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MN\RMI

About RMI

Rocky Mountain Institute (RMI) is an independent, nonpartisan nonprofit founded in 1982 that transforms
global energy systems through market-driven solutions to secure a prosperous, resilient, clean energy
future for all. In collaboration with businesses, policymakers, funders, communities, and other partners,
RMI drives investment to scale clean energy solutions, reduce energy waste, and boost access to affordable
clean energy in ways that enhance security, strengthen the economy, and improve people’s livelihoods. RMI
is active in over 50 countries.

About Synapse Energy Economics, Inc.

Synapse Energy Economics is a research and consulting firm focused on the intersection of energy,
economics, and the environment. Since 1996, we’ve provided rigorous technical, quantitative, and policy
analysis to help public interest and governmental clients improve planning, policies, and decision-making
in the energy sector.
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Executive Summary

Today’s electric grid is facing multiple pressures that require increased levels of utility investment. At the
same time, utilities and regulators are under growing pressure to contain costs and avoid unnecessary
spending amid the affordability crisis.' These pressures have led to growing recognition of the limitations
of the traditional cost-of-service regulatory framework, particularly its weak incentives for operational and
investment efficiency, and the ability for utilities to shift risk to customers, including risks associated with
poor utility fiscal management.

To balance the need for utilities to make necessary investments with the need to ensure they are not
spending more than necessary, many states are exploring performance-based regulation (PBR). Multiyear
rate plans (MRPs) are a key tool in the PBR toolbox for encouraging more efficient utility spending. MRPs
have the potential to limit utility cost increases more effectively than traditional cost-of-service regulation
(COSR) by producing downward pressure across all categories of investment included in the plan by
employing price- or revenue-cap regulation. However, the strength of an MRP’s cost-containment incentives
is heavily dependent on several MRP framework design choices.

Many MRPs in the United States are being implemented in ways that stray far from the original design
principles. In some cases, states or utilities have adopted other cost-recovery approaches that are dubbed
MRPs but that do not meet the quintessential criteria of an MRP. The result can range from MRPs with
substandard incentives for operational efficiency to MRPs that are worse than traditional COSR.

This pattern of MRPs lacking sufficient cost-containment features is the motivating driver of this report.
MRPs are not necessarily performance-based, and the mere existence of an MRP will not automatically
encourage a utility to operate efficiently. However, when designed well, MRPs can offer a superior
regulatory framework to traditional COSR and provide a foundation on which to incentivize better utility
performance. This report identifies common pitfalls of flawed MRP design so that utility regulators can
establish well-designed MRPs in support of affordability and improved utility performance.

At the core, there are three common characteristics associated with flawed MRPs: first, they lack
meaningful cost-containment incentives. Such MRPs offer utilities excessive revenues that result in
customers paying more than is reasonable, while providing an illusion of cost efficiency. Second, MRPs with
an imbalanced distribution of risk between customers and the utility result in customers bearing all the
risk that the utility should otherwise bear as the entity with decision-making control. Finally, MRPs with
multiple avenues for cost recovery outside of base rates can create opportunities for the utility to game
which mechanisms they request cost recovery through to maximize their earnings.

When these characteristics are present in MRPs, the inherent limitations of cost-of-service ratemaking
persist, and affordability will remain an elusive goal. To help state regulators and stakeholders identify

i A national poll found that 73% of Americans are concerned about electric and gas utility bills rising this year, with 80% saying
they feel powerless over how much they are charged for utilities. See “Skyrocketing Utility Bills Nationwide Leave American
Consumers Feeling Stressed, Powerless,” Powerlines, April 2025, https://powerlines.org/skyrocketing-utility-bills-
nationwide-leave-american-consumers-feeling-stressed-powerless/.

ii MRPs are frequently initiated by utilities. Utilities maintain the legal ability to request a revenue increase as needed, even
under an MRP. Therefore, the risk of revenue insufficiency under an MRP is minimal, which is why this report focuses on the risk
to ratepayers.
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when these characteristics are present and understand why they are detrimental to customer
affordability, we outline five common manifestations of these characteristics, or “pitfalls,” in MRP design.
For each pitfall, we define key terms and describe the underlying problem, discuss the ways in which the
pitfall commonly manifests, provide an example of a real MRP in which this pitfall is present (excepting
Pitfall 1), and offer recommendations and design considerations to mitigate the pitfall. Exhibit ES1
provides a summary of the five pitfalls, the methods to address each, and an example of jurisdictions
where that remedy has been employed.

Exhibit EST Summary of common MRP pitfalls and their remedies

Pitfall

Excessive
revenues
in the MRP

Incremental
capital funding
mechanisms
that dilute
cost-control
incentives

Off-ramp
thresholds
that are too
easily met

Imbalanced
treatment
of savings

Reliance

on cost
reconciliation
mechanisms

RMI and Synapse Graphic
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Remedy to the Pitfall

Employ index-based formulas as the attrition relief mechanism
rather than utility forecasts as the basis for revenue escalation
during the plan. Conduct management audits to ensure starting
revenues in the first year of the MRP, and which are usually
escalated in subsequent years, are reasonable and that all possible
savings can be delivered to ratepayers.

When faced with a request for supplemental capital funding,
carefully evaluate whether it is justified and, if so, what the best
mechanism for providing it would be. If necessary, a K-Bar (a
mechanism for allowing supplemental funding for capital spending
based on actual capex in historical years) is a preferable approach
to cost trackers to support cost containment. If cost trackers are
used, adopt complementary mechanisms (e.g., performance
incentive mechanisms) to incentivize cost containment and/or
make cost recovery partly conditional on performance. Also, adopt
reporting metrics to understand the influence of cost trackers on
total revenues.

Define strict criteria for when an MRP off-ramp can be employed.
Give regulators authority to determine whether an off-ramp is
appropriate before proceeding with a new rate case.

Implement earnings sharing mechanisms with sizable deadbands
to reward utilities for operating efficiently. Avoid mechanisms that
allow for sharing of underearnings altogether.

Reconciling revenues to accommodate overspending should

be avoided entirely. Although reconciliation of underspending
(clawback mechanisms) can provide short-term savings to
customers, this should also be avoided or only be triggered if a
threshold condition is met because it erodes the utility’s incentive
to contain costs. As such, clawback mechanisms can lead to higher
costs in the long run. An earnings sharing mechanism is preferrable
to reconciling revenues to match actual costs.

Example(s)
of Good
Practice

Alberta
and Hawaii

Alberta,
Nova Scotia,
New
Hampshire

Hawaii

Massachusetts

Each of
the above
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A flawed MRP may result in comparable — and in some cases, worse — outcomes than those associated
with traditional COSR. However, MRPs that are designed well have tremendous promise to support
ratepayer affordability, utility financial stability, and a host of other regulatory and policy objectives.

This report is intended to provide regulators and stakeholders with a checklist of MRP design choices
to avoid and remedies for these pitfalls where they are already present. It also offers a set of additional
recommendations to strengthen the cost-containment incentives of any MRP, as well as broader,
complementary considerations for the implementation of well-designed MRPs. This report can serve as
a go-to resource for any stakeholders less familiar with MRPs seeking to learn from the lessons of other
jurisdictions and leapfrog their way to more quickly realizing the full benefits of these policies.

Fixing Multiyear Rate Plans: Building a firm foundation for cost control rmi.org and synapse-energy.com /7
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Introduction

The electric utility sector is facing multiple pressures that require increased levels of investment. These
needs include modernizing the grid, replacing aging assets, repairing damage from extreme weather,
hardening the grid to withstand future climate events, and accommodating expected load growth from
electrification and data centers.

The result has been that average US residential electricity bills have risen by 23% over the past 10 years and
projections show that that they will continue to rise.! Further, studies predict that households may spend
up to an additional $170 on energy per year by 2035 due to the recent changes in federal incentives.? At a
time where one in three households in the United States already reports forgoing food, medicine, or other
necessary expenditures to pay their household energy bills, it is imperative that utility investments are
made as efficiently as possible while enabling the level of investment necessary to support a reliable and
resilient system.?

To balance necessary investments with the need to ensure utilities are not spending more than needed,
many states have turned to alternative regulatory mechanisms to support more flexible approaches to
ratemaking, such as performance-based regulation (PBR). PBR is a regulatory approach that seeks to
better align utility financial incentives with the interests of customers and society. PBR accomplishes this
outcome by compensating utilities based on their performance in key outcome areas.

Multiyear rate plans (MRPs) are a powerful and foundational PBR tool that can comprehensively encourage
efficient utility spending more effectively than traditional cost-of-service regulation (COSR)." This has made
MRPs an attractive approach for utility regulation and cost recovery. However, due to their complexity,
MRPs can be designed in ways that fall short of their promise. There are several MRPs in the United States
that deviate from the fundamental principles of these mechanisms. Poorly designed MRPs can create
perverse incentives for utility behavior and encourage practices that are misaligned with the theory of
economic regulation and the goal of affordability.

This report begins by offering clear criteria for what an MRP is and explaining why MRPs are the most
foundational of all regulatory mechanisms for supporting utility cost control.” We then offer a brief history
of the intent and application of MRPs in the United States. Next, we expand on the existing literature by
offering a common set of pitfalls associated with the application of MRPs in the United States and offer
recommendations for how to remedy each pitfall to enable MRPs that live up to their potential. Finally,

we offer a set of additional recommendations to strengthen MRP cost-containment incentives and
considerations for the implementation and oversight of well-designed MRPs.

iii MRPs may also offer other benefits, such as administrative efficiency, but this depends on how the MRP is designed. However,
for the purpose of this report, we are focused primarily on the outcome of cost efficiency to support affordability.

iv Cost control means ensuring that overall cost of utility service is no more than necessary to provide affordable, reliable, and
safe service while also meeting other policy goals and mandates. As in A Strategic Framework for Utility Cost Control, this
report uses the terms “cost containment” and “cost control” interchangeably. Cost control efforts can support minimizing cost
growth; however, even if implemented well, they may not halt cost growth altogether. We also use the term “cost efficiency,”
which is closely related and supportive of cost control, but slightly different. Here, cost efficiency refers to the optimal
allocation of resources to contain costs and maximize net benefits in the long term. See Cara Goldenberg, Gennelle Wilson, and
Xavier Zheng, A Strategic Framework for Utility Cost Control: How to Promote Cost-Efficiency Through the Energy Transition, RMI,
2025, https://rmi.org/insight/a-strategic-framework-for-utility-cost-control/.
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The Cost-Control Benefit
of Well-Designed MRPs

Relative to COSR, MRPs support cost containment by fundamentally shifting away from a constructin
which utilities can primarily increase their earnings by spending more on capital to one in which spending
less is financially beneficial.

MRPs do this by reducing the ability of utilities to file rate cases at will.* Once base rates are in place, rates
are typically not reset to reflect the utility’s actual costs for several years." If the utility manages to spend
less than the authorized revenues it can collect, it can benefit financially from those savings — creating an
incentive for it to seek cost-saving opportunities.® If, on the other hand, the utility’s costs are higher than
expected during the MRP period, the utility bears the financial consequences of that result.

The incentive to contain costs is also present under traditional COSR, but is weaker than the incentive
created by a well-designed MRP. The cost-containment incentive under COSR is a function of (1) regulatory
lag and (2) prudency review. " Any investment made by the utility that is not yet authorized by the regulator
runs the risk of being deemed imprudent in the next rate case and ineligible for recovery from ratepayers.
Costs deemed imprudent are paid for by shareholders, reducing earnings. Therefore, the time between

rate cases and the risk of cost disallowance should motivate utility caution regarding any incremental
investments it makes.

However, in practice, COSR fails to create an incentive for the utility to seek greater cost efficiencies than
those that are baked into its most recent approved revenue requirement, because it can file a new rate
case at any time to increase its approved revenue requirement should its costs increase. Furthermore,
due to information asymmetry, it is challenging for regulators and other stakeholders to discern whether
an expenditure was made imprudently, or whether the utility could be operating and investing more
efficiently. As such, the risk of a disallowance may be quite low.

