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EXTERNALLY INDEXED REVENUE OR PRICE CAPS PROVIDE A
STRONGER COST CONTAINMENT FUNCTION

A. Tying Utility Revenues or Prices to External Indexes Provides a Market-
Based Approach to Utility Performance and Cost Containment

Please describe the externally indexed approach to setting utility revenues.

In MYRPs, revenues (or prices, depending on the approach) are capped over the
period determined in the MYRP, with defined processes for adjusting revenue or
prices before the next rate case. In Washington, the process for adjusting revenue or
prices has, so far, been based on utility-proposed forecast adjustments to the test year
during a GRC.! However, in other jurisdictions, revenues or prices are annually
adjusted from the test year based on an external index, such as inflation.? These are
known as externally indexed revenue (or price) caps.

An external index uses known and measurable expenses to reset the base
level of expenses, then calculates annual revenue adjustments using the basic formula
(I-X) where I is inflation, and X represents productivity. By using a set formula that
changes with the overall market, the utility regulatory body acts as a true replacement
for economic competition and incentivizes the utility to find cost efficiencies. By
assigning a numeric value to the expected productivity of a utility, this formula limits
the impact of rate increases on captive ratepayers. Furthermore, the external cap

eliminates the inherent information asymmetry between utilities and regulators

! Revised Wash. Regulatory Assessment Policy Paper, q 1, In Re the Proceeding to develop a policy statement
addressing alternatives to traditional cost of service rate making, including performance measures or goals, targets,
performance incentives, and penalty mechanisms, Docket U-210590 (filed July 08, 2026).

2 Haw. Pub. Utils. Comm’n, Performance-Based Regulation (PBR) for the Hawaiian Electric Companies, Docket
No. 2018-0088, at 212:3(A) (last visited May 27, 2026), https://puc.hawaii.gov/energy/pbr/; Mass. Dep’t of Pub.
Utils., Petition of Massachusetts Electric Company and Nantucket Electric Company, each d/b/a National Grid,
pursuant to G.L. c. 164, § 94 and 220 CMR 5.00, for Approval of a General Increase in Base Distribution Rates for
Electric Service, a Performance-Based Ratemaking Plan, and a Capital Recovery Mechanism, D.P.U. 23-150, Final
Order, at 74 (Sept. 30, 2024), bc7883fd-c4dc-4949-9b7e-9f3a07fc3de9.pdf.
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because it eliminates the need for the utility’s forecast. Because the utility can no
longer inflate forecasts, the only way to increase profit margins is to decrease costs.
How do externally indexed adjustments work?
After the revenue requirement is “re-based” using the historical test year and pro
forma adjustments for RY 1, any adjustments to the revenue between RY'1 and the
other rate years occur through the Annual Revenue Adjustment (ARA). The ARA is
represented, at its simplest, as the following formula:

Revenue; = [Revenue;_4 X (1 +1 — X)]
Where:

e Revenue,: The allowed revenue for the upcoming year.

e Revenue,_,: The allowed revenue from the previous year (the “Base”).

e | (Inflation): A measure of economy-wide price changes (e.g., GDP-PI).

e X (Productivity Factor): A measure representing expected efficiency gains.
Other mechanisms have been proposed and accepted to various extents across
different jurisdictions, including:

e S (Stretch Factor or Customer Dividend): Policy decision by the regulator to

drive additional efficiencies and ensure customers receive efficiency benefits.

e K (Major Capital Projects): Extraordinary capital projects that are too large

for the base formula.

e Y (Pass-Throughs): Costs that are passed through without any adjustment

(e.g., Power Costs).
e 7 (Exogenous Factor): A pass-through for truly uncontrollable, extraordinary

costs (e.g., a catastrophic wildfire event), often handled via a separate rider.

Page 2 of 22
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e PIM (Performance Incentive Mechanisms): Adjustments to either revenue or
ROE depending on a utility’s performance for metrics related to things like
reliability, service quality, or equity.

