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Executive Summary

Given the proposed sale of Puget Sound Energy and the renewed interest in public power in
Washington, the Washington Public Utility Dist Association contracted with EES Consulting,

a Kirklandbased management consulting firm specializing in the energy and other -natural
resourccoased industries, to conduct an independ
compared to a new publicilitty with a projected load of 200 aMW and a service territory of
350,000 to 400,000 people.

The Washington PUD Association represents 27 public utility districts, including 22 of which
provided electrical service to their communities. The voters irotiver communitie$ Jefferson

and Skagit countieg will decide this fall whether to authorize their public utility districts to
become electric utilities, while voters on Whidbieland will decide whether to create a new
public utility district.

The daa in this report is based on public information available regarding PSE costs and future
capital pl ans, including PSE6s integrated res
and Transportation Commission. In summary this study found:

A P S E Oates Have gone up sharplgince 2002.

On average, PSE costs have increadetbst 4percent per year since 2002, much faster than
rates have increased for public power utiliteesl twice the national average

P S E 6 s are thdhgtest inWashington, except for rates on Orcas Island

-

Based on the most current rate schedules, average rates for residential customers in
Washingtonrange from 2.5 cents per kWh to juster 10 cents per kWhPSE already has
among the highest rates Washington and curently has a rate request before the UTC to
increaseoverallrates anothed percent.

>

PSE will need to invest $5 billion in infrastructure over the next five years, putting
upward pressure on rates.

According to PSE, the company will need to invest §bob over the next 5 years for
replacement and upgrade of existing infrastructure, for additional infrastructure to meet the
demands of growth, for investment in new power contracts and resources, and for the
additional cost of regulatory and legislatiregjuirements.PSE also has a poor credit rating
(St andar d &Mings), onaking it nbiE: Blifficult and expensive for the utility to
borrow money.
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This added expense wil/l put si gnildaddtamt upw,
the increasal exposure to the volatility in natural gas prices is likely to significantly impact
future PSE retail rates.

2

PSEG6s future power supply <cost ri sks are si
utilities.

The coalfired Colstrip Power Project in Eeast n Mont ana i s the compa
generating facility and faces significant added costs in a canstrainedenvironment

which other lesgoald e pendent ut ildadditione BSE das anBouncdd alans to

add significant amounts ofatural gas to its resource mix, which increases risks with the
volatility of natural gas prices. The company also must renew or sign new contracts with
third-party power providers to meet demand. With a poor credit rating and potential foreign
ownership,t is unclear whether PSE will be able to receive favorable terms in power supply
transactions.

>

A new public utility would likely charge its customers much less than PSE would
charge.

With access to loveost power from the Bonneville Power Administratica new public

utility would be able to charge rates up to 20 percent less than the rates projected for PSE.

For a hypothetical PUD using the full 200 aMW in lowesst power available from BPA,

and serving a population base3%0,0007 400,000 peoplethat would amount to a savings

of up to $574 million in todayé6és doll ars ove

>

BPA has set aside lovcost power for new public power utilities that should be sufficient
to serve a population of 350,000 to 400,000 people.

BPA has reserve@00 aMW of its lowest cost power for newly formed ftabal public
utilities. Based on PSE data for average residential usage, this would be sufficient to meet the
needs of a service territory with a population of 350,000 to 400,000.
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Introduction

EES Consul ting, I nc. has been retained by th
assi st in comparing the potenti al future rat ¢
PUD providing electric service to customers in Washington. Given the increased interest in
public power in Washington and the proposed sale of PSE, the WPUDA determined that an

i ndependent anal ysis of P ShEsOamalydisucoma ree sr aR B0 si
projected rates with a hypothetical public utility with a projected load of 200 aMW sewviae

territory encompassingpproximately 350,000 to 400,000 peopl&he data in this report is

based on public information available regarding PSfEscand future capital plans.

Background on PSE

PSEis a privatelyowned utility providing electrical poweand natural gaservicein the Puget
Soundregion of Washington State. Iprovideselectrical power tomore than 1 million
customers insland Jefferson King, Kitsap, Kittitas, Pierce Skagit Thurston and Whatcom
counties and natural gae more than 720,000 customers in King, Kittitasewis, Pierce,
Snohomishand Thurston counties. The company owns fdsel, hydroelectric, and winrd
power plants with more than 2,400 MW of capacity.

