
Exhibit LDK-1HCT 

Dockets U-260005-06 & UE-260113 (cons.) 

Witness: Dr. Lance D. Kaufman 

BEFORE THE  

WASHINGTON UTILITIES AND TRANSPORTATION COMMISSION 

WASHINGTON UTILITIES AND 

TRANSPORTATION COMMISSION, 

Complainant, 

v. 

PUGET SOUND ENERGY, 

Respondent. 

____________________________________ 

In the Matter of the Petition of 

PUGET SOUND ENERGY, 

For an Account Order Authorizing the 

Deferred Accounting Treatment for 

FERC Interest Associated with 

Mandatory Transmission Network 

Upgrades. 

DOCKETS UE-260005 & 

UG-260006 (Consolidated) 

UE-260113 

HIGHLY CONFIDENTIAL RESPONSE TESTIMONY OF DR. LANCE D. KAUFMAN 

ON BEHALF OF THE 

ALLIANCE OF WESTERN ENERGY CONSUMERS 

July 28, 2026 

REDACTED VERSION



 

Response Testimony of Dr. Lance D. Kaufman           Exhibit LDK-1HCT 

Dockets U-260005-06 & UE-260113         Page i 

 

TABLE OF CONTENTS TO THE 

RESPONSE TESTIMONY OF DR. LANCE D. KAUFMAN 

I. INTRODUCTION AND SUMMARY ................................................................................ 1 

II. COST OF SERVICE STUDY ............................................................................................. 3 

A.  Direct Assignment of Gas Distribution Mains................................................................ 4 

B.  Renewable Future Peak Credit Calculation ................................................................... 7 

III. RATE SPREAD .................................................................................................................. 10 

IV. GAS RATE DESIGN ......................................................................................................... 12 

V. SCHEDULE 46 TERMINATION .................................................................................... 13 

VI. MULTI-YEAR RATE PLAN ............................................................................................ 14 

VII. COST OF CAPITAL .......................................................................................................... 16 

A. Return on Equity ........................................................................................................... 17 

B. Three Stage Discounted Cash Flow Model .................................................................. 28 

C. Constant Growth Discounted Cash Flow Model .......................................................... 29 

D. Capital Asset Pricing Model ......................................................................................... 30 

E. Other PSE Models......................................................................................................... 37 

VIII. RETURN ON PPAS ........................................................................................................... 39 

A. Averch-Johnson Effect.................................................................................................. 42 

B. PPA Return as Credit Support ...................................................................................... 45 

C. Affordability ................................................................................................................. 47 

IX. CENTRALIA ENERGY TRANSITION TOLLING AGREEMENT 

(“CENTRALIA ENERGY TRANSITION”) ................................................................... 48 

 

 

   

 



 

Response Testimony of Dr. Lance D. Kaufman           Exhibit LDK-1HCT 

Dockets U-260005-06 & UE-260113         Page ii 

 

EXHIBIT LIST  

 

Kaufman, Exh. LDK-2: Qualification Statement of Lance D. Kaufman 

Kaufman, Exh. LDK-3: Discovery Responses 

Kaufman, Exh. LDK-4: PacifiCorp Renewable Future Peak Credit Model   

Kaufman, Exh. LDK-5: Cost of Capital Models 



 

 

Response Testimony of Dr. Lance D. Kaufman           Exhibit LDK-1HCT 

Dockets UE-260005-06 & UE-260113        Page 1 

 

I. INTRODUCTION AND SUMMARY 1 

Q. PLEASE STATE YOUR NAME AND OCCUPATION. 2 

A. My name is Dr. Lance D. Kaufman.  I am a consultant representing utility customers before 3 

state public utility commissions in the Northwest and Intermountain West.  My witness 4 

qualification statement can be found at Exhibit LDK-2. 5 

Q. PLEASE IDENTIFY THE PARTY ON WHOSE BEHALF YOU ARE TESTIFYING. 6 

A. I am testifying on behalf of the Alliance of Western Energy Consumers (“AWEC”).  AWEC is 7 

a non-profit trade association whose members are large energy users in the Western United 8 

States, including customers receiving electric services from Puget Sound Energy (“PSE” or 9 

“Company”).  10 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 11 

A. I provide testimony on the following items: 12 

• Cost of Service;  13 

• Rate Spread;  14 

• Gas Rate Design, 15 

• Schedule 46 Termination, 16 

• Multi-Year Rate Plan, 17 

• Cost of Capital,  18 

• Return on Power Purchase Agreements (“PPAs”), and 19 

• Centralia Energy Transition Tolling Agreement. 20 

Q. PLEASE SUMMARIZE YOUR RECOMMENDATIONS. 21 

A. I make the following recommendations: 22 
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• Directly assign the cost of distribution mains to Schedule 87/87T customers using the 1 

methodology applied to Schedule 88T customers.  2 

• Modify the renewable future peak credit calculation to value the capacity contribution 3 

of wind using the stated cost of capacity in the model. 4 

• Set Schedule 87/87T rate increases equal to 100 percent of the average rate increase. 5 

• Scale the Schedule 88T cost of service in each rate year proportionally to the growth in 6 

PSE’s revenue requirement when establishing Schedule 88T rates. 7 

• Keep Schedule 87/87T contract demand rates unchanged and recover the revenue 8 

difference through volumetric rates. 9 

• Retain Schedule 46. 10 

• Utilize a project-by-project review for discrete capital projects in excess of $30 million 11 

as part of PSE’s capital review process; remaining capital would be reviewed on a 12 

portfolio basis. 13 

• Authorize return on common equity of 9.25 percent in all rate years. 14 

• Reject PSE’s request to earn a rate of return on certain PPAs.  If a return on PPAs is 15 

authorized, select a cost of equity at the low end of the range of reasonableness, 8.3 16 

percent. 17 

• PSE has not provided evidence sufficient to support the prudence of the Centralia 18 

Energy Transition Tolling Agreement.  PSE should supplement the record to address 19 

AWEC’s and other parties’ concerns in its next round of testimony. 20 
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II. COST OF SERVICE STUDY 1 

Q. WHAT IS A COST OF SERVICE STUDY? 2 

A. A utility cost of service study (“COSS”) is an analytical process used to determine the cost of 3 

providing utility service to different classes of customers, such as residential, commercial, and 4 

industrial users.  The study allocates a utility’s revenue requirement based on how each 5 

customer class uses the utility’s system.  Its primary purpose is to ensure that rates are fair, 6 

equitable, and cost-based by aligning the prices paid by each customer class with the costs they 7 

impose on the utility, thereby supporting economically efficient pricing and regulatory 8 

transparency. 9 

Q. WHAT RULES AND STANDARDS GUIDE COST OF SERIVCE STUDIES IN 10 

WASHINGTON? 11 

A. Washington Administrative Code (“WAC”) Section 480-85-060 identifies how utility cost of 12 

service studies should be conducted.  In addition to WAC, the principal of cost causation 13 

underlies cost of service studies more generally.  The principle of cost causation holds that 14 

utility costs should be assigned to the customers or customer classes that cause those costs to 15 

be incurred.  Under this standard, rates should reflect each group’s demand on the utility 16 

system so that customers pay in proportion to the costs they impose, promoting fairness, 17 

economic efficiency, and minimizing cross-subsidies. 18 

Q. PLEASE SUMMARIZE YOUR ADJUSTMENTS TO PSE’S COST OF SERVICE 19 

COST STUDY. 20 

A. I recommend the following changes be made to PSE’s cost of service study: 21 

1. Directly assign the cost of distribution mains to Schedule 87/87T customers using the 22 

methodology applied to Schedule 88T customers.  23 
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2. Modify the renewable future peak credit calculation to value the capacity contribution 1 

of wind using the stated cost of capacity in the model. 2 

A. Direct Assignment of Gas Distribution Mains 3 

Q. HOW DOES WAC SECTION 480-85-060 REQUIRE GAS DISTRIBUTION COSTS TO 4 

BE ALLOCATED? 5 

A. Table 4 of WAC Section 480-85-060 requires “[d]irect assignment of distribution mains to a 6 

single customer class where practical.  All other costs assigned based on design day (peak) and 7 

annual throughput (average) based on system load factor.” 8 

Q. HOW DOES PSE ALLOCATE DISTRIBUTION MAINS? 9 

A. PSE directly assigns distribution mains for Schedule 88T and special contracts, and uses the 10 

peak and average allocation method for remaining schedules. 11 

Q. WHY DO YOU RECOMMEND THAT SCHEDULE 87/87T CUSTOMERS ALSO BE 12 

DIRECTLY ASSIGNED DISTRIBUTION MAIN COSTS? 13 

A. WAC 480-85-060 prioritizes direct assignment of mains over allocation, as the allocative 14 

treatment is only applied to customers where direct assignment is not practical.1  Direct 15 

assignment is appropriately prioritized because it more directly identifies costs caused by 16 

customers, consistent with the principle of cost causation.  17 

Schedule 87/87T customers have the same characteristics as Schedule 88T and Special 18 

Contract customers: 19 

• Served by large diameter mains; 20 

• Direct path connecting customers to limit or gate station;  21 

• Few customers on the schedule; and 22 

 
1  WAC 480-85-060 Table 4. 
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• The peak and average allocation method is a poor measure for the cost of service. 1 

The methodology used by PSE to directly assign costs to 88T and Special Contracts can 2 

be equally applied to Schedule 87/87T.2  If it is practical to directly assign distribution mains to 3 

these customers, it must also be practical to directly assign costs to Schedule 87/87T.  4 

Q. HAS AWEC MADE A SIMILAR RECOMMENDATION IN A PRIOR CASE? 5 

A. Yes, in PSE’s 2024 General Rate Case (Docket Nos. UE-240004 and UG-240005), AWEC 6 

recommended directly assigning distribution mains for Schedule 87 and 87T customers served 7 

by 4-inch and greater mains.  In that case, PSE objected to AWEC’s proposal due to the 8 

potential for back-looped pipelines.3  The Commission found that direct assignment of mains is 9 

not clearly “prohibited by the plain language in Table 4 of WAC 480-85-060(3), particularly if 10 

there were a sufficient showing that direct costs could be assigned.  However, the record here 11 

does not support directly assigning costs as prescribed by Nucor and AWEC.”4 12 

Q. HAVE YOU INVESTIGATED THE ISSUE OF BACK-LOOPED PIPELINES? 13 

A. Yes.  After the conclusion of Dockets UE-240004 and UG-240005, I conducted a study of 14 

back-looped mains for Schedules 87/87T and 88T.5  PSE found that Schedule 88T was served 15 

by back-looped mains and PSE developed a direct assignment model for Schedule 88T to 16 

account for back-looped mains.6 17 

 
2  Exh. LDK-3 (PSE Response to AWEC Data Request 40). 
3  Washington Utilities and Transportation Commission v. Puget Sound Energy, Dockets UE-240004 & UG-240005 