Resulting in a potential final formula of:

Revenue; = [Revenue;_ X (1+I1—-X—-S)|+K+Y +Z+ PIM
These factors would be calculated to determine a new revenue requirement annually
prior to the new rate year.
Please describe the I-factor.
The inflation factor, or I-factor, is the driving force behind the externally indexed
revenue cap structure. By connecting revenues to an external factor, the utility is
provided with a revenue cap to budget against, while accounting for external
macroeconomic shocks outside of the utility’s control. This number would be updated
annually and applied to the revenue adjustment prior to the new rate year. There are
several possible indices that the plan could be indexed to, all with their own inherent
positives and negatives, however, the superior measure for an external index is the
Personal Consumption Expenditures (PCE) index, as reported by the U.S. Bureau of
Economic Analysis.
Why is the PCE the superior measure for the external index?
Choosing which index to use for the I-factor is ultimately a selection of Commission
preference. As shown in Figure X, the three prominent measures of inflation
measured by the Bureau of Economic Analysis generally track each other.

Figure 1: I-Factor (Inflation)’

3U.S. Bureau of Econ. Analysis (June 25, 2026), Personal Consumption Expenditures Price Index, Excluding Food
and Energy, BEA (June 25, 2026), https://www.bea.gov/data/personal-consumption-expenditures-price-index-
excluding-food-and-energy (last visited July 23, 2026); U.S. Bureau of Econ. Analysis (June 25, 2026), GDP Price
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Out of the three choices, Core PCE is the most stable metric for anchoring an
externally indexed MYRP. The Core PCE dynamically adjusts for substitution
behavior and intentionally strips out highly volatile costs like food and energy prices.
The GDP-PI measures the prices of all goods and services produced domestically, but
fails to include the price of exported goods, which separates the index from utility
reality. The G-DPP includes exports but remains detached from a Washington utility’s
actual cost of service, encompassing massive federal government expenditures and
varying wildly based on energy prices. Because these prices are already captured in

power cost and purchased gas adjustments, ratepayers would pay twice for any

10

11

12

massive shocks in these highly volatile prices. Therefore, the Core PCE is the most
appropriate index to use as an I-factor.

Did you compare industry-specific indexes to the Core PCE?

Index, BEA (June 25, 2026), https://www.bea.gov/data/prices-inflation/gdp-price-index; U.S. Bureau of Econ.
Analysis, Gross Domestic Purchases Price Index, BEA (June 25, 2026), https://www.bea.gov/data/prices-
inflation/gross-domestic-purchases-price-index.
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A. Yes. As discussed in Andrew Reeves, Exhibit AR-2, I analyzed prices for blended
utility input, creating an index that was 70 percent “Inputs for Stage 4 Goods
Producers” and 30 percent utility employee compensation. I also analyzed the Federal
Reserve’s “Net Inputs to Power and Communication Structures”* as an alternative
index and compared both alternatives to the Core PCE normalized around both May
2019 and August 2022, as shown in Figures 7 and 8.

Figure 2: Changes in Aggregate Utility Index Prices Since May 2019°
170
160 Net Inputs

to Power

150

100)

140

Blended
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Price Index (May 2019

2019 2020 2021 2022 2023 2024 2025 2026

In Figure 7, the blended index closely tracks Core CPE, rising slightly above the
period of high inflation, with the gap narrowing as time went on. The FED’s Net

Inputs to Power index showed even higher increases in prices during the period

4 Fed. Res. Bank of St. Louis. Producer Price Index by Commodity: Inputs to Industries: Net Inputs to Power and
Communication Structures, Goods (WPUIP2312321), FRED (July 15, 2026),
https://fred.stlouisfed.org/series/WPUIP2312321.

3> Andrew Reeves, Exh. AR-2 at 3:1-2 (Analysis of Changes in Utility Price Inputs).
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following COVID-19, then flattened out in the ensuing period, followed by another
recent spike. However, if you look at price changes since August 2022, the story
changes.

Figure 3: Changes in Aggregate Utility Index Prices Since August 2022°

s— Blended Price Index

022 2023 2024 2025

When normalizing prices in August 2022 prices, the Core PCE rose faster than the
other indexes over the almost four years since the period of high inflation ended, with
the blended index matching closely in rate of increase. The Net Inputs to Power index
saw a decrease in prices for most of the time, only recently rising to match the price
increases seen by the other indices. This comparison shows that outside of the high
inflation event, Core PCE does an adequate job of tracking utility price inputs and is
less volatile than other possible measures of utility prices.