Puget Sound Energy announced in late 2007 that it has enteredsaleoaadmerger agreenms

with a foreignbasedconsortium of longerm infrastructure investorsAccording to PSE, the

merger will bring$5 billion in capital over the next 5 yearghis is needed for replacement and
upgrade of PSEG6s curr ent astructure gosnieet grovthuin the for
service area, for investment in new power contracts and resources, and for the additional cost of
regulatory and legislative requirements. In response, seuasht utility districtsand Whidbey

Island in Washington Stat are considering buying PSE electric facilities in their dearb

retain local control and provide additional benefitthieir communities

Study Approach

The purpose of this report is to explore the potential future rates foamBEompare those thi
Northwest Public Power alternativesThe first section of this report will provide a general
overview of PSES$ EBgowet sepply and wires ratds are calculated separately
in the next two sections.Finally, we providea comparison ofprojected PSE rates with
Northwestpublic power alternatives

WASHINGTON PUD ASSOCIATIONO® PSE RATE COMPARISON 3


http://en.wikipedia.org/wiki/Electricity
http://en.wikipedia.org/wiki/Natural_gas
http://en.wikipedia.org/wiki/Puget_Sound
http://en.wikipedia.org/wiki/Puget_Sound
http://en.wikipedia.org/wiki/Puget_Sound
http://en.wikipedia.org/wiki/Island_County%2C_Washington
http://en.wikipedia.org/wiki/Jefferson_County%2C_Washington
http://en.wikipedia.org/wiki/King_County%2C_Washington
http://en.wikipedia.org/wiki/Kitsap_County%2C_Washington
http://en.wikipedia.org/wiki/Kittitas_County%2C_Washington
http://en.wikipedia.org/wiki/Pierce_County%2C_Washington
http://en.wikipedia.org/wiki/Skagit_County%2C_Washington
http://en.wikipedia.org/wiki/Thurston_County%2C_Washington
http://en.wikipedia.org/wiki/Whatcom_County%2C_Washington
http://en.wikipedia.org/wiki/Lewis_County%2C_Washington
http://en.wikipedia.org/wiki/Snohomish_County%2C_Washington

Comparison of PSE & Public Rates

History of Rates

When determining future rates, it is useful to examiner¢oent rate trends experienced by the
utilityoésHicsutsarnimealsl. y, P @deve s7.5cendst perskWhwferrtiee | u st
residential class. However, as the chart below demonstrates, PSE costs have increased sharply,
growing on averagalmost 4percent per year since 2002.

For comparison, the US Energy Information Agency reports that the national average residential
electricity cost grew only 2 percent per year from 1995 through 2006. The Bonneville Power
Admini strati on©s spustontersigrew caverage2m parcant mer yeao fromi t
2002.

Table 1
PSE Residential Electricity Cost

[EEN
o

Cents per kWh
P N W A O1 O N O ©

2002 2003 2004 2005 2006 2007 2008

Source: http://www.pse.com/insidePSE/ratereginformation/Pages/RatesElecTariffsRules.aspx

The Washingtonhas generally enjoyed lower power costs thHrer areas of the nation due to
access to the large hydro resources in the region. However, increased regulation and growth has
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recently put pressure ontea. Table2 provides a rate comparison of current residential rates
charged byVashingtorutilities.

Table 2
Residential Electricity Unit Costs
(2008 Data)
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Based on the most current rate scheduM&shingtonelectric rates for residential customers
using an average of 1,000 kWh per month range from 2.5 cents per kWhaegusd cents per
kwh. PSE rates, before the requested rate incr@geedew) are some of the highest in the
Washington

In December 2007Ruget Sound Energy filed a general rate case with the Washington Utilities
and Transportation CommissiqVUTC). This filing was updad in April 2008. PSE is
requestingan overall increase in electrirevenuesof 9.8 percentand 11.99 percent for the
residential class.This increase is, according to PSE, neededetmver investments made in
2006and 2007 in infrastructurdue to newcustomers, upgrades to the system and general cost
increases On July 3, 2008 PSE agreed to decrease the revenue increase requested to $165.2
million or a general rate increase of 8.99 percent. The filing did not specify how this reduction
in the requeed rate increase would translate into rate increases for the residential class.
However, as Table 2 demonstrates, assuming that the residential rates will increase by the
average increase of 9 percaesults in an average PSE residential rate abowerit@ per kWh.

