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BEFORE THE PUBLIC SERVICE COMMISSION 
OF THE STATE OF MISSOURI 

 
In the Matter of a Working Case to Consider ) 
Proposals to Create a Revenue Decoupling ) File No. AW-2015-0282 
Mechanism for Utilities  ) 
 

COMMENTS OF KANSAS CITY POWER & LIGHT COMPANY AND 
KCP&L GREATER MISSOURI OPERATIONS COMPANY 

 
COME NOW Kansas City Power & Light Company (“KCP&L”) and KCP&L Greater 

Missouri Operations Company (“GMO”) (collectively, the “Company”) and hereby offer the 

following comments in response to the Missouri Public Service Commission’s (“Commission”) 

Order Opening a Working Case to Consider Proposals to Implement a Revenue Decoupling 

Mechanism for Missouri’s Utilities (“Order”). 

BACKGROUND 

1. On May 1, 2015 the Commission issued a Notice of New Proceeding. 

2. On July 22, 2015 the Commission issued an Order which established File No. 

AW-2015-0282 as a repository for documents and comments regarding the Commission’s 

consideration of the concept of a revenue decoupling mechanism. 

3. The Commission invited interested stakeholders to submit comments as outlined 

in the Order by September 1, 2015.  Additionally, on August 5, 2015 the Commission issued a 

Notice Scheduling Workshop and Requesting Responses which invited interested parties to 

submit responses to questions contained therein by September 1, 2015. 

COMMENTS 

4. The Company is interested in discussing revenue decoupling and other policies 

and practices as a means of aligning shareholder and customer interests in light of the evolving 

operating environment for electric utilities.  To have a meaningful discussion of regulatory 
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policies and practices, it is essential to recognize the current environment facing electric utilities 

like KCP&L and GMO, including factors such as: 

 Load growth has flattened considerably for a variety of reasons (including the economic 

downturn in 2008, lower national and regional economic growth rates, increasing 

efficiency standards, proactive implementation of MEEIA, increased installation of solar 

and other distributed generation facilities and new end-use technologies) such that 

whereas load grew on a 2-3% annual basis prior to 2008, current load growth forecasts 

show annual load growth of 1% or less annually, with flat or declining per capita 

residential consumption;  

 The cost of providing electric service continues to increase due in large part to a variety 

of governmental mandates (from environmental regulators, FERC, NERC and state 

taxing authorities, among others) and ongoing increases in wages, health care costs and 

general operating costs; 

 Customer expectations around service quality and reliability continue to rise, also 

increasing upward pressure on the cost of providing electricity; and 

 New technologies are penetrating the electricity industry across the value chain 

(including, but not limited to, distributed generation, end-use appliances, Smartgrid at 

both the transmission and distribution levels, as well as third party service providers 

interacting with customers and electricity providers in virtually all of these areas), with 

the prospect of delivering higher value to our customers, but requiting capable and 

financially healthy utilities to manage their integration. 

It is expected that this environment will continue for the foreseeable future, not just for the 

Company but also for electricity providers across the country.  In this regard, the electric utility 
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market has reached a level of maturity that requires a fundamental re-structuring of the 

regulatory construct.  Revenue decoupling can stabilize utility revenues and customer bills, but 

utility financial health is also eroded by the inability of utilities to fully recover costs due to 

regulatory lag inherent in the current construct which has generally governed for over 100 years.  

It relies on historical test year ratemaking, long lead-time procedural schedules and very limited 

use of regulatory tools capable of keeping up with the continuously changing cost of providing 

electricity that will likely require electric utilities like KCP&L and GMO to file frequent rate 

cases to attempt to maintain a reasonable relationship between cost to serve and revenues.  As 

the Commission is well aware, general rate cases are time consuming, resource intensive and 

expensive for all parties involved and do not allow for effective or timely response to changing 

conditions in the current dynamic environment.  It is therefore wise to evaluate and give serious 

consideration to alternatives that could mitigate the need for frequent rate cases, better align the 

interests of customers and shareholders and improve outcomes for all stakeholders.  Regulatory 

practices and policies that should be considered include the use of a forward test year, formula 

rate plans, performance-based rate plans and/or additional rate adjustment mechanisms, 

including revenue decoupling. 

5. Utility regulatory commissions across the U.S. have recognized that changes in 

the electric utility operating environment require changes in the regulatory construct.  

Approximately 20 jurisdictions make use of forward test years, and formula rate plans are 

available in a number of jurisdictions (including Alabama, Arkansas, Georgia, Illinois, 

Oklahoma and the Federal Energy Regulatory Commission).  More fundamentally, the 

performance-based approach to setting rates and creating incentives has been widely used both in 

the United States and internationally (e.g., Canada, Europe, Australia) as a framework for 
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explicitly aligning regulatory and utility goals.  At least five state commissions are exploring 

how performance-based ratemaking could help address emerging issues in the electricity 

industry, and others are following that path.  See, for example, Attachment 1 hereto which is a 

report of the e21 Initiative, a diverse stakeholder group in Minnesota.  Rate adjustment 

mechanisms are also used extensively for electric utilities across the country; Schedules 1 and 2 

of the white paper attached hereto as Attachment 2 show that: 

 In non-restructured states, every utility regulatory commission makes use of a fuel 

adjustment clause-type mechanism to address changes in the cost of fuel and 

purchased power for electric utilities;   

 43 of 52 utility regulatory commissions in the U.S. have environmental cost 

adjustment mechanisms in place for electric utilities;   

 23 of 52 utility regulatory commissions in the U.S. have infrastructure cost 

adjustment mechanisms in place for electric utilities; 

 21 of 52 utility regulatory commissions in the U.S. have adjustment mechanisms 

in place for taxes for electric utilities; 

 18 of 52 utility regulatory commissions in the U.S. have transmission expense 

adjustment mechanisms in place for electric utilities; and 

 12 of 52 utility regulatory commissions in the U.S. have revenue decoupling 

mechanisms in place for electric utilities. 

