.

III. PERFORMANCE-BASED REGULATION

Why are you recommending that the Commission adopt a revenue cap formula
for allowed O&M-related revenue?
In his testimony, Staff witness McGuire states that the Commission is transitioning
from cost-of-service regulation (COSR) to performance-based rates. However, the
Commission does not currently have a mechanism to incentivize O&M cost
containment. In PSE’s 2024 General Rate Case, the Commission signaled that it was
interested in alternatives to a traditional pro forma adjustment for O&M. The
Commission noted:

In future filings, the Company should be prepared to explain not

only its process of allocating its board-approved budget to specific

projects and programs, but also propose an appropriate methodology

to reasonably and thoroughly review and evaluate forecasted

expenses, including possible alternatives to a traditional pro forma
adjustment. Without such a methodology, the Commission is simply
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being asked to approve a budget without meaningful review or
oversight.!

As an alternative to a traditional pro-forma COSR approach, the revenue cap
formula for allowed O&M-related revenue I am proposing will provide greater

incentives for the Company to contain its O&M expenses.

Please explain what is meant by performance-based regulation.
Performance-based regulation (PBR) refers to rate regulation regimes that provide
incentives to the regulated utility to increase efficiency while reducing costs. PBR
substitutes the setting of rates based on a company’s cost of service with the
establishment of capped revenues or rates, over a stay-out period that typically

exceeds the periodicity of cost-of-service regulation (COSR).

Why are efficiency incentives weaker under COSR?

Traditional COSR regimes are “cost-plus” forms of regulation that derive a firm’s
prices from its underlying costs, including a rate of return. As a result, productive
efficiencies tend to be lower under cost-of-service regulation because a utility under
COSR is required to lower revenues if it lowers its costs, whereas an increase in
prudently incurred costs would normally result in higher revenues and potentially
higher returns. This is not to say that cost-of-service regulation cannot provide
incentives for reducing costs and increasing productive efficiency. For example,

where rate proceedings are infrequent due to regulatory lag, a firm under COSR has

! Wash. Utils. & Transp. Comm’n v. Puget Sound Energy, Dockets UE-240004, UG-240005, & UE-
230810, Order 07/09, 134 9§ 424 (Jan. 15, 2025) (emphasis added).
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an incentive to reduce costs between rate cases because rates are fixed and it retains
the resulting increase in return until the next rate case. The longer the time between
rate cases, the greater the efficiency incentive effects. However, a firm under COSR
that is achieving efficiency gains and higher returns comes under pressure to return
those gains to customers on a near-term basis by resetting rates in a traditional cost-
of-service rate case, discouraging the firm from taking steps that would reduce costs

over a multi-year time frame.

Why does PSE’s proposed three-year rate plan have particularly weak
efficiency incentives?

Some COSR regimes set rates at the beginning of the stay out period and then
maintain those rates uniformly throughout the entire stay out period. By maintaining
the same rates every year over the stay out period, the regulated utility is encouraged
to reduce its costs to continue to align with the approved rates, until such time as
sufficient earnings attrition occurs to trigger another general rate case. However, PSE
is seeking approval for a three-year rate plan that adjusts rates annually to align with
its annual revenue requirement forecast in each year, including its allowed return. In
this way, the risk of earnings attrition is reduced and the incentive to seek

efficiencies is also reduced.

How does PBR increase efficiency incentives?
Unlike COSR, PBR promotes increased efficiency beyond what might be expected

under COSR because the company’s approved rates will change during the term of
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the PBR plan at a rate that is designed to motivate the utility to be an efficient cost-
performer. The fundamental objective of this approach is to provide a level of
revenue during the multi-year rate plan sufficient to support operations and
infrastructure investment while still incentivizing the utility to efficiently manage its
cost structure by requiring it to “stretch” to maintain its financial integrity over a
multi-year time frame. The process is intended to produce lower overall rates for
customers compared to what they would otherwise experience, and to lower the rate
increases otherwise required at the next general rate case proceeding as compared to

traditional COSR.

How does PBR work?

The central idea of PBR is to rely on incentives to increase efficiency while reducing
regulatory costs to produce just and reasonable rates. The main reason why PBR
increases efficiency is because it breaks the link between a company’s actual costs
and the prices it can charge customers. In general, productive efficiencies tend to be
lower under cost-of-service regulation due to weaker incentives to reduce costs and
increase efficiency. Several elements of PBR promote increased incentives to lower
costs and improve performance. COSR is a “cost-plus” form of regulation whereby a
firm’s prices are linked to its underlying costs. An increase in prudently allowed

costs results in higher prices. This results in lower incentives to minimize costs.>

2 As noted above, cost-of-service regulation can provide incentives for reducing costs and increasing
productive efficiency when rate case proceedings are infrequent—i.e., through regulatory lag. A firm has an
incentive to reduce costs between rate cases because it retains the benefits until the next rate cases. The longer
the time between rate cases, the greater the incentive effects.
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Q.