Rate PressureBue to Resource Planning Additions

PSEG6s current power suppl y -fiped, hydroedettiicowind and ¢ o mp o
coal (Colstrip) resources along with leteym contracts with independent power producers,

other utilities and NofUtility Generators (NUG). TablelBel ow s hows PSEOG6s cur
versus projected 2008 through 2027 January loads.

WASHINGTON PUD ASSOCIATIONO® PSE RATE COMPARISON 5



Table 3
Projected 2008-27 January Loads versus Existing Resources
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Source: PSE 2007 IRP

Table 3 shows that PSkill need to acquire nearly 700 aMW of new resources by 2011, 1,600
aMW by 2015 and 2,570 aMW by 2027. The reco
IRP calls for increases in demasidle resources via energy efficiency programs, wind and a

small amout of biomass resource acquisition to meet renewable portfolio standards and natural
gas fired generation to meet PSEOS remaining
the exposure to natural gas price volatility in PSE proposed plan. Tbsetynaf new resources

will consist of natural gas fired resources. Recent history has shown that the potential rate

i mpact of relying on natur al gas could be s
requests for significant power cost rate incesaas gas prices have been increasing in the last 5
years.

Rate PressureBue to CIPAdditions

In December 200/Ruget Sound Energy filed a general rate case witivd@C. According to

the filing, the rate increase was in part due to significant ase®in costs fdransmission and
distributionr e pl acement s and repairs. PBEEOsddl eCcbnj
infrastructure is very old with some of the components operating since 1917. With loads
projected to increase 2 percent annyaipE faces significant challenges and capital costs to
maintain and upgrade its system to reliably serve future loads. -YharSnfrastructure plan

included in the 2007 IRP identifies 20 new substations, all with 25 MVA transformers, to be

built in PSE s viceeerritory between 2007 ar11.

WASHINGTON PUD ASSOCIATIONO PSE RATE COMPARISON 6



Residential Exchange Program

While PSE does not purchase power from the Bonneville Power Administration (BPA), PSE
residential and irrigation customers receive benefits from the federal Columbia River
hydroeletric system under the Northwest Power Act of 1980. Known as the Residential
Exchange Program (REP), BPA payments to the private utilities in the Northwest were intended
to mitigate for the disparity between residahttoss for customers ofhighercost investor

owned utilities and public utilities, which received preference fordost power flowing from

the Columbia River dam3hese REP benefits are ultimately paid for by the customers of public
power utilities that buy power from BPA, through highé&ABwholesale power rates.

The Residential Exchange credias suspendedn May 2007 after the Ninth Circuit Court of
AppealsruledthatBPA failed to follow the law in determining level of benefits and had illegally
shifted the cost of the program ontdofia utilities. It has since been reinstated dbaer level.

One of the main issues remaining is the appropriate level of future benefits provided to the
investor owned utilitie The REP had been in the range of $150 million or &swually in
nomind dollarsfor all investor owned utilitien the Northwesthrough most of the years prior

to the agreemenbetween the 10Us and BPAhat caused paymentsr the 2002May 2007
periodto balloonto more than$350 million.

Table 4
Historic Investor Owned Residential Exchange Benefits Paid
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While not directly affecting PSE rates, the temporary loss of the Residential Exchange Credit in
May 2007, as a result of the court decision

customers paid fohte i r el ectr i cal usage. I n recent year
customers from more than 20 percent of PSEOSs

payments to investaswned utilities, PSE passed those costs onto its residential customers

whose bills went up accordingly. While the program is expected to continue, future REP benefits
are |ikely to be much | ower than in recent

increases. While PSE will need to add a significant amoume®f and expensive power
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resources, increasing its average system costs, REP is unlikely to increase in a similar manner,
due to the court ruling and rate protections
customers. In addition, PSE and thaestinvestorowned utilities may be required to return a
portion of the excess REP payments for 20027

Forecast of PSE Rates
Power Supply

To compare power supply codty PSE compared to rmew publicpower utility purchasing a
combination of BPA tier@ rate products and/or the marketsed power, we began withe

average system costs (ASC) in the 2009 PSE ASC Report While these ASCs are not yet final,

we believe they are the best benchmark currently available. The ASCs include the costs
associated wt h generating and transmitting power t
ASC Report, annual average system costs are provided in $/MWh for 2009 through 2013. ASCs
were escalated by 2 percent annually beginning in 2013.