(consolidated) & Docket UE-230810, Final Order 09/07 at ¶ 278 (Jan. 15, 2025). 
4  Id. 
5  Exh. LDK-3 (PSE Response to AWEC Data Requests 27(a) and 29). 
6  Exh. LDK-3 (PSE Response to AWEC Data Requests 27(c) and 29). 
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Q. CAN THE METHOD OF DIRECT ASSIGNMENT USED FOR SCHEDULE 88T BE 1 

APPLIED TO SCHEDULE 87/87T? 2 

A. Yes, the model used for 87/87T assigns costs based on the cost of pipe used in a peak day flow 3 

study based on the customer’s share of gate station throughput.  This model can be applied to 4 

Schedule 87/87T with an equivalent level of accuracy and practicality. 5 

Q. IN THIS CASE, HAS PSE RAISED ADDITIONAL OBJECTIONS TO DIRECT 6 

ASSIGNMENT? 7 

A. Yes, PSE has stated that it conducted a special study to see if pipe could be directly assigned to 8 

Schedule 87/87T.  PSE concluded that direct assignment cannot be done because a few 9 

customers cannot receive service from the city gate without the use of 2-inch mains.7 10 

Q. IS THE NEED FOR 2 INCH MAINS A VALID BASIS FOR NOT DIRECLTY 11 

ASSIGNING COSTS? 12 

A. No.  PSE’s direct assignment model can directly assign 2-inch pipe in the same manner as it 13 

assigns 4-inch and larger pipe.  14 

Q. IF THE COMMISSION FINDS THAT SCHEDULE 87/87T CUSTOMERS SERVED BY 15 

2-INCH MAINS CANNOT BE DIRECTLY ASSIGNED, DOES THAT PREVENT 16 

DIRECT ASSIGNMENT OF THE REMAINING SCHEDULE 87/87T CUSTOMERS? 17 

A. No, even if the Commission agrees customers served by 2-inch mains cannot be directly 18 

assigned mains, the remaining Schedule 87/87T customers should still have mains directly 19 

assigned.  20 

Q. WHAT IS THE IMPACT OF DIRECTLY ASSIGNING MAINS TO SCHEDULE 21 

87/87T CUSTOMERS? 22 

A. AWEC recommends that the identical model applied to Schedule 88T be applied to Schedule 23 

87/87T customers.  However, some data, such as annual volume of city gate gas flows, are not 24 

 
7  Exh. JDT-1T at 19:16-20:6. 
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available to AWEC at this time.  As such, AWEC has provided the principle that should be 1 

used to allocate mains in this testimony, and will provide the implications of its 2 

recommendation in subsequent testimony. 3 

B. Renewable Future Peak Credit Calculation 4 

Q. WHAT IS THE RENEWABLE FUTURE PEAK CREDIT? 5 

A. The renewable future peak credit is a method prescribed in WAC for allocation of generation 6 

costs.  The method has the following steps:  7 

1. Split between demand and energy based on the marginal cost of generating demand and 8 

energy with non-emitting resources, this identifies the weighting between demand and 9 

energy allocators for generation costs. 10 

2. Calculate each schedule’s demand allocator using the 12 coincident peak net of 11 

renewable generation. 12 

3. Calculate each schedule’s energy allocator using each schedule’s share of system 13 

generation level annual energy. 14 

4. Calculate each schedule’s share of generation costs as the demand weighting times the 15 

demand allocator plus the energy weighting times the energy allocator. 16 

Q. WHAT IS YOUR CONCERN WITH PSE’S IMPEMENTATION OF THIS MODEL? 17 

A. I am primarily concerned with the capacity value attributed to wind generation when 18 

determining the demand and energy weightings.  The table below presents PSE’s calculation of 19 

the demand and energy weightings. 20 

 21 
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Table 1: PSE’s Renewable Future Peak Credit Model8 1 

 2 

 The cost of energy is measured using a wind resource.  Wind resources provide both demand 3 

and energy value.  PSE attempts to isolate the cost of energy from the total cost of the wind 4 

resource in line 11 of the table above.  This formula is interpreted as the nameplate capacity of 5 

wind, times the effective load carrying capability of wind generation, times the cost of 6 

capacity.  However, PSE values the capacity of wind using the cost of wind, rather than the 7 

cost of capacity. 8 

  PSE’s model is similar to PacifiCorp’s implementation of the Renewable Future Peak 9 

Credit calculation.  PacifiCorp’s model uses the correct interpretation and should be followed 10 

in favor of PSE’s approach.9  11 

 
8  260005-06-PSE-WP-CTM-3-E-RENEWABLE-PEAK-CREDIT-26GRC-02-2026(C).  I note that the data 

excerpted from the workpaper is not confidential. 
9  Exh. LDK-4. 

1 Fixed Costs per KW 369$                      Levelized Cost ($/KW-yr)

2 Battery Capacity Contribution 14%

3 Fixed Costs per KW w / adjustment to match capacity of thermal peaker 2,352$                   Line 1 / Line 2 * (Thermal CCGT Winter ELCC - Wind ELCC)

4 Storage Efficiency N/A Included in Levelization calculation

5 Total cost of Charging per KW-yr N/A Included in Levelization calculation

6 Total Cost per MW 2,352,006$            Line 3 X 1000

7 Fixed Cost per KW 455$                      Levelized Cost ($/KW-yr)

8 Fixed Costs per KW w / adjustment to match output of Combined Cycle 1.74                       CC CF / Wind CF

9 Total Fixed Costs per KW 791$                      Line 7 X Line 8

10 Demand Related Cost @ 2% Capacity Contribution per KW 18$                        Line 9 X Wind ELCC @ 2%

11 Total Energy Related Cost 774$                      Line 9 - Line 10

12 Fixed Cost per MW 773,574                 Line 11 X 1000

13 Demand Component 75% Line 6 / Line 12

14 Energy Component 25% 100% - Line 13

Lithium Ion Battery Storage

Wind
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Q. HAVE YOU CALCULATED AN ALTERNATE COST OF SERVICE BASED ON THIS 1 

RECOMMENDATION?2 

A. No, the recommended change has a de minimus impact on the COSS results, and is made3 

primarily to ensure that the renewable peak model is consistently applied across Washington4 

utilities.5 

Q. WHAT IS THE DEMADN AND ENERGY SPLIT OF THE MODEL UNDER YOUR6 

RECOMMENDATION?7 

A. The table below illustrates the Renewable Future Peak Credit Model after modifying line 10 to8 

be Line 3 times ELCC rather than Line 9 times ELCC.9 

Table 2: AWEC’s Renewable Future Peak Credit Model10 10 

11 

Under this correction, the Demand component increases from 75 to 76 percent. 12 

10 AWEC’s model is a modified version of 260005-06-PSE-WP-CTM-3-E-RENEWABLE-PEAK-CREDIT-

26GRC-02-2026(C). 

1 Fixed Costs per KW 369$     Levelized Cost ($/KW-yr)

2 Battery Capacity Contribution 14%

3 Fixed Costs per KW w / adjustment to match capacity of thermal peaker 2,352$     Line 1 / Line 2 * (Thermal CCGT Winter ELCC - Wind ELCC)

4 Storage Efficiency N/A Included in Levelization calculation

5 Total cost of Charging per KW-yr N/A Included in Levelization calculation

6 Total Cost per MW 2,352,006$     Line 3 X 1000

7 Fixed Cost per KW 455$      Levelized Cost ($/KW-yr)

8 Fixed Costs per KW w / adjustment to match output of Combined Cycle 1.74 CC CF / Wind CF

9 Total Fixed Costs per KW 791$      Line 7 X Line 8

10 Demand Related Cost @ 2% Capacity Contribution per KW 52$     Line 3 X Wind ELCC @ 2%

11 Total Energy Related Cost 739$        Line 9 - Line 10

12 Fixed Cost per MW 738,934 Line 11 X 1000

13 Demand Component 76% Line 6 / Line 12

14 Energy Component 24% 100% - Line 13

Lithium Ion Battery Storage

Wind
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III. RATE SPREAD 1 

Q. WHAT IS RATE SPREAD? 2 

A. Rate spread is the apportionment of total revenue requirement across customers.  Rate spread is 3 

typically based on the class cost of service, moderated to account for gradualism and other 4 

considerations.  PSE expresses rate spread as percentage of average increase.  5 

Q. WHAT DOES RATE SPREAD DOES PSE PROPOSE? 6 

A. PSE proposes an electric rate spread that is primarily based on equal percentage of average 7 

increase for each schedule.11  8 

For gas, PSE proposes to set Schedule 88T to cost of service and to increase other gas 9 

schedules by 75 to 125 percent of the average rate increase, based on each schedule’s parity 10 

ratio.  11 

Q. WHAT CONCERNS DO YOU HAVE WITH PSE’S GAS RATE SPREAD? 12 

A. I have two concerns.  First, the rate spread does not account for the direct assignment of 13 

distribution mains to Schedule 87/87T.  Second, when implementing the rate proposal for 88T, 14 

PSE fails to account for the Rate Years 1 through 4 revenue requirement increases, and thus 15 

does not accomplish the goal of setting rates equal to cost of service. 16 

Q. HOW DO YOU RECOMMEND THE RATE INCREASE FOR 87/87T BE SET? 17 

A. I am continuing to calculate the cost of service under direct assignment of mains.  Absent an 18 

updated cost of service study, I recommend that Schedule 87/87T rates be set equal to 100 19 

percent of the average rate increase. 20 

 
11  260005-06-PSE-WP-CTM-4-E-RATEMAKING-PORTFOLIO-26GRC-02-2026.xlsx sheet, “Exh CTM-Rate 

Spread.” 
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Q. HOW DOES PSE SET RATE SPREAD FOR SCHEDULE 88T? 1 

A. PSE calculates the Schedule 88T revenue increase in each year of the rate plan by setting 88T 2 

total revenue in each year to $4 million.  This effectively fixes Schedule 88T rates to 2025 3 

costs, ignoring the fact that revenue requirement increases in each rate year. 4 

Q. SHOULD SCHEDULE 88T REVENUE REQUIREMENT BE FIXED AT $4 MILLION 5 

IN EACH RATE YEAR? 6 

A. No.  Two factors support increasing the revenue requirement in each year.  First, even if PSE’s 7 

system costs do not increase, Schedule 88T sales are expected to increase.  Cost allocations 8 

increase with sales.  This means that as Schedule 88T sales increase, the costs allocated to 9 