Moreover, the other hallmarks of COSR counter the cost-containment incentive created by regulatory
lag and disallowance risk. These hallmarks include capital expenditure (capex) bias (the tendency to be

v Under an MRP, utilities agree to a “stay-out period” in which they will not file a new rate case except under certain predefined
conditions. However, under the Due Process Clause of the Fourteenth Amendment and the Takings Clause of the Fifth
Amendment, a public utilities commission is unable to prevent a utility from filing a rate case to seek a revenue increase, even
in the context of an MRP. Yet if this were to happen, utility regulators have the authority to decide how to respond to a filed rate
case, as well as how a rate case filed during a stay-out period may affect the use of future MRPs. Thus, utilities rarely breach
these stay-out agreements.

Vi Although most jurisdictions use some form of cost-of-service rate case to reset rates at the beginning of a new MRP, some
places are experimenting with alternative methodologies to ensure that efficiencies gained through a previous MRP are passed
on to customers (e.g., Alberta has used various methodologies over the years to avoid resetting rates based only on utility
costs).

vii Regulatory lag is the time between when a utility incurs a cost it is not yet authorized to recover and the time when the public
utilities commission allows it to begin recovering that cost via rates. The inability of utilities to recover costs associated with
higher expenses or new investments immediately means they may not fully recover these costs, providing an incentive to keep
costs more aligned with revenues. Further, increasing the length of time between rate cases increases the benefits to utilities
of performance improvements, particularly “for projects involving up front costs to achieve long-term gains.” See Mark Newton
Lowry and Lawrence Kaufmann, “Performance-Based Regulation of Utilities,” Energy Law Journal 23, no. 2 (2002): 399-458,
https://www.eba-net.org/wp-content/uploads/2023/02/5-Vol23_No2_2002_Art_Performance-Based-Reg.pdf.
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biased toward solutions that are capex intensive), the gold plating incentive (to deploy more capex than is
necessary), the throughput incentive (to increase the amount of energy it sells to increase revenues), and
utility resistance to third-party and customer-owned solutions.®

In contrast, MRPs have the potential to limit utility cost increases more effectively than traditional COSR. By
creating a cap on revenues or prices and allowing the utility to keep all (or a large portion of) the difference
between revenues and actual costs, the utility has a strong incentive to seek and pursue all available cost
efficiencies to maximize its earnings during the stay-out period. MRPs have successfully encouraged cost
efficiency in several jurisdictions over the years.i

MRPs have several benefits in addition to cost containment. They are the foundation upon which other
performance incentives and revenue adjustments can be integrated to realign the overall utility business
toward a set of desired outcomes and policy goals. By aligning the utility’s earnings potential with its
ability to reduce costs and by restricting the frequency of rate cases, MRPs can also support administrative
efficiency. Time and effort previously dedicated to determining the prudency of utility decisions in rate
cases can be repurposed to resolving emergent challenges and opportunities to drive greater value for
ratepayers.

As a term of art in the regulated energy utility industry, “MRP” is surprisingly porous. At times the term
“MRP” has been applied to any rate plan that authorizes revenues for more than one year. However, we
reserve the term “MRP” for rate plans that meet all of the following criteria:*

1. Arate case moratorium is enacted for a minimum of three years.
2. Allowed rates or revenues for each year of the plan are set independently of the utility’s own costs.

3. During and after the MRP, revenues are not reconciled to match the spending that occurs during the
MRP.¥

Formula rate plans (FRPs), in which allowed revenues are adjusted formulaically to track costs, do not
constitute an MRP because they violate the second and third provisions, which divorce the utility’s
revenues from actual costs. Regardless, several jurisdictions — including Maryland, discussed in the section
on Pitfall 5 — have used the term “MRP” to refer to what is, practically speaking, an FRP.®

vili  Two examples of this include Maine and Alberta, Canada. Central Maine Power operated under an MRP from 1996 to 2013,
during which time its productivity growth was more than double that of the full sample of US utilities. See Mark Lowry,
Matthew Makos, and Jeff Deason, State Performance-Based Regulation Using Multiyear Rate Plans for U.S. Electric Utilities,
Lawrence Berkeley National Laboratory, LBNL-2001089, 2017, https://emp.lbl.gov/publications/state-performance-based-
regulation. A more recent study found capital and operations and maintenance productivity improved for distribution utilities
in Alberta when pre-PBR productivity was compared with two generations of MRP productivity, supporting the hypothesis
that MRPs materially slow utility cost growth. See Mark Lowry et al., “Impact of Multiyear Rate Plans on Power Distributor
Productivity: Evidence from Alberta,” The Electricity Journal 36, no. 5 (June 2023), https://doi.org/10.1016/j.tej.2023.107288.

ix These criteria largely draw from Lowry, State Performance-Based Regulation Using Multiyear Rate Plans for U.S. Electric Utilities,
2017.
X Rates may be reset at the next rate case to provide revenues that match costs, but this does not apply retroactively to spending

that occurred during the MRP.
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MRPs and FRPs — What is the difference and why does it matter?

MRPs and FRPs are categorically different and philosophically opposed approaches to ratemaking.
An FRP ensures that allowed revenues track utility spending, whereas an MRP breaks the linkage
between allowed revenues and utility spending.

The source of the confusion may be attributable to the fact that FRPs use formulas and MRPs can
use formulas, though the application and intention of the formula is entirely different. Under an
FRP, a formula is used to automatically adjust rates to track costs so that the utility’s authorized
return on equity (ROE) is realized.

Although a formula is not always present in MRPs, when it is, the formula adjusts rates to ensure
that revenues are sufficient to provide reliable, safe, and affordable service in the current
macroeconomic circumstances. The formulas used in MRPs do not adjust revenues based on
actual utility spending.

Under FRPs, the utility’s risk is minimized and primarily transferred to ratepayers.” Under an MRP,
the utility largely bears the risk of managing its business costs “within budget” for a prolonged
period. However, this risk is offset by the opportunity to increase earnings if the utility can operate
more efficiently.

The conflation of MRPs and FRPs is a nontrivial matter. The benefits of a real MRP can be used by
utilities to advocate for a so-called MRP that is actually an FRP. Alternatively, stakeholders and
regulators disillusioned with the implementation of a so-called MRP are more likely to conclude
that COSR is better than MRPs and to oppose genuine MRP reforms. For this reason, this report
offers a concrete definition for MRP. However, acknowledging that the term “MRPs” has been used
by regulators and stakeholders to refer to what are really FRPs, we include a discussion of pitfalls
in MRP implementation later in this report that are only apparent in FRPs.

xi For a more thorough comparison of MRPs and FRPs, see Melissa Whited and Cheryl Roberto, Multi-Year Rate Plans: Core
Elements and Case Studies, Synapse Energy Economics, 2019, https://www.synapse-energy.com/sites/default/files/
Synapse-Whitepaper-on-MRPs-and-FRPs.pdf.
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Motivation for and Evolution
of MRP Philosophy

MRPs, in the form of price- or revenue-cap regulation, have been used for more than four decades in
various industries, particularly in telecommunications.X The application of MRPs to the electric utility
industry emerged from a recognition of the drawbacks of COSR in terms of efficiency incentives, a desire to

streamline regulation, as well as concerns that traditional regulation would not provide utilities with the
flexibility needed to operate in an increasingly competitive environment.” In 1994, a National Regulatory
Research Institute report summarized the problems associated with COSR as including:

® High administrative costs for the regulator commission and intervening parties due to continuous rate
case filings

® \Weak incentives for operational and investment efficiency

® The ability of utilities to shift risk to customers, including risks associated with poor utility
management®

Not unlike today, some public utilities commissions at that time were particularly concerned with the
increasing use of cost trackers and balancing accounts, which had been adopted to mitigate volatile
economic conditions on rates and utility financial positions. For example, during the 1970s and into the
1980s, the California Public Utilities Commission (CPUC) implemented numerous financial adjustment
mechanisms and balancing accounts to protect customers from excessive rate volatility and utilities from
financial risks associated with rapid inflation and fuel price spikes.® However, the CPUC also recognized
that automatically adjusting rates based on fluctuating costs would weaken the utility’s cost-containment
incentives, with the CPUC president commenting that “as Commissions reduce utility exposure to
uncontrollable or unforeseeable risks through balancing accounts and adjustment mechanisms, incentives
that once encouraged operating efficiency are.. . . reduced.”*

The lack of cost-containment incentives associated with cost trackers forced the CPUC to adopt more
interventionist “command and control” regulatory procedures to promote efficient utility operations.*
Unfortunately, such extensive regulatory oversight proved costly in terms of administrative burden. PBR,
particularly revenue- and price-cap regulation, was seen as a solution to this problem because it would
reduce the need for considerable commission involvement and provide strong financial incentives by
allowing the utility to profit from reducing its cost of service.

xii The concept of price-cap regulation emerged simultaneously in Great Britain and the United States in the late 1970s and
early 1980s. In Great Britain, it was first suggested in 1983 to regulate the newly privatized telecommunications industry. See
Stephen Littlechild, Regulation of British Telecommunications’ Profitability: Report to the Secretary of State, London Department
of Industry, 1983, https://www.jbs.cam.ac.uk/wp-content/uploads/2024/02/eprg-S.-Littlechild_1983-report.pdf. In 1979,
E. Fred Sudit outlined rate indexing and William Baumol subsequently expanded on the concept. See Lowry, “Performance-
Based Regulation of Utilities,” 2002.
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California’s first electric revenue- and price-cap proposals were adopted in 1984.%2 Early price-cap
proposals in California sought to substantially overhaul the regulatory framework by:

® Replacing conventional rate cases with a performance review held every three years
® Eliminating all trackers or alternative adjustment mechanisms
® Abolishing retrospective prudence reviews!®

The idea was that “[b]y giving utilities more flexibility and greater opportunities to earn higher profits, and
symmetrically to be burdened with higher risks, price-cap regulation frees the utility from the constraints of
[cost of service] regulation.”**

In the intervening decades, many jurisdictions have experimented with price- or revenue-cap versions of
MRPs, employing stay-out periods to limit utilities’ ability to file rate cases, while providing utilities with
revenue adjustments during the MRP term. These plans have generally retained some of the elements of
traditional COSR, particularly periodic rate cases to rebase rates using the utility’s actual cost of service.
Although it is challenging to establish definitively whether MRPs have achieved their intended outcomes
— because the counterfactual of what costs would have been absent the plan is inherently difficult to
construct — the fact that some jurisdictions have returned to MRPs repeatedly, case after case, suggests
that regulators and stakeholders have found them valuable enough to adopt as an ongoing framework
rather than a one-time experiment

Over the years, however, many MRPs have strayed from the original principles of price- and revenue-cap
regulation. Heavy use of trackers, overreliance on utility cost forecasts rather than external indexes,™ and
extensive reconciliation mechanisms can erode the cost-containment incentives these frameworks were
designed to create. As a result, the initial problems raised by regulators in California — particularly around
cost trackers and administrative burden — remain at the fore of utility regulation, under both MRPs and
traditional COSR.

MRPs that lack adequate cost-containment incentives are particularly problematic given present
conditions. Today, utility managers and regulators face a confluence of (1) increasing cost pressures from
macroeconomic factors, such as supply chain shortages and inflation; (2) a growing need for investment to
bolster an aging distribution system, replace nearly 10 gigawatts of coal generation nearing retirement, and
accommodate customer-sited generation and storage; and (3) increasingly frequent severe weather and
wildfires that require investment to increase resilience. These factors strain the long-standing regulatory
construct and exacerbate existing problems of information asymmetry, capex bias, and incentives to
increase rate base. It is imperative that regulatory frameworks address these challenges by enhancing
utilities’ incentives to operate efficiently while providing sufficient revenues to undertake the necessary
investments.

xiii This has particularly been the case in California and the Northeast. See Mark Lowry, Matthew Makos, and Gretchen
Waschbusch, Alternative Regulation for Emerging Utility Challenges: 2015 Update, prepared by Pacific Economics Group
Research, LLC for Edison Electric Institute, 2015, https://www.puc.pa.gov/pcdocs/1418301.pdf.

xiv Regulators in Great Britain have sought to mitigate risk associated with reliance on utility cost forecasts by also employing
benchmarking to set a utility’s revenue requirement. See Lowry, “Performance-Based Regulation of Utilities,” 2002.
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Characteristics of Flawed MRPs

Flawed MRPs possess one or more of the following characteristics:

1. Lack of a meaningful cost-containment imperative. If an MRP does not provide a meaningful
incentive for the utility to contain costs, the utility is unlikely to do so. The cost-containment
incentive can be eroded in a myriad of ways. For example, when the allowed revenue is set too high,
customers end up paying more than is reasonable and any resultant “savings” create the illusion
of cost-efficiency gains. Further, if a utility has an easy escape hatch to bypass the MRP’s stay-out
requirement, it significantly reduces the utility’s imperative to contain costs. This undermines the very

purpose of MRPs as cost-control mechanisms.