The costs associated with newsource additions were estimated using the new resources
included inP S EZDB7 IRP preferred portfolio strategy. This resource plan includes adding new
wind and natural gas resources. The natural gas resources included in the preferred strategy
include both combinedand simplecycle combustion turbines (CCCT and SCCT). The melded
cost of PSE future resources was calculated by taking the weighted average of the ASC for
existing resources and the cost for new resources.

Table 5
Forecast of PSE Existig and New Resource Costs ($/MWh)
PSE Existing New Wind New CCCT New SCCT Melded PSE
Year Resources Resources Resources Resource Power Supply
2010 58.4 96.3 77.6 94.1 59.6
2011 59.1 98.2 79.4 96.3 61.0
2012 59.7 100.1 81.2 98.6 65.6
2013 60.4 102.1 830 100.9 67.5
2014 61.6 104.2 84.9 103.3 69.3
2015 62.9 106.3 86.9 105.7 71.0
2016 64.1 108.4 88.9 108.2 72.8
2017 65.4 110.6 90.9 110.8 74.9
2018 66.7 112.8 93.0 1135 77.4
2019 68.1 115.0 95.2 116.2 79.7
2020 69.4 117.3 97.4 119.0 82.0
2021 70.8 119.7 99.7 121.8 84.2
2022 72.2 122.1 102.0 124.8 86.6
2023 73.7 124.5 104.4 127.8 89.0
2024 75.1 127.0 106.9 130.9 91.4
2025 76.7 129.5 109.4 134.1 93.9
2026 78.2 132.1 112.0 137.3 96.4
2027 79.7 134.8 114.7 140.7 99.2
2028 81.3 137.9 117.4 144.1 102.0
2029 83.0 141.1 120.2 147.7 104.8
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BasedorP SEG6s Jul y 2 fo@e8 supply Costdraapproxingately70 percent of total
revenue requirementsBased on this assumptiatiie power cost increases would translate into
retail rate increases df3 percent in the first 5 years6 percent over the first 10 year40
percent over 15 years and percent over the 2@ear study period.

Wires

The comparison of distribution costs between PSE and public ownership is more straightforward
than for thepower supply costs. In general, local distribution rates for a new public power
utility should not differ materially from the rates charged by PSE. Differences can occur based
on individual circumstances, but a new public power utility would need tader@enerally the

same services and upgrades as would PSE. However, a new public power utility will benefit
from a much lower cost of capital than PSE.

New Publics

I n the 1970s, threats of insufficientdto esour
passage of the Northwest Power Act. In that Act, Congress, among other things, provided that
BPAOGs agenbyl customers hadssatutory right for service from BPA to meet their net
requirements loads. Any new public utility is therefore likelyi$e BPA as a source for power

supply. BPA is a significant market participant, both as a seller and buyer, and has access to all
resources available on the West coast.

BPA Columbia River damprovidelow-cost,reliable power to the Northwest region. Wwiver,

due to growth in electricity consumption, power supply requests placed on BPA are projected to
exceed the power generation from these dams. In order to address this issue, Bfofidsasl
offering low-cost Tier Ipower supply productbased on ithydropower resources, arder 2
products based on market resources

BPA Tier 1

Under BPAOGS proposal, T i ppwer Wilitiep @oiueling newu pp |y
Tribal utilities) will be limited to 250 aMW in aggregate total during the ternmehew 20year

HWM contracts,of which only 50 aMW will be added in any single rate period (every two

years). While this limited accessltw-costBPA power has not been tested in court, this report
assumes the limits will remain in placButting thisl i mi t ati on i n perspecti\
reserve for newly formed publmowerutilities could serve all residential customers in a service

territory with a population of 350,000 to 400,000.