Should the I-factor perfectly track utility price inputs?

$Id. at4:1-2.
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Not necessarily. The I-factor is not intended to perfectly track utility input prices but
rather act as a part of the larger performance-based regulation concept. Using Core
PCE as an [-factor better simulates what would happen in a competitive environment,
with utility prices being constrained by both its customers’ willingness and ability to
pay. Using Core PCE as an I-factor acknowledges that utility customers exist in the
larger economy-wide reality, not just what utility input prices are, and provides a
competitive benchmark number that represents the entire economy for the utilities to
perform against.

How would the I-factor be calculated?

The Bureau of Economic Analysis reports the PCE monthly, with a roughly two-
month lag. Data should be pulled directly from BEA’s website and should be
calculated as a simple year-over-year percentage change in the Core PCE index. The
Commission should use the most up-to-date information when drafting the
requirements for a compliance filing. As of the filing of this testimony, the BEA

updated its numbers to include May 2026, which puts the Core PCE at 3.4 percent.’

B. Commission’s Incentivize Utility Efficiency and Performance Through
Deductions for Productivity and Benefit Sharing.

Please describe the X- and S-Factors.

The X-factor, or productivity factor, simulates what a company would do in the
market and is deducted from inflation to simulate a competitive industry. A company
cannot pass on 100 percent of inflation-related cost increases and must absorb some
through innovation and efficiency. The X-factor measures how much more efficient,

or productive, firms become over time. The S-Factor, also known as the targeted

7U.S. Bureau of Econ. Analysis, Personal Consumption Expenditures Price Index, Excluding Food and Energy,
BEA (June 25, 2026), https://www.bea.gov/data/personal-consumption-expenditures-price-index-excluding-food-
and-energy (last visited July 23, 2026).

Page 7 of 22
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Stretch Factor or Customer Dividend, is intended to provide a policy-driven decision
by the Commission to incentivize utilities to be more efficient or innovative than the
average utility and to guarantee ratepayers share in the efficiency gains achieved from
the adoption of the MYRP.

How is the X-Factor normally calculated?

Traditionally, utilities and other parties attempt to calculate this number using a
highly complex, macroeconomic Total Factor Productivity (TFP) model. TFP is “an
indicator of performance that compares an industry’s outputs with the inputs used to
produce them (e.g., labor, capital, energy, materials, service).”® A positive TFP means
that an industry is producing more output than expected from its given inputs,
indicating efficiency or technological gains, while a negative TFP indicates some
level of inefficiency.

What are the issues with using TFP as the X-factor value?

While using TFP provides an econometric basis for setting an X-factor value, the time
taken to run and analyze the model can be quite burdensome. Additionally, some
commissions implementing externally indexed revenue caps have found these TFP
studies to be “very sensitive to underlying assumptions,”? that the choices on what to
include in the model “incorporate a large amount of subjective judgement,” !’ and

changes to these assumptions “can produce a dramatic effect on the resulting TFP

8 The U.S. Bureau of Labor Statistics describes the intent and how to calculate TFP at U.S. Bureau of Labor
Statistics, Office of Productivity and Technology, Concepts (Sept. 30, 2025),
https://www.bls.gov/opub/hom/opt/concepts.htm.

° Alta. Utils. Comm’n, 20242028 Performance-Based Regulation Plan for Alberta Electric and Gas Distribution
Utilities, Decision 27388-D01-2023, at 32 (Oct. 4, 2023), https://ucahelps.alberta.ca/media/uxahtbes/decision-

10 Haw. Pub. Utils. Comm’n, Performance-Based Regulation (PBR) for the Hawaiian Electric Companies, Docket
No. 2018-0088, at 45 (last visited May 27, 2026), https://puc.hawaii.gov/energy/pbr/.
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growth number.”!! Additionally, TFP studies are often abstract and require a lengthy
study with utility cooperation to produce a valid result. These variations were shown
in Alberta’s second round of performance-based ratemaking proceedings, with results
from TFP studies conducted by different parties ranging from -1.11 to 0.96.'2

Q. What have other commissions set as the X-Factor?
Recent commission decisions on X-factor vary depending on the year they were set,
the type of utility, and the relative recency with which the externally indexed revenue
cap went into effect. Table 2 shows the different commission decisions regarding X-
factors since 2013.