2. Imbalanced distribution of risk between utilities and customers. Under a well-designed MRP, the
utility bears the risk of its own poor management if it is unable to operate within a defined budget
for the duration of the stay-out period. In exchange, customers assume the risk that if the utility
successfully generates cost efficiencies, the utility will reap higher profits in the near term but savings
will accrue to customers over the long term. However, some “MRPs” disrupt this balance by including
one-way or bidirectional reconciliation mechanisms that true-up utility revenues to match actual
spending of both capex and operational expenditures (opex). Although it may appear fair for revenues
to closely track costs, reconciliation mechanisms eliminate the incentive for the utility to manage
its costs because it will not benefit from reducing spending nor will it bear the risk for decisions that
result in overspending (in the case of bidirectional reconciliations).*” Additionally, off-ramp thresholds
that offer utilities an escape hatch from the MRP similarly eliminate the risk the utility is intended to
bear, nullifying the benefit of an MRP for ratepayers.

3. Multiple avenues for cost recovery outside of base rates. It is common for MRPs in the United
States to be implemented alongside additional opportunities for the utility to recover its costs.
These frequently come in the form of cost trackers or K-Bar mechanisms. The ability of utilities to
shift costs into different cost-recovery mechanisms can create opportunities for utilities to game cost
recovery. For example, a utility may opt to recover capital projects that result in operational savings
through base rates governed by the MRP (allowing it to keep the attendant savings) while leveraging
supplemental cost-recovery mechanisms for capital projects that increase costs. Ultimately, the
presence of such mechanisms can reduce the imperative for the utility to pursue cost efficiencies
within revenue streams that are consolidated under the MRP structure.

XV Rate plans with broad cost-reconciliation mechanisms are MRPs in name only because they deviate substantially from
the foundational principles of price and revenue caps. Reconciliation of overspending is particularly problematic and is
functionally akin to an FRP.
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Exhibit 1 Characteristics and pitfalls of flawed MRP designs
that undermine cost control
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Each of these flawed MRP characteristics can manifest in one or more ways, referred to as pitfalls of

MRP design that should be avoided or rectified to realize the promise of MRP cost efficiency and cost
containment, as depicted in Exhibit 1. These characteristics can be the result of a continuation of
traditional COSR methods (e.g., relying on the utility’s actual spending to set revenue targets, widespread
use of cost trackers, and accommodating a utility’s request to file a rate case more frequently than is
needed through easy off-ramps). This has the effect of maintaining the linkage between revenues and
actual spending. In some instances, these flawed characteristics are the unintended consequence of well-
meaning efforts to address legitimate concerns and challenges in MRP design. However, the tendency to
maintain cost-of-service methods within an MRP perpetuates a vicious cycle in which these three issues
continue to afflict MRP implementation. To fully shed this problematic tendency, the shift away from
reliance on actual utility spending, as is the case in COSR, must be a closely held principle in the regulatory
process to design and implement MRPs.

The manifestations of these three characteristics of flawed MRPs are discussed in the following section,
MRP Pitfalls and Remedies.
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MRP Pitfalls and Remedies: Core
Design Features to Avoid

To make the three flawed characteristics discussed above more tangible, this section elaborates on five
common manifestations of them, or pitfalls in MRP design. For each pitfall, we describe how and why this
design element can be problematic for utility cost containment, provide an example of a real MRP in which
this pitfall is present (apart from Pitfall 1), and offer strategies for how the pitfall can be mitigated or remedied.

Pitfall 1 Excessive revenues in the MRP

One of the most consequential choices in designing an MRP is how to set allowed revenues over the
plan’s term. The decision has two parts: the starting revenue requirement in the first year of the MRP and
the annual revenue path for each subsequent year. To establish the starting revenue requirement, the
commission reviews the utility’s recorded costs and tests whether the utility incurred them prudently,
drawing on the company’s books, management audits, and other investigative tools.

Setting future-year revenues poses a more difficult challenge. Although an MRP can be based on a rate or
revenue “freeze” (i.e., rates do not change from year to year), it is common to adjust the utility’s allowed
revenues annually using an attrition relief mechanism (ARM). An ARM can adjust allowed revenues based
on external indices (e.g., inflation) to account for broader economic circumstances that influence utility
costs but are beyond the utility’s control. Alternatively, an ARM can use utility forecasted costs. In some
contexts, a hybrid of the two approaches is used.

All else being equal, an index-based formula is likely to lead to greater efficiency improvements because

it escalates revenues based on circumstances outside of the influence of the utility, whereas the use of
forecasts can provide an opportunity for the utility to inflate its predictions. Inflated forecasts are difficult
for regulators and stakeholders to discern because it requires special expertise and substantial resources to
thoroughly evaluate. Moreover, the rationale for spending tends to evolve over time, leaving regulators to
play catch-up with new spending justifications.

These factors hinder the ability of external parties to ensure that customers benefit from MRPs using
forecast ARMs. As such, it is almost impossible for parties to determine whether utility cost savings during
the MRP are a result of bona fide efficiency gains versus savings relative to an inflated forecast. For these
reasons, and due to the added challenge of information asymmetry, it is difficult to identify a real-world
example of an MRP whose revenues are verifiably excessive. However, the absence of a proof point in this
case is not evidence that this pitfall is moot.

For ARMs that rely on external indices, revenue adjustments are shaped by the choice and construction
of those indices, as well as other adjustments to the formula, particularly the incorporation of a
productivity factor.* Setting a productivity factor (also referred to as an X factor) relies on utility total factor

Xvi Other common variables can include inflation; a consumer dividend or stretch factor to share the benefits of an MRP with customers;
a K factor to denote large, unusual investments that are either difficult to predict or would not be sufficiently covered by revenue
escalation alone; and a Z factor for extraordinary costs that are beyond the utility’s control and that were incurred reasonably. For
more information on these common variables in index-based formulas for ARMs is provided, see Whited, Multi-Year Rate Plans, 2019.
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productivity studies and benchmarking analyses, which can involve the collection of data for multiple
utilities, statistical modeling, and the interpretation of complex model outputs. This complexity can be

an advantage for better-resourced parties (like utilities), leaving other parties to interpret the results with
limited access or expertise to engage meaningfully. In addition, the outputs of statistical models may hinge
on small design choices, such as how a peer group is constructed, which years of data are represented,

and which variables are included. Given these indices are used year after year to adjust rates, even modest
overestimation can substantially affect customer bills. Unsurprisingly, these inputs tend to generate a
large amount of stakeholder disagreement, which is why it is important to ensure productivity analyses are
rigorous. Thus, while indices are preferred to cost forecasts, they still may involve contested assumptions.

Addressing this pitfall

For MRPs with ARMs that rely on cost forecasts, as with COSR, it is important that regulators thoroughly
review proposals with an eye toward the appropriateness of the types of cost categories, assumptions, and
the robustness of the planning processes that informed the cost forecasts. For example, planning processes
should model scenarios to reflect uncertainties and require assessments of alternatives to high-cost capital
projects. Regulators in other jurisdictions that use cost forecasts have tended to employ benchmarking to
ensure that forecasts are reasonable. i

For MRPs with index-based ARMs, it is important to stress-test outputs of statistical models in a robust
manner. For example, regulators can implement processes that prioritize transparency by enabling data
and modeling assumptions to be understood and appropriately examined by empowered stakeholders so
that they might propose alternative model specifications. Regulators can also take steps to ensure they will
have multiple independent analyses to consider. For instance, if the utility produces one study, another
could be conducted by the consumer advocate or by a consultant retained by the regulator. In Alberta,
several total factor productivity studies are considered when determining an X factor and the regulator
repeatedly commented on the valuable insights it gained from examining competing analyses provided by
different parties.t®

Another way to provide the utility with a strong incentive to contain costs is to ensure that efficiencies

are reflected in authorized revenues going into an MRP. A management audit can be an effective tool for
ensuring that base revenues reflect common sense efficiencies the utility should do automatically, rather
than ones it should be incentivized to do. For example, a management audit in Hawaii identified $25 million
in annual capital and operations and maintenance (O&M) savings opportunities, which were reflected in
the revenues of the first MRP. Without a management audit, prospectively adjusting allowed revenues for
achievable efficiencies may be easier in a second or later generation MRP, when the extent of achievable
efficiencies may be clearer. Regardless, reflecting prospective efficiencies in target revenues is likely to
reduce the efficiency “slack” (i.e., easy savings opportunities) and motivate deeper efficiency efforts.

xvii  Forexample, Great Britain and Ontario have used statistical benchmarking extensively for regulation of electric distribution
companies. A report for the Ontario Energy Board observed, “In settings where there are multiple regulated entities, regulators
can reduce their informational deficiencies by employing ‘yardstick competition,” which uses comparative benchmarks in
setting allowable prices or rates.” See Lowry, “Performance-Based Regulation of Utilities,” 2002; and Adonis Yatchew et al.,
Review of Total Cost Benchmarking Methodology for Electricity Distributors, University of Toronto, 2024, https://www.oeb.
ca/sites/default/files/Review%200f%20Total%20Cost%20Benchmarking%20Methodology%20for%20Electricity%20
Distributors.pdf.
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Pitfall 2 Incremental capital funding mechanisms that dilute cost-control incentives

Utilities often advocate for the inclusion of incremental capital support mechanisms in addition to an MRP’s
typical revenue- or price-cap formula. When making these arguments, utilities frequently claim that they
are operating in a period of inordinately high costs or significant investment needs — citing electrification,
resilience, and other concerns to explain why revenue increases allowed by the ARM are insufficient.

Although the reasons for supplemental capital can be compelling, these mechanisms may attenuate the
utility’s incentive to control costs if not designed carefully. They may even create a self-fulfilling prophecy:
the existence of a mechanism for increased capital spending might itself enable greater-than-needed
spending, especially where utilities are already operating with an incentive to seek new capital investment
opportunities to increase earnings (i.e., capex bias).

The logic for supplemental capital is stronger when the MRP uses an index-based ARM, rather than when
it is based on a utility cost forecast, which already provides for a more explicit linkage between utility
costs and utility revenues. To determine whether a supplemental funding mechanism is indicated, it is
critical to ask whether implementing an MRP without any supplemental funding mechanism would result
in unacceptably low levels of utility investment over the term of the plan. Even if a supplemental funding
mechanism appears to be warranted, it is worth considering whether approving an MRP with one is
preferable to pursuing traditional cost-of-service ratemaking, and what the trade-offs would be.

When designing a supplemental funding mechanism to be implemented with an MRP, a key question is
which mechanism would best retain cost-control incentives.

There are two common vehicles for supplemental capital funding:

® Costtrackers, which are common in the United States, typically provide dollar-for-dollar recovery of
qualifying expenditures.*ii They are the functional opposite of a revenue-cap formula, which decouples
revenues from actual spending. Although cost trackers may be appropriate in limited situations —
such as when costs are large, predominantly beyond the control of the utility and unpredictable —
overreliance on trackers compromises the cost-efficiency incentive of the MRP.

® K-Bar mechanisms provide a spending allowance in each year based on a shadow revenue
requirement associated with actual capital expenditures over a set of historical years. For example,
a K-Bar mechanism may provide an allowance for capital spending equal to a rolling average of the
incremental investments made in the previous three years. Proponents claim that the K-Bar is superior
to other capital funding mechanisms because it does not provide additional revenues based on
spending on a dollar-for-dollar basis, and because it may preserve some element of regulatory lag.

Xcel Energy in Minnesota is an example of a utility with both an MRP and substantial reliance on cost
trackers.™ A notable example of one of the trackers in Xcel’s ratemaking framework is the transmission

xviii  Cost trackers keep track of what a utility spends and then the utility performs an ex post true-up to rates via a rider to
recover exactly that amount from customers. Cost trackers reduce regulatory lag by allowing utilities to recover costs almost
immediately and without the same scrutiny as costs recovered through base rates. They are particularly common in COSR but
can be found in MRPs as well.