BPAT Tier Il

Tier 2 powemnwould beavailable for a new publipower utility to meetdemandabove any Tier 1
allocation. This power would be available at the time the public utility is established and without
timing or quantity limits. The Tier Besource option will provide renewable or remewable
power supply aa pricethatmost likely will bevery competitive to market purchases due to the
size and experience of BPA. BPA generates and supplies bdtmeeandthreetimes the power
distributed by PSE.
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Analytical Comparison

Based on the analysis of power cost €ach entity, dypotheticalnew public power utility

serving a population of approximately 350,000 peapl@ld save ratepayers up t678 million

over 20 years in todayos doll ars. 20ecente s avi
lessthan rates projected for PSE. Table 6 provides the comparison of costs for the two types of
utilities.

Table 6

Comparison of Power Supply Costs

Status Quo =PSE
Full HWM/Tier 1 50% of HWM/Tier 1 Resource Cost
20-Year NPV of Power $1,461 $1,718 $2,035
Costs (millions)
Difference from Status Qu ($574) ($317) NA
NPV (millions)
___PercentDifference_ | ____(28%) ____ | ____(16%) ____________NA ______
Estimated Retail Rate (20%) (11%)
Difference from Status Qu

Additional Benefits

In addition to the benefit of cheaper BPA power, a pubtiity has additional benefits not

available to PSE which are likely to reduce costs to rate payemsgnificant component of a
utilityds overall costs is associat eAnewi t h mi
public utility has lower fnancing costs as compared to PSE options due to tax exempt financing.
Whil e PSEOG6s aver ag afterwaxis gpproxiendtelytOtoslt perceht, pdbéch t

utilities are borrowing money today at rates betwéeand5 percent. This difference isewy

significant and can translate directly into savings to the rate payers.

Additional savings can also materialize due to opportunity for increased efficiency through
integrated utility operations. For example, many existing PUDs are already prowuitiieig

utility services to their communities. These PUDs already have customer service and customer
accounting infrastructure in place. The addition of electric service could improve local
efficiency through sharing of personnel, equipment and suppliessatilities.

Finally, public power utilities are not for profit, while PSE customers pay a 10.4 percent (with a
recent request fornaincrease to 10.8 percent pending at the WUTC) rate of return to PSE
shareholders.
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PSE Electricity Rates Overview

Current Rates

PSE6s residenti al C U st o mestomer charger aglditibn toyengggy y a  f
charges based on monthly usage. For example, the average residential monthly charges (based
on 1,000 kWh usage) is provided in Table Adelow.

Table A-1
Average Residential Monthly Charges

Average Rate

First 600 kWh Over 600 kWh (1,000 kWh Usage)
(Cents perkWh) (Cents per kWh) (Cents per kWh)
Customer Charge $6.02 per month (Single Phase) 0.6020
Energy Charge 7.4314 9.2122 8.1437
Low Income Program 0.0322 0.0322 0.0322
Conservation 0.3137 0.3137 0.3137
Powe Cost Adjustment 0.3245 0.3245 0.3245
Wind Power Credit (0.1404) (0.1404) (0.1404)
Total 7.9614 9.7422 9.2757

This calculatiorresults in an average rate of approximately 9.28 cents per kWh for a customer
using 1,000 kWh per month.

Pending General Rate Increase Proposal

In December 2007Ruget Sound Energy filed a general rate case with the Washington Utilities
and Transportation CommissigwWUTC). This filing was updated in April 2008. PSE in this
filing is requestingan overall increase in eleirevenue®of 9.8 percenbr $179.9 million. This
increase is, according to PSE, needetktmver investments made in 20&éd 2007 in energy
infrastructuredue to new customers, upgrades to the system and general cost increases

According to the fihgs, the following categories are the main drivers for the increase:

2

$55.1 million for power costduring the year

$10.7 million relating to neypowerplant additions;

$8.5 million for transmission and distribution partially explained by increasedritme®ing
and storm damage expense;

$19.9 million for storm damage relating to the December 2006 storm

$9.5 million for salaries, outside servjemd insurance;

> > > >
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2

$19.6 million for increased depreciatidd amortization, and
$38.0 million for increased ratease, of whicl$12.2 million results from an increase in the
return earned by investors

p>3

The average rate increase requested by PSE was 9.8 percent in the initial filing. This translated
into a rate increase in tipgoposed ratéor residential customexs approximatelyl1.99 percent

This would result in an average rate of 10.39 cents per kWh for an average usage of 1,000 kWh
per month as compared to the current 9.28 cents per kWh.