6. The Company understands that one of the issues that this docket would address is 

how revenue decoupling would operate.  Below is the Company’s understanding of revenue 

decoupling which focuses exclusively on revenues (and, as such, does not address changes in the 

cost of providing electricity): 
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 In general terms, revenue decoupling allows for the use of an adjustment factor which 

moves up or down based on increases and decreases in sales so that utilities continue to 

earn the amount of base or non-fuel revenues authorized by the Commission in a general 

rate case. 

 Revenue decoupling eliminates the incentive to maximize sales, and removes much of the 

disincentive for utilities to promote energy efficiency. 

 Decoupling stabilizes a utility’s revenue stream because its revenues are no longer 

dependent on sales, while also stabilizing customer bills.  Since decoupling adjusts actual 

revenues to align them with the authorized revenue requirement, it can effectively 

mitigate regulatory lag associated with revenue variability in some respects.  Utilization 

of a timely and effective true-up mechanism ensures that this mitigation is symmetrical in 

that it can benefit customers by returning revenues exceeding the authorized revenue 

requirement, or it can benefit shareholders by recouping revenues falling short of the 

authorized revenue requirement. 

 By truing-up actual revenues to the authorized revenue requirement, revenue decoupling 

would offer a more efficient and effective alternative to the “throughput disincentive-net 

shared benefits” concept currently utilized under MEEIA to recover revenues lost due to 

MEEIA programs.  The MEEIA regulatory construct currently in place is too 

cumbersome, complicated, expensive, contentious and uncertain to be relied upon 

sustainably by customers, shareholders or businesses (such as HVAC contractors, etc.) 

involved in the provision of MEEIA programs. 
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7. To align customer and shareholder interests appropriately, the revenue decoupling 

mechanism must be structured properly.  Obvious topics that must be considered include the 

following: 

 To what rate elements should revenue decoupling apply? 

 How should customer additions or losses be treated under revenue decoupling (as 

described above)? 

 What impact, if any, does implementation of revenue decoupling have on other 

rate adjustment mechanisms (i.e., the fuel adjustment clause, demand side 

investment mechanism, renewable energy standard rate adjustment mechanism, 

etc.)? 

 How does revenue decoupling impact customer rates and/or future rate 

predictability? 

 What impact does the revenue decoupling mechanism have on a utility’s ability to 

earn its authorized rate of return?  

QUESTIONS/RESPONSES 

a) Please comment on the legality of decoupling in Missouri. 

Response: 

Given the state of the law in Missouri, the Company would be hesitant to rely on a 

Commission order adopting a revenue decoupling mechanism involving rate adjustments 

between general rate proceedings as described herein for electric utilities absent a unanimous 

settlement or enactment of specific enabling legislation.  Legislation would not be necessary to 

the extent that revenue decoupling is implemented as a tracker-type mechanism with rate 

adjustments associated with deferred balances addressed only in general rate proceedings along 
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with all other relevant factors.  State ex rel. Noranda Aluminum, Inc., v. Pub. Serv. Comm’n, 

356 S.W.3d 293, 320 (Mo.App. S.D. 2011). 

b) Please comment on your interests and preferences for any of the various aspects 

related to revenue regulation and decoupling contained in “Revenue Regulation and Decoupling: 

A Guide to Theory and Application, June 2011, The Regulatory Assistance Project”.  (A copy of 

that document is available in the EFIS file for this case.). 

Response: 

At this early juncture, the Company expects that it would lean toward either a full 

revenue decoupling approach (as described on pp. 11-12 of the RAP white paper) or a revenue 

per customer approach (described on pp. 16-19 of the RAP white paper).  Of course, these 

expected preferences of the Company depend on the specifics of the revenue decoupling 

ultimately adopted and may change in the future. 

c) For responding utility stakeholders, assuming that your preferred revenue 

regulation decoupling mechanism described in your response to b) will result in a change in the 

rates of certain, if not all, customer rate classes, what is your estimate of the change in residential 

rates and rate impact resulting from your preferred mechanism?  Would you expect those 

changed rates to be collected through a customer charge or a usage charge? 

Response: 

The Company does not expect that implementation today of full revenue decoupling on a 

revenue per customer basis would require any immediate changes to existing rates or rate 

structures, although rate adjustments to amortize any under- or over-recovery of allowed 

decoupled revenues would be needed later at some point.  Use of full revenue decoupling on a 

revenue per customer basis would not eliminate the need to maintain an appropriate balance 
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between the level of fixed monthly rate elements and the level of variable rate elements, and the 

Company presumes that such rate design issues would continue to be addressed in periodic 

general rate cases in the future as they have in the past.   