PBR breaks the link between realized costs and allowed rates. If a utility can find
ways to meet demand while reducing costs, thereby increasing efficiency, it will
keep some or all the cost savings as additional profit. Thus, profit maximizing firms
operating under a PBR plan have the incentive to do so. Under PBR, customers are
likely to benefit from lower rates than would otherwise have been the case, as well as
increased rate stability and predictability relative to what would be expected under

COSR.

How does your proposal increase efficiency incentives and constrain O&M cost
growth?

Under this proposal, PSE’s O&M-related revenue requirement, and accordingly its
revenue (rates) related to O&M, is regulated annually by an indexing formula. The
indexing formula limits the extent to which PSE can increase its O&M-related
revenue each year over the three-year term of its multi-year rate plan. However, if
PSE can find ways to satisfy its obligation to provide service at the level and quality
expected by the Commission, while reducing costs, it will keep at least some of the
cost savings as additional profit until the next time rates are re-based in a general rate
case proceeding. As a result, under this proposal, customers are likely to benefit from

lower rates than would otherwise be the case under the PSE proposal.

IV.  PERFORMANCE-BASED REGULATION PROPOSAL

What is your proposal?

TESTIMONY OF MARK KOLESAR Exh. MK-IT
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I am proposing to cap O&M-related allowed revenue adjustments annually by an
indexing formula. The annual O&M-related revenue adjustment indexing formula
consists of an inflation factor (I factor), an O&M-related productivity factor

(X factor) applied to the prior year’s approved O&M-related revenue requirement,
and a growth factor (G factor). I am also proposing that the Commission approve a
companion PIM to strengthen the efficiency incentives of the proposed indexing

formula.

What is the indexing formula for O&M-related revenue?
The indexing formula for O&M-related revenue is as follows:
O&M; = O0&M¢ 1 X (1 +1-X+G)

Where:

t = current rate period

t-1 = prior period

O&M = Approved operating and maintenance expenses

I = Inflation

X = Productivity offset

G = Growth Factor

Please explain how the indexing formula works to constrain O&M costs over
time.
The indexing formula limits the extent to which PSE can increase its O&M-related

revenue each year over the three-year term of its multi-year rate plan. It is applied
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annually over the MYRP to the prior year’s approved O&M-related revenue
requirement to calculate the approved O&M-related revenue requirement for the
current year. The indexing formula accounts for a measure of inflation over the prior
year and a measure of productivity the company can be expected to achieve in the
current year. The Company is required to provide its calculation of the O&M-related
revenue requirement for the coming year annually in an annual filing for

Commission approval.

You mentioned earlier that the Company is allowed to keep at least some of the
cost savings as additional profit if it provides service at the level and quality
expected by the Commission? Why is this important?

Because the Company’s O&M-related revenue requirement is limited each year by
the indexing formula, the Company may be compelled to adopt measures that result
in reduced service quality to avoid earnings attrition or increase profit. The effect on
service quality may be unintentional. Nonetheless, I recommend that the
Commission monitor service quality throughout the MYRP and take any action it

deems appropriate if service quality declines.

What is the base year going-in (or cast-off) revenue requirement to which the
indexing formula will initially be applied?

The approved annual revenue requirements over the MYRP commence from a base
year revenue requirement that dictates the going-in or cast-off revenue requirement

to which the indexing formula is initially applied. The objective in calculating the
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base year amount is to ensure that the going-in rates are just and reasonable and not
reflective of monopoly profits, as the [-X indexing formula produces just and
reasonable rates only to the extent that the going-in rates are just and reasonable. It is
a common practice to select an historical representative year, usually the year prior
to the first year of the MYRP plan, without adjustments for specific items such as

non-recuring expenses.

What base year (going-in) O&M-related revenue requirement do you propose
to calculate the O&M-related revenue requirement for the first rate year
(2027)?