Table 1: Approved X-Factors in North America

Jurisdiction Component Starting Year X-
Factor
Alberta (Electric/Gas) Distribution 2013 0.96
percent
Hawaii (Electric) Both 2018 0.00
percent
Alberta (Electric/Gas)? Distribution 2018 0.15
percent
Ontario (Electric) Transmission 2022 0.15
percent
Ontario (Electric) Distribution 2022 0.45
percent

11 Alta. Utils. Comm’n, 2024-2028 Performance-Based Regulation Plan for Alberta Electric and Gas Distribution
Utilities, Decision 27388-D01-2023, at 32 (Oct. 4, 2023), https://ucahelps.alberta.ca/media/uxahtbes/decision-
27388.pdf.

12 Alberta Utils. Comm’n, 2018-2022 Performance-Based Regulation Plans for Alberta Electric and Gas
Distribution Utilities, Table 1, AUC, Decision 20414-D01-2016 (Dec. 16, 2016), https://www.regie-
energie.qc.ca/fr/participants/dossiers/R-4011-2017/doc/R-4011-2017-B-0225-Audi-Argu-Autorites-2018 02 20.pdf.

Page 9 of 22
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Massachusetts (Electric) Distribution 2023 0.00
percent

Alberta (Electric) Distribution 2024 0.10
percent

Massachusetts (Electric) Distribution 2024 0.21
percent

a.  Alberta’s second PBR decision combined X-Factor and customer Dividend into one 0.3 percent value

without specifically stating the separate values
What is an appropriate X-Factor for PSE?
A baseline X-factor of 0.2 percent for both the electric system and natural gas system
is an appropriate X- Factor.
Why is an X-factor of 0.2 percent appropriate?
An X-factor of 0.2 percent is appropriate for several reasons. First, as shown in Table
2, an X-factor of 0.2 percent is firmly within the range of X-factors that were
authorized by commissions in the past five years. Since there are not many examples
for vertically integrated utilities, a 0.2 percent value represents a discount from the
higher-end distribution-only utilities in the sample. Second, the X-factor is well
below the historical ten-year average TFP for utilities of 0.48 percent.'* Third, 0.2
percent is below a recent X-factor recommended by the Pacific Economic Group for
OM&A expenses. '* Later in my testimony I recommend tracking large specific

projects on a project-by-project basis and using utility forecasts. As large capital

13'U.S. Bureau of Labor Statistics, Databases, Tables & Calculators by Subject, BLS, Series ID MPU0022013,
https://data.bls.gov/timeseries/MPU0022013?amp%?253bdata_tool=XGtable&output view=data&include graphs=tr
ue (last visited June 11, 2026).

14 Pacific Econ. Group Research, LLC, Statistical Cost Research for the Alectra Utilities CIR Plan (PDF), EB-2025-
0252 (Apr. 09, 2026), https://www.rds.oeb.ca/CMWebDrawer/Record/938431/File/document.
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investments increase the denominator of a traditional TFP study, the exclusion of
large capital projects as a one-to-one track through results in the Company’s
productivity being closer to that of a partial factor productivity value, or one that is
closer to that of a distribution utility. This justification, combined with the above
considerations when choosing an X-factor value, establishes 0.2 percent as a
reasonable choice for the Company’s productivity factor.

Q. Please describe the justification for a targeted Stretch Factor (S-Factor).
The application of policy-driven Stretch Factor (S-Factor), also known as a Customer
Dividend, enforces ratepayer protection and utility innovation and efficiency. While
the X-factor attempts to measure abstract macroeconomic trends, the Stretch Factor
acts as a mandatory continuous improvement hurdle, which does two things.

First, by applying only the X-factor, a commission is implying that the utility
is supposed to only reach the efficiency level of other companies, contradicting the
theory of the externally indexed structure, which is supposed to increase efficiency.
Other commissions have used this logic when setting an S-Factor, with the Hawaii
Commission saying the Stretch Factor challenges utilities to “become more efficient

than the productivity index,” !>

and the Alberta Commission stating, “The
Commission finds it reasonable to expect that productivity growth of the distribution
utilities over the PBR3 term will differ from the industry historic productivity

growth...”1® Applying a stretch factor allows regulators to incentivize utilities to

drive innovation and contain costs beyond what the average utility would accomplish.