On a different but related point, the Company expects that implementation of full revenue 

decoupling on a revenue per customer basis would likely be facilitated by eliminating from base 

rates all fuel and purchased power costs and recovering all such costs through the fuel 

adjustment clause.   

d) Please provide sources or papers on alternative rate mechanisms, revenue 

decoupling, or similar topics that will further the Commission’s knowledge on the subject of this 

case. 

Response: 

The Company continues to research and seek understanding of decoupling and how it 

may be successfully applied.  As part of that research, the following sources have been identified 

and have the potential to contribute to this proceeding: 

a. Alternative Regulation for Evolving Utility Challenges: An Updated Survey, 

January 2013 prepared by the Pacific Economics Group Research LLC for the 

Edison Electric Institute. 

b. State Electric Efficiency Regulatory Frameworks, December 2014, prepared 

by the Edison Foundation Institute for Electric Innovation. 

c. Decoupling For Electric & Gas Utilities: Frequently Asked Questions (FAQ), 

September 2007 prepared by the The National Association of Regulatory 

Utility Commissioners. 



9 
 

d. The Impact of Revenue Decoupling on the Cost of Capital for Electric 

Utilities: An Empirical Investigation, March 20, 2014, prepared by the Brattle 

Group for the Energy Foundation. 

e. The Theory and Practice of Decoupling, January 1994, prepared by the 

Energy & Environment Division of the Lawrence Berkeley Laboratory. 

f. Decoupling Policies: Options to Encourage Energy Efficiency Policies for 

Utilities, December 2009, prepared by the National Renewable Energy 

Laboratory. 

g. Revenue Regulation and Decoupling: A Guide to Theory and Application, 

June 2011, prepared by The Regulatory Assistance Project. 

h. Decoupling Case Studies: Revenue Regulation Implementation in Six States, 

July 2014, prepared by The Regulatory Assistance Project. 

CONCLUSION 

8. Revenue decoupling, properly structured, offers a host of benefits to both 

customers and shareholders, but it is not a panacea.  Fundamental changes to the regulatory 

construct also will be necessary to reduce persistent regulatory lag and align utility costs and 

revenues in the current environment of low load growth and rising cost to serve.  Other structural 

changes in the regulatory construct may also be required to ensure that utilities can efficiently 

and effectively bring tomorrow’s highest value energy solutions to their customers.  The 

Company is encouraged that the Commission is examining these issues and looks forward to 

continued participation in this working docket.   
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Respectfully submitted, 

/s/ Robert J. Hack     
Robert J. Hack, MBN 36496 
Phone: (816) 556-2791 
E-mail: rob.hack@kcpl.com 
Roger W. Steiner, MBN 39586 
Phone: (816) 556-2314 
E-mail: roger.steiner@kcpl.com 
Kansas City Power & Light Company 
1200 Main – 16th Floor 
Kansas City, Missouri  64105 
Fax: (816) 556-2787 
 
Attorneys for Kansas City Power & Light Company 
and KCP&L Greater Missouri Operations Company 

 

CERTIFICATE OF SERVICE 

 
 I do hereby certify that a true and correct copy of the foregoing document has been hand-
delivered, emailed or mailed, postage prepaid, this 1st day of September, 2015, to all parties of 
record. 
 

/s/ Robert J. Hack     
Roger W. Steiner 

 



  
 
 
December 22, 2014 

 – Via Electronic Filing – 
Dr. Burl W. Haar 
Executive Secretary 
Minnesota Public Utilities Commission 
350 Metro Square Building 
121 Seventh Place East 
St. Paul, MN 55101 
 
Re: REQUEST FOR PLANNING MEETING AND DIALOGUE 
 ROADMAP FOR SUPPORTING THE E21 INITIATIVE 

 
Dear Dr. Haar: 
 
Northern States Power Company, doing business as Xcel Energy, submits to the 
Minnesota Public Utilities Commission this letter offering a roadmap for 
implementing the recommendations of the e21 Initiative.   To adapt to the 
evolutionary changes confronting the energy industry, e21 brought together a diverse 
group of stakeholders to create a vision for aligning Minnesota’s regulatory framework 
with State policy goals, changing customer expectations, new technologies, and 
innovation.    
 
We support this vision and would like to help make it a reality.  Minnesota has long 
been a leader in energy policy; implementing the e21 recommendations would do 
much to take the state to the next level of accomplishment -- benefiting customers, 
shareholders, the state’s economy, and the environment in the process. 
 
To that end, we see exciting opportunities for Xcel Energy to enact various 
components of the e21 vision, including: 
 

• Lead the effort to achieve carbon reduction by 40 percent.  Confronting environmental 
challenges in the most economical way is one of the most significant challenges 
facing our industry.  In our upcoming Resource Plan, we provide a path that 
could cost-effectively achieve a 40 percent or greater reduction in carbon 
emissions by 2030.  Importantly, this path preserves and enhances the benefits 
of a diverse supply portfolio, thus offering significant price and risk mitigation 
that will benefit and protect customers during this period of rapid industry 
change. 