On July 3, 2008 PSE agreed to decrease the revenue increase reguédisl2 million or a

general rate increase of 8.99 percent. The filing did not specify how this reduction in the
requested rate increase would translate into rate increases for the residential class. The rate case
is ongoing and it is not yet clear aththe WUTC will allow as a final rate increase. Parties in

the rate case have proposed revenue increases between $4.3 million and $107 million, much
smaller than the currently requested $165 million.

Merger Potential Impacts on PSE Rates

As stated preusly, Puget Sound Energy announced in late 2007 that it has enteredsait a
and merger agreement with fareign-basedconsortium of longerm infrastructure investors.
Significant objections to the merger were filed by several parties.

Accordingb t esti mony filed by the Public Council
corporate credit ratiinganfdrt Paug@d mpan yS &Ps ia®n f
negative implicationso. Because PSEGs nd8dBBmor a

level, any downward movement would be to the-muestment grade level ankis couldcause
significant increase in the cost of capital needed to operate.

Several parties to this case have filed a proposed joint settlement with the commissererho

this is not a final resolution of the case. The proposed settlement must be reviewed by the three
commissioners, who can approve, reject or modify the settlement. If the commission makes
major modifications, the signing parties have the option tifdsawing from the agreement.

The proposed settlement, in part, calls for additional equity to reduce the debt level at Puget
Energy, the parent company of PSE. The proposal also calls for additional financial conditions to
protect PSE ratepayers. PSE algrees to specific conditions in support of programs for
renewable energy, conservation and assistance tintmwne customersHowever, there is still
concern by some parties that the merger is to

PSE Rate History

When detenining future rates, it is useful to examine the recent rate trends experienced by the
utilityds customers. I n particul ar, the di f
WUTC approved rate increase can provide useful information when pngjeates. Table &

provides the major rate changes approved by the WUTC in the past 5 years.
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Table A-2
PSE General Rate Case History

Date Requested Requested Revenue Increase Approved Revenue Increase
July 2008 $165.2 million / 8.99% Pending
Decembe 2007 $179.9 million / 9.7% Pending
July 2006 $96 million / 7.1%*
February 2006 $148.8 million / 9.2% -1.3%
April 2004 $ 81.4 million / 5.7% $ 56.6 million /4.1%

*Note: Separate Power Cost Only Rate Case

Hi storically, P S E order of ato & centshper kKWdbr theeresidentialrclass.h e o
However, as the chart below demonstrates, PSE costs have increased sharply, growing on
average almost 4 percent per year since 2002. For comparison, the US Energy Information
Agency reports that theational average residential electricity cost grew onpeentper year

from 1995 through 2006. The Bonneville Power
customers grew on 2gkercentper year from 2002.

Table A-3
PSE Residential Electricity Cost
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Source: http://www.pse.com/insidePSE/ratereginformation/Pages/RatesElecTariffsRules.aspx

PSE Rate Comparisons

Washington has generally enjoyed lower power costs than other areas of the nation due to access
to the large hydro resources in the regionHowever, increased regulation and growth has
recently put pressure on rates in Washington.
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Table A4 provides a rate comparison of current residential rates charged by utilities in
Washington.

Table A-4
Residential Electricity Unit Costs
(2008 Data)
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Based on the most current rate schedules, average rates for residential customers in Washington
using an average of 1,000 kWh per month range from 2.5 cents per kWh to just over 10 cents per
kWh. PSE rates, before thecentlyrequested rate increas€and average 9 percemtre some

of the highest in the state.

Basics of Rate Setting

The first distinction often made in setting rates is the type of utility that is attempting to set the
rates. Utilities are generally divided into two types by owmpés public and private utilities.

Public utilities are generally owned by a municipality, cooperative, county, or special district and
are operated on a nfur-profit basis. Public utilities are generally capitalized by issuing debt
and soliciting fund from customers through direct capital contributions or user rates. As
nonprofit entities, public utilities do not pay federal income taxes. Finally, a public utility is
usually regulated by a publiclected or appointed City Council, Board of Comrnaissrs, or
Board of Trustees.