In this case, the first rate year (RY'1) for which the Commission will approve rates is
2027. However, PSE’s application has adopted 2025 as its test year. As a result,
2026 is a gap-year for which there is no Commission-approved revenue requirement.
Accordingly, I propose using the O&M-related portion of the approved revenue
requirement for 2025 (year t-2) as the base year O&M-related revenue requirement,
with any adjustments for known and measurable differences approved by the
Commission. The O&M-related revenue requirement for 2026 will be calculated by
applying the indexing formula to the 2025 O&M-related revenue requirement to
calculate a notional 2026 O&M-related revenue requirement. Subsequently, the 2027
O&M-related revenue requirement will be calculated by applying the indexing
formula to the notional 2026 O&M-related revenue requirement to generate the

approved 2027 O&M-related revenue requirement.
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How do you propose calculating the annual inflation factor?

The inflation factor is a measure of PSE’s input price growth. The inflation index is
bifurcated into labor-related O&M costs and non-labor-related O&M costs, weighted
in proportion to PSE’s labor and non-labor O&M, for each of the electric and gas
divisions as follows:

Ii = L% x LI + NL% x NLI¢

Where:

t = current period

I = Inflation

L% = the percentage of labor input costs in the company’s O&M expenses

LI = a measure of labor input price inflation

NL% = the percentage of non-labor input costs in the company’s O&M expenses

NLI = a measure of non-labor input price inflation

How do you propose to measure labor input price inflation?

Labor input price inflation will be the change in the Pacific Division of the
Employment Cost Index for private industry workers, not seasonally adjusted, from
the U.S. Bureau of Labor Statistics over the four quarters ending in quarter three of
the prior year. The Pacific Division is a measure of labor inflation that encompasses
Alaska, California, Hawaii, Oregon, and Washington. The index is found at

https://fred.stlouisfed.org/series/CIU20100000002491

Exh. MK-IT
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How do you propose to measure non-labor input price inflation for the
electricity division?

For the electricity division of PSE, non-labor input price inflation will be the change
in the Producer Price Index for Electric Power Generation, Transmission, and
Distribution, not seasonally adjusted, from the US Bureau of Labor Statistics over
the four quarters ending in quarter three of the prior year. The index is found at:

https://fred.stlouisfed.org/series/PCU22112211

How do you propose to measure non-labor input price inflation for the gas
division?

For the gas division of PSE, non-labor input price inflation will be the change in the
Producer Price Index for Natural Gas Distribution, not seasonally adjusted, from the
US Bureau of Labor Statistics over the four quarters ending in quarter three of the
prior year. The index is found at:

https://fred.stlouisfed.org/series/PCU22121022121011

Why do you propose to measure input price inflation over the prior four
quarters ending at Q3 of the prior year?

This is strictly a timing issue. The rate year commences on February 1, each year. In
order to provide sufficient time for the Company to calculate its inflation index and
file its O&M-related revenue adjustment for the rate period with the Commission for
approval, the inflation index will be based on a measure of inflation over the four

quarter period ending Q3 of the prior year.
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What do you propose to use as the percentage of labor input costs (L.%) and
non-labor input costs (NL%) for O&M expenses in PSE’s electric division?

The Company’s proportion of labor to non-labor O&M expenses in each of 2024,
2025 and forecast 2026 is 25% Labor and 75% Non-labor for the electric division.’
Accordingly, I am proposing that the percentage of labor input costs (L%) to non-
labor input costs (NL%) in the inflation formula be 25% Labor and 75% Non-labor. I
recommend that this proportion remain constant over the three-year multi-year rate
plan for simplicity and because there is no evidence that the proportions are likely to

change.

What do you propose to use as the percentage of labor input costs (L.%) and
non-labor input costs (NL%) for O&M expenses in PSE’s gas division?

The Company’s proportion of labor to non-labor O&M expenses in each of 2024,
2025 and forecast 2026 is approximately 30% Labor and 70% Non-labor for the gas
division.* Accordingly, I am proposing that the percentage of labor input costs (L%)
to non-labor input costs (NL%) in the inflation formula be 30% Labor and 70% non-
labor. I recommend that this proportion remain constant over the three-year multi-
year rate plan for simplicity and because there is no evidence that the proportions are

likely to change.

3 Kolesar, Exh. MK-3.

41d.
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Q. Please demonstrate the calculation of the inflation factor for the electricity
division.
A. Recalling the inflation formula for the electricity division, assuming 2026 is year t,

inflation for 2026 will be as follows:
I;=L% X LI.; + NL% X NLI;

Where:

I = Inflation

L% = .25

LI=((179.48 - 173.20) / 173.20) X 100 = 3.63%°

NL% =.75

NLI = ((195.36 — 187.00) / 187.00) X 100 =4.47 ¢

The completed inflation calculation for electric division for 2026, assuming 2026 is
year t, is therefore:

4.26% = .25x3.63 +.75 X 4.47

Please demonstrate the calculation of the inflation factor for the gas division.
Recalling the inflation formula for the gas division, assuming 2026 is year t, inflation

for 2026 will be as follows:

5 This is the difference between the Q3 2025 index value (at September 2025) and the Q3 2024 index value (at
September 2024) for the Employment Cost Index: Wages and salaries for Private industry workers in the
Pacific Census Division.