  414 Nicollet Mall, 7th Floor 
  Minneapolis, MN 55401 
   
  

ATTACHMENT 1



Dr. Burl W. Haar 
December 22, 2014 
Page 2 
 
 

• Advance distribution grid modernization.  Distributed resources, for example solar, 
will play a more significant role in the future, while reliability will become even 
more important as our economy becomes increasingly electricity-driven.  We 
would welcome the opportunity to take the lead in working with stakeholders 
to create a plan for evolving our distribution system to serve 21st century 
demands, such that we enable a more distributed energy future, maximize the 
value of the grid, and ensure and enhance reliability.   

• Provide our customers with a platform of innovative service and product offerings.  Our 
customers are interested in better managing their energy use and bills, and 
purchasing green or otherwise streamed energy while ensuring safety and 
reliability, among other things.  We want to respond by offering products and 
services that align with those goals.   New services, alternative rate structures 
and pilot programs will be needed, as well as potentially new standards and 
approval processes so as to encourage innovation and bring new services to 
market in a timely and effective manner. 

• Implement a new regulatory framework that provides both predictable rates for customers and 
a more timely and nimble review while retaining the key benefits of existing processes, thus 
freeing valuable time for regulatory agencies, stakeholders, and utilities to focus on achieving 
policy objectives.  The e21 Initiative highlighted the importance of developing a 
supportive regulatory framework to align achievement of policy objectives with 
business objectives.  Minnesota has long been a leader in this effort, but the 
increasing complexity of our industry requires a rethinking of the current 
framework to ensure it is still aligned.  We believe the rate setting process can 
improve by evolving to a model that allows us to recover the costs associated 
with implementing this roadmap with greater frequency, certainty and 
predictability while incenting us to manage our business in a competitive 
manner. 

 
We are excited about the possibilities and would welcome the opportunity to help 
make the e21 vision a reality.  To do so, we believe the collaborative spirit embodied 
by the e21 Initiative will need to carry forward and that additional dialogue with the 
Commission and stakeholders would be beneficial.  We thus request that the 
Commission schedule a planning meeting for further exploration of the appropriate 
procedure advancing the e21 Initiative. 
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The remainder of this letter: 
 

• Provides a brief background about the e21 Initiative, 
• Discusses the guiding principles upon which we built our roadmap, 
• Explains each element of our execution plan in more detail, and  
• Outlines our proposed next steps.  

 
We recognize the non-traditional nature of this request, and appreciate the 
Commission’s consideration. 
 
The Evolving Energy Industry and the e21 Initiative 
 
The energy industry is at a pivotal point.  While we have experienced periods of 
change in the past, the last several years point to a fundamental shift in what the 
energy system will look like, what it will be able to do, and how people will use it.   
 
Earlier this year, the Company joined a diverse group of stakeholders, known as the 
e21 Initiative, to identify potential changes to the regulatory system that would better 
align utility revenue and business models with public policy goals and changing 
customer expectations.  The group initially identified fundamental changes in the 
electric industry, including positive evolutionary shifts that have had impacts not fully 
reflected in historic regulatory norms.  These include:  
 

• Environmental Policy Shifts - Environmental policy changes have emerged over 
recent years, beginning in large part with Minnesota’s Renewable Energy 
Standard.1  In addition, this year the federal government released initial rules to 
limit greenhouse gas emissions from existing power plants, making long-term 
carbon reductions necessary.  While it is not yet clear how the final federal rules 
will take shape, it is critical for electric utilities to not only respond to 
environmental mandates, but also to develop the investor support necessary for 
any utility to be a proactive environmental leader.2 

1 Elisabeth Graffy & Steven Kihm, Does Disruptive Competition Mean a Death Spiral for Electric Utilities?, 13 
Energy L.J. 1, 6-7 (2014) (discussing how state renewable portfolio standards have already significantly 
impacted utility obligations). 
2 Hal Harvey & Sonia Aggarwal, Rethinking Policy to Deliver a Clean Energy Future, America’s Power Plan 1, 5 
(citing changing “national security, public health, economics and climate change” policy concerns as a major 
factor driving change in America’s power sector). 
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• Impacts of Greater Conservation - Years of successful conservation programs and 

increased awareness about the value of energy efficiency, as well as 
advancements in technology, have slowed and in some cases reversed the sales 
growth trends characteristic of the past century.3 

• Customer Demand for Choice - Energy consumers are showing greater interest in 
receiving the same kinds of choices from their energy provider that they are 
offered in other areas of their lives, such as access to more detailed energy data, 
more advanced energy management capabilities, and a more customized energy 
mix.4   

• Competition and New Technologies - Declines in the cost of distributed generation 
technologies, growing customer interest in expanded energy options, and 
supportive public policies have prompted a surge in the adoption of distributed 
generation, bringing increased competition.5  Minnesota has the opportunity to 
be proactive and put a framework in place that will support continued 
expansion and potentially avoid the kinds of regulatory and operational 
challenges seen in places like Hawaii. Energy storage technologies will likely 
follow a similar path, as will energy management and other customer-facing 
technologies.6   

 
The e21 Initiative spent months learning and discussing these topics, including how 
regulatory bodies in this country and abroad have tried to tackle adapting to the 
evolutionary change sweeping through the energy industry.   An early point of 
consensus in the e21 Initiative was that the current regulatory framework is becoming 
increasingly incompatible with the State’s energy policy goals and with industry trends, 
and could be improved to better serve the needs of customers and stakeholders.   
 