Xix In 2021, the Citizens Utility Board estimated that Xcel was proposing to recover approximately 26% of its revenue requirement
through riders. See Docket No. E-002/GR-21-630, “Findings of Fact, Conclusions, and Order,” Minnesota Public Utilities
Commission, July 17,2023, https://efiling.web.commerce.state.mn.us/documents/%7BC0236589-0000-C115-A5A9-
E96843D1FFF6%7D/download?contentSequence=0&rowlndex=230.
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cost recovery (TCR) rider. Although the company operates under an MRP based on utility cost forecasts, it
is also permitted to seek recovery of grid modernization capital expenditures through the TCR. Though this
rider was originally created to fund transmission infrastructure, the state legislature expanded its scope

to permit recovery of a broad swath of grid modernization investments.* In turn, Xcel has used the TCR to
recover a portion of its investments in an advanced distribution management system (ADMS), advanced
metering infrastructure (AMI), field area network (FAN), and fault location, isolation, and service restoration
(FLISR) technology.

The use of trackers for grid modernization cost recovery raises several concerns. As noted earlier, trackers
tend to erode cost-control incentives by relaxing the utility’s need to subsist only on allowed revenues
provided through the ARM. The TCR reduces regulatory lag by providing for timelier review and recovery of
costs, which may occur every other year during the term of the MRP. The provisions of the TCR allow Xcel
to seek recovery of costs in advance of actual expenditures and before an investment is in service. Finally,
Xcel’s use of the TCR for grid modernization cost recovery complicates prudence review by creating a
dedicated TCR proceeding in which costs are reviewed every other year, rather than in a rate case, in which
all investments and related O&M costs could otherwise be reviewed in a holistic fashion. Indeed, certain
investments are partially recovered through riders and partially through base rates.

In sum, cost trackers dilute cost-control incentives because cost recovery is more assured. In addition,
trackers spread the utility’s costs into separate accounts with independent recovery mechanisms, thereby
diminishing any interest or opportunity to seek lower-cost alternatives to meet system needs.

XX Grid modernization is defined as investments “to modernize the transmission and distribution system by enhancing reliability,
improving security against cyber and physical threats, and by increasing energy conservation opportunities by facilitating
communication between the utility and its customers through the use of two-way meters, control technologies, energy storage
and microgrids, technologies to enable demand response, and other innovative technologies.” See Minnesota Statutes 2024
216B.2425 sub.2(4)e.
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Addressing this pitfall

To address incentive concerns posed by cost trackers, regulators can first seek to establish that there is a
clear need for the incremental revenue support. For example, savings achieved during the MRP (including
savings on 0&M) and retained by the utility could potentially be used to fund incremental capital needs,
reducing the need for supplemental revenues. Generally, the shorter the duration of the MRP, the less

the need for capital trackers. Moreover, the use of utility cost forecasts in determining the MRP’s allowed
revenues reduces the need for trackers for all but volatile and unpredictable costs.

Having established this need, regulators may seek to limit the use of cost trackers to prescribed cases and
to enhance reporting and performance accountability. Alternatively, some regulators have determined
that K-Bar mechanisms pose fewer incentive concerns and have opted to approve a K-Bar instead of a
cost tracker to address the need for incremental capital funding. Finally, regulators might determine

that neither a K-Bar nor a capital cost tracker is appropriate and instead employ a traditional ARM with a
negative X factor.

Limit cost trackers to prescribed cases

If approving a cost tracker, regulators can limit and clearly prescribe the scope to include only costs that
are beyond utility control, unpredictable, and large enough to present significant financial risk to the utility.
Generally, cost trackers should not be used to fund investments that would be made even if the tracker
were not in place. Routine business costs should be funded out of base revenues, subject to the ARM. This
principle represents an ideal that may be difficult to achieve in practice but is important to bear in mind
when evaluating utility claims about the need for trackers.

Enhance reporting requirements

Regulators can require that utilities provide additional detail about expenditures to be funded through
capital trackers by requiring submission of forecasts in advance and increasing reporting requirements
during the term of the MRP. Requiring a forecast in advance, while potentially challenging because of the
nature of costs to be recovered through the tracker, may help ensure the utility is not making capricious
investment decisions during the term of its MRP.*

An example of a jurisdiction with enhanced reporting requirements is Nova Scotia, where the Energy
Board allows Nova Scotia Power, Inc. to petition the Board for a rider to recover storm restoration costs
that exceed the baseline amount included in the utility’s revenue requirement. In its order approving
this supplemental funding mechanism in principle, the Board established detailed filing requirements. In
particular, the Board requires utility applications for rider treatment to include “a full review of all storm
restoration costs (including capital expenditures), storm hardening costs and vegetation management
costs during the related year.” The Board mandates the review of storm hardening and vegetation
management costs because these costs are within the utility’s control and “can have a direct impact on
the magnitude of required storm restoration costs.”*” By requiring this additional reporting and scrutiny
prior to authorizing rider treatment of storm-related costs, the Board has greater assurance that the costs
recovered through the storm cost rider are reasonable, and not the result of deferred maintenance or

xxi  Arequirement to provide a forecast comes with its own risk that the utility will overstate the expected costs. However,
requiring the utility to provide this forecast in advance allows the regulator and stakeholders to question the spending before
it occurs.
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inadequate system investment. In other jurisdictions, including Minnesota, cost tracker recovery may be
limited by a cost cap based on a utility budget estimate.

Enhance performance accountability

Complementary performance mechanisms, such as performance incentive mechanisms (PIMs), and

other metrics can help ensure that supplemental cost-recovery mechanisms do not drive up earnings
without delivering associated benefits to customers.*i For example, in Hawaii, where the exceptional
project recovery mechanism (EPRM) allows the utility to apply for project-specific cost trackers for

large, extraordinary projects, a complementary mechanism, the combined shared savings mechanism,
encourages cost control for EPRM projects by encouraging the companies to constrain spending on EPRM-
approved investments and other pass-through costs (including fuel expenses and purchased power) and
achieve aggregate savings relative to an established benchmark for total rider spending. ¥

Implementing an alternative mechanism

If supplemental capital support is necessary during an MRP, a K-Bar may be a preferable approach to cost
trackers. Unlike the dollar-for-dollar recovery generally provided through cost trackers, K-Bars provide for
some regulatory lag and may also be specified with other features to encourage cost control.*

However, K-Bars are complex and challenging to design. Some of the most important design considerations
for K-Bar mechanisms include:

1. The basis for determining the K-Bar adjustment
2. The cap on K-Bar adjustments
3. Any exceptions to the K-Bar cap

4. Provisions for review of investments driving K-Bar revenues and potentials for disallowance and
refunds to customers

Caps on K-Bar revenues can help limit excessive spending, but this incentive can be undermined by
exemptions from the cap for certain types of investments. In addition, careful attention is required to
ensure the utility is not being doubly compensated through the K-Bar and another supplemental capital
support mechanism or tracker for the same spending. See the Appendix for a case study of Alberta’s
iterative experience with supplemental cost recovery over three generations of MRPs. Exhibit 2 summarizes
key features of cost trackers and K-Bars for comparison.

xxii  Forexample, see Docket No. E-002/M-19-666, Order Accepting Integrated Distribution Plan, Modifying Reporting
Requirements, and Certifying Certain Grid Modernization Projects, Minnesota Public Utilities Commission, July 23, 2020,
https://efiling.web.commerce.state.mn.us/documents/%7BFO0E7D73-0000-CD15-B6E0-EA73FOAC037E%7D/
download?contentSequence=0&rowlIndex=89.

xxiii  PIMs reward or penalize utilities based on how well they meet specific performance targets. For more on PIMs, see Cara
Goldenberg et al., PIMs for Progress, RMI, 2020, https://rmi.org/insight/pims-for-progress/.

xxiv  For more on the design of the Hawaii combined shared savings mechanism, see RMI’s PIMs Database, https://pims.rmi.org/
details/19.

xxv  The K-Bar adjustment is calculated from an average of capital revenue requirements over a historical period, but how
this period is defined varies. In Alberta, where the K-Bar was first adopted, this historical period has always been fixed;
Massachusetts, on the other hand, has used rolling-average historical period calculations that can include MRP years.
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Potential Drawbacks

May substantially weaken
cost-control incentives
by allowing recovery

of expenditures above
the approved revenue
allowance, eliminating
regulatory lag, and
removing the opportunity
to benefit from cost
reductions. Particularly
concerning when applied
to capital due to capex
bias.

Depending on the K-Bar
design, it may increase the
linkage between allowed
revenues and utility
spending during the term
of the MRP, which dilutes
the cost-containment
incentives of the MRP.

However, K-Bars might not always be appropriate. For example, the New Hampshire Public Utilities
Commission rejected Eversource Energy’s proposed K-Bar and instead approved a traditional ARM with a
negative X factor to provide additional revenue increase for each year of the MRP.¥ This alternative to the
K-Bar may help retain greater cost-control incentives by tying additional revenues to an external index,

rather than actual utility spending.
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Pitfall 3 Off-ramp thresholds that are too easily met

The stay-out period is one of the defining features of an MRP. By discouraging the utility from filing a

rate case at any time, an MRP “forces” the utility to live within its allowed revenues for the duration,
encouraging disciplined spending. An off-ramp is a provision that establishes the circumstances under
which the utility will be allowed to file a new rate case during the planned MRP term. A reopener — a closely
related but slightly different mechanism — prescribes the circumstances in which the commission can
reconsider the broader regulatory framework, the design of the MRP, and the sufficiency of revenues under
the MRP. In other words, the off-ramp is an escape hatch, and a reopener is an investigation to determine
whether the use of an escape hatch is appropriate, or if other measures can be taken. The intent of both is
to create flexibility in the event of any major surprises or unforeseen developments during the MRP. Both
can provide a helpful safeguard against extraordinary events or unintended consequences.™

Although off-ramps can mitigate risk, when they are poorly designed, they can undermine the MRP’s
incentive structure. If the threshold conditions are too easily met, the utility may exit the MRP prematurely,
weakening the incentive to contain costs and manage within the established revenues.

In North Carolina, electric utilities are allowed to file a new rate case during an MRP if their actual earnings
fall below the commission-authorized ROE.* There is no deadband on how far below the authorized

ROE actual earnings must fall before the off-ramp can be triggered. Practically speaking, if the utility is
unsuccessful at finding cost efficiencies, or is ineffective at managing its costs and its earnings dip, it can
file a new rate case. It is also possible that higher-than-forecasted inflation, through no fault of the utility’s,
may trigger the off-ramp. This low bar for triggering off-ramp eligibility essentially eliminates all risk the
utility is intended to assume under an MRP, and in so doing effectively eliminates the cost-containment
incentive. i Relatedly, this approach appears to confuse the utility’s right to the opportunity to earn a fair
return with a right to a guaranteed fair return.*®

xxvi  Foran example of a reopener investigation, see the Alberta Utilities Commission (AUC) investigation into the ATCO electric and gas
utilities’ 2013-17 MRPs. The AUC initiated the reopener review to determine if there was something wrong with the MRP design
upon finding that both ATCO utilities’ actual ROE exceeded the reopener thresholds of +300 basis points in 2016 and 2017. The
AUC ultimately determined that there were no issues with the design of PBR or the MRP that resulted in the ATCO overearnings.
See Proceeding No. 23604, Decision 23604-D01-2019 AUC-Initiated Review Under the Reopener Provision of the 2013-2017
Performance-Based Regulation Plan for the ATCO Utilities, Alberta Utilities Commission, February 27, 2019, https://www2.auc.
ab.ca/proceeding/23604/documents/643164/23604_X[]_23604-D01-2019AUC-InitiatedReview_0113.pdf/False/False/50647/
view. However, in the second generation of PBR, ATCO Electric and Gas utilities achieved ROEs that once again exceeded the
reopener thresholds. In this circumstance, the AUC found that the MRPs had not worked as intended, resulting in unjust and
unreasonable rates. The AUC ordered a refund of $71 million to the utilities’ customers. See Proceeding 29064, Decision 29064-
D01-2025: AUC-Initiated Review Under the Reopener Provision of the 2018-2022 Performance-Based Regulation Plans for ATCO
Electric Ltd. and ATCO Gas — Phase 2, Alberta Utilities Commission, May 28, 2025, https://www2.auc.ab.ca/proceeding/29064/
documents/836112/29064_X[]_29064-D01-2025%20Review%20Under%20Reopener%20Provision%200f%202018-2022%20
PBR%20Plans%20for%20ATCO%20Utilities%20-%20Phase%202_000203.pdf/False/False/77678/view.