15 Haw. Pub. Utils. Comm’n, Performance-Based Regulation (PBR) for the Hawaiian Electric Companies, Docket
No. 2018-0088, at 61 (last visited May 27, 2026), https://puc.hawaii.gov/energy/pbr/.

16 Alta. Utils. Comm’n, 2024-2028 Performance-Based Regulation Plan for Alberta Electric and Gas Distribution
Utilities, Decision 27388-D01-2023, at 41 (Oct. 4, 2023), https://ucahelps.alberta.ca/media/uxahtbes/decision-
27388.pdf.

Page 11 of 22
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Second, the S-Factor quantifies the amount of savings that ratepayers should
receive from the efficiencies gained under the MYRP system. This use of the S-Factor
provides a policy lever where commissions can prioritize cost containment and
affordability by mandating some benefits of the MYRP to be returned to customers in
the form of lower rates. Hawaii describes their customer dividend as “a feature to
ensure there is some payoff for customers.”!” Alberta’s Commission states “is
prepared to accept a marginal loss of incentive power in favour of a more equitable
and timely sharing of benefits with customers.”'® Applying the S-Factor allows
regulators to take a firm stance in favor of utility efficiency, cost containment, and
customer affordability through a quantifiable adjustment to the external index model.

Q. What is an appropriate S-Factor?
An S-Factor of 0.2 percent for the electric system and 0.0 percent for the natural gas
system is appropriate. S-Factors usually serve one of two purposes, to drive efficiency
beyond an average utility, and to ensure customers share in the efficiency benefits of
the MYRP. Generally, approved S-factors range from 0.2 to 0.4 percent, with
recommendations going as high as 0.6 percent for the least efficient utilities.'” An S-
Factor of 0.2 percent for the Company’s electric system and 0.0 percent for the

natural gas system acknowledges the different realities of the two systems and

17 Haw. Pub. Utils. Comm’n, Performance-Based Regulation (PBR) for the Hawaiian Electric Companies, Docket
No. 2018-0088, at 61 (last visited May 27, 2026), https://puc.hawaii.gov/energy/pbr/.

18 Alta. Utils. Comm’n, 2024-2028 Performance-Based Regulation Plan for Alberta Electric and Gas Distribution
Utilities, Decision 27388-D01-2023, at 80 (Oct. 4, 2023), https://ucahelps.alberta.ca/media/uxahtbes/decision-
27388.pdf.

19 Pacific Econ. Group Research, LLC, Empirical Research in Support of Incentive Rate-Setting: 2024
Benchmarking Update, PEG (Aug. 2025),
https://oeb.ca/sites/default/files/PEG%20Report%20t0%20the%200ntario%20Energy%20Board%202025 2025081
8.PDF.
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provides a defensible choice by the regulators in driving innovation and protecting
customers.

On the efficiency aspect, in a recent study by Deloitte, PSE performed
significantly better than average on efficiency metrics such as Consolidated O&M per
customer and Consolidated CapEx per customer, while performing slightly better than
average on Consolidated O&M per Net Utility Plant.?’ However, we note that
although CapEx per customer is below the average for the gas system, PSE remains
average on that metric for the electric system.?!

Concerning customer benefit, I note two concerns. First, PSE does not
maintain a dedicated team focusing on continuous improvement or operational
efficiency, potentially missing valuable savings opportunities that could be passed
onto customers.?? For context, prior to its 2018 MRYP, the Hawaii Public Utilities
Commission ordered management audits to find operational efficiencies. These audits
found over $20 million in potential savings that were eventually ordered for the
benefit of customers through reduced rates.?® Second, although PSE views
technology initiatives and artificial intelligence as tools to support employee
productivity, it has not prepared analyses projecting full time employment changes
attributable to adoption of these tools.?* An S-Factor helps ensure any potential
savings from these tools will be shared with customers.