On December 18, 2014, the e21 Initiative published its recommendations, which are 
attached as Attachment A.  At the heart of the e21 Initiative’s recommendations is a 

3 Steven Nadel & Garrett Herndon, The Future of the Utility Industry and the Role of Energy Efficiency, ACEEE 
Report No. U1404, 1-4 (June 2014). 
4 Harvey & Aggarwal, supra note 2, at 4 (citing another major factor driving change in America’s power sector 
as the “advent of competition”). 
5 Id. at 4 (the first major factor driving change in America’s power sector as the “large number of new 
technologies [that] are becoming commercially viable,” such as renewable generation technologies and smart 
grid systems). 
6 Peter Kind, Disruptive Challenges: Financial Implications and Strategic Responses to a Changing Retail Electric Business, 
Edison Electric Institute 1, 3 (January 2013) (discussing how more emerging technology, such as battery 
storage, will place additional pressure on the traditional regulated utility model); Graffy & Kihm, supra note 1, 
at 15-16 (innovations in power storage “accelerating the potential for off-grid systems”).. 
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shift to a more customer-centric and sustainable framework for utility regulation in 
Minnesota that better enables:   
 

• Innovation and new customer options; 
• Grid modernization and integration of distributed resources;  
• Achievement of policy goals; and  
• The financial health necessary for utilities to implement this vision.   

 
While much work needs to be done, the e21 Initiative recommendations provides a 
commendable vision of potential changes to the State regulatory system that can 
better align utility business model and economic incentives with Minnesota’s public 
policy goals and expanding customer expectations.  
 
Guiding Principles 
 
We are looking forward to participating in Phase II of the e21 Initiative, but instead of 
waiting for that effort to produce a concrete set of recommended next steps, we 
believe there are several recommendations from Phase I that we can further explore 
now to advance the goals of the State and our customers. We looked to four guiding 
principles to help us create our road map.   
 
First, our customers and being responsive to them is our top priority.  Our customers 
are changing from primarily valuing reliability to wanting to feel good about the 
energy they use and having greater choice in the service and products they purchase 
from us.  While providing safe and reliable service will be a cornerstone of our 
business, we also want to be responsive to our customers’ changing values.  
 
Second, we believe it is in the best interest of the State and our customers to have a 
healthy vertically integrated utility today and into the future.  For that reason, our 
ideas and vision build upon our existing infrastructure and regulatory platform instead 
of breaking those apart.  We recognize some may think it best to concentrate our 
efforts on dismantling this utility.  We respectfully disagree with that sentiment and 
believe we can spend this time now cooperatively evolving the Company into the 
utility this State and our customers want.   
 
Third, the elements of our roadmap are interrelated and will work best to accomplish 
the goals of the State and our customers when kept together.  Currently, resource and 
customer choice related policy, and ratemaking decisions happen in different 
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proceedings, which the Commission may or may not decide near in time.  We have 
seen this cause frustration and confusion from time to time.  Reducing carbon 
emissions, modernizing the distribution grid and offering our customers diversified 
services and products will require the Company to make significant investments.  We 
will have to recover the costs associated with these investments.  We believe it would 
be an improvement to the existing process to make decisions about cost recovery at 
the same time as we decide whether to move forward with investments.  Therefore, 
our roadmap keeps policy and ratemaking decisions connected. 
 
Fourth, we need to consider a change in the way we approach the ratemaking process 
within the existing ratemaking framework.  Rate cases take up a lot of resources and 
because of that make it challenging for us to talk to the Commission and our 
stakeholders about policy initiatives such as the ones outlined here.  We concluded 
that our roadmap should suggest several evolutionary steps that could be applied to 
the existing ratemaking process so that the Company, Commission and our 
stakeholders can have an un-interrupted, non-distracted dialogue about the e21 
Initiative recommendations and our roadmap for implementing them. 
 
Achieving Forty-by-Thirty 

The e21 Initiative has a vision that to align the regulatory model with the changing 
landscape, utilities need to be incented to be proactive environmental policy leaders.  
Our roadmap for this vision is to exceed the State’s carbon emission goals by 
reducing carbon emissions by 40 percent, or more, by 2030.  

Achieving such a historic reduction in carbon emissions provides a unique 
opportunity to create a partnership between the Company and the State.  
Environmental leadership is one of our core values and we have a strong track record 
of success.  Likewise, the State of Minnesota has been a leader in environmental 
policy for many years.  For example, recent legislation established a solar energy 
mandate and more accessible solar-based products, and set the goal for Minnesota to 
be the first state to use only renewable-based generation.  By partnering together we 
believe we can cost-effectively achieve one of the State’s key energy policy goals. 

We will be laying out our preferred plan for achieving a 40 percent reduction in 
carbon emission in our next Integrated Resource Plan, which we will file in January 
2015.  In our upcoming IRP, we also present our thoughts and ideas about the future 
of Sherco 1 and 2.  While the plan is still being prepared, we expect to take a 
multifaceted approach that meets several key objectives, including: 
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• Accelerating the pace of emissions reduction; 
• Expanding renewable energy on our system; 
• Preserving system diversity and flexibility; and  
• Moderating rate impacts and keeping rates competitive. 

 
Our preferred plan also allows for accelerating cost-effective investments and using 
other tools to achieve carbon reduction if renewable costs are higher than predicted.   
 