Schedule 88T should also increase.  Second, the costs allocated to Schedule 88T are expected 10 

to grow with PSE’s revenue requirement.  For example, as wages increase, the wages allocated 11 

to Schedule 88T should also increase. 12 

Q. HOW DO YOU RECOMMEND IMPLEMENTING PSE’S PROPOSAL TO SET 13 

SCHEDULE 88T EQUAL TO COST OF SERVICE? 14 

A. I recommend scaling the Schedule 88T cost of service in each rate year proportionally to the 15 

growth in PSE’s revenue requirement.  This is illustrated in the table below. 16 

Table 3: Schedule 88T Rate Spread 17 

 18 

Ratio to 

System COSS Year AWEC PSE

COSS Year 735,788,823$       1.00 4,014,171$             4,014,171$       

RY1 916,580,322$       1.25 5,000,497$             4,014,171$       

RY2 963,967,450$       1.31 5,259,023$             4,014,171$       

RY3 1,018,108,283$    1.38 5,554,394$             4,014,171$       

Schedule 88T Revenue Requrement
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Q. IS PSE’S METHOD OF SETTING SCHEDULE 88T TO COST OF SERVICE IN THIS 1 

RATE CASE SIMMILAR TO TREATMENT IN THE PRIOR RATE CASE? 2 

A. Yes, PSE proposed a similar methodology in the prior rate case, and AWEC raised similar 3 

concerns in the prior rate case.12  In that case, the Commission’s Final Order did not directly 4 

address my concern and adopted PSE’s methodology. 5 

Q. WHAT IS SCHEDULE 88T’S CURRENT REVENUE, COST OF SERVICE, AND 6 

PARITY RATIO? 7 

A. Schedule 88T’s test year revenue at current rates is $877,490.  Test year cost of service is 8 

$4,014,171, with a parity ratio of 0.22. 9 

Q. IF PSE SET SCHEDULE 88T’S 2025 REVENUE TO COST OF SERVICE IN UE-10 

240004 & UG-240005, WHY IS SCHEDULE 88T SO FAR BELOW COST OF 11 

SERVICE IN THE 2025 TEST YEAR? 12 

A. PSE implemented the same flawed approach to setting rates equal to cost in the prior rate case 13 

as proposed in this rate case, namely PSE used mismatching time periods for calculating costs 14 

and setting rates.  As a result, the prior rate case did not actually set Schedule 88T to cost, 15 

despite that being the rate spread intention. 16 

Q. DOES YOUR RATE RECOMMENDATION INCREASE, OR DECREASE 17 

RESIDENTIAL AND COMMERCIAL RATES? 18 

A. My recommended rate spread decreases rates for all schedules other than Schedule 88T, in all 19 

rate years.  This includes residential schedules. 20 

IV. GAS RATE DESIGN 21 

Q. WHAT RATE DESIGN RECOMMENDATIONS DO YOU MAKE? 22 

A. I recommend keeping Schedule 87/87T contract demand rates unchanged, and recovering the 23 

revenue difference through volumetric rates.  24 

 
12  Dockets UE-240004 & UG-240005 (consolidated) & Docket UE-230810, Exh. LDK-1T at 34:6-16. 
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Q. WHY DO YOU RECOMMEND KEEPING CONTRACT DEMAND RATES 1 

UNCHANGED AND INCREASEING VOLUMETRIC RATES? 2 

A. Washington’s energy policy is to encourage conservation and reduce carbon emissions.  The 3 

COSS is an embedded cost of service study that does not account for social costs of carbon.  4 

Shifting revenue from demand charges to energy charges will encourage customers to reduce 5 

gas use, consistent with state policy, and will bring rates in line with social costs.  In addition, 6 

the direct assignment of distribution mains is expected to lower demand costs below the 7 

current demand charge. 8 

V. SCHEDULE 46 TERMINATION 9 

Q. WHAT IS PSE’S RECOMMENDATION REGARDING SCHEDULE 46? 10 

A. PSE recommends terminating Schedule 46, interruptible high voltage customers, and migrating 11 

these customers to other schedules. 12 

Q. WHY DOES PSE MAKE THIS RECOMMENDATION? 13 

A. PSE argues that it is necessary to terminate this schedule because participation has declined.13  14 

PSE also incorrectly asserts that modern demand response programs provide improved 15 

alternatives to Schedule 46.14 16 

Q. IS A LOW PARTICIPATION RATE A VALID REASON TO TERMINATE A RATE 17 

SCHEDULE? 18 

A. No.  Many utilities, including PSE, maintain and even create new rate schedules with few 19 

participants.  For example, PSE’s Schedule 88T has only one customer participating.  If 20 

participation rates were relevant reasons for terminating schedules, PSE should also terminate 21 

Schedule 88T. 22 

 
13  Exh. CTM-1T at 118:21-22. 
14  Id. at 119:4-7. 
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Q. IS IT CORRECT THAT TERMINATING SCHEDULE 46 WILL IMPROVE COST OF 1 

SERVICE STUDY ACCURACY? 2 

A. No.  Interruptible customers provide distinct value to PSE by eliminating the need to ensure 3 

resource adequacy for these customers.  This cost can be directly measured and incorporated in 4 

a cost of service study.  Co-mingling interruptible customers with non-interruptible customers 5 

will make the cost of service study less specific, and therefore less accurate.  6 

Q. HAS PSE PROVIDED ANY ANALYSIS THAT SHOWS SCHEDULE 46 IS 7 

SUBSIDIZED BY OTHER RATE SCHEDULES? 8 

A. No. 9 

Q. IF IT IS FOUND THAT SCHEDULE 46 IS SUBSIDIZED BY OTHER RATE 10 

SCHEDULES, COULD THE COMMISSION ADDRESS THIS DIRECTLY THROUGH 11 

RATE SPREAD? 12 

A. Yes, any potential subsidy of Schedule 46 can be directly addressed through rate spread, 13 

without eliminating the schedule. 14 

Q. THEN NEITHER OF PSE’S REASONS FOR ELIMINATING SCHEDULE 46 ARE 15 

VALID? 16 

A. That’s correct. 17 

VI. MULTI-YEAR RATE PLAN 18 

Q. WHAT IS PSE’S REQUESTED RATE PLAN? 19 

A. PSE has requested approval of a three-year rate plan. 20 

Q. DO YOU HAVE ANY CONCERNS REGARDING PSE’S RATE PLAN? 21 

A. Yes, I am concerned that PSE may not be able to accurately forecast expenses and rate base in 22 

Rate Years 2 and 3 of the plan.  For example, PSE is investing heavily in IT projects and may 23 

not be fully accounting for the corresponding cost savings such investments could enable in 24 

Rate Years 2 and 3.  In addition, I am concerned that errors in PSE’s capital forecast could 25 
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increase costs by including a capital spending budget that may overstate capital costs for 1 

individual, large capital projects. 2 

Q. ARE YOU RECOMMENDING CHANGES TO PSE’S RATE PLAN? 3 

A. Not specifically; however, I am aware that Staff, Public Council, and/or other parties may 4 

propose alternative approaches to PSE’s rate plan.  AWEC intends to review the alternative 5 

proposals and provide feedback on these proposals in reply testimony.  Regardless of the rate 6 

plan that is ultimately approved by the Commission, AWEC recommends that rates associated 7 

with large capital projects be subject to refund or revision. 8 

Q. REGARDLESS OF THE RATE PLAN DURATION APPROVED BY THE 9 

COMMISSION AND/OR WHETHER ALTERNATIVE APPROACHES ARE 10 

PROPOSED BY OTHER PARTIES, DOES AWEC HAVE A RECOMMENDATION 11 

FOR COST RECOVERY FOR DISCRETE, LARGE CAPITAL PROJECTS? 12 

A. Yes.  AWEC recommends that the Commission remove from PSE’s electric portfolio review 13 

capital projects in excess of $30 million, excluding blanket projects.  AWEC also recommends 14 

that parties and the Commission review projects in excess of this threshold on a project-15 

specific basis.  Typically, PSE’s capital projects included in rates on a provisional basis are 16 

subject to review on a portfolio basis, meaning that costs for individual projects may exceed or 17 

be less than the forecast included in rates, but a refund to customers for over-collected costs 18 

would only be made if PSE’s portfolio of capital projects is less than forecast. 19 

Q. WHAT ARE AWEC’S CONERNS WITH THE CURRENT CAPITAL REVIEW 20 

APPROACH? 21 

A. AWEC expressed concerns with PSE’s capital review process in the Company’s last general 22 

rate case, and maintains those concerns and its conclusion that the Commission retains the 23 

authority to improve PSE’s and other utilities’ capital review process in favor of incentivizing 24 

prudent cost management and affordability for customers.  However, AWEC’s proposal in this 25 
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case is more targeted to address the concern that discrete, large capital projects may come in 1 

under budget but not result in refund to customers because those capital dollars have been 2 

deployed elsewhere. 3 

Q. HAS THE COMMISSION APPROVED THIS APPROACH TO CAPITAL REVIEW 4 

PREVIOUSLY? 5 

A. Yes.  In PacifiCorp’s most recently concluded rate case, Docket UE-230172, the Commission 6 

adopted a stipulation that excluded from PacifiCorp’s capital project portfolio review certain 7 

discrete capital investments related to large projects.15  In that case, PacifiCorp’s pro forma 8 

capital for certain discrete projects were removed from its capital review at the portfolio level 9 

and instead individually reviewed and subject to refund at the project level.  Although this was 10 

an outcome achieved pursuant to settlement, the Commission has the authority to approve 11 

similar treatment for PSE and should do so in this case to support prudent cost management for 12 

large capital projects and to support affordability for customers by requiring refunds for large 13 

capital projects that come in under budget. 14 

VII. COST OF CAPITAL 15 

Q. PLEASE SUMMARIZE YOUR COST OF CAPITAL RECOMMENDATION.  16 

A. I recommend an authorized return on equity of 9.25 percent, based on a reasonable range from 17 

8.3 percent to 9.3 percent.  I do not offer an opinion on capital structure or cost of debt at this 18 

time and will review other parties’ recommendations on these items.  For the purpose of 19 

calculating weighted average cost of capital, I use the Company’s proposed values.  This 20 

 
15  Washington Utilities and Transportation Commission v. PacifiCorp, Docket UE-230172 & Docket UE-210852 

(consolidated), Order 08/06 at ¶¶ 244-247 (Mar. 19, 2024). 
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results in a weighted average cost of capital of 7.31 percent.  I do not recommend that cost of 1 

capital change over the rate plan. 2 

A. Return on Equity 3 

Q. WHAT IS PSE’S RECOMMENDED RETURN ON EQUITY IN THIS CASE? 4 

A. PSE is requesting a return on equity of 10.8 percent for all three years of its requested 5 

MYRP.16 6 

Q. WHAT IS YOUR RECOMMENDED RETURN ON EQUITY? 7 

A. I recommend PSE’s Cost of Equity be authorized at 9.25 percent.  This recommendation is 8 

based on an analysis of current market conditions and investor expectations as well as financial 9 

modeling of PSE’s proposed utility peer group.  Investors currently expect the U.S. equity 10 

market to have total annual returns of 5 to 7 percent.17  When considering the Company’s 11 

proposed proxy group of comparable investments, my cost of capital models support an ROE 12 

in the range of 8.3 to 9.3 percent.  This range exceeds investor expectations for the market as a 13 

whole because I include numerous conservative assumptions in my model to ensure that my 14 

recommended range provides an ROE well above that required by investors.  This conservative 15 

approach also ensures the Company has excess returns to support credit ratings and incentivize 16 

ongoing investment. 17 

 
16  Exh. AEB-1T at 5:12-6:13. 
17  Emre Erdogan & Seth McMoore, Charles Schwab & Co., Inc., “Schwab's 2026 Long-Term Capital Market 