Both the efficiency and customer benefit evidence provide a view of the

Company’s operational efficiency as better than average, but with room to grow. An

20 Andrew Reeves, Exh. AR-6 at 5 (PSE Resp. to Public Counsel Data Request No. 145, Attach. C).

21 Id. at 6-7.

22 Reeves, Exh. AR-11 (PSE Resp. to Public Counsel Data Request No. 147).

23 Haw. Pub. Utils. Comm’n, Performance-Based Regulation (PBR) for the Hawaiian Electric Companies, Docket
No. 2018-0088, 9 2 (last visited May 27, 2026), https://puc.hawaii.gov/energy/pbr/.

24 Reeves, Exh. AR-8 (PSE Resp. to Public Counsel Data Request No. 154).
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S-Factor of 0.2 percent will help drive to make innovations and create efficiencies,
while simultaneously ensuring customers share in the benefits. Finally, although I
recommend an S-factor for the electric system, I acknowledge that the natural gas
system faces a different environment in terms of operational efficiencies. As costs
continue to increase and output possibly falls, efficiency becomes harder to maintain
or increase. Due to this reality, an S-factor of 0.0 for the natural gas system is
appropriate.

What is the impact of applying the I-X-S formula to operational expenses on the
electric system?

An annual adjustment formula using measures described above for the electric system
is I - 0.2 - 0.2. With the I-factor currently at 3.4 percent, this results in an annual
revenue adjustment of 3.0 percent. Based on the Company’s proposal, estimating the
RY2 and RY3 revenue requirement formula using this number, without adjusting
RY1, would result in an incremental reduction of $21.7 million in expenses for RY?2
and $16.5 million in expenses for RY3.

What is the impact of applying the I-X-S formula to operational expenses on the
natural gas system?

An annual adjustment formula using measures described above for the electric system
is I - 0.2 - 0.0. With the I-factor currently at 3.4 percent, this results in an annual
revenue adjustment of 3.2 percent. Based on the Company’s proposal, estimating the
RY2 and RY3 revenue requirement formula using this number, without adjusting
RY1, would result in an incremental reduction of $7.4 million in expenses for RY2

and $7.1 million in expenses for RY3.

Page 14 of 22
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C. The Commission Could Incentive Cost Containment While Complying
With Clean Energy Goals by Tying Routine Capital to an Index

How could capital be treated under an external index?

In order to promote cost containment while maintaining sufficient funds to maintain a
reliable and safe system, capital can be bifurcated into two groups: (1) Large and
Specific projects; and (2) Routine projects. Values for large and specific projects
would continue to be set using Company-provided forecasts and would be tracked
project-by-project. Routine project values would be set using an external index and
would continue to be tracked through the portfolio review process.

What projects would be included in each group?

PSE categorizes its capital projects into four “Used and Useful” categories, defined as
follows:

Programmatic: Capital investments made under an ongoing program, schedule, or
established plan rather than as a single discrete project. Examples cited by the
Commission include recurring replacement or infrastructure programs, such as wood
pole replacement or other distribution-system investments necessary to provide safe
and reliable service.

Programmatic — Customer Driven: Plant additions associated with programmatic
work that is driven by customer requests for service (e.g., new business connections,
expedited residential and commercial service extensions, meter installations for new
premises).

Projected: Forecasted or estimated future capital additions that are not tied to a
specific identified project or program. The Commission notes that projected

investments may include various methodologies for determination.
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e Specific: Clearly defined, identifiable, and discrete capital projects or assets. These
are individual investments that can be separately identified and evaluated (e.g., a
specific generating facility, substation project, or other discrete plant addition).?’

Under the external cap Programmatic, Programmatic-Customer Driven, and
Projected capital projects would be included in the “Routine” projects category, while
Specific capital projects would be put into the “Large and Specific” projects category.
Additionally, PSE has identified one project, the _, as
Programmatic.2® However, due to the size and nature of the project, I recommend
including it in the “Large and Specific” category.

Q. What would be the authorized values for each group?
In order to calculate values for the Routine Projects using the externally indexed
formula, I averaged the EOP actual numbers by Used and Useful categories from
2023 through 202527, and the 2026 gap year projected by the Company, adjusted for
inflation, and the 2027 numbers with Public Counsel adjustments. I then adjusted this
five-year average by the I-X-S formula, projecting out formula based TTP for RY2
and RY3. The results are shown as changes to authorized TTP in Tables X and X.