In contrast, private electric utilities are capitalized by issuing debt or equity (stock) to the general
public. The owners of the private utility are its equity contributors, or shareholders. Private
utilities are taxableentities, and finally, they are generally regulated by state public utility
commissions.
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These differences in ownership and other characteristics often lead to two different methods for
setting rates. By virtue of differences noted above for a publiauseasprivate utility, their

revenue requirements are based upon different elements or methodologies. Most private utilities
use what is known as a dAutilityo or fAaccrual o
rate levels. This conventoncab | ates a wutilityds annual reven
periodbs operation and maintenance (O&M) expe
return on investment. Operating expenses include the labor, materials, supplies, etc., that are
needed to keep the utility functioning. Private utilities must also pay federal income taxes, along

with any applicable property, franchise, sales or other forms of taxes. Next, depreciation
expense is a means of recouping the cost of capital facilities te useful lives of those

facilities and also a means of generating internal cash. Finally, a return on the capital invested
pays for the wutilityds interest expense on in
equity holders in the fon of dividends, and leaves a balance for retained earnings and cash flow
purposes.

I n contrast to the Autilityo or HfAaccrual 0 met
utilities, public utilities follow a different method of determining annuaferaie requirement.
The convention used by most public utilities

name implies, a public utility aggregates its cash expenditures to determine its total revenue
requirement for a specified period of #8m This methodology conforms nicely to most public
utility budgetary processes, and is a very straightforward and easily understood calculation.

Under the fAcash basisod approach, there are f
maintenance expensdsxes, debt service, and capital improvements funded from rates. The
operating portion of the revenue requirement, i.e., O&M and taxes, are similar under either
methodology.

Table A5 may be helpful in comparing the cash and utility accounting coowsntor public
and private utilities, respectively.

Table A-5
Cash vs. Utility Basis Comparison

Cash Basidor Public Utility Utility (Accrual) Basis for Private Utility
+ O&M Expense + O&M Expense
+ Taxes + Taxes
+ Capital Improvements Financedth + Depreciation Expense
Operating Revenues
+ Debt Service + Return on Investment
E = Revenue Requirement E = Revenue Requirement

Another difference between the two types of utilities is that a privatghed utility, such as

PSE, must geapproval from the Washington Utility and Transportation Commission (WUTC)
before changing rates. A publiebpvned utility is not regulated by the WUTC, but is regulated

by a local city council, utility commission or utility board and rates must be apgrbefore
implementing by the local regulatory body. Both types of utilities have rate setting constraints by
state statute.
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Finally, financing of capital improvements differs significantly between the two types of utilities.
Public utilities rely on cashvailable or taXree financing. In addition, revenue bonds may be
available for some large outlays. Private entities rely on taxable financing and equity provided
by shareholders.

Rate Components

When setting rates, costs are generally separatetivotdifferent categories: power supply and
wires. Power supply costs include all/l cost
cost includes the actual cost of the power supply, energy and demand, any ancillary services
needed to ensure r@bility and shape the power to meet loads and the transmission of power
from the power source to the service area. Power supply costs typically represent the larger
portion of the total costs of operating an electric utility system and depend on theftype
resource purchased and the price at the time of purchase. Wires expenses are those associated
with traditional distribution facility construction, operations and maintenance, customer
accounts, customer services, and administrative and general (Ag&)ses.
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PSE Power Supply

PSE Current Power Supply Portfolio

PSE6s current power suppl y -fiped hydrioaettiicowind ad ¢c o mp o
coal (Colstrip) resources along with leteym contracts with independent power producers,

other utilities and NowJtility Generators (NUG). Table & bel ow shows PSE®
resources versus projected 2008 through 20&daly loads.

Table A-6
Projected 2008-27 January Loads versus Existing Resources
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Source: PSE 2007 IRP

Table A6 shows that PSE will need to acquire nearly 700 aMW of new resources by 2011,
1,600 aMW by 2015 and 2,570 aMW by 2027.
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PSE Power Supply Challenges
2007 Integrated Resource Plan (IRP)

In the 2007 IRP PSE considered six scenarios when analyzing resource portfolio strategies. The
six scenarios illustrate the challenges utilities currently face when making resource decisions.
The six scenariosiclude:

1. Current Trends: Current economic, marketplace and regulatory trends continue in the
future.

2. Green World: Costs associated with greenhouse gas emissions turn out to be greater than
expected.

3. Low Growth: Economic growth in the region does noetrexpectations.
4. Robust Growth: Economic growth in the region exceeds expectations.