The e21 Initiative did a laudable job in offering a forward-looking vision to help 
evolve the regulatory model.  We believe there are success stories from our past that 
can also help guide us through these changing times.  For example, with the 
Minnesota Metro Emission Reduction Project, the Company made significant 
investments in our metro area generating units to reduce carbon emissions with the 
assistance of an incentive base rate mechanism.  We believe the interests of the State 
and our customers were furthered with the use of our suggested diversified ownership 
portfolio as part of complying with the Next Generation Act (NGA).  As we look to 
the investments that will be needed to reduce carbon emissions by 40 percent, we 
believe our partnership with the State could be enhanced by using MERP-like creative 
rate recovery mechanisms, and value could be driven by encouraging the Company to 
be part of the growth in renewable resources through NGA-like diversified ownership 
portfolios. 
 
We are excited about our carbon reduction plan, but note that not all states we serve 
have the same energy and environmental goals and policies.  At this time, Minnesota 
and North Dakota are on diverging paths. Reconciling these differences is becoming 
increasingly difficult for the Company and regulators which may ultimately adversely 
affect our customers in each state.  We are working on solutions and expect to present 
a proposal as part of our IRP filing in early January 2015.   
 
Facilitating Grid Modernization 
 
The e21 Initiative recognized existing distribution systems will be called on to do 
more in the future, such as accommodating higher levels of solar generation, as well as 
other distributed energy resources, optimizing system performance, and enabling 
emerging technologies.  To accelerate progress on realizing a fully modern distribution 
grid, the e21 Initiative recommends a robust stakeholder process that results in a plan 
describing the steps and investments needed to be responsive to 21st century 
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demands.  This process could document the current capabilities of the distribution 
system and explore a range of planning and investment issues, including: 
 

• Foundational communications and control technologies to create a more 
intelligent grid;  

• Strategies for optimizing distributed resources on the system, including locational 
value mapping;  

• Evaluation of the role of energy storage and micro-grids; and 
• Requirements for a secure and resilient grid. 

 
Through this process, the Company can share what we have done and are doing to 
develop a more intelligent and integrated grid. For example, we are developing an 
advanced distribution management system, which will enable additional system 
automation and support intelligent electric field devices.  Additionally, our distribution 
engineers are actively involved in industry efforts to research and test new 
technologies and operational models.  In the past, we partnered with the Electric 
Power Research Institute (EPRI) on a solar-to-battery research project and are now 
working with the Midcontinent Independent System Operator (MISO) on a broad-
based system monitoring and control project using synchrophasors to improve power 
system reliability and visibility.  These efforts allow us to experiment with new 
technologies and practices in a low-risk and low-cost environment and learn from the 
experience of other industry partners. 
 
We believe there may be a greater role for pilot and demonstration projects going 
forward.  As part of the continued dialogue on grid modernization, we will explore 
launching a pilot project that assesses the impact of a stand-alone micro-grid on our 
distribution system and will consider others identified through the stakeholder 
process. 
 
Because some of what we do may be new and based on evolving technologies, it will 
be important to receive input and cost recovery guidelines upfront. Investment in and 
modernizing of the distribution grid in a thoughtful, comprehensive manner based on 
established policies, actual customer needs, and understood technological capabilities 
will focus resources and save money. 
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A Platform for Creating Customer Optionality 
 
We agree with the e21 Initiative that a more responsive customer choice tariffing 
platform is needed; a platform which allows us to work with and even anticipate the 
kinds of new products and services our customers want, resolve customer requests for 
new tariff provisions, and develop clean energy partnerships.   
 
While we agree with the e21 Initiative on creating more customer optionality, not all 
of our customers want the same thing, and we are continuing to learn what our 
customers want.  For that reason, our roadmap offers a number of pilots and test-
offerings.  This will allow us to better understand the needs, wants and desires of our 
customers before implementing products and services that are permanently part of 
our tariff. 
 
Specific examples of products, services and pilots making up our roadmap are as 
follows: 
 

• Develop and if the interest further matures, offer a carbon-free or sustainability 
rate to our residential customers; 

• Develop and offer a pilot program to our energy intensive trade exposed 
customers that offers different, more tailored, rate options; 

• Develop and offer a pilot program that provides a streamed renewable offering; 
• Provide additional supply-side options, including renewable rate options that 

price renewable energy close to existing General Service and Time-of-Day rates 
to interested communities and commercial customers; 

• Develop and offer a pilot which provides more detailed data on energy use, and 
the ability to better control how and when they use energy, to our interested 
residential customers. 

 
Evolving Rate Recovery 
 
The last element of our intertwined roadmap is evolving the rate recovery process.  
The e21 Initiative recognized that utilities should be incented to pursue outcomes 
sought by stakeholders, should not be financially harmed for doing so, and drive cost 
excellence within the aspects of the existing rate recovery framework that works.  As 
we reflect on the current ratemaking process and mechanisms, the e21 Initiative 
findings and recommendations and our roadmap, we believe there are opportunities 

 
ATTACHMENT 1



Dr. Burl W. Haar 
December 22, 2014 
Page 10 
 
 
for evolving what we are doing today both within and beyond the existing statutory 
framework.  
 