Table 2: Adjustments to Authorized Routine Electric Transfers-to-Plant

Forecasted Index-Based | Difference % Change
Rate Year 2 | §1,341,125,145 $812,552,979 | (§528,572,165) -39.41%
Rate Year 3 | $1,339,498,732 $862,037,456 | ($477,461,276) -35.64%

Shaded Information is Designated as Confidential per Protective Order in Dockets UE-260005 & UG-260006 and WAC
480-07-160

25 Reeves, Exh. AR-10 (PSE Resp. to Public Counsel Data Request No. 509).

26 Workpaper of Susan E. Free of Puget Sound Energy, 260005-06-PSE-WP-SEF-10-Proposed-Capex-CWIP-
Closings-26GRC-02-2026(HC).

27 Multi- Year Rate Plan Annual Report of Puget Sound Energy, Attach. B, Wash. Utils. & Transp. Comm ’'n v. Puget
Sound Energy, Dockets UE—Z2006(§) & UG22%067 (filed Mar. 31, 2025); Multi-Year Rate Plan Knnual Report o
Puget Sound Energy, Attach. B, Wash. Utils. & Transp. Comm ’'n v. Puget Sound Energy, Dockets UE-220066 &
UG220067 (filed Mar. 29, 2024); Multi-Year Rate Plan Annual Report of Puget Sound Energy, Attach. B, Wash.
Utils. & Transp. Comm’n v. Puget Sound Energy, Dockets UE-240004 & UG-240005 (filed Mar. 31, 2026).
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Table 3: Adjustments to Authorized Routine Natural Gas Transfers-to-Plant

Forecasted Index-Based | Difference % Change
Rate Year 2 | $364,380,006 $359,678,818 | ($4,701,189) -1.29%
Rate Year 3 | $404,648,070 $337,718,979 | (866,929,090) -16.54%

Has project-by-project tracking for specific projects been approved before?
Yes. In PacifiCorp’s 2023 GRC, the Commission approved a settlement stipulating
that new wind resources be excluded from the provisional capital review process.?
These projects were reported on through the same provisional capital review process
and ultimately resulted in refunds to customers.?’ Additionally, in PSE’s 2024 GRC,
the Commission ordered PSE to indicate which projects in its provisional plant were
identified in the Clean Energy Implementation Plan and whether the project is
required for CETA or CCA compliance.?® While this order did not include separate
tracking of revenue requirement, it indicates a concern that the commonly used
reasoning of “clean energy implementation” to justify higher capital budgets should
be closely monitored.

Does the bifurcated system ensure PSE can meet clean energy goals?

Yes. PSE identifies its biggest investment category over the rate plan as “Clean
Generation”, driving almost - in transfers over the three years. Under the

bifurcated approach, - of these investments would be tracked on a project-

Shaded Information is Designated as Confidential per Protective Order in Dockets UE-260005 & UG-260006 and

WAC 480-07-160

28 Wash. Utils. & Transp. Comm n v. PacifiCorp d/b/a Pacific Power & Light Co., Dockets UE-230172 & UE-
210852, Order 08/06, 9] 244.

2 Wash. Utils. & Transp. Comm n v. PacifiCorp d/b/a Pacific Power & Light Co., Docket UE-250086, Order 03 at
5:18 (Feb. 28, 2026)

30 Wash. Utils. & Transp. Comm ’n v. Puget Sound Energy, Dockets UE-240004 & UG-240005, et. al., Ord 09/07,
77 (Jan. 15, 2025).
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by-project basis and would be based on PSE’s forecasted expenses.>! The bifurcated
approach allows PSE to continue to invest in clean energy to meet statewide
mandates, while forcing efficiencies on routine investments through the external
index.

D. Other Formula Considerations Can Protect the Company Against
Extreme Volatility, But Require Caution in Implementing

Besides large capital projects, are there other costs that should be removed from
the external index formula?

Yes. Some regularly incurred costs, like purchased gas or power costs, are costs that
are heavily dependent on external factors and do not easily fit under the I-X-S
formula. Commissions can also choose to keep costs related to certain policy
objectives like conservation or low-income assistance outside of the formula as well.
This would ensure utilities do not cut spending on these policy-related categories to
try and increase profit. These “Y-Factor” costs could be folded into the annual
revenue adjustment or kept out entirely in separate trackers; however, the more of
these costs that exist, the more the cost containment benefits of the external index
formula are diminished. I discuss recommendations for trackers, regardless of
consideration of the external index, in my Direct Response Testimony, Exh. AR-1T.
Does your proposal have a plan for large, unforeseen costs that might occur
during the four-year length of the MYRP?