5. Technology Improvements: Technological advances improve heat rates and capital costs
associated with potential new resources.

6. Escalating Costs: Technological advancde tplace but are accompanied by higher
costs than projected.

In considering 12 alternative resource portfolios PSE considered the impact of the scenarios
outlined above on each resource portfoliods t
of the scenarios taking place. Due to regulatory and technological hurdles, portfolios that
included coal projects without carbon capture and sequestration (CCS) were eliminated from
contention as were portfolios that included Integrated Gasification Cenhkiycle (IGCC).

Wwind is currently the only renewable resource capable of producing power in the quantities
required to meet renewable portfolio standards. Other renewable resources such as geothermal,
tidal, wave, biomass and solar are not currentlyil@va in large enough quantities to be
included in utilitiesd renewabl e energy strat
power has become universal in the utility planning world. This has created high demand for
wind resources, particulgron the west coast where Northwest utilities are not only competing
amongst one another for limited wind resources but with utilities in other western states,
particularly California, that have aggressive renewable portfolio standards and are allowed to
acquire Northwest wind resources to meet their renewable targets. All of this competition has
created a scarcity of wind turbines and driven up the capital costs as well as the operation and
maintenance costs associated with new wind resources.

Expiring Resource Contracts

Table A6 illustrates that PSE needs to acquire additional resources to serve load in future years
primarily due to load growth and, to a lesser extent, due to the expiration of existing resource
contracts. In the past, losigrm resoure contracts, 15 20 years in length, was the norm. This

is no longer the case as resource owners and purchasers prefer shorter term flexible contracts
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such that parties can respond to future risks, such as regulatory changes, fuel price escalation,
etc. The power supply market has therefore become very fluid and accessible.

The NUG (norutility generator) supply shown ifiable A6 consists of cogeneration plants that
use natural gas to generate electricity and steam for industrial processes. Albbfthinee
cogeneration plants are located in Skagit and Whatcom counties. As shown in Table A
contracts with NUGs expire between 2012 and 2013.

Hydroelectricity, which provides the largest percentage of power supply in the existing resource
portfolio indudes owned resources and purchased power viatéyng contracts with three
public utility districts. As shown in Table-8, the amount of power purchased under the-long
term contracts decreases between 2011 and 2013.

Service Territory Growth

The loadforecast establishes the basis for which resource acquisition decisions are made. The
base case | oad forecast included in PSEOGs 20C
average rate of 2 percent. As shown below in Tablg fis translates io base case loads

growing from just over 21,000,000 MWh in 2006 to just over 30,500,000 MWh in 2025.

Table A-7
Electric Sales Forecast
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The base case load forecast also includes an expectation that peak hourly loads will igcrease b
1.7 percent annually between 2006 and 2025 up from 4,792 MW to 6,616 MW as shown in
Table AS8.
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Table A-8
Peak Demand Forecast

Source: PSE 2007 IRP

The base case load forecast assumes the total number of electric customers increases at an
average ra of 2 percent per year. This growth rate would translate into an increase from
1,039,372 customers in 2006 to 1,500,647 in 2025.

Due to the dependence on major commercial and manufacturing industries, the economy in
PSEOG6s servi ce t enrtheiparformance ofatiaha pnel statee acanomies. The
base case | oad forecast includes an expectat:i
increase at an annual rate of 1.4 to 1.5 percent and that the U.S. economy will grow at a rate of
2.8 percent annually. The high case load forecast assumes a faster growth rate of 3.3 percent for
the U.S. economy, low inflationary rates and high productivity growth. The low case load
forecast assumes a slower growth rate of 2.3 percent for the U.Snggcdmigh inflationary

rates and low productivity.

PSEGs electrical i nfrastructure is very old
With loads projected to increase 2 percent annually, PSE faces significant challenges and capital
costsinorde t o maintain and wupgrade iIits swmsatem to

infrastructure plan is designed to maintain existing facilities and add new components as
necessary. In its 2007 IRP PSE identifies the following alternatives for addredsutric
system capacity and reliability issues

Add new substation
Strengthen feed to local area (hew conductor)

Improve existing facilities (substation modification, expand rgfhivay, uprate system,
rebalance load and modify automatic switching sods

> > >
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