xxvii State statute provides that, during an examination at the conclusion of each MRP rate year, “if the weather normalized
earnings fall below the authorized rate of ROE, the electric public utility may file a rate case.” See N.GS. § 62-133.16(c)(1)(c)(1),
https://www.ncleg.gov/EnactedLegislation/Statutes/PDF/BySection/Chapter_62/GS_62-133.16.pdf. The North Carolina
Utilities Commission’s rules confirm this approach without placing any further limitations on it. See R1-17b.(e)(5), https://
www.ncuc.gov/ncrules/Chapter01.pdf.

xxviii Filing a new rate case during an MRP term poses reputational risk and presents nontrivial costs to the utility. As such,
practically speaking, a utility is unlikely to leverage the off-ramp provision in North Carolina for a miniscule dip in actual
earnings relative to authorized earnings. These notwithstanding, the lack of deadband or guardrails on this provision
nonetheless erode the incentive to meaningfully pursue cost-cutting opportunities.

xxix  The right to the opportunity to earn a fair return is a core principle of utility regulation established in US Supreme Court
decisions, including Bluefield Water Works and Improvement Co. v. Public Service Commission (1923) and Federal Power
Commission v. Hope Natural Gas Co. (1944).
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Addressing this pitfall

To ensure that off-ramps are a meaningful protection but not a “get out of jail free” card, regulators can
define strict criteria for when an off-ramp can be employed. This is often done in the context of a reopener
review. For example, the reopener provision in Hawaii allows the utility to petition the commission to
examine the MRP and broader regulatory framework if certain triggering events related to the utility’s credit
rating and actual ROE occur: “Explicit triggering events, which the Companies may use to request a Re-
Opener are: (1) the Companies’ credit rating outlook indicates a potential credit rating downgrade below
investment-grade status, as determined by Moody’s, Standard & Poor’s, or Fitch credit rating agencies; or
(2) the Companies’ actual ROE enters the outer most sharing tiers of the ESM (either upside or downside).”*

Hawaii’s approach differs from North Carolina’s in two key ways:
1. InHawaii, the utility can request the commission to conduct an examination, whereas in North

Carolina, the utility is eligible to submit a new rate case without a commission determination that it is
warranted.

2. InHawaii, the standards for the request specify that the utility’s credit rating must have first
been degraded to below investment grade, or the outermost sharing tiers of the earnings sharing
mechanism (ESM) must have been triggered.** In other words, the utility must be in financial duress
before it can petition for a reopener. In North Carolina, the utility may still have a positive credit rating
and be allowed to file a new rate application.

XXX  In Hawaii, the ESM has a deadband of 300 basis points in both directions around the authorized ROE. The first tier of
sharing is triggered when actual earnings are 301-450 basis points away from the authorized ROE. The final sharing tier is
triggered if actual earnings deviate by more than 450 basis points. See “Summary of Phase 2 Decision & Order Establishing
a PBR Framework,” Public Utilities Commission State of Hawaii, December 23, 2020, https://puc.hawaii.gov/wp-content/
uploads/2020/12/PBR-Phase-2-D0O-5-Page-Summary.Final_.12-22-2020.pdf.
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Pitfall 4 Imbalanced treatment of savings

With MRPs, a frequent concern is that the authorized revenues or price cap will be too high and result in
higher costs for ratepayers than under traditional COSR. As a protection, MRPs are frequently implemented
with an ESM. An ESM defines how utility earnings above (or, in some cases, below) its authorized ROE are

shared with customers.* ESMs are typically asymmetrical, only returning excess earnings to customers;

recovery of underearnings is more commonly addressed through off-ramps. ¥ ESMs mitigate the risk to

customers that allowed revenues will significantly exceed actual costs during an MRP, whether due to
overly generous revenues or unforeseen circumstances.

Although ESMs can be a useful safeguard, they can be counterproductive when poorly designed,
particularly in two ways: (1) overly aggressive sharing requirements, and (2) provisions that allow utilities
to recover underearnings.

When ESMs have overly aggressive sharing requirements, it weakens cost-containment incentives because
the financial reward for cost-saving efforts diminishes. This undermines one of the core incentive features
of MRPs. To preserve incentives, many ESMs include a deadband within which utilities retain all earnings
before any sharing is triggered. A wider deadband better preserves the MRP’s cost-containment incentives
by allowing the utility to retain more of the earnings from efficiency gains. Some MRPs forgo ESMs
altogether, allowing utilities to retain all excess earnings. Although not defined as an MRP, Virginia’s utilities
are subject to a biennial rate review with an aggressive sharing requirement. If the commission finds that
a utility has overearned, customers receive 85% of any overearnings up to 150 basis points above the
authorized ROE. Customers are refunded 100% of overearnings that exceed 150 basis points.?® This design
may severely erode the utility’s interest in cost savings because nearly all upside opportunity to increase
earnings is potentially removed.

The second design flaw concerns ESMs that provide insulation from underearning. Under such proposals,
if a utility earns less than its authorized return, it would be permitted to recover a portion of the shortfall
from ratepayers. This approach fundamentally shifts financial risk from the utility to its customers. The
rationale often provided is that symmetrical treatment is “fair,” but this ignores the asymmetry of roles:
utility management is responsible for forecasting, cost control, and operational decisions. Ratepayers, in
contrast, lack both the information and the ability to influence these outcomes.

Allowing utilities to recover underearnings undermines one of the central purposes of MRPs: to encourage
utility efficiency by allowing the utility to retain the benefits of cost savings and bear the consequences

of inefficiency. If customers are required to backstop utility underperformance, the utility’s incentive to
manage costs effectively is weakened and the regulatory model begins to resemble an FRP, in which the
utility’s revenues are adjusted to match costs without having to file a full rate case.

xxxi  We note that the utility’s actual ROE can be calculated in different ways: one way is to compare the utility’s net income with
the equity proportion of rate base as determined in the last rate case, and another is to compare net income with the equity
proportion of rate base as calculated by the utility including investments that have occurred since the last rate case. The latter
can be highly problematic because the additions to the rate base have generally not been reviewed for prudence.

xxxii ESMs that share underearnings can erode the incentive for cost efficiency by offering the utility the assurance of additional
cost recovery if it fails to manage its costs efficiently. Reopener provisions and well-designed off-ramps can provide a more
effective safeguard in the event of a utility underearning.

Fixing Multiyear Rate Plans: Building a firm foundation for cost control rmi.org and synapse-energy.com /25



EXH. SNS-7

We are aware of only two symmetrical ESMs in place: Green Mountain Power in Vermont and Hawaiian
Electric. Green Mountain Power has a symmetrical, narrow 50-basis-point deadband, with 75% of excess
earnings between 50 and 150 basis points returned to customers. In the case of underearnings, 50% is
shared with customers up to 150 basis points. If earnings are more than 150 basis points above or below
the allowed ROE, the amount exceeding this threshold is collected from or returned to customers. Thus,
Green Mountain Power’s MRP resembles an FRP once earnings deviate from the allowed ROE by 150 basis
points. In contrast, Hawaii’s symmetrical ESM is less concerning due to a much wider deadband of 300 basis
points (or 3%), which serves to retain the incentives for cost control.* Moreover, the customer share of
over- and underearnings increases on a graduated basis outside of the deadband.

Addressing this pitfall

Because ESMs blunt utility efficiency incentives, they should be implemented carefully, ideally with sizable
deadbands that reward utilities for operating efficiently. For example, in Massachusetts, Eversource Energy
has a tiered ESM where customers receive 25% of earnings above the authorized ROE between 100 and 150
basis points, 50% between 150 and 200 basis points, and 75% above 200 basis points. There is no sharing of
underearnings.?! However, if there is concern that the utility’s revenues may be inflated (for example, due to
relying on utility forecasts for revenue adjustments), ESMs with narrower deadbands can play an important
role in preventing utilities from unjustly benefiting from inflated cost forecasts. Sharing of underearnings
should be avoided because it shifts risks from utility management to customers. A preferred approach to
managing utility risk is to create well-defined reopener criteria so that the reasons for underearning can be
appropriately examined and the MRP can be revised if necessary.

xxxiii The symmetrical design of the Hawaii ESM was the result of stakeholder compromise and commission agreement with the
desire to reduce the risk of extreme results in either direction (either excessive earnings or significant earnings decreases).
The wide deadband was the middle ground adopted by the commission to ensure the ESM would be used sparingly and
maintain a strong cost-efficiency incentive. See Docket no. 2018-0088, Decision & Order No. 37507, Hawaii Public Utilities
Commission, December 23, 2020, https://shareus11.springcm.com/Public/DownloadPdf/25256/39ae011d-700d-eell-
b83b-48df377ef808/389f3988-680e-eel1l-b83b-48df377ef808.
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Pitfall 5 Reliance on cost reconciliation mechanisms

MRPs are intended to incentivize utilities to operate more efficiently by breaking the link between revenues
and actual spending. However, when utilities are allowed to reconcile costs — especially for overspending
— it undermines cost-containment incentives, leaving customers worse off and utilities less accountable.
An MRP that allows for such reconciliation deviates from the fundamental principles of price or revenue
caps and is more akin to an FRP.

When a utility is allowed to reconcile spending above the approved MRP revenue requirement, it reduces

a utility’s motivation to control costs because it is no longer required to stay within the approved revenue
cap. The result of this approach is an outcome where the utility faces little risk for overspending, and
customers are left footing the bill. This can leave customers worse off than under traditional COSR, where a
utility is not allowed to recover spending that exceeds its revenues between rate cases, which provides an
incentive to keep costs within bounds.

Reconciling overspending reduces the utility’s incentives for cost control, and so too can the reconciliation
of underspending. Some jurisdictions utilize one-way (downward) reconciliations, sometimes referred to
as a clawback mechanism or net plant reconciliation. When MRP revenues are based on utility forecasts,
clawback mechanisms can protect customers from the risk that utilities have overstated the cost forecast
or that the utility will fail to make planned investments.*" However, reconciling for underspending also
erodes the utility’s efficiency incentive because it will not benefit from implementing cost reductions.*
This is particularly true for capital investments, where the utility has an incentive to undertake these
investments due to its ability to earn a return (i.e., capex bias). If the benefit to the utility of avoiding these
investments is eliminated by the clawback mechanism, there is little counterbalance to the incentive to
invest in capital (whether needed or not) and earn a return, potentially resulting in higher levels of utility
investments over the long run. Thus, the short-term benefit to ratepayers of a clawback mechanism may be
more than offset by greater spending over the long term.

In addition, annual reconciliation mechanisms can increase regulatory burden due to the need to conduct
detailed annual reviews of a utility’s reported cost variances to assess prudence. This effectively turns each
year of an MRP into a rate case, which negates the administrative efficiency advantages of the rate case
stay-out period.

xxxiv Forexample, in Con Edison’s three-year MRP, a downward-only reconciliation is required if its actual expenditures for electric
and gas capital programs and projects are less than the amount originally forecasted in the MRP filing. New York Public
Service Commission, Order Adopting Terms of Joint Proposal and Establishing electric and Gas Rate Plans with Additional
Requirements, Cases 22-E-0064 and 22-G-0065, July 20, 2023.

xxxv The CPUC has objected to such clawback mechanisms precisely because it erodes the utility’s incentive to be efficient. The
CPUC explains: “we are extending to utility management an opportunity and incentive to find ways to conduct operations
for less than projected. When it can do this, it flows the benefit to the utility’s bottom line, which means profit. In the short
term, between general rate proceedings, the shareholders benefit when the company’s management can ‘do it for less, and
correspondingly, ratepayers ultimately benefit because the productivity improvement will be reflected periodically when there
is a comprehensive review of the utility’s revenue requirement. Keeping this incentive for utility management is a cornerstone
of ratemaking, which leads us to look askance at proposals forimmediate ‘give backs’ of all cost savings to ratepayers. If
ratemaking ever becomes so conceptually upside down that utility management loses the economic incentive to exercise its
business acumen, California will be in a sad posture and will suffer under utility management which is lethargic with a ‘cost
plus’ mentality.” See D.85-03-042, 17 CPUC2d 246, as cited in Application 16-09-001, “D.19-05-020: Decision on Test Year 2018
General Rate Case for Southern California Edison Company,” California Public Utilities Commission, May 24, 2019, https://
docs.cpuc.ca.gov/PublishedDocs/Published/G000/M293/K008/293008003.PDF.
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One prominent example of reconciliation within an MRP comes from Maryland. Under the MRP framework
in place from 2021 through January 1, 2025, a utility-specific cost forecast was used to set the MRP
revenue requirement.* If a utility spent less than its allowed revenues, the difference between forecasted
costs and actual costs was refunded to customers. If a utility spent more than its allowed revenues, it

was allowed to recover any overspending, less carrying costs, contingent on regulatory review.?? The
reconciliation process for the three-year MRP term consisted of (1) an annual informational filing, (2) a
consolidated reconciliation and prudency review of cost variances in the first two years of the MRP in a
subsequent rate case, and (3) a final reconciliation for any investments in the last year of the MRP not yet
previously reviewed and reconciled.?® In 2024, the Public Service Commission of the District of Columbia
approved the same reconciliation process for the Potomac Electric Power Company (Pepco).?