The “Z-Factor” is a provision in index-based revenue caps that allows utilities to
recover costs for unforeseen and extraordinary events that impact the utility’s

financial health. While normally this type of factor is discussed as part of the

3!'Workpaper of Susan E. Free of Puget Sound Energy, 260005-06-PSE-WP-SEF-10-Proposed-Capex-CWIP-
Closings-26GRC-02-2026(HC).
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externally indexed model, the Commission already employs accounting deferrals to

address unforeseen costs that are outside the Company’s control. Furthermore, the

Commission is including an analysis of accounting deferrals in their regulatory

assessment.*?> Adding to Public Counsel’s concern around materiality thresholds for

these petitions* in previous dockets, I note that setting the materiality too low further

erodes the cost containment provided by an MYRP. However, I believe parties can

work together to establish appropriate thresholds for the current procedure that better

aligns with other MYRPs instead of trying to create a duplicate mechanism.

How do other jurisdictions handle Z-factor costs?

Other jurisdictions have similar rules around exogenous, unforeseen costs that the

Company may incur during an MYRP. However, the materiality threshold for the

events in these is specifically defined, unlike the Commission’s broader materiality

condition.?* For example, Hawaii establishes criteria for Z-factor costs which are

as follows:

1. The costs must be attributable to events outside the control of a prudently
operating electric utility;

2. The costs must be related to the exogenous event and outside the base rates upon

which the rates were originally derived;

32 Notice of Request for Response, In re of the Commission's proceeding to develop a policy statement addressing
alternatives to traditional cost of service rate, Docket U-210590 (filed Mar. 9, 2026).

33 Comments of Public Counsel, In re of PacifiCorp d/b/a Pacific Power & Light Co. s Petition for an Order
Approving the Deferral of Independent Evaluator Costs for the 2025 Washington Situs Request for Proposals,
Docket 250904 (filed Feb. 26, 2026).

3% In re of the Petitions of Avista Corp. d/b/a Avista Utils., For an Order Authorizing Deferred Accounting Treatment
of Avista's Costs associated with the United States Tariffs on Energy Imports from Canada, Docket UE-250132,
Order 01, § 13, n.11 (filed Sept. 26, 2025). “The Commission has declined to adopt a bright-line definition for what
constitutes a “material” impact on utility earnings.”
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3. The cost impact of the event must be clearly outside of the base upon which
current effective rates were derived;

4. The costs must be prudently incurred;

5. The costs must not be otherwise addressed by existing rates and/or other sources
of cost recovery available to the utility (e.g., insurance, government aid, or
indemnity from third parties); and

6. The costs related to each exogenous event must exceed the defined Materiality
Threshold for the applicable utility [$4 million per event for HECO and $1
million per event for HELCO and MECO)].3*

In Massachusetts, the Department of Public Utilities set a threshold of $3.6
million-, or 0.001253-times National Grid’s total operating revenues, and annual
adjusts the threshold based on the I-factor.*® As shown in other jurisdictions, setting
the materiality threshold at a high enough and defined number helps to balance risks
and maintain the benefits of a capped MYRP.

Does this conclude the exhibit?

Yes.

35 Haw. Pub. Utils. Comm’n, Performance-Based Regulation (PBR) for the Hawaiian Electric Companies, Docket
No. 2018-0088, at 59—60 (last visited May 27, 2026), https://puc.hawaii.gov/energy/pbr/.

36 Mass. Dep’t of Pub. Utils., Petition of Massachusetts Electric Company and Nantucket Electric Company, each
d/b/a National Grid, pursuant to G.L. c. 164, § 94 and 220 CMR 5.00, for Approval of a General Increase in Base
Distribution Rates for Electric Service, a Performance-Based Ratemaking Plan, and a Capital Recovery
Mechanism, D.P.U. 23-150, Final Order, Y 2-3 (Sept. 30, 2024), bc7883fd-c4dc-4949-9b7e-9f3a07fc3de9.pdf.
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