¢ This is the difference between the Q3 2025 index value (at September 2025) and the Q3 2024 index value (at
September 2024) for the Producer Price Index by Industry: Electric Power Generation, Transmission, and
Distribution.
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It = L% X LIt1 + NL% X NLIt

Where:

I = Inflation

L% =.30

LI=((179.48 - 173.20) / 173.20) X 100 = 3.63% ’

NL% =.70

NLI = ((278.89 — 258.85) / 258.85) X 100 = 7.74 ®

The completed inflation calculation for gas division for 2026, assuming 2026 is year
t, is therefore:

6.51% =.30x3.63+.70 X 7.74

Please explain the productivity offset (X Factor)?

Ideally economic regulation should produce economic outcomes that mimic the
outcomes observed in a competitive market. In competitive markets, economic
profits tend to zero in the long run. This implies that the average output price equals
the cost the firm pays for the input required to produce a unit of that good or service
when accounting for the firm’s productivity. Productivity is a measure of efficiency
with which inputs are turned into outputs. The productivity offset (X factor) in the

indexing formula is a measure of the company’s expected productivity. The indexing

7 This is the difference between the Q3 2025 index value (at September 2025) and the Q3 2024 index value (at
September 2024) for the Employment Cost Index: Wages and salaries for Private industry workers in the
Pacific Census Division.

8 This is the difference between the Q3 2025 index value (at September 2025) and the Q3 2024 index value (at
September 2024) for the Producer Price Index for Natural Gas Distribution, not seasonally adjusted, from the
US Bureau of Labor Statistics.
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formula is calculated to reflect what we would expect to observe in competitive
markets in the long run. Prices’ are set to equal input prices, adjusted for inflation
minus productivity “I — X”, where I represents inflation and X represents industry-
wide productivity. The “I — X formula means that average prices for capped
goods/services are adjusted for inflation (I), less the expected productivity growth
(X) over the relevant term (the MYRP) which is typically representative of industry
average productivity growth. In essence, the allowed price changes mimic changes in

average unit costs.

What do you propose for the productivity offset?

Exhibit AR-3 is a report by Dr. Ros that explains the derivation of the average
O&M-related productivity for each of the gas and electric utility industries. Dr.
Ros’s analysis provides an empirical estimate of the historical rate of productivity
growth in each industry. Dr. Ros has estimated that empirical O&M-related
productivity for the electric utility industry is - 0.26 percent. His estimate of
empirical O&M-related productivity for the gas utility industry is -0.30 percent.
Setting the X Factor equal to expected industry productivity growth provides
incentives for productivity. I propose that the empirical industry estimates of

productivity be adopted as the X factors in the indexing formula for each division.

Q. What is the growth factor?

% In our case O&M-related revenue requirement represents prices, recognizing that the Commission-approved
revenue requirement is converted into prices that recover the approved revenue requirement.
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The growth factor (G) accounts for expected changes in the number of customers
served by PSE’s individual divisions during the MYRP. The utility’s allowed O&M-
related revenue is adjusted by the G factor annually to account for the increase or
decrease in O&M -related revenue to serve a growing or shrinking customer base, as
the case may be. In the absence of a customer growth factor, PSE would be required

to adjust its revenues by adjusting per-unit prices in response to changes in demand.

How do you propose to measure customer growth in the indexing formula for
o&M?

In practice, the customer growth factor in an indexing formula is usually set as the
percentage increase in the number of customers (billing determinants) expected for
the current (year t) period. Often, the growth factor is trued up annually to reflect
actual growth. In this case, I propose using a constant growth factor for the
electricity division of 1 percent and a constant growth factor for the gas division of

0.5 percent. !

Why are you proposing a constant growth factor for each division?
Customer growth in each of the electricity division and the gas division has been
mostly stable for several years and is expected to remain stable over the three years

of the multi-year rate plan. Accordingly, for simplicity [ am proposing a constant

10 See Sorrells, Exh. SIS-1T at 14 for PSE’s actual historical and forecast growth rates.
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growth factor over the multi-year rate plan, with no annual true-up to reflect actual

growth.