In 2024, the Maryland Public Service Commission initiated a proceeding to review lessons learned from

the performance of Baltimore Gas and Electric’s (BGE’s) first electric and gas MRP, which provides valuable
insight into the ramifications of the reconciliation mechanism.* As part of the proceeding, several parties
provided data demonstrating how reconciliation led to a lack of cost control during the MRP term. For
example, the Maryland Office of People’s Counsel found that the opportunity to recover costs above the
revenue requirement discouraged BGE from containing costs.?® The Office of People’s Counsel reported
that BGE overspent on capex by 25% in 2022 and 44.9% in 2023.” In addition, the Office of People’s Counsel
found that the reconciliation allowed BGE to seek recovery above the authorized revenue requirement, as
shown in Exhibit 3.2

Exhibit 3 Cumulative BGE MRP revenue requirements Case No. 9645:
Requested, authorized, and actual (millions of dollars)

- Rate Year 1 Rate Year 2 Rate Year 3

Requested Authorized Actual Requested Authorized Actual Requested Authorized Actual

m $109 $59.30 $71.90 $156.1 $98.00 $137.00 $203.9 $139.90 $218.88

m $65.9 $53.24 $60.51 §76.1 $64.01  $78.52 $109.7 §73.88 $147.21

Note: The Maryland Office of People’s Counsel states that the “actual” revenue requirement adds the reconciliation revenue requirements
authorized by the Maryland Public Service Commission for MRP rate years 1 and 2 and the reconciliation revenue requirements BGE requested
for MRP rate year 3.

RMI and Synapse Graphic. Source: Case Nos. 9618/9645, Brief of the Maryland Office of People’s Counsel, Maryland Public Service Commission,
December 13,2024, Table 1, page 17

xxxvi Baltimore Gas and Electric (BGE) was the first Maryland utility to file an MRP application under the framework in Case No. 9645.
BGE filed a second MRP in Case No. 9692. An MRP was also approved for the Pepco in Case No. 96554, and Delmarva Power &
Light Company (DPL) in Case No. 9681.
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The Maryland Energy Administration also argued that because utilities are no longer held to historical
test-year costs, utilities may increase forecasted costs and overspend without limits. It cited evidence that
BGE’s average 2023 MRP reconciliation variance was 115% for electric capex and 177% for O&M costs.* The
Maryland Energy Administration also raised concerns that the reconciliation process seemed to unfairly
shift risk to ratepayers because it reportedly lacked the detail required for a thorough prudence review.*

In 2025, Maryland governor Wes Moore signed the Next Generation Energy Act (SB0937/HB1035), which
prohibits a utility that files or has filed an application for an MRP from subsequently filing for reconciliation
of a cost or revenue variance of the approved revenue component used by the commission to establish
multiyear rates, unless the reconciliation filing was made on or before January 1, 2025.3

Addressing this pitfall

Reconciliation mechanisms, particularly for overspending, should generally be avoided in the context of
MRPs to preserve incentives to control costs. Although clawback mechanisms provide short-term savings
to customers, they can lead to higher costs in the long run if they undermine a utility’s incentive to reduce
costs. At the end of the MRP term, any utility cost reductions can be passed on to ratepayers when rates are
reset in the next rate case, leading to customer benefits in the long run.

Although reconciliations are generally ill-advised, exceptions may be made for recurring pass-through or
mandated costs, where the utility has no control over the costs; or one-time, extraordinary costs that are
largely outside of the utility’s control. Reconciliation of underspending (clawback mechanisms) may be
justifiable in contexts where utility forecasts are used, although this approach is less ideal than setting
revenues using an index-based ARM without any form of reconciliation. Another more preferrable approach
is to avoid revenue reconciliations entirely and instead rely on an ESM with a narrower deadband to protect
against excessive utility overearning.
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Strengthening the Framework:
Additional Recommendations for
Effective MRPs

Avoiding the pitfalls described above is essential to preserving affordability, but doing so is only the first
step. Even well-designed MRPs can benefit from additional measures that further strengthen cost-control
incentives and improve overall performance. These complementary strategies include, for example, leaving
the method of rebasing open for future consideration, setting the authorized ROE with the MRP’s risk profile
in mind, adopting mechanisms that equalize the treatment of capital and operating expenditures, and
ensuring that incentives for cost discipline remain constant throughout the plan period.

Carefully consider the rebasing method

Within an MRP, the utility’s revenue requirements for the rebasing test year are typically set using the same
practices and principles that are used under traditional cost-of-service ratemaking. There are benefits and
drawbacks to reliance on cost-of-service ratemaking to reset the revenue requirement at the conclusion

of an MRP term. On the one hand, resetting the revenue requirement based on actual costs may facilitate
sharing savings achieved during the past MRP term with customers. On the other hand, if the utility is
aware that the revenue requirement in the next MRP will be based on actual costs during the current MRP,
it tends to weaken the incentives to control costs because the savings that are realized will be transferred
to customers.*i L eaving the method of rebasing uncertain until the end of the MRP can preserve the cost-
control incentive.

One modified approach to rebasing is to somewhat uncouple the adjustments to revenues from actual
spending in a historical test year or forecast spending in a future test year. The idea is to approach the
task of setting the starting utility revenue requirement using the principles of MRP (i.e., trying to introduce
some uncoupling of actual spending from allowed revenues). One example of such an approach is seen in
Alberta, where the commission has approved a hybrid methodology, where some cost items are forecast,
while others are formulaically determined through a “mechanistic” approach based on historical spend
over a predefined period.

Set authorized ROE with the MRP design in mind

When a utility’s authorized rate of return is greater than its true cost of capital, it has a financial incentive
to maximize its capital expenditures to increase its rate base to increase profits (i.e., capex bias). i
Therefore, when given a choice between investing in a capital or a noncapital solution, utilities have a
strong incentive to pursue capital investment to increase return to investors. This capex bias exists under
the traditional COSR framework and well-designed MRPs alike. Capex bias can lead to utilities overlooking
more cost-effective solutions to system needs including non-wires solutions (such as energy efficiency,

xxxvii Longer-duration MRPs tend to provide stronger performance incentives because the utilities benefit from cost reductions for
longer. See Lowry, “Performance-Based Regulation of Utilities,” 2002.

xxxviii This is widely referred to as the Averch-Johnson effect.
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demand response, and distributed generation). ™ As such, to ensure the cost-containment incentive is
not undermined by capex bias, reforming the ways in which the cost of capital is estimated and authorized
ROEs are established is a meaningful complement to an MRP.A

A utility’s authorized ROE capital is equivalent to its compensation for risk: it is the return required to
attract equity investment, which itself is premised on the risk to the equity investor in earning the return

on investment. An MRP will shift the utility’s business risk profile. MRPs with one or more of the pitfalls
discussed above reduce the utility’s risk. For example, off-ramps, reconciliation mechanisms, forecasted
ARMs, and supplemental capital recovery mechanisms significantly lower utility business risk. It is
important for regulators to factor the specific MRP design into the determination of the utility’s allowed
ROE. There are several examples of regulatory commissions that have considered the existence of MRPs as
a key factor in lowering utility risk when determining the appropriate ROE.

Adopt complementary mechanisms to mitigate capex bias

A well-designed MRP can provide incentives for a utility to allocate resources more cost-efficiently

during the stay-out period. However, without additional regulatory intervention, capex bias will persist.
When choosing among solutions, the utility will still generally view capital solutions more favorably
because it will earn a return on capital costs. As such, an MRP alone is not sufficient to encourage full cost
optimization. Hence, we recommend additional mechanisms to address capex bias.

Aside from setting the authorized ROE equal to the cost of equity, the most comprehensive mechanism to
address capex bias is to adopt total expenditure (totex) ratemaking. Totex ratemaking is a holistic approach
that applies a return to a fixed portion of the utility’s costs, regardless of whether they are operational

xxxix For an analysis of the impact of inflated ROEs on customer bills, an exploration of why ROEs are higher than necessary, and
an evaluation of the validity of arguments against lowering ROEs, see Joe Daniel, Ryan Foelske, and Steve Kihm, Rebalancing
Return on Equity to Accelerate an Affordable Clean Energy Future, RMI, 2025, https://rmi.org/rebalancing-return-on-equity-
to-accelerate-an-affordable-clean-energy-future/.

xl Setting an appropriate ROE is equally important in the context of COSR, and reforms to how it is determined can mitigate
capex bias regardless of the method of cost recovery. However, it is included here because ROE warrants particular attention
when the regulatory intention is to better support affordability through cost containment, as is the case with MRPs.

xli For example, if the MRP is combined with PIMs, then potential earnings and/or penalties from these PIMs should be factored
into determinations about ROE. One possible approach is to set the allowed ROE at the cost of capital or close to it, and
then permit utilities to increase earnings (i.e., to earn economic profits) through demonstrating exceptional performance
in selected performance domains. Equivalently, the ROE may be set above the cost of capital in conjunction with penalty
performance mechanisms that would reduce the achieved ROE if the utility were not to achieve performance targets. For
more on this approach, see Mark LeBel et al., Improving Utility Performance Incentives in the United States: A Policy, Legal and
Financial Framework, Regulatory Assistance Project, 2023, https://www.raponline.org/knowledge-center/improving-
utility-performance-incentives-in-the-united-states-a-policy-legal-and-financial-framework/.

xlii Regulators in Illinois, Massachusetts, and Minnesota have identified the lower risk utilities face under an MRP in
justifications for decisions to lower ROEs. Similarly, regulators in Connecticut and Hawaii have both cited factors
such as revenue decoupling, the existence of cost trackers for contemporaneous cost recovery, and PIMs as reasons
for lowering a utility’s authorized ROE. See Docket No. 21-05-15RE01, Office of Consumer Counsel Response to UPA-
071, Connecticut Public Utility Regulatory Authority, December 9, 2024, https://www.dpuc.state.ct.us/dockcurr.
nsf/8e6fc37a54110e3e852576190052b64d/30e5451516a30ebd85258bee005¢c25¢cd/SFILE/OCC%20Response%20t0%20
PURA%20UPA-71.pdf. There are also examples of commissions that have found that MRPs increase utility risk by lowering
earnings certainty compared with traditional COSR. However, there are several instances in which credit rating agencies have
viewed the revenue certainty associated with MRPs as credit positive. For example, after adoption of the PBR framework in
Hawaii, the utilities credit ratings increased. See “Fitch Upgrades HEI to ‘BBB+’ and HECO to ‘A-‘; Outlook is Stable,” Fitch
Ratings, July 28,2023, https://www.fitchratings.com/research/corporate-finance/fitch-upgrades-hei-to-bbb-heco-to-a-
outlook-is-stable-28-07-2023.
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or capital.Xi" By eliminating the distinction between capex and opex, totex ratemaking eliminates the
opportunity to increase earnings by favoring capex.

PIMs can also be used to encourage a utility to favor noncapital solutions or achieve outcomes that are not
directly aligned with its existing financial incentives or part of its public service obligations. Several states
have adopted shared savings mechanisms (a type of PIM whose reward is structured to be a proportion

of the savings or net benefits created by utility actions) to address utility capital bias. For example,
Connecticut and New York utilities are eligible to keep a share (25% and 30%, respectively) of the savings
resulting from non-wires solutions.®

Design the MRP for constant cost discipline

A well-designed MRP should have a consistent and compelling incentive for the utility to seek out cost
efficiencies for the duration of the MRP. From a temporal perspective, theory suggests that the strength

of the cost-efficiency incentive declines over the course of the MRP period due to the utility’s expectation
that any cost savings will be transferred from the utility to customers at the end of the MRP term when
rates are reset.!V A consistent cost-efficiency incentive is more likely to result in continuous utility focus on
identifying opportunities for innovation, streamlining, and budget management that result in efficiency
gains. When the incentive is inconsistent, the utility is more likely to leverage the variability in the strength
of the incentive to its shareholders’ advantage to maximize earnings.