Expectations,” (Jan. 2, 2026) (“We now expect U.S. large-cap equities to deliver annualized returns of 5.9% over 

the next decade, down slightly from last year’s outlook of 6%.”), accessed at 

https://www.schwab.com/learn/story/schwabs-long-term-capital-market-expectations; The Vanguard Group, Inc., 

“Vanguard Capital Markets Model Forecasts,” (July 22, 2026) (“10 year expected returns for US large-cap range 

from 4.8 to 6.8 percent.”), accessed at 

https://corporate.vanguard.com/content/corporatesite/us/en/corp/vemo/vemo-return-forecasts.html. 
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Q. WHAT ARE BASELINE EXPECTED RETURNS FOR U.S. EQUITY MARKETS? 1 

A. According to Morningstar Research, investors and investment bankers expect U.S. equity 2 

markets to provide 3.1 to 6.7 percent return on equity.18  The figure below summarizes 3 

expectations for six respected investment institutions. 4 

Figure 1: Expert Forecasts for Long Term US Equity Annualized Returns 5 

 6 

As noted by PSE’s finance expert Ann E. Bulkley, the “return should be commensurate with 7 

returns expected elsewhere in 24 the market for investments of equivalent risk.”19  Utility 8 

stocks have low risk.  Utilities serve critical goods to captive customers through a monopolistic 9 

framework that protects investors against a wide variety of market risk typically experienced 10 

by non-utility companies.20  As low-risk investments, it is appropriate for investors to expect 11 

lower returns for utility investments when compared to the broader U.S. equity market.  This 12 

means that the rates of returns available to investors for alternative investments of comparable 13 

risk to utilities is something less than the returns expected of U.S. equities more broadly.  14 

Therefore, a reasonable upper bound for the expected return on equity from utilities is 6.7 15 

percent. 16 

 
18  Christine Benz, Morningstar Inc., “Experts Forecast Stock and Bond Returns: 2026 Edition,” (Jan. 12, 2026), 

accessed at https://www.morningstar.com/markets/experts-forecast-stock-bond-returns-2026-edition  
19  Exh. AEB-1T at 8:23-24. 
20  For example, utilities are not exposed to the risk that customers change brands if rates increase. 
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Q. IF INVESTORS ONLY EXPECT RETURNS OF 5 TO 7 PERCENT, WHY DO SO 1 

MANY UTLITIES HAVE AUTHORIZED RETURNS OF 9 TO 10 PERCENT? 2 

A. This appears to be due to historic precedent.  Utility rate filings often point to recent 3 

Commission decisions when requesting authorized ROEs rather than focusing on market 4 

required rates of return.  Commissions have historically approved relatively high ROEs, as can 5 

be seen in the currently high price to book ratios for the proxy group.21   6 

Q. YOU HAVE ALSO RECOMMENDED AN ROE SIGNIFICANTLY HIGHER THAN 7 

THAT EXPECTED BY INVESTORS.  CAN YOU EXPLAIN WHY? 8 

A. There are two reasons for this.  First, my recommendation allows a padding such that the 9 

Company can absorb unexpected costs without encountering difficulties raising funds.  If the 10 

Company’s ROE were set exactly to what investors expect, a series of negative financial 11 

shocks, such as prudence disallowances, or poor cost controls, could make it difficult for the 12 

Company to attract capital. 13 

  Second, as with rate spread, the principle of gradualism has historically applied to the 14 

authorization of returns on equity for utilities.  A measured approach in correcting the 15 

Company’s ROE adopts a similar gradualism approach. 16 

Q. HOW DO YOU SUPPORT AN ROE ABOVE THAT EXPECTED BY INVESTORS? 17 

A. I make several modeling assumptions that lead to conservatively high estimates of ROE.  For 18 

example, in my discounted cash flow (“DCF”) models, I assume a relatively high long run 19 

GDP growth rate and in my CAPM models I assume relatively high equity risk premiums.   20 

 
21  Exh. LDK-5. 
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Q. HOW DO YOU ESTIMATE COST OF CAPITAL? 1 

A. I estimate cost of capital using discounted cash flow (“DCF”) models and capital asset pricing 2 

models (“CAPM”).  These models are the only cost of capital models commonly used in utility 3 

regulation that are also supported by peer reviewed research.  I use model inputs that reflect 4 

investor expectations regarding market returns and long-term growth.  My testimony below 5 

provides further detail on my methodology and how it meets regulatory standards for fair 6 

return on equity.  7 

Q. WHAT ARE THE RESULTS OF YOUR COST OF CAPITAL MODELS? 8 

A. The table below summarizes the results of my cost of capital models.  9 
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Table 4: Utility Cost of Capital Model Results 1 

 2 

 The utility cost of capital models result in a relatively close grouping of ROE estimates.  I 3 

recommend using the full range of model results as the reasonable range for ROE.  4 

Accordingly, I recommend a reasonable range for cost of capital from 8.3 percent to 9.3 5 

percent.  The figure below compares my recommended ROE and reasonable range with the 6 

results of my financial models. 7 

 

Constant Growth DCF

Minimum Average Maximum

Growth Rate Growth Rate Growth Rate

30-Day Avg. Stock Price

Mean 8.32% 8.89% 9.36%

Median 8.42% 8.78% 9.15%

Three Stage DCF

Minimum Average Maximum

Growth Rate Growth Rate Growth Rate

30-Day Avg. Stock Price

Mean 8.58% 8.89% 9.11%

Median 8.58% 8.77% 9.05%

CAPM / ECAPM

30-Year Treasury Bond Yield

Current Near-Term Longer-Term

30-Day Avg Projected Projected

CAPM:

Current Value Line  Beta 8.56% 8.47% 8.39%

Long-term Avg. Value Line  Beta 8.64% 8.55% 8.47%

ECAPM:

Current Value Line  Beta 8.87% 8.77% 8.69%

Long-term Avg. Value Line  Beta 8.92% 8.83% 8.75%
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Figure 2: Return on Equity Recommendations 1 

 2 

Q. WHY DO YOUR COST OF CAPITAL MODEL RESULTS DIFFER FROM THE 3 

COMPANY’S RESULTS? 4 

A. My results differ because I exclude the Risk Premium model and I use model inputs that more 5 

accurately represent investor expectations.  I do not recommend the Commission give weight 6 

to the Risk Premium22 model, as this model is not consistent with financial theory and is not 7 

grounded in market outcomes.23  As such, it does not reflect the returns that investors expect 8 

for comparable investments. 9 

 
22  Exh. AEB-9. 
23  In addition, these models have no support by peer reviewed research and FERC has indicated an intention not to 

use these models in estimating return on equity.  Inquiry Regarding the Commission’s Policy for Determining 

Return on Equity, Policy Statement, 171 FERC ¶ 61,155 (2020) (“Policy Statement”) at 45 and 48. 
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  I also make the following changes to the Company’s assumptions: 1 

• The Company assumes that short term earnings growth forecasts persist indefinitely.  I 2 

assume short term earnings growth converges to the long run GDP growth rate from 5 3 

to 25 years in a linear manner.  It is mathematically implausible for firms to indefinitely 4 

grow at a rate greater than the GDP growth rate. 5 

• The Company assumes that the equity risk premium is 8.63 to 8.8 percent.24  I use the 6 

current Kroll equity risk premium of 5 percent. 7 

• I do not make any changes to the Company’s proxy group or market data. 8 

Q. WHY DO YOU NOT MAKE ANY CHANGES TO THE PROXY GROUP AND 9 

MARKET DATA? 10 

A. I prefer to focus the Commission’s attention on a few fundamental model changes.  Keeping 11 

the Company’s proxy group and market data allows an apples-to-apples comparison of my 12 

recommended changes against the Company’s filing.  Debates about proxy group and data 13 

updates are not as important or impactful as using accurate and accepted financial models. 14 

Q. WHAT ARE THE STANDARDS FOR DETERMINING FAIR AND REASONABLE 15 

COST OF EQUITY? 16 

A. Hope25 and Bluefield26 establish the following standards for determining whether a return on 17 

equity is fair and reasonable: whether the return is consistent with returns expected by 18 

investors for other investments of comparable risks, whether the return is adequate to maintain 19 

credit when the company is efficiently managed, and whether the return is sufficient to enable 20 

 
24  Exh. AEB-6. 
25  Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944).  
26  Bluefield Waterworks & Improvement Co., v. Public Service Commission of West Virginia, 262 U.S. 679 (1923).  
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the company to attract capital.  Hope and Bluefield also establish that the authorized return on 1 

equity controls whether rates are reasonable, not the methodology applied. 2 

Q. HOW DO YOU APPLY THESE STANDARDS? 3 

A. I apply these standards by considering the return investors expect from comparably situated 4 

utilities, considering whether such utilities, when prudently managed, maintain investment 5 

grade credit ratings, and whether such utilities are capable of attracting capital.  6 

Q. DO THE FIRMS IN PSE’S PROXY GROUP, WHICH YOU ADOPT, MEET THIS 7 

STANDARD? 8 

A. Yes.  All of the firms in the proxy group have investment grade credit ratings,27 and are 9 

attracting capital.  As the United States vertically integrated electric utility companies, these 10 

companies have comparable risk to PSE.  Thus, the returns that investors expect from these 11 

assets satisfy the Hope and Bluefield standards.  It is possible that a different proxy group can 12 

also meet this standard to an equal or greater degree, but I have not investigated whether this is 13 

the case. 14 

Q. DO DCF AND CAPM COST OF EQUITY MODELS MEASURE THE RETURNS 15 

THAT INVESTORS EXPECT FROM THE PROXY GROUP? 16 

A. Yes.  The DCF and CAPM models are based on publicly available market data and forecasts.  17 

Thus, the model results estimate the investment returns that investors expect.  These models 18 

are forward looking.  The inputs that I use reflect investor expectations about the future rather 19 

than the past, including expected interest rates, inflation rates, stock market performance, and 20 

utility industry performance.  21 

 
27  All firms have S&P credit rating above BBB-, which is the threshold for investment grade.  See Exh. AEB-4. 
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Q. CAN YOU DIFFERENTIATE BETWEEN EXPECTED RETURNS THAT ARE 1 