We believe a place to start is transitioning the rate recovery process to one that creates 
a tie between our investment plan, the cost of the plan, and a path for the rate growth 
needed to address the costs of the plan.  We believe this is a good place to start based 
on our experience in our recent rate cases.  Our recent cases were driven by 
significant capital investments we have made into our system.  We decided to move 
forward with many of these investments several years ago during a period of growth.  
We are now recovering the costs during a period of sluggish growth.   What we are 
seeing with the current ratemaking process is that many years pass from the time we 
decide to pursue an investment and when we recover the costs in rates.  During that 
time changes occur that make it harder to create ties between the policy rationale 
supporting an investment and rate recovery. 
 
Another key evolutionary point is creating efficiencies and predictability within the 
process.  Rate cases take a significant amount of resources and can take a year or 
more to complete. As we look to the immediate horizon, we are still working through 
our current investment cycle during a period of sluggish growth.  We believe the rate 
case cycle will continue for a few more years.  In fact, we are currently forecasting a 
sizeable deficiency over the next few years.  This means we will likely have to file for 
rate increases, which will consume significant resources from the Company, state 
agencies and other stakeholders.  Evolving the current ratemaking process to create 
efficiencies and predictability could make future rate cases less resource intensive and 
create opportunities to have more un-interrupted discussions about policy initiatives.  
 
The last evolutionary point is balancing affordable, competitive rates with preserving 
our financial health as we execute this roadmap.  The roadmap we have laid out in this 
letter will result in significant capital investment in renewables, distributed 
technologies, and our distribution grid.  We also expect to see changes to our revenue 
structures as we provide more optionality to our customers.  Furthermore, our 
customers will continue to expect we provide safe and reliable service, which means 
on-going investments in existing and new infrastructure.  Cost-effectively, and cost-
consciously working through this roadmap while allowing us the opportunity to 
recover all of our costs and earn our authorize return should help strike the right 
balance between competitive, affordable rates, and preserving our financial health. 
 
Other commissions have taken steps to evolve their traditional rate making processes 
and mechanisms to be more incentive and performance based, and efficient.  For 
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example, the Alberta Utilities Commission uses performance based or incentive 
regulation as part of multi-year rate plans.  The primary objective of performance-
based rates is to improve cost efficiency and efficiency within the regulatory process.  
Another model that was studied is “going-in” rates.  With this model, which is used as 
part of a multi-year rate plan, the case is expedited since the starting rates are based 
off the most recently approved rates, subject to minor adjustments.  The Washington 
Utilities and Transportation Commission used this model in the Puget Sound Energy 
case. 
 
We have considered a few high-level models that could work well in this State.  One 
approach is to expand the scope of the existing multi-year rate plan construct to allow 
for the recovery of O&M as well as all capital.  Consistent with the e21 Initiative 
Findings and Recommendations, O&M expense could be pegged to an inflationary 
index to create an incentive for us to more competitively manage our business.  
Another approach is to use an annual rate recovery mechanism, which allows us to 
recover the investments made in carbon-free energy, grid modernization and 
providing customer optionality.  Since this mechanism does not address O&M or 
investments made to preserve safe and reliable service, we believe incorporating 
efficiencies and incentives into the existing rate case process would be necessary. 
 
Our plan is to bring forward a straw man proposal to the Commission planning 
meeting so that we may share more details about several of the models discussed 
above.   
 
Next Steps 
 
At the outset we recognize the spirit of collaboration that was embodied within the 
e21 Initiative will be needed as we embark on the roadmap we have outlined in this 
letter. We look forward to facilitating that collaboration as best as we can.   
 
We also recognize this is a non-traditional filing but believe it is appropriate 
considering the way in which the energy industry is changing.  We request that this 
letter follow a different procedural path than would be used for a typical filing.  By 
submitting information that is more conceptual in nature, our intention is to offer a 
roadmap for moving forward with the e21 recommendations and to use this 
document as a guide for further stakeholder conversation.  Thus, we respectfully 
request that the Commission delay initiating a comment period to allow for additional 
collaboration prior to the start of a formal proceeding.   
 

 
ATTACHMENT 1



Dr. Burl W. Haar 
December 22, 2014 
Page 12 
 
 
Instead, as a first step, we request the opportunity to discuss this letter with the 
Commission at a planning meeting in January or February.  Our goal for that meeting 
is to be available to answer questions and address comments the Commission may 
have and elaborate on our roadmap as appropriate.    
 
We also note that there is a high likelihood that our roadmap will become disjointed 
right away.  We are filing our IRP in early January 2015, which means discussions 
regarding achieving 40 by 30 will likely begin before we can substantively discuss the 
other intertwined elements of our roadmap.  For instance, it will be hard to 
substantively discuss evolving the rate recovery process until our currently pending 
rate case and prudence review are addressed by the Commission.  We look forward to 
obtaining the Commission’s guidance at our planning meeting as to its thoughts about 
moving through our roadmap in a connected manner.  
 
Ultimately, to make the e21 vision a reality we believe we will need to implement our 
roadmap through our upcoming integrated resource plan, as well as, our next rate 
case.   
 
At the same time, we intend to work with stakeholders to consider Minnesota 
legislation in 2015 that would further clarify and encourage the Commission’s use of 
these approaches and provide additional authority or rate making tools as necessary.  
We believe this will provide greater certainty, if needed.   
   