An efficiency carryover mechanism (ECM) is a mechanism to maintain the strength of the cost-efficiency
incentive throughout the stay-out period by enabling the utility to continue to benefit from cost savings

it achieves beyond the MRP period. When an ECM is carefully calibrated to equalize capex and opex
incentives, it can also mitigate capex bias across a broad swath of utility expenditures. In so doing, ECMs
adopted alongside MRPs can promote a constant and sustained level of cost discipline. Utilities in New
Zealand, Australia, and Alberta and British Columbia, Canada, have experience with ECMs.* However, it is
worth noting that ECMs are associated with attendant design challenges. For example, it can be difficult to
develop a benchmark cost level and determine the share of cost savings that the utility retains.

xliii ~ Foranin-depth discussion of totex ratemaking and a high-level overview of several other capex-opex equalization approaches,
see Cara Goldenberg et al., Making the Clean Energy Transition Affordable: How Totex Ratemaking Could Address Utility Capex
Bias in the United States, RMI, 2022, https://rmi.org/insight/making-the-clean-energy-transition-affordable/.

xliv  The prevailing theory is that the cost-containment incentive is strongest at the beginning of the MRP term because it
represents the longest time period over which the utility can retain cost savings. Over time, the strength of this incentive
may wane as the timing of the next rate case looms closer, at which time any savings that appear in the test-year revenue
requirement will be transferred to ratepayers if rebasing occurs. The utility may seek to increase its expenses toward the end of
the MRP if base rates for the next MRP will be predicated on its spending under the current MRP.

xlv In Australia, the ECM has two components: one focused on capex (referred to as the Capital Expenditure Sharing Scheme),
and the other on opex (Efficiency Benefit Sharing Scheme). If a utility achieves incremental efficiencies in any year under
the MRP, a carryover amount equal to 30% of the incremental savings is retained by the utility for the subsequent five years
(regardless of the timing of the start of the subsequent rate plan). The carryover amount is additional to the authorized
revenues of the MRP. This is intended to provide a more constant incentive for the utility to uncover savings from management
efficiencies, even in the latter years of the MRP. For a more detailed description of how ECMs have been applied in Australia
and New Zealand, see Toby Brown and William Zarakas, Improving the PBR Framework in Hawaii: Addressing the Risk of “Capex
Bias,” prepared by the Brattle Group for the Hawaiian Electric Companies, 2019, https://www.brattle.com/wp-content/
uploads/2021/05/15450_improving_the_pbr_framework_in_hawaii_-_addressing_the_risk_of_capex_bias.pdf. The
Alberta Utilities Commission ultimately eliminated the ECM after the second generation of MRP given that utilities were
unable to cite examples of decision-making with respect to any cost-saving or efficiency initiatives motivated by the ECM.
See Proceeding No. 27388, Decision 27388-D01-2023: 2024-2028 Performance-Based Regulation Plan for Alberta Electric
and Gas Distribution Utilities, Alberta Utilities Commission, October 4, 2023, https://www2.auc.ab.ca/proceeding/27388/
documents/794425/27388_X%5b%5d_27388-D01-2023%202024-2028%20PBR%20Plan%20for%20Alberta%20
Electric%20and%20Gas%?20Distribution%20Utilities_000882.pdf/False/False/75818/view.
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Broader Considerations:
Enhancing Oversight and
Long-Term Performance

Recognizing that MRP implementation can serve affordability as well as additional policy goals, this
section examines broader considerations to help ensure MRPs promote other regulatory outcomes, unlock
greater transparency into utility performance, and remain effective under changing circumstances, such as
significant load growth.

Tackle information asymmetry by creating additional transparency
requirements

One of the purported benefits of MRPs is the reduction in administrative burden due to less frequent

rate cases. However, it is important to note that MRPs do not completely eliminate this burden and may
even increase it. MRPs are forward-looking and it can be difficult and time-intensive for regulators and
intervening parties to ensure that the revenue requirement is reasonable over the MRP term, regardless of
whether the ARM is based on a utility-specific forecast or an external index. This effort is further hindered
by information asymmetry because the utility will always have more technical knowledge and information
than the regulator and intervenors. The Maryland example above is illustrative of both the administrative
burden that can be required and the information asymmetry challenge, with stakeholders emphasizing
that there was insufficient information to support an effective review.

Even with the ability to ask for discovery, the regulator and intervenors will never have the same access to
and understanding of the data, models, and assumptions that go into developing load forecasts, capital
plans, and proposed adjustments to an external index (e.g., productivity factor) as the utility. Because
those vetting the MRP application have less information and understanding, customers are at risk that the
allowed MRP revenues will be set too high. As such, it is important to ensure that the utility does not exploit
this position at a cost to its customers in an MRP.

The first way that the utility may seek to exploit its informational asymmetry to increase costs is through
inflating its cost forecasts. Although there is no ironclad way to guard against inflated forecasts (other than
avoiding their use altogether), there are strategies to reduce the risk. Regulators may (1) hire a consultant
to evaluate proposed forecasts against evidence from other jurisdictions (i.e., through benchmarking), (2)
require that utilities submit benefit-cost analyses to justify investments, (3) require that utilities file system
plans to provide a more comprehensive view of future investments, or (4) condition full recovery on certain
outcomes being realized.

Utilities may also seek to maximize profits by delaying investments to the maximum degree possible —
to hold onto funds, and potentially to increase its allowed revenue requirement for the duration of an

xlvi  For greater discussion of information asymmetry and the challenge it presents in determining the accuracy of utility forecasts,
see Kenneth Costello, “Multi-Year Rate Plans Are Better than Traditional Ratemaking: Not So Fast,” The Electricity Journal 36,
no. 2-3 (2023), https://www.sciencedirect.com/science/article/abs/pii/S1040619023000167.
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upcoming MRP. For example, in jurisdictions using historical test years, it may be advantageous for the
utility to load up investments in the MRP year that will be used as the test-year revenue requirement
for the subsequent MRP. Although utilities will inevitably be granted some discretion in the timing of
their investments and should also be allowed (or even encouraged) to forgo planned investments when
new information renders these investments unnecessary, there should be general accountability and
transparency into utility decision-making and performance as a safeguard against gaming forecasting
and investment timing. Requiring utilities to provide summaries of annual spending across different
categories will help identify instances of such gaming. Further, as discussed below, coupling MRPs with
robust reliability and service quality metrics (potentially with penalties) may reduce the potential for
utilities to delay certain investments too long.

Establish robust reporting metrics to ensure service quality does not erode

When an MRP is well-designed, utilities retain some or all of the savings achieved through cost
reductions. This can create an incentive to cut costs at the expense of service quality (such as reliability
and customer service). To combat this incentive, many MRPs include explicit provisions, such as reporting
metrics and scorecards, for maintaining service quality at certain levels and may include penalties

for not doing so. MRPs can also be coupled with PIMs to incentivize the utility to act in ways that will
prevent service quality degradation. Reporting metrics and scorecards also have a role in information
transparency and creating visibility into how different facets of utility decision-making are affected under
the MRP.

Common reliability performance metrics include the system average interruption duration index (SAIDI)
and system average interruption frequency index (SAIFI), while customer service can be tracked by
measuring call center response times, the accuracy of billing, and the number of customer complaints.
Performance metrics are typically measured year-over-year to ensure there is no decline in each year of
the MRP. Service quality PIMs are often structured as penalty-only because they typically target a utility’s
core obligations of providing safe and reliable service.

Hawaii provides an example of a robust set of PIMs, metrics, and scorecards accompanying an MRP.
Hawaiian Electric can earn financial rewards (or incur penalties) outside of the MRP ARM based on the
utility’s performance across of range of areas, such as distributed energy resource interconnection,
low-and-moderate-income energy efficiency, call center service, and reliability. Hawaiian Electric is also
required to report on 44 metrics and scorecards across 11 outcomes, including affordability, cost control,
customer engagement, equity, and greenhouse gas reduction i

Wait to tackle revenue sufficiency for projected load growth until the
demand and cost allocation are more certain

Adjusting the utility’s allowed revenues with an ARM based on external indices (e.g., inflation) can pose
challenges in the context of today’s rapidly evolving electric grid. In states experiencing accelerated load

xlvii  For the PIMs and performance categories approved by the commission, see “Monitoring Hawaiian Electric’s Progress,” State
of Hawaii Public Utilities Commission, July 2024, https://puc.hawaii.gov/energy/pbr/monitoring-hawaiian-electrics-
progress/. For the data dashboard showcasing Hawaiian Electric companies’ performance against the portfolio of reported
metrics and scorecards, see “Performance Scorecards and Metrics,” Hawaiian Electric, accessed October 3, 2025, https://
www.hawaiianelectric.com/about-us/performance-scorecards-and-metrics.
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growth, particularly from electrification and data centers, substantial investments may be required during
the MRP stay-out period, leading to concerns that revenues will be insufficient during the MRP term. i

When external indices are used to escalate the revenue requirement, supplemental capital recovery
mechanisms such as cost trackers and K-Bars can serve as a means to address this concern, though they
should be designed with caution; see discussion above in Pitfall 2.

Another alternative is to employ a hybrid ARM in which revenue to recover O&M costs is escalated using
external indices, while revenue to support capital-related costs is forecasted on a utility-specific basis. This
hybrid structure may allow utilities to incorporate anticipated capital requirements driven by load growth
into their MRP revenue requirements using internal forecasts, while still applying external index-based
approaches to other cost categories to mitigate risk for customers. However, a hybrid approach also merits
caution. Itis possible that much of the projected load growth utilities are considering may not materialize,
and the hybrid approach remains vulnerable to the same risk of inflated forecasts described above. Hybrid
approaches may also allow utilities to game the mechanism by substituting O&M for capital investments
where such an approach would maximize profits.x*

Moreover, there are legitimate debates about the appropriate proportion of costs to meet data center demand
that should be recovered from other customers. Incorporating capital investment forecasts associated with
projected load growth into the MRP target revenues prior to settling tariff terms for large load customers

is likely to result in inflated revenue requirements and excessive earnings (see Pitfall 1), particularly if data
center customers become responsible for a larger share of the investments necessary to meet their needs.'

Establish a collaborative regulatory process to support design of MRPs

Because MRPs can involve fundamental shifts in utility incentives and can impose substantial risks on
customers, it is critical that the design of an MRP be thoroughly vetted and not be rushed. Relying solely
on traditional regulatory procedure, given its contentious nature, is unlikely to be the most efficient way to
develop an MRP that is in the public interest.

Rather, MRP design should be developed first through an inclusive and deliberative regulatory process,
which can then be followed by the more traditional contested procedure to establish a formal record.

xlviii Some utilities and regulators have proposed eliminating revenue decoupling to ensure utilities have an incentive to
pursue beneficial electrification.. However, sales are not necessarily a good proxy for utility costs because costs tend
to be driven more by peak demand than by energy consumption. In addition, eliminating decoupling will reintroduce
the throughput incentive, causing utilities to oppose energy efficiency and distributed generation, even though these
resources are often the most cost-effective way to mitigate load growth. The Massachusetts Department of Public
Utilities reversed its decision to remove revenue decoupling in a recent Unitil rate case. See the rationale provided
in D.P.U. 23-80, Final Order, Massachusetts Department of Public Utilities, June 28, 2024, https://fileservice.eea.
comacloud.net/V3.1.0/FileService.Api/file/ ifdjeibj?JXW6VfdoF5Zeu77y6K5cH2FJOioKRMXdZYr4j7j%2F42qk9vopxU
xyG6LkaCeWBSjgbmMINghcSkxPfoqUrlgASPKrYElqejvebf677PtCVStUdHOHpEGELGLGjR%2BZpYgt.

xlix  As Mark Lowry and Lawrence Kaufmann observed more than two decades ago, “One potential problem with partial revenue
caps is the unevenness of performance incentives. There will, at a minimum, be no special incentives to market or to control
cost in non-targeted areas. At worst, the company may be given an incentive to improve performance in the targeted areas
at the expense of performance in other areas. If a utility were subject only to a cap on O&M revenue, for instance, excessive
capital spending could be undertaken to reduce O&M expenses. Overall, the company’s performance might not improve.” See
Lowry, “Performance-Based Regulation of Utilities,” 2002.

l For more information on what regulators can keep in mind with respect from data center load growth, see Alexandra Gorin,
Roberto Zanchi, and Mark Dyson, How Data Centers Can Set the Stage for Larger Loads to Come, 2024, RMI, https://rmi.org/
how-data-centers-can-set-the-stage-for-larger-loads-to-come/.
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Ideally, the regulator initiates an investigatory process involving stakeholder workshops and comment
periods regarding core aspects of MRP design and requirements for future utility filings. Periods of
informal collaboration, in which parties are not formally contributing to the record but rather engaging
in noncontested ways to share ideas, collaborate, and learn from one another, can be very effective. This
can help identify potential pitfalls early, encourage consensus where possible, and increase the chances
that the MRP structure will operate in the public interest. It can also support streamlining the formal
proceeding, though not necessarily a reduction of total time and effort.