Q. How will the growth factor be applied to calculate O&M growth for the
electricity division?
A. For the electricity division, the growth rate is 0.1 percent. For illustration purposes,

the growth factor for the electricity division is calculated as (O&M¢1 X (1+.01) -

O&ML.1). For example, if O&Mc.1 is $1000, the growth factor amount is (1000 X

(1+.01) -1000) = $10.

Q. How will the growth factor be applied to calculate O&M growth for the gas
division?

A. For the gas division, the growth rate is 0.05 percent. For illustration purposes, the
growth factor for the gas division is calculated as (O&M;.1 X (1+.005) - O&Mt.1). For
example, if O&Mz.1 is $1000, the growth factor amount is (1000 X (1+.005) -1000) =

$5.

Q. Please provide an example of the application of the complete indexing formula
to the electricity division.
A. Applying the indexing formula to the Commission-approved O&M-related expenses

for 2025, the indexing formula yields the following O&M-related revenue
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requirement for 2026.'" Assuming the Commission-approved O&M-related expenses
for the electric division in 2025 was $496,593,589 then the indexing formula for the

electricity division would be applied as follows:
O&M;=0&M¢1 X (1 +1-X+G)

Where:

t = current rate period

O&M¢.1 = $496,593,589

[=4.26% as calculated above

X=-0.26%

G=1%

Putting the elements of the indexing formula together yields the following O&M-
related revenue requirement for 2026:

$496,593,589 x (1 + 0.0424 + 0.0026 + 0.01) = $523,906,236

Q. Please provide an example of the application of the indexing formula to the gas
division.

A. Applying the indexing formula to the Commission-approved O&M-related expenses
for 2025, the indexing formula yields the following O&M-related revenue

requirement for 2026.'> Assuming the Commission-approved O&M revenue

! This result may differ from the result calculated in the testimony of Staff witness Sorrells in Exh-SJS-1T.
This calculation is intended for illustrative purposes only.
12 This result may differ from the result calculated in the testimony of Staff witness Sorrells in Exh-SJS-1T.
This calculation is intended for illustrative purposes only.
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requirement for gas division in 2025 was $184,918,631, then the indexing formula
for the gas division would be applied as follows:

O&M:=0&M¢1 X (1 +1-X+G)

Where:

t = current rate period

O&M:.1 =§ 184,918,631

[=6.51% as calculated above

X =-0.30%

G =0.50%

Putting the elements of the indexing formula together yields the following O&M-
related revenue requirement for 2026

$184,918,631 x (1 +0.0651 + 0.003 + 0.005) =$198,436,183

V. PERFORMANCE INCENTIVE MECHANISM

Why are you proposing a companion performance incentive mechanism.

I am proposing a companion Performance Incentive Mechanism (PIM) to strengthen

the efficiency incentives of the proposed indexing formula.

Q. Why is a PIM necessary?

TESTIMONY OF MARK KOLESAR Exh. MK-IT
DOCKETS UE-260005, UG-260006, & UE-260113 (Consolidated) Page 20



10

11

12

13

14

15

16

17

18

19

A. PSE’s profit incentive is blunted by legislation!® that generally prohibits the
Company from retaining earnings in excess of 50 basis points above its approved

return on equity.

Why does this matter?

The indexing formula for O&M-related revenue is intended to incentivize PSE to
find and implement efficiency gains in its O&M expenses. The formula achieves this
outcome by optimizing the profit maximizing incentive of the Company. A regulated
profit maximizing utility will be compelled to seek productivity improvements
beyond those necessary to simply recover from reductions in projected revenues or
increases in costs sufficient to earn its allowed return. Under PBR, a regulated profit
maximizing utility will be more strongly compelled to seek productivity
improvements beyond those necessary to simply adjust to deviations in projected
revenues and costs to earn its allowed return because the utility is able to retain at
least some of the return above the allowed return over the multi-year rate plan,'* and
because the cap on O&M-related revenues assumes a minimum level of productivity

that the Company is required to achieve to earn its allowed return.

Q. Please explain the design of the proposed PIM.

13 Earnings test under RCW 80.28.425(6).
14 Indeed, the multiplier effect of the time value of money increases any incremental earnings exponentially the
longer the multi-year period.
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A. The PIM simply allows the utility to retain all of the profits that result from
achieving efficiency gains beyond those required to satisfy the requirements of the

indexing formula and earn its allowed return on equity (ROE).

Does this conclude your testimony?

Yes.
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