NECESSARY TO ATTRACT CAPITAL AND FORECASTED RETURNS? 2 

A. Historically, equities have had a wide range of returns, with the overall market returns from 3 

negative 40 percent annual returns to positive 50 percent annual returns.  During recessions, 4 

investors may expect the stock market to have negative returns.  But it would be unwise to 5 

authorize a negative cost of equity in such situations.  Similarly, economically stimulating 6 

events, such as corporate tax cuts or COVID cash stimulus, will cause expected market returns 7 

to be abnormally high; however, such situations do not warrant abnormally high authorized 8 

ROEs.  Rather, authorized ROE should reflect a level of return investors expect to receive on 9 

an on-going basis that is sufficient to make the investor contribute capital (i.e. purchase stock) 10 

in the company.  This is grounded in how investors expect equity markets to perform 11 

consistently over multiple years rather than a single year. 12 

Q. HOW DO INVESTORS EXPECT THE U.S. STOCK MARKET TO PERFORM? 13 

A. Investors expect future performance of the U.S. stock market to fall short of historic returns.  14 

Investors have consistently had this expectation over the last 20 years, despite recent years in 15 

which the stock market or utility equities have over- or under-performed.28  16 

Q. HOW DOES THE HOPE AND BLUEFIELD STANDARD – THAT THE 17 

AUTHORIZED ROE CONTROLS WHETHER RATES ARE FAIR AND 18 

REASONABLE, NOT THE METHODOLOGY – INFORM THE PRESENT 19 

DISCUSSION? 20 

A. One of the Hope and Bluefield standards is that the authorized ROE controls whether rates are 21 

fair and reasonable, not the methodology used to establish the ROE.  This means that the 22 

Commission should consider not only the appropriateness of the method that parties used to 23 

 
28  Laurence B. Siegel & Paul McCaffrey, eds., CFA Institute Research Foundation, “Revisiting the Equity Risk 

Premium,” at vi- ix (2023). 
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arrive at an ROE, but also, the reasonableness of the recommended ROE itself independent of 1 

the method.  Cost of capital witness opinions differ with respect to which models are relevant, 2 

and what inputs to use for these models.  The length and complexity of cost of capital 3 

testimony can make judging and evaluating the fairness of methodology difficult.  In this 4 

testimony, I attempt to simplify the discrepancies between the Company and myself by 5 

focusing on the two main differences between my models and the Company’s.29  The ultimate 6 

question for the Commission is whether the proposed ROE is fair and reasonable, not whether 7 

the models are fair and reasonable.  While the justification of models and inputs are important, 8 

the Commission can also evaluate the ROE independently from evaluating the models.  Cost of 9 

capital models are simply mathematical approaches to estimating the returns expected by 10 

investors for investments of comparable risk.  In addition to considering these models, the 11 

Commission can directly evaluate whether the ROE is consistent with returns that investors for 12 

investments of comparable risk and whether it is sufficient to attract capital on reasonable 13 

terms.  14 

Q. DOES YOUR RECOMMENDATION MEET INVESTOR RETURN EXPECTATIONS? 15 

A. Yes.  My recommended ROE of 9.25 is at the top of the range supported by the DCF and 16 

CAPM models, and results in returns that are somewhat higher than investor expectations.  17 

However, my recommendation is conservatively high to ensure PSE has sufficient padding to 18 

protect against imprudent management risking loss of access to capital.  In addition, my 19 

recommended ROE is closer to investor expectation than the Company’s proposal and well 20 

above the average returns expected for U.S. equities.  Most investors treat utilities as low-risk 21 

 
29  These differences are described in detail below. 
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investments, thus an ROE that is above that expected for U.S. equities is also above that 1 

expected for lower risk utility equities.  2 

Q. HOW CAN THE COMMISSION JUDGE WHETHER RETURNS ARE SUFFICIENT 3 

TO ATTRACT CAPITAL ON REASONABLE TERMS? 4 

A. Capital is typically attracted by issuing stock and bonds.  A reasonable term for attracting 5 

equity is that stock is issued at prices equal to or greater than book value.  This means that 6 

every dollar of equity invested in a company’s assets is worth at least one dollar to investors.  7 

The proxy utilities’ stocks are currently priced above book value, with an average price to book 8 

ratio of 2.30  A reasonable term for issuing debt is that debt is issued at interest rates that reflect 9 

investment grade credit.  All of the proxy utilities have investment grade credit. 10 

Q. SHOULD THE COMMISSION CONSIDER THE COMPANY’S CREDIT RATING 11 

WHEN SELECTING COST OF EQUITY? 12 

A. No.  The Company’s credit is the result of Company-specific circumstances and does not 13 

necessarily reflect the credit of prudently managed companies with comparable risks.  Poor 14 

credit of specific utilities should not be resolved through return on equity adders beyond that 15 

indicated by a market analysis because this runs the risk of rewarding investors for poor 16 

management.  Further, it is not required to meet the Hope and Bluefield standard, which does 17 

not require that the regulated utility itself be able to attract capital on reasonable terms, but 18 

rather that prudently operated companies with similar risks can attract capital on reasonable 19 

terms.   20 

 
30  Exh. LDK-5. 
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B. Three Stage Discounted Cash Flow Model 1 

Q. WHAT CHANGES DO YOU PROPOSE TO THE COMPANY’S DISCOUNTED CASH 2 

FLOW MODEL? 3 

A. I propose one change to the Company’s discounted cash flow model: consider both short- and 4 

long-term growth forecasts. 5 

Q. HOW DOES THE COMPANY FORECAST LONG-TERM GROWTH? 6 

A. The Company assumes long-term growth is identical to short-term growth and relies on analyst 7 

forecasts continuing indefinitely.  However, it is mathematically implausible for firms to grow 8 

faster than GDP indefinitely.  Because of the mathematical and rational implausibility of 9 

continuing short-term growth rates indefinitely, the Company’s model must make arbitrary and 10 

out-board adjustments to its results just to have outcomes that appear reasonable.  For example, 11 

the Company applies arbitrary floors and ceilings to the DCF results to ensure that the results 12 

are not absurd.31  13 

Q. WHAT GROWTH RATE DO YOU USE? 14 

A. I assume that the long-term growth of firms trends towards the U.S. GDP growth rate over 30 15 

years.  The U.S. CBO’s GDP growth forecast is 3.7 to 3.8.32  I round this forecast up to 4 16 

percent to provide a conservatively high estimate of long-term GDP growth. 17 

Q. WHY DO YOU USE A 25 YEAR TRANSITION PERIOD TO THE LONG-TERM 18 

GROWTH RATE? 19 

A. The second stage in the 3SDCF model reflects the transition period from short-term growth 20 

forecasts to long-term growth rates.  Some 3SDCF models use 5 years of short-term growth 21 

followed by 5 years of linear trend from short-term rates to long-term rates.  However, New 22 

 
31  Exh. AEB-8. 
32  Congressional Budget Office, The Long-Term Budget Outlook: 2025 to 2055, (Mar. 2025), accessed at 

https://www.cbo.gov/publication/61270. 
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Regulatory Finance, a widely adopted text on utility finance, advocates for a 5-year initial 1 

stage followed by a 20-year transition period.33  This longer transition period increases my 2 

ROE estimate and is conservatively high because forecasted short term growth rates are higher 3 

than forecasted long term growth rates. 4 

Q. HOW DOES THE 3SDCF MODEL ACCOUNT FOR INTEREST RATES, 5 

INFLATION, AND EXPECTED RETURNS? 6 

A. The 3SDCF model is based on current stock market prices.  The efficient market hypothesis 7 

implies that stocks which are freely traded in a liquid market reflect all existing and available 8 

information.  Interest rates and inflation, both current and forecasted, are available and thus 9 

incorporated into the current stock price.  10 

Q. IS A THREE STAGE DISCOUNTED CASH FLOW MODEL MORE RELIABLE 11 

THAN A SINGLE STAGE DISCOUNTED CASH FLOW MODEL? 12 

A. Yes.  It allows earnings growth to vary over time.  All firms follow a natural process of growth 13 

and decline.  In the maturing stage of a firm’s existence, the firm naturally has a declining 14 

growth rate.  This is in direct conflict with the single stage DCF, which prevents growth rates 15 

from changing over time. 16 

C. Constant Growth Discounted Cash Flow Model 17 

Q. WHAT CHANGES DO YOU MAKE TO THE CGDCF MODEL? 18 

A. The constant growth DCF (“CGDCF”) model assumes that dividends grow indefinitely at a 19 

constant rate.  The Company uses short-term earnings growth rates in their CGDCF model, 20 

essentially assuming that short-term earnings growth rates persist indefinitely.  This is 21 

unreasonable because the Company has provided no evidence that dividends can follow short-22 

 
33  Morin, R. A., New Regulatory Finance, Public Utilities Reports, Inc. at 311 (2006). 
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term earnings growth rates indefinitely.  The Company’s use of short-term earnings growth 1 

rates in their CGDCF model is contrary to standard economic and finance literature and 2 

investor expectations.  I improve on the Company’s model by assuming that constant growth 3 

rates equal the 30-year average growth rate rather than the short-term earnings growth rate.  4 

The 30-year average is based on the same growth rate assumptions used in my 3SDCF 5 

model.34 6 

D. Capital Asset Pricing Model 7 

Q. HOW DO YOUR CAPM MODELS DIFFER FROM PSE’S CAPM MODELS? 8 

A. I make one change to the Company’s model- I use an equity risk premium (or “ERP”) that is 9 

more consistent with investor expectations and finance literature and does not require arbitrary 10 

manipulations.35  The Company’s equity risk premium is abnormally high, inappropriately 11 

assumes short term growth rates persist indefinitely, and relies on a biased and arbitrary 12 

selection stocks.   13 

Q. WHAT IS THE CAPM MODEL? 14 

A. The CAPM model calculates cost of equity as the risk-free rate of an equity risk premium 15 

times a risk factor, or beta.  The risk-free rate is typically modeled using low risk bonds, such 16 

as 30-year treasury bond yields.  The equity risk premium is the difference between expected 17 

market returns and the risk-free rate. 18 

 
34  Exh. LDK-5. 
35  Kroll, LLC, “Kroll Recommended U.S. Equity Risk Premium and Corresponding Risk-Free Rates to be Used in 

Computing Cost of Capital: January 2008 – Present” (Apr. 30, 2026), accessed at 

https://www.kroll.com/en/reports/cost-of-capital/recommended-us-equity-risk-premium-and-corresponding-risk-

free-rates. 
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Q. HOW DOES PSE’S EQUITY RISK PREMIUM COMPARE TO THAT USED BY 1 

INVESTORS?? 2 

A. The Company’s equity risk premium is 8.63 to 8.8 percent, and PSE’s forecasted market return 3 

is 13.4 percent.36  The Company’s forecasted market return is double that actually expected by 4 

expert forecasters. 5 

Q. WHY IS THE COMPANY’S PROPOSED RISK PREMIUM SUBSTANTIALLY 6 

HIGHER THAN ALL OTHER AVAILABLE ESTIMATES OF THE EQUITY RISK 7 

PREMIUM? 8 

A. The Company relies on a model that uses short-term earnings growth from a biased selection of 9 

firms to forecast expected market returns.  In fact, the Company’s model is so biased that PSE 10 

has to introduce arbitrary screens to prevent even more outlandish return forecasts.  PSE’s 11 

analysis is biased because it limits the analysis to S&P firms with growth forecasts between 0 12 

and 20 percent.37  These limits are arbitrary and clearly biased because they are not symmetric 13 

around zero.  By using an asymmetric selection of firms, PSE systematically biases the forecast 14 

of market returns higher than what would occur if a symmetric limit were applied.  The need to 15 

apply limits at all is due to incorrectly applying short-term growth rates to a long-term model. 16 

Q. IS PSE’S ESTIMATE FOR THE EQUITY RISK PREMIUM EXTRAORDINARILY 17 

HIGH?  18 

A. Yes.  The table below summarizes estimates for the equity risk premium using a variety of 19 

methods.  PSE’s ERP is provided in the first row of the table, the Kroll ERP used in my model 20 

is provided in the second row.  The remaining rows provide an up-to-date survey of current 21 

methodologies collected by the premier ERP researcher, Aswath Damodaran.  PSE’s method is 22 

 
36  Exh. AEB-6. 
37  Exh. AEB-8. 
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3.32 percent higher than the historical average ERP and 4.19 percent higher than the average 1 

across all non-PSE sources.  PSE’s ERP is nearly double the average ERP other sources. 2 

Table 5: Recent Equity Risk Premium Estimates38 3 

 

Q. ARE THE EQUITY RISK PREMIUMS IN TABLE 5 CONSISTENT WITH INVESTOR 4 

FORECASTS FOR MARKET RETURNS?  5 

A.  Large institutional investors and investment banks expect U.S. equities to return 5 to 7 6 

percent.39  Market equity return is the sum of the risk-free rate and the equity risk premium.  7 

 
38  Aswath Damodaran, “Equity Risk Premiums (ERP): Determinants, Estimates and Implications,” The 2026 

Edition, New York University, Stern School of Business; Leonard N. Stern School of Business (Mar. 5, 2026), 

accessed at https://ssrn.com/abstract=6361419; Kroll, LLC, “Kroll Recommended U.S. Equity Risk Premium and 

Corresponding Risk-Free Rates to be Used in Computing Cost of Capital: January 2008 – Present” (Apr. 30, 

2026), accessed at https://www.kroll.com/en/reports/cost-of-capital/recommended-us-equity-risk-premium-and-

corresponding-risk-free-rates. 
39  Christine Benz, Morningstar Inc., “Experts Forecast Stock and Bond Returns: 2026 Edition,” (Jan. 12, 2026), 

accessed at https://www.morningstar.com/markets/experts-forecast-stock-bond-returns-2026-edition. 

Approach Used ERP Additional information

PSE Method 8.80%

S&P Weighted Growth Forecast Between 0 

and 20%

Kroll ERP 5.00%

Kroll's June 2026 Recommended US Equity 

Risk Premium

Survey: CFOs 4.80%

Richmond Fed survey of CFOs in 4th Quarter, 

2023, yielded most likely estimate of 8.9% for 

annual stock return.

Survey:   Global Fund Managers 4.60%

Merrill Lynch (January 2020) survey of global 

managers

Historical - US 5.48%

Geometric average - Stocks minus Ten-year 

treasury bonds: 1928-2025

Historical - Multiple Equity Markets 5.00%

Average premium across 20 markets from 

1900-2023: Dimson, Marsh and Staunton 

(2024)

Current Implied premium 4.23% From S&P 500 - January 1, 2026

Average Implied premium (1960-2025) 4.25%

Average of annual implied equity risk 

premiums from 1960 to 2025.

Average Implied premium (2008-2025) 5.26%

Average of annual implied equity risk 

premiums from 2008 to 2025.

Default spread based premium 2.87%

Baa Default Spread on 1/1/26 x Median value 

of (ERP/ Default Spread)

Average (Excluding Avista) 4.61%
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This suggests that investors either expect interest rates to decrease, equity risk premiums will 1 

be at the lower range of Table 5, or a combination of both. 2 

Q. WHAT IS AN EXAMPLE OF HOW PSE’S ASSUMPTION THAT SHORT-TERM 3 

GROWTH PERSISTS INDEFINITELY IS CLEARLY FLAWED? 4 

A. Bloomberg forecasts the earnings per share (“EPS”) growth rate for Sandisk Corp at 93 5 

percent.  It is clearly fallacious to assume that a company can double its earnings every year in 6 

perpetuity. 7 

Q. DOES APPLYING AN ARBITRARY 20 PERCENT FILTER ADDRESS THIS 8 

CONCERN? 9 

A. No.  PSE’s methodology assumes short-term growth forecasts continue indefinitely.  PSE’s 10 

filters exclude firms with growth above 20 percent.  However, this is simply a band-aid to 11 

mask a fundamentally flawed model.  There is no rational basis for selecting filter criteria.  For 12 

example, if symmetric filters of 13 percent were adopted, PSE’s model would estimate a 13 

market risk premium of 5.2 percent, in line with industry experts.  A limit of 20 percent results 14 

in unreasonable long-term growth assumptions.   15 

Q. WHAT MEASURES DO YOU USE FOR THE EQUITY RISK PREMIUM? 16 

A. I use the Kroll June 2026 Recommended US Equity Risk Premium (“Kroll ERP”) of 5.0 17 

percent.  The Kroll ERP provides a timely measure of the equity risk premium supported by a 18 

widely accepted publisher.  The results of models using the Kroll ERP should be given primary 19 

consideration because the Kroll ERP is consistent with investor expectations, while the 20 

Corrected PSE ERP relies on symmetric but arbitrary growth limits, remains higher than all the 21 

ERP measures presented in Table 5 above, and very likely exceeds the equity risk premium 22 

expected by the average investor.   23 
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Q. CAN YOU PROVIDE MORE DETAIL ON THE VARIOUS METHODS OF 1 

ESTIMATING THE EQUITY RISK PREMIUM? 2 

A. There are three broad approaches to estimating the equity risk premium: 3 

1) Survey of investors or other experts regarding expectations for future returns; 4 

2) Historical premium of equities over riskless investments; and 5 

3)  Forward looking premiums based on current market prices.40 6 

Q. DO MARKET SURVEYS OF INVESTORS OR OTHER EXPERTS REVEAL PSE’S 7 

PROPOSED EQUITY RISK PREMIUM IS UNREASONABLY HIGH? 8 

A. Yes.  Market surveys show that the average risk premium required by investors is materially 9 

lower than the forecast produced by PSE.  Recent survey-based estimates of the equity risk 10 

premium are available from institutional investors, corporate management, and academics.  11 

The table below summarizes this data. 12 

Table 6: Summary of Investor and Finance Professional Surveys 13 

Date Survey Estimate 

Feb-2007 Merrill Lynch survey of institutional investors
41

 3.5 

Mar-2007 Merrill Lynch survey of institutional investors
42

 4.1 

2010 Merryll Lynch survey of institutional investors
43

 3.76 to 3.9 

Jan-2012 Merrill Lynch survey of institutional investors
44

 4.08 

Feb-2014 Merrill Lynch survey of institutional investors
45

 4.6 

 
40  Aswath Damodaran, “Equity Risk Premiums (ERP): Determinants, Estimates and Implications,” The 2022 

Edition, New York University, Stern School of Business; Leonard N. Stern School of Business (March 23, 2022)., 

accessed at https://ssrn.com/abstract=4066060 or http://dx.doi.org/10.2139/ssrn.4066060.  
41  Global Fund Manager Survey, cited in Damodaran (2022). 
42  Id.  
43  Id. 
44  Id. 
45  Id. 
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June 2020 Merrill Lynch survey of institutional investors
46

 2.5 

Dec-2017 Graham and Harvey survey of CFOs
47

 3.63 

Jan-2016 Graham and Harvey survey of CFOs
48

 3.55 

2000 to 2017 Graham and Harvey survey of CFOs
49

 2.42 to 4.56, 3.63 average 

2011 Fernandes et al. survey of Academics
50

 5.6 

2022 IESE Business School survey of Academics, investors, and executives
51

 5.5 

2021 CFA Institute Research Foundation
52

 3 to 6 

 

Q. WHAT RISK PREMIUM EXISTS IN HISTORIC MARKET DATA? 1 

A. The historical risk premium depends on the time period studied, method of averaging, and 2 

basis for risk free rate.  Damodaran, a widely published and well-respected finance researcher, 3 

provides a persuasive rationale for using an extended time horizon, geometric averaging, and 4 

U.S. Treasury bond rate as the risk-free rate.53  This results in an equity risk premium of 5.48 5 

 
46  Id. 
47  J.R. Graham & C.R. Harvey, National Bureau of Economic Research, “The Equity Risk Premium in 2018,” 

working paper (Mar. 27, 2018), accessed at  

 https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3151162. Cited in Damodaran (2026). 
48  Id. 
49  Id.  
50  Pablo Fernandez et al., IESE Business School, “Equity Premium used in 2011 for the USA by Analysts, 

Companies and Professors: A Survey,” working paper (Apr. 8, 2011), accessed at 

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1805852&rec=1&srcabs=1822182.  Cited in Damodaran 

(2022). 
51  Pablo Fernandez et al., IESE Business School, “Survey: Market Risk Premium and Risk-Free Rate Used for 95 

Countries in 2022,” (May 23, 2022), accessed at https://ssrn.com/abstract=3803990 or 

http://dx.doi.org/10.2139/ssrn.3803990. 
52  Laurence B. Siegel & Paul McCaffrey, eds., CFA Institute Research Foundation, “Revisiting the Equity Risk 

Premium,” (2023), accessed at https://www.cfainstitute.org/-/media/documents/article/rf-brief/Revisiting-the-

Equity-Risk-Premium.pdf. 
53  Aswath Damodaran, “Equity Risk Premiums (ERP): Determinants, Estimates and Implications,” The 2026 