Conclusion 
 
We have appreciated the opportunity to work with stakeholders in the e21 process 
and look forward to continued dialogue and implementation of a regulatory 
framework best suited to meet Minnesota’s evolving energy landscape.  We believe 
this approach will serve as a model of collaborative, fruitful development of regulatory 
processes and mechanisms that will benefit from the advance input of stakeholders 
with varying interests and needs.    
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If you have any questions regarding this filing, please contact me, or Aakash 
Chandarana at 612-215-4663 or email aakash.chandarana@xcelenergy.com 
   
Sincerely, 
  
/s/  
_____________________ 
CHRISTOPHER B. CLARK 
PRESIDENT – ELECT 
NORTHERN STATES POWER COMPANY MINNESOTA
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ISSUE  AREA CHALLENGES TO THE  

CURRENT SYSTEM

DESIRED  OUTCOMES

Utility 
Business 

Model

The current model is leading to 
more frequent rate cases, higher 
rates for customers, and arguably 
insufficient revenue for utilities. The 
current model is not sustainable. 

The current framework requires the 
utility and the regulators to engage 
in long, protracted, time and 
resource intensive quasi-litigation 
about how much a utility should 
spend or has spent to provide 
service. This framework is 
inefficient, opaque and expensive, 
not just for those two primary 
participants, but for everyone (e.g., 
intervenors, policymakers, 
customers). 

Increasing energy efficiency and 
the falling costs of new 
technologies (e.g., solar) are 
eroding utilities’ traditional sources 
of revenue. 

The electric system requires 
significant reinvestment at a time 
when electric demand is flat or 
declining. 

The current framework inhibits 
innovation by requiring long 
regulatory processes to bring new 
service options to customers.  

An economically viable utility 
business model that focuses on 
performance outcomes we want 
utilities to achieve on behalf of 
customers and the public. 

A utility business model that 
supports energy efficiency, 
renewable energy, distributed 
energy resources, and advanced 
energy technologies. 

A regulatory framework that 
enables a fair return for energy 
producers, an equitable 
allocation of costs for all 
customer classes, with as few 
stranded assets as possible 
during the transition. 

Timely and predictable recovery 
of utilities’ fixed costs that are 
not necessarily dependent on 
commodity sales, and more 
predictable rates for customers. 

A regulatory framework that 
allows for collaborative, flexible 
approaches that puts the 
interests and expectations of 
customers at the heart of the 
business model.
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Introduction 
Kansas	City	Power	&	Light	Company	(KCP&L)	requested	that	Black	&	Veatch	Corporation	(Black	&	
Veatch)	prepare	a	report	to	assist	it	in	evaluating	utility	ratemaking	practices	that	could	be	adopted	
to	address	a	continuing	financial	concern	for	KCP&L’s	management	‐	the	inability	to	earn	its	allowed	
rate	of	return	on	investment	for	its	Missouri	jurisdiction.		

This	report	is	structured	to	address	the	most	significant	issues	related	to	modernizing	electric	utility	
ratemaking	in	response	to	the	evolving	business	conditions	utilities	face.		The	utility	industry	is	
experiencing	significant	changes	affecting	virtually	every	part	of	the	traditional	utility	business	
model.		These	changes	are	recognized	by	a	broad	spectrum	of	industry	stakeholders,	including	a	
growing	number	of	state	utility	regulators.		In	recent	times,	numerous	trade	journals	and	other	
industry	publications	have	provided	extensive	comments	expressing	a	wide	range	of	viewpoints	on	
this	important	subject.			

In	some	states,	utility	regulators	are	also	recognizing	these	fundamental	changes	to	the	utility	
industry,	and	have	initiated	comprehensive	investigative	proceedings	to	identify	and	analyze	the	
changes	occurring	in	the	energy	markets	and	to	develop	regulatory	and	ratemaking	solutions	that	are	
supportive	of	the	desired	changes.		For	example,	the	New	York	Public	Service	Commission	(NYPSC)	
has	initiated	a	comprehensive	docket1	to	investigate	ways	the	energy	industry	and	regulatory	
practices	should	be	modified	to	address	future	industry	changes.		The	NYPSC	recently	issued	a	major	
order	in	its	proceeding	that	adopted	a	policy	framework	and	implementation	plan	for	the	changes	
that	will	be	made	to	its	regulatory	model	and	related	policies.2		In	that	order,	the	NYPSC	found	that,	
“Reforming	the	Commission’s	ratemaking	practices	will	be	critical	to	the	success	of	the	REV	vision.”			

The	current	utility	regulatory	models	and	methods	have	been	in	use	for	well	over	a	century.		Over	
that	period,	fundamental	changes	to	energy	markets	and	the	operating	environment	for	utilities	have	
occurred	that	the	utility	regulatory	model	has	gradually	adapted	to	in	light	of	both	regulatory	policy	
and	legislative	changes.		This	section	of	the	report	provides	a	brief	discussion	of	the	changes	in	the	
utility	industry	that	make	it	more	difficult	in	the	current	environment	to	maintain	the	integrity	of	
both	the	regulatory	compact	and	the	regulatory	requirement	for	just	and	reasonable	rates.		The	paper	
then	discusses	how	the	operating	changes	impact	the	various	elements	of	the	utility	ratemaking	