BEFORE THE WASHINGTON UTILITIES AND TRANSPORTATION COMMISSION
Dockets UE-260005 & UG-260006

Puget Sound Energy
2026 General Rate Case

PUBLIC COUNSEL DATA REQUEST NO. 038:

RE: PCAM. PSE Incentives. Piliaris, Exh. JAP-8 at 33.

PSE states: “The best way to improve the chances for an unbiased power cost
forecast is to remove the financial incentives to under or overstate them by
removing the PCAM Bands.”

a. Does PSE have incentives to overstate power costs? Please explain your
answer.

b. Does PSE ever overstate power costs? Please explain your answer.

Response:

a. Yes. Puget Sound Energy (“PSE”) acknowledges that the power cost adjustment

mechanism (“PCAM”) bands, by their structure, create a theoretical financial
incentive for PSE to advocate for a higher power cost baseline forecast (i.e., to
overstate expected power costs in the forecast) just as they create a financial
incentive for the other parties to advocate for a lower power cost baseline
forecast. This is an inherent and unavoidable feature of any mechanism that ties
financial outcomes to the relationship between actual costs and a forecasted
baseline. PSE's own statement on page 33 of the Seventh Exhibit to the Prefiled
Direct Testimony of Jon A. Piliaris, Exh. JAP-8 acknowledges this explicitly by
referring to incentives "to under or overstate" the forecast: the understatement
incentive runs to the other parties, and the overstatement incentive runs to PSE.

The mechanics of PSE's incentive to overstate are straightforward. Under the
current PCAM structure, PSE bears 100 percent of power cost variances within
the deadband, currently $17 million in either direction. If actual costs fall below
the baseline by more than $17 million, PSE retains a share of the savings
through the over-collection sharing bands. If actual costs exceed the baseline by
more than $17 million, PSE absorbs a share of the excess through the under-
collection sharing bands. Given those asymmetric financial consequences, PSE
has a theoretical incentive to argue for a baseline that is set as high as possible,
because a higher baseline increases the probability that actual costs will fall
below it, potentially generating over-collection savings that benefit PSE, and
reduces the probability that actual costs will exceed it, thereby reducing PSE's
exposure to under-collection losses.
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This incentive is real, and PSE does not deny it. What PSE does assert, and
what the record supports, is that this incentive, like the opposing parties'
incentive to understate the power cost baseline forecast, is a product of the
PCAM bands themselves. It is not a feature of utility regulation generally. Under
a dollar-for-dollar cost recovery mechanism, PSE would have no financial stake
in whether the baseline is set high or low, and its costs would be recovered in full
regardless of where the forecast falls. The incentive for PSE to overstate, and for
other parties to understate, the power cost baseline forecast would disappear
entirely. Eliminating the bands eliminates the distorting incentive for all parties
simultaneously, which is precisely the point Mr. Piliaris is making on page 33 of
Exh. JAP-8.

It is also worth being precise about the nature and practical significance of PSE's
overstatement incentive relative to the other parties' understatement incentive.
The financial consequences of forecast error are not symmetric between PSE
and the other parties. When actual costs exceed the baseline (i.e., the pattern
that has dominated the past several years), PSE absorbs a portion of the excess
and customers absorb the remainder. The other parties' financial interest in a low
power cost baseline forecast is therefore directly tied to a pattern of outcomes
that has already occurred repeatedly, and at substantial scale. PSE's financial
interest in a high baseline is tied to a pattern of over-collection that, based on
recent history, has been relatively rare. The distorting incentives run in both
directions, but the practical significance of the understatement incentive has
been considerably greater in the recent operating environment.

Finally, PSE notes that its overstatement incentive, while real in theory, is
constrained in practice by the same institutional and professional obligations that
constrain the other parties. PSE develops the power cost baseline forecast using
established methodologies, is subject to extensive regulatory scrutiny, and is
prepared in the context of ongoing obligations to shareholders, lenders, and
rating agencies who have an interest in accurate financial projections. Those
constraints do not eliminate the incentive to overstate, but they limit the degree to
which it can be acted upon without regulatory consequence.

b. PSE answers this question in two parts — first with respect to intentional
overstating, and second with respect to forecast errors that result in actual costs
falling below the baseline.

With respect to intentional overstating, PSE does not intentionally
overstate its power cost forecast for the purpose of gaming the PCAM, and
PSE is not aware of any Commission finding that PSE has done so. PSE's
forecast is developed in good faith using the best available data and
methodologies, and it is subject to extensive scrutiny by Commission Staff and
the other parties in this proceeding. PSE acknowledges the theoretical incentive
to overstate described in response to subpart a. Still, the existence of that
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incentive does not mean PSE has acted on it, just as the existence of the other
parties' incentive to understate does not mean they have always succeeded in
depressing the forecast below what honest analysis would support.

With respect to forecast errors resulting in over-collection, the record shows
years in which PSE's actual power costs fell below the power cost baseline
forecast, producing an over-collection balance rather than an under-collection. As
reflected in the historical PCAM outcome data presented in Commission Staff’s
Response to PSE's Data Request No. 001 (pages 68-73 of Exh. JAP-8), the
period from 2004 through 2018 was characterized by variances that generally
oscillated around the baseline, with some years of over-collection and some
years of under-collection, and the cumulative balance remaining relatively
modest throughout. Those years of over-collection could be characterized as
instances in which PSE's forecast exceeded actual costs (i.e., instances of
forecast overstating the outcome, if not necessarily the intent).

PSE does not concede that those outcomes reflect intentional or strategic
overstating of the forecast. Power cost forecasting is inherently uncertain, and
forecast errors in either direction are inevitable given the unpredictability of
weather, hydro conditions, market prices, and other key drivers. The fact that
actual costs sometimes fell below the forecast during the 2004-2018 period and
more frequently exceeded it during the 2019-2024 period reflects the volatility
and unpredictability of power costs rather than any systematic pattern of
intentional forecast manipulation in either direction.

However — and this is the critical point — PSE's honest acknowledgment that
forecast errors occur in both directions, and that the PCAM bands create
incentives for both PSE and the other parties to advocate for forecasts that serve
their respective financial interests, is itself the most compelling argument for
eliminating the bands. The problem is not that any particular party has acted in
bad faith. The problem is that the mechanism structurally incentivizes adversarial
forecasting rather than collaborative truth-seeking. Every party in a PCAM rate
proceeding has a financial stake in the direction of forecast error. That financial
stake, regardless of whether any party explicitly acts on it, corrupts the
forecasting process in ways that are difficult to detect, difficult to correct, and
impossible to eliminate while the bands remain in place.

The contrast with PSE's purchased gas adjustment (“PGA”) mechanism is
instructive on this point as well. Under the PGA, PSE's gas cost forecast is also
subject to regulatory scrutiny and to the professional and institutional constraints
described above. But because there are no sharing bands in the PGA, no party
has a systematic financial interest in whether the forecast is high or low — gas
costs are recovered on a dollar-for-dollar basis. The forecast determines only the
timing of rate adjustments, not the total amount recovered. The result is a
forecasting process that is far less contentious, far less expensive, and far less
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prone to adversarial advocacy than the power cost forecasting process under the
PCAM. Any difference in the complexity or predictability of gas costs versus
power costs does not explain that difference in process quality. It is entirely
explained by the presence or absence of financial incentives that distort the
forecast, incentives that the PCAM bands create and their elimination would
remove.
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