Edition, New York University, Stern School of Business; Leonard N. Stern School of Business (Mar. 5, 2026), 

accessed athttps://ssrn.com/abstract=6361419 or http://dx.doi.org/10.2139/ssrn.6361419. 
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percent.54  Historic risk premiums have an advantage over surveys in that they are market-1 

driven, and thus are not subjective or exposed to other drawbacks of surveys.  However, unlike 2 

surveys, historic risk premiums are not forward-looking.  Implied risk premiums provide a 3 

market-based approach to estimating a forward-looking risk premium.  4 

Q. WHAT FORWARD RISK PREMIUMS CAN BE IMPLIED FROM MARKET DATA? 5 

A. A forward-looking risk premium can be implied from current market prices and expected cash 6 

flows.  The risk premium is implied by the current market value for a representative index and 7 

the expected cash flows from that index.  Damodaran finds that the implied equity premium of 8 

the trailing 12 months is the best predictor of the actual implied premium.55  The January 2026 9 

trailing 12-month implied equity risk premium is 4.23 percent.56   10 

Q. DOES THE RANGE OF SURVEY RESULTS FOR THE EQUITY RISK PREMIUM 11 

SHOW PSE’S FORECAST IS UNREASONABLY HIGH AT 8.49 PERCENT, 12 

COMPARED TO THE CURRENT IMPLIED RISK PREMIUM OF 4.6 PERCENT? 13 

A. Yes.  The surveys of investors and finance professionals report that the equity risk premium is 14 

between 3 and 6 percent.  This is consistent with Kroll’s estimate of 5 percent and the current 15 

implied risk premium of 4.23 percent, but substantially less than PSE’s forecast of 7.4 percent.   16 

Q. WHAT MEASURE OF THE EQUITY RISK PREMIUM IS RECOMMENDED FOR 17 

USE IN SETTING RATES? 18 

A. There is no one approach to estimating equity risk premiums that is appropriate for all 19 

analyses.  However, generally, the current trailing 12-month implied equity risk premium is 20 

more appropriate when equity markets are assumed to be functioning efficiently, when 21 

predictive power is important, or when current equity needs of investors are being considered.  22 

 
54  Id. at 134.  
55  Damodaran (2022) at 131. 
56  Aswath Damodaran, “Equity Risk Premiums (ERP): Determinants, Estimates and Implications,” The 2026 

Edition, New York University, Stern School of Business; Leonard N. Stern School of Business (Mar. 5, 2026). 
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A historical risk premium or a long-term average of implied premiums is appropriate when 1 

evaluating long-term capital investment decisions or when there is reason to believe that 2 

current markets are over- or under-valued.  Survey results are appropriate when markets are 3 

assumed to be functioning poorly over an extended time. 4 

  In setting utility rates, the primary function of estimating the cost of equity is to provide 5 

a fair return to equity investors that is sufficient to attract capital.  However, utilities also use 6 

approved cost of capital in long-term planning and when making capital investment decisions.  7 

In an environment of well-functioning capital markets, greatest weight should be placed on the 8 

current implied equity risk premium.  It is also appropriate to consider current survey results 9 

due to the regulatory focus on investor expectations.  10 

Q. WHAT IS THE RESULT OF YOUR CAPM ESTIMATE? 11 

A. My CAPM ROE estimate, which replicates the Company model for all inputs except the equity 12 

risk premium, is 8.7 percent when no adjustment is made for size and 9.0 percent when PSE’s 13 

proposed size adjustment is used.57 14 

E. Other PSE Models 15 

Q. WHAT OTHER FINANCIAL MODELS DOES PSE PRESENT? 16 

A. PSE provides a Bond Yield Risk Premium (“BYRP”).58  17 

Q. CAN YOU DESCRIBE THE UTILITY BYRP MODEL AND YOUR OPINION OF THE 18 

MODEL? 19 

A. The BYRP model invents a risk premium measure as the difference between historically 20 

authorized ROEs and utility bond yields, and conducts a regression between this difference and 21 

 
57  Exh. LDK-5. 
58  Exh. AEB-9. 
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bond yields themselves.  This regression model is then used to estimate current authorized 1 

ROE based on current bond yields.  There are innumerable theoretical and practical problems 2 

with this model.  The most important problem with this model is that it fails to use stock price 3 

as a moderating market force to translate authorized ROE into actual ROE.  Investors cannot 4 

access a utility’s authorized ROE without purchasing stock, and stock is almost always priced 5 

above a utility’s rate base.  Because stock prices are systematically higher than book value, the 6 

risk premium model systematically overestimates ROE. 7 

  In addition to this critical flaw, there are numerous econometric issues with the model.  8 

The independent variable, “Risk Premium,” is actually a compound variable composed of 9 

Authorized ROE and the dependent variable bond yield.  As a result, the model is subject to 10 

endogeneity issues.  Both the dependent variables and the independent variables are measured 11 

over time and can be grouped by state and utility.  This means that observations are not 12 

independent, which is a fundamental assumption of ordinary least squares regression models. 13 

Q. PLEASE SUMMARIZE THE RESULTS OF YOUR FINANCIAL MODELING OF 14 

PSE’S PEER GROUP AND PROVIDE YOUR RECOMMENDED ROE. 15 

A. My financial models show a range reasonable range for ROE is 8.3 to 9.3 percent, and I 16 

recommend an authorized ROE of 9.25 percent. 17 

Q. WHAT IS PSE’S WEIGHTED AVERAGE COST OF CAPITAL UNDER YOUR 18 

RECOMMENDATION? 19 

A. The table below summarizes my recommendation for PSE’s weighted average cost of capital. 20 
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Table 7: Weighted Average Cost of Capital 1 

 2 

VIII. RETURN ON PPAS 3 

Q. WHAT RETURN HAS PSE REQUESTED ON POWER PURCHASE AGREEMENTS 4 

(“PPAS”)? 5 

A. PSE is proposing a return on certain PPAs, specifically those in connection with the 6 

Company’s Clean Energy Action Plan (“CEAP”).59  PSE’s primary recommendation is for the 7 

Commission to award a rate of return at the Company’s full authorized rate of return resulting 8 

in total increased costs over its three year rate plan of $67 million.60  In the alternative, PSE 9 

recommends a rate of return at the Company’s authorized cost of debt.61 10 

Q. DOES AWEC SUPPORT ALLOWING PSE TO EARN A RETURN ON PPAS? 11 

A. Generally, no.  AWEC does not believe a return on PPAs is statutorily required and considers 12 

such treatment inconsistent with traditional utility ratemaking.  PPAs are operating expenses 13 

that are recovered from customers as pass-through costs and do not require an equity 14 

investment by utility shareholders.  Because shareholders do not provide capital to fund PPAs, 15 

earning a return on those expenses is generally inappropriate. 16 

 
59  Exh. JLM-1CT at 49:1-53:16; Exh. SEF-1T at 61:11-18. 
60

  Exh. JLM-1CT at 49:13-25. 
61

  Id. at 53:8-16. 

Description Ratio Rates Capital

Marginal Short-Term Debt Rate 1.46% 3.60% 0.05%

Commitment Fees & Amortization of Issue Cost 0.03%

Weighted Short-Term Debt Rate 0.08%

Marginal Long-Term Debt Rate 48.54% 5.33% 2.59%

Amortization of Reacquired Debt 0.01%

Weighted Long-Term Debt Rate 2.60%

Total Debt 50.00% 2.68%

Common Equity 50.00% 9.25% 4.63%

Total 100.00% 7.31%
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Q. WHY DOES AWEC OPPOSE GRANTING A RETURN ON PPAS? 1 

A. AWEC identifies several reasons: 2 

• Utilities already have statutory obligations to procure clean energy, maintain reliability, 3 

and serve customers at the lowest reasonable cost.  4 

• Awarding an additional return simply rewards utilities for complying with existing 5 

legal requirements.  6 

• A return on PPAs increases customer costs without requiring additional shareholder 7 

investment.  8 

• A return on PPAs creates additional tax burden for shareholders, which is passed on to 9 

customers through the revenue requirement. 10 

• If a distributed energy resources or renewable PPAs are truly the least-cost, least-risk 11 

resource, it should be selected regardless of whether an incentive return is available. 12 

• If a return on PPAs is requested to address cashflow needs and debt considerations, the 13 

Commission should first explore cash flow options that do not line shareholder pockets, 14 

such as higher depreciation rates or tariff adders that create cashflows that cannot be 15 

accessed by shareholders.   16 

• The Commission should also balance a return on PPAs with affordability concerns, 17 

particularly given PSE’s current status of exceeding CETA’s 2% alternative 18 

compliance threshold for CETA’s first compliance period and unknown forecast 19 

incremental cost for the current compliance period.62   20 

 
62  Docket UE-210795, “Puget Sound Energy’s 2026 Clean Energy Compliance Report for the 2022-2025 

Implementation Period” (showing an incremental cost of compliance of 2.29% for the 2022-2025 compliance 

period); Exh. LDK-3 (PSE’s Response to AWEC Data Request 47, wherein the Company stated that it would not 
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Q. HAS THE COMMISSION APPROVED A RETURN ON PPAS IN PRIOR CASES? 1 

A. Yes, in Dockets UE-240004 and UG-240005, the Commission approved a return on demand 2 

response PPAs, based on a blended debt rate.  The Commission justified the return by noting 3 

“[w]hile companies are already obligated to acquire resources at the lowest reasonable cost, we 4 

wish to alleviate the financial disincentive for doing so through PPAs by allowing a return, as 5 

provided by statute.”63 6 

Q. WHY DID THE COMMISSION AUTHORIZE A RATE OF RETURN EQUAL TO 7 

THE BLENDED DEBT RATE? 8 

A. Return on equity is higher than the return on debt because equity investments are subject to 9 

greater risk of loss than debt investments.  The Commission appropriately observed that 10 

because utilities have little to no financial risk associated with PPAs, an equity return would be 11 

excessive. 12 

Q. AT MINIMUM, WHAT THRESHOLD TEST MUST BE APPLIED BEFORE 13 

APPROVING A RETURN ON A PPA?  14 

A. PSE must demonstrate that the PPA remains the least cost, least risk resource even after the 15 

inclusion of a return.  For example, if the net present value revenue requirement of the PPA is 16 

$1 million, and the proposed return adds 5 percent, it must be demonstrated that the PPA 17 

remains cost effective at a net present value revenue requirement of $1.05 million.  As the 18 

party requesting a return on PPA, PSE should bear the burden of proof to demonstrate that the 19 

PPA remains cost-effective. 20 

 
provide a forecast of CETA compliance costs based on the incremental cost calculation methodology utilized in 

its 2026 CETA Compliance Report as applied to its requested resources in this case.  See also PSE’s Response to 

Staff Data Request 150). 
63  Dockets UE-240004, UG-240005, & UE-230810 (consolidated) – Order 09/07 at ¶ 119. 
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Q. IF THE COMMISSION FINDS THAT A RETURN ON PPAS IS APPROPRIATE, CAN 1 

YOU RECOMMEND WAYS TO OFFSET THE NEGATIVE RATE IMPACTS TO 2 

CUSTOMERS? 3 

A. If the Commission determines that a return to PPAs is appropriate, the lowest legal return 4 

should be utilized.  Unfortunately, this lower limit appears to be the utility’s authorized cost of 5 

debt, which is likely higher than the return actually necessary to remove the financial 6 

disincentive for PPAs.  However, the Commission can offset the negative rate impacts by 7 

selecting a return on equity at the lower end of the reasonable range of ROE 8.3 percent.  8 