Another barrier to effective MRP design is the first-mover advantage enjoyed by the party that develops

the initial proposal. To address this, regulators can grant intervenors the option to submit MRP design
proposals alongside the utility. Under the standard approach, the utility files first, leaving other parties to
both respond to that proposal and offer their own recommendations. In investigatory proceedings, giving
all parties the opportunity to submit proposals simultaneously places them on more equal footing with the
utility. Without a thoughtful process, MRPs risk becoming vehicles for prioritizing utility interests, rather
than tools for modernizing regulation.

Fixing Multiyear Rate Plans: Building a firm foundation for cost control rmi.org and synapse-energy.com /36



EXH. SNS-7

Conclusion

When designed well, MRPs can be a powerful tool to promote cost efficiency and cost control and support
ratepayer affordability. Well-designed MRPs also provide utilities with financial stability and operational
flexibility. However, many MRPs in the United States have strayed from the principles that make them
effective, incorporating design elements that erode cost-containment incentives and shift risk to

customers.

To achieve the full benefits of MRPs, we urge attention to the five pitfalls identified in this paper: excessive
revenues, incremental capital funding mechanisms that dilute cost control incentives, low-threshold
off-ramps, imbalanced treatment of savings, and reconciliations of revenues to actual costs. We also

urge regulators and stakeholders to account for other critical design considerations, including managing
information asymmetry, safeguarding service quality, ensuring revenue sufficiency in high-load-growth
contexts, setting appropriate ROEs, and aligning incentives through complementary PBR tools to ensure
that MRP design creates incentives that are aligned with supporting the goal of cost containment.

MRPs may not be the right choice in all circumstances. In some contexts — such as when regulatory
resources are limited, utility forecasting is unreliable, or load growth and investment needs are highly
uncertain — COSR may be preferable. However, stakeholders should acknowledge that the traditional
ratemaking approach is associated with its own set of significant shortcomings that make cost containment
and cost efficiency challenging to realize (e.g., throughput incentive, capex bias, gold plating incentive,

and resistance to third-party solutions and innovation). Where MRPs are pursued, success depends on a
transparent, inclusive, and well-resourced regulatory process, with all parties given equal opportunity to
propose designs and test assumptions.

Ultimately, well-constructed MRPs can help modernize utility regulation, but poorly designed MRPs risk
becoming vehicles for prioritizing a utility’s financial interests over the public interest. By learning from
the experience of other jurisdictions, applying rigorous design standards, and maintaining a focus on cost
containment and the public interest, regulators can help ensure that MRPs fulfill their promise as a tool for
fair, affordable, and reliable utility service.
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Appendix

Case Study on the Evolution of Incremental
Capital Recovery Mechanisms in Alberta’s MRPs

The Alberta Utilities Commission (AUC) first began PBR in 2013 with the goal of improving regulatory
efficiency and incentivizing utilities to reduce costs. Since then, there have been three “generations”
of MRPs for distribution utilities. In each successive MRP generation, the mechanism for recovery of
incremental capital above what is allowed by the ARM has evolved based on lessons learned.

PBR1, 2013-17

Under the first-generation MRP, referred to as PBR1, routine capex was recovered from the formulaic | - X
ARM."In addition, the AUC approved a capital tracker (also referred to as a K factor adjustment based on
utility forecasts to allow for recovery of supplemental capex for extraordinary, unforeseen circumstances.
Eligibility for K factor recovery was reserved for projects that (1) were outside of the normal course of the
company’s ongoing operations, (2) would replace existing capital assets or were required, and (3) would
have a material effect on the company’s finances.* Utilities could apply for capital tracker recovery either
after the investment had been made or prospectively. If submitting a prospective application, the utility
was required to provide a forecast for the incremental cost. If the AUC approved the application, the utility
was allowed to recover the forecasted costs on an interim basis, and then a true-up to the actual amount
would occur after the capital expenditures had been made. The risk of disallowance in the true-up process
was intended to create a cost-containment incentive if expenditures were not prudently incurred.>

In the first proceeding to review utility applications for forecasted capital tracker recovery, the AUC
established more granular accounting tests for assessing a proposed project(s) against the three eligibility
criteria and established a K factor calculation methodology. The AUC rejected three of the four utilities’ K
factor adjustment proposals for failure to satisfy the eligibility tests and instead authorized those utilities
to recover 60% of the applied-for forecasted K factor amounts until the actual costs could be reviewed for
prudency.®

On average, 80% of the electric distribution utilities’ capex in 2017 flowed through capital trackers.* In
reviewing the first generation of PBR, the AUC identified that this approach to capital recovery resulted in
“many highly complex issues” that challenged the balance of making incremental funding available while
maintaining incentives to improve productivity and lower costs." Stakeholders, as well as the AUC, raised
concerns about overforecasting and information asymmetry.*” The AUC acknowledged that the K factor
approach constituted a cost-of-service methodology, resulting in a “low-powered incentive regime.”*

li Basic MRP plans begin with rates established through a COS proceeding, those rates are then adjusted in subsequent years by
an | factor (inflation factor) and an X factor (to reflect productivity improvements).

lii The complex issues the AUC identified included the interpretation and application of the capital tracker criteria, project
grouping issues, the establishment of the accounting test to determine the amount of funding available under | - X, and
project assessment to confirm the need for a capital tracker for cost recovery for a project. See Proceeding 20414, Errata to
Decision 20414-D01-2016: 2018-2022 Performance-Based Regulation Plans for Alberta Electric and Gas Distribution Utilities,
Alberta Utilities Commission, February 6, 2017, https://www2.auc.ab.ca/proceeding/20414/dispositions/47691/details.
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PBR2, 2018-22

Recognizing the incentive erosion issues associated with the capital tracker (K factor) approach of

PBR1, and aiming to reduce regulatory complexity, the AUC approved a revised two-tiered approach to
incremental capital recovery in PBR2. Under the new framework, type 1 capital was similar to the K factor
under the PBR1 regime but had more strict criteria for eligibility and required case-by-case approval. To
qualify for type 1 capital cost recovery, projects were required to be (1) extraordinary and not previously
included in the distribution utility’s rate base, and (2) required by a third party.>® This represented a
significant departure from PBR1, in which any project could be considered outside the normal course of
ongoing operations if the revenue provided by the ARM | - X formula was not sufficient to recover the entire
revenue requirement associated with the approved capital additions for that project.*

Type 2 capital, or K-Bar, provided a non-project-specific, fixed amount of capital funding based on historical
data rather than utility forecasts. The K-Bar was intended to recover investments that were designated as
business-as-usual types of investments. The first-year K-Bar value was calculated as a four-year historical
average of the aggregated capital funding shortfall or surplus for each project, and was escalated by

an external index for subsequent years of the MRP.i The intent of this approach was to avoid frequent
proceedings that were a hallmark of the PBR1 approach and simplify regulation.* It also reflected the AUC’s
view that utilities can manage most capex flexibly without harming service quality.*

During PBR2, several of the utilities spent less on capital than the average historical spending assumed

in the calculation of the K-Bar mechanism, and less than the | - X formula and K-Bar combined.*® Further,
though there were substantially fewer applications — only two — during PBR2, no type 1 projects met the
more restrictive eligibility criteria. In response, all distribution utilities advocated for expanding the type

1 capital criteria. The AUC rejected utility claims that the type 1 mechanism did not work, emphasizing
that type 1 projects are intentionally “extraordinary in nature® and the two applications for type 1 relief
did not meet this criteria.** Pointing to the fact that most utilities earned ROEs at or significantly above the
authorized level during PBR2 and noting the lower capital spending, the AUC ultimately concluded that,
“the overall PBR2 plan provided sufficient funding to distribution utilities, including funding from K-Bar
based on escalated historical capital additions.”*®

PBR3, 2024-28

In the third generation of MRP implementation, the AUC continued the two-tiered approach from PBR2 with
slight refinements:

® The K-Baris now calculated using a five-year average with adjustments for customer growth and a
smaller productivity factor to improve the cost-containment incentives while satisfying the utilities’
investment needs."

liii For example, the 2018 base K-Bar was established using an accounting test applied to the projected 2018 rate base for type
2 capital projects. This test identified a capital funding shortfall or surplus for each project or program, which was then
aggregated to produce the total base K-Bar amount. In subsequent years, 2019 to 2022, incremental K-Bar funding was added
by indexing the 2018 base amount using the | - X formula. For more on the K-bar formula, see Errata to Decision 20414-D01-
2016: 2018-2022 Performance-Based Regulation Plans for Alberta Electric and Gas Distribution Utilities, 2017.

liv The commission decided that when calculating K-Bar, utilities must use a 0.1% productivity factor, which includes both
industry trends and a stretch goal. However, they are not allowed to include the extra 0.3% premium in that calculation
because doing so would raise K-Bar and cancel out the customer savings that the premium is supposed to deliver. Decision
27388-D01-2023: 2024-2028 Performance-Based Regulation Plan for Alberta Electric and Gas Distribution Utilities, 2023.
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® To address concerns that K-Bar may miss emerging or policy-driven capital needs, type 1 capital
eligibility was expanded to include projects tied to net-zero objectives required by law and that
can be associated with a clear requirement to begin work during PBR3, but remain incremental to
expenditures accommodated by the K-Bar.*

® Intype 1 applications, utilities must demonstrate that they have considered opex alternatives.
Additionally, the AUC will allow utilities to earn a return on qualifying opex solutions that are equally
or more cost-effective than a conventional capital project with comparable outcomes on a pilot basis
during PBR3.*

The AUC anticipates the refined K-Bar will further encourage efficient capital spending by providing
predictable yet constrained supplemental capital revenue. The AUC asserted that expanding to a five-year
historical average would better reflect recent, constrained capital spending during PBR2.#¢

Insights and key lessons

Following PBR2, the AUC conducted an evaluation of PBR as implemented in PBR1 and PBR2 for all utilities
in the province. The AUC agreed with an intervenor’s analysis that cost-efficiency savings from PBR could
be approximated by calculating the difference between actual earnings and approved earnings. From

2013 to 2020, the combined savings of all six electric and gas distribution utilities was approximately $610
million more than approved earnings.* The AUC found this to be indicative of the utilities having “engaged
in productivity improvements to reduce their costs in order to maximize profits (higher returns). In this
respect, PBR was successful.”* However, the AUC acknowledged that the PBR framework in PBR1 and PBR2
had not adequately shared the benefits of the utilities’ realized cost efficiencies with ratepayers. This was
flagged as an area for focus going into PBR3 rebasing.*

Alberta’s iterative approach to the provision of supplemental capital funding during an MRP term

reflects progress toward greater administrative efficiency, increased clarity of regulatory intent, and a
strengthening of cost-containment incentives. The difference between utility capital spending during

PBR1 and PBR2 underscores the importance of establishing a strong cost-containment incentive with

any opportunities for supplemental cost recovery during an MRP. Alberta’s experience also illuminates

how, while simplicity of design is difficult to achieve, it is essential to strive for: exceptions and complexity
can erode incentives and create confusion as well as opportunities for gaming. It is vital to adhere to the
core principles that the MRP is designed to support — cost control, cost efficiency, affordability, and risk
sharing — when designing supplemental cost-recovery mechanisms to ensure they do not undermine these
overarching objectives.
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