PSE’s proposed range of reasonableness should not be used as it is incorrect and based on 9 

flawed financial models and investor expectations.  Further, if the Commission is inclined to 10 

consider cash flow as a basis for return on PPAs, as a check to determine whether a return on 11 

PPAs for resources included in the Company’s CEAP is appropriately balanced with customer 12 

affordability, the Commission should further consider PSE’s forecast incremental cost of 13 

compliance with CETA over the compliance period covering its proposed MYRP.  If PSE 14 

continues to decline to provide this information, the Commission should reject outright a return 15 

on PPAs at any amount. 16 

A. Averch-Johnson Effect 17 

Q. WHAT IS THE FINANCIAL DISINCENTIVE FOR UTILITIES TO PROCURE 18 

ENERGY THROUGH PPAS? 19 

A. This disincentive is referred to more formally as the Averch–Johnson effect.  The Averch–20 

Johnson effect describes the incentive created under traditional cost-of-service regulation when 21 

a utility is allowed to earn an authorized return on invested capital that exceeds its actual cost 22 

of capital.  Because each additional dollar of prudent capital investment earns a return greater 23 

than its financing cost, the utility has a financial incentive to substitute capital investment for 24 
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operating expenses whenever possible.  This incentive can bias resource selection toward 1 

utility-owned generation rather than PPAs, even when both resources provide equivalent 2 

service. 3 

Q. WHY IS THE AVERCH–JOHNSON EFFECT RELEVANT TO PPAS? 4 

A. Utility-owned generation is included in rate base and earns the authorized return on equity, 5 

while PPAs are generally treated as operating expenses that do not earn a return.  As a result, if 6 

two resources have comparable costs and risks, the utility has a stronger financial incentive to 7 

build and own the generating asset than to purchase power from an independent supplier. 8 

Q. DOES ALLOWING A RETURN ON PPAS AUTOMATICALLY ELIMINATE THE 9 

AVERCH–JOHNSON EFFECT? 10 

A. No.  Providing some return on PPAs reduces the disparity between utility-owned resources and 11 

purchased power, but it does not necessarily eliminate the underlying investment bias.  The 12 

bias disappears only when the expected shareholder benefit from selecting a PPA equals or 13 

exceeds the incremental shareholder benefit from placing an equivalent resource in rate base. 14 

Q. WHAT IS THE INCREMENTAL SHAREHOLDER BENEFIT OF RATE-BASING A 15 

UTILITY-OWNED RESOURCE? 16 

A. The incremental benefit is approximately the spread between the utility’s authorized return on 17 

equity and its actual cost of equity (or the return shareholders require).  If the Commission 18 

authorizes a 9.5% ROE but investors require only an 8.0% return, each dollar of equity 19 

investment generates approximately 1.5 percentage points of economic profit above the 20 

shareholders’ opportunity cost.  This spread is the source of the Averch–Johnson incentive.  21 
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Q. WHAT LEVEL OF PPA RETURN IS REQUIRED TO OFFSET THE AVERCH–1 

JOHNSON EFFECT? 2 

A. Under the simplifying assumption that a dollar of PPA return is equally valuable to 3 

shareholders as a dollar of rate-base return, the PPA return must at least equal the incremental 4 

return created by rate-basing an owned asset.  In other words, the required PPA return satisfies: 5 

PPA Return ≥ Authorized ROE − Actual Cost of Equity  8 

If the PPA return is smaller than this spread, utility ownership continues to provide greater 6 

shareholder value and the incentive to over-invest in rate base remains. 7 

Q. DOES THIS MEAN THAT THAT THE RETURN NECESSARY TO REMOVE THE 9 

DISINCENTIVE TO USE PPAS COULD BE SMALLER IF THE COMMISSION 10 

AUTHORIZED A SMALLER COST OF EQUITY FOR PSE? 11 

A. Yes.  There is an inverse relationship between the authorized return on equity and the return on 12 

PPAs necessary to remove the financial disincentive to use PPAs.  The Commission should 13 

require PSE to provide a quantitative analysis demonstrating the appropriate size of the PPA 14 

return.  This will ensure that the Commission does not provide excessive returns for the PPA. 15 

Q. ARE THERE SECONDARY BENEFITS TO REQUIRING PSE TO QUANTIFY THE 16 

NECESSARY RETURN? 17 

A. Yes, PSE cannot simultaneously hold the position that there is a financial disincentive to use 18 

PPAs and claim that its authorized ROE is too low.  This is because if the authorized ROE is 19 

too low, there is no Averch–Johnson effect.  The necessary return to disincentivize investment 20 

in a PPA is a function of excess return on equity.  This means that in order to quantify the 21 

appropriate size of return on a PPA, PSE would be required to commit to a specific ROE 22 

required by investors that is below the ROE reasonably expected as an outcome of this case.  23 



 

 

Response Testimony of Dr. Lance D. Kaufman           Exhibit LDK-1HCT 

Dockets UE-260005-06 & UE-260113        Page 45 

 

Q. HOW WOULD THIS AMOUNT BE CALCULATED? 1 

A. The PPA return should produce shareholder earnings equal to the incremental economic 2 

benefit of ownership.  A PPA is typically flat or slightly escalating over the life of an asset, 3 

while return to shareholders for an equity investment decreases over the life of the asset as 4 

accumulated depreciation reduces rate base.  To fully mitigate the Averch–Johnson incentive 5 

the net present value of the return to the PPA should equal the net present value of excess 6 

returns to shareholders. 7 

Q. IN YOUR COST OF CAPITAL TESTIMONY YOU NOTE THAT EXPERT 8 

FORECASTERS EXPECT US EQUITY RETURNS TO RANGE FROM 5 TO 7 9 

PERCENT. IS THIS THE LEVEL OF RETURN ON EQUITY THAT WOULD 10 

ELIMINATE THE DISINCENTIVE TO USE PPAS? 11 

A. Yes, if the Commission authorized an ROE of 7 percent, PSE would be unlikely to over-invest 12 

capital. 13 

Q. IS A REDUCED AUTHORIZED ROE A MORE COST-EFFECTIVE METHOD OF 14 

REDUCING THE FINANCIAL DISINCENTIVE TO INVEST IN PPAS? 15 

A. Yes, lowering the Authorized ROE to the level actually expected by investors would reduce 16 

revenue requirement, while authorizing a return on PPAs would increase revenue requirement. 17 

B. PPA Return as Credit Support 18 

Q. HAS PSE ARGUED THAT A RETURN TO PPAS SHOULD BE USED TO SUPPORT 19 

CREDIT METRICS? 20 

A. Yes, PSE uses the potential impact on credit metrics as a basis to support a return on PPAs.64  21 

PSE claims that the return provides a benefit to customers by “[i]mproving and maintaining 22 

PSE’s credit metric performance.”65 23 

 
64  Exh. JLM-1CT at 51-52. 
65  Id. at 52:12. 
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Q. IS THIS A REASONABLE BENEFIT? 1 

A. No, this is just a whitewashing of the proposal.  Any arbitrary phantom expense would provide 2 

an identical “benefit” to customers.  For example, including executives’ bonuses based on 3 

stock performance in revenue requirement would “benefit” customers by improving credit 4 

metrics in an equal and identical manner.  In other words, every dollar added to the revenue 5 

requirement “benefits customers” in this manner to an equal degree, regardless of what it is 6 

labeled as. 7 

Q. ARE PHANTOM COSTS LIKE RETURNS TO PPA AN EFFICIENT WAY OF 8 

SUPPORTING CREDIT METRICS? 9 

A. No, these costs are not efficient because they are transitory transfers of wealth to shareholders.  10 

From an accounting perspective, the extra revenues would be treated as profit and flow directly 11 

through to shareholders on a dollar-for-dollar basis. 12 

Q. ARE THARE WAYS TO IMPROVE CREDIT METRICS WITHOUT CREATING 13 

PHANTOM COSTS? 14 

A. As examples, more efficient methods of improving credit metrics are to require the Company 15 

to maintain a higher equity ratio in its capital structure, select conservatively large depreciation 16 

rates, or create a tariff adder that contributes to a regulatory account that cannot be accessed by 17 

shareholders.  All three of these options would result in credit metric support without directly 18 

transferring wealth to shareholders in the form of excess returns.  AWEC is not advocating for 19 

any of these methods to be utilized by the Commission because the Company claims about 20 

risks to credit metrics are speculative at best. 21 
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C. Affordability 1 

Q. SHOULD THE COMMISSION CONSIDER AFFORDABILITY FOR CUSTOMERS 2 

WHEN BALANCING RATEPAYER AND SHAREHOLDER INTERESTS? 3 

A.  Yes.  The Commission should consider affordability when considering PSE’s request for a 4 

return on CEAP PPAs in this case.  Allowing a return on PPAs that may serve to over-comply 5 

with CETA does not appropriately balance customer and shareholder interests.  At this time, 6 

PSE does not have a Clean Energy Implementation Plan in effect and will not file its Integrated 7 

System Plan until April 1, 2027.66  According to PSE, the Company “does not maintain a 8 

single, integrated model of CETA compliance cost that synthesizes [its previous CETA 9 

incremental cost analysis] or that is updated on a continuing basis between regulatory 10 

filings.”67  Even though PSE has determined a method for allocating CETA-related costs for 11 

purposes of alternative compliance, the Company has declined to apply that methodology on a 12 

forecast basis in part because “PSE’s incremental cost of compliance methodology—as applied 13 

in the 2026 Energy Compliance Report—depends on the development and evaluation of both 14 

(1) a CETA-compliant portfolio and (2) a no-CETA baseline across the relevant cost categories 15 

for the applicable compliance period.”68   16 

PSE should not be able to have it both ways – that is, if PSE cannot reasonably identify 17 

which resources are necessary and cost-effective for CETA compliance in this case, then it 18 

should not receive a financial incentive reserved for CETA compliance that may also serve as 19 

an incentive to over-comply with CETA.  If CETA-compliant PPAs are the cost-effective 20 

resource, PSE does not need a rate of return in order to comply with CETA – the economics of 21 

 
66  Exh. LDK-3 (PSE’s Response to Staff Data Request 150 and AWEC Data Request 47). 
67

  Exh. LDK-3 (PSE’s Response to JEA Data Request  99). 
68

  Exh. LDK-3 (PSE’s Response to AWEC Data Request  47). 
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Q. DOES AWEC OFFER A RECOMMENDATION OF FINDING CENTRALIA ENERGY 1 

TRANSMISSION IMPRUDANT AT THIS TIME? 2 

A. Not at this time; however, AWEC intends to continue studying this project and the analysis 3 

supporting it.  AWEC requests that PSE provide further explanation as to the prudence of this 4 

project in its next round of testimony. 5 

Q. DOES THIS CONCLUDE YOUR RESPONSE TESTIMONY? 6 

A. Yes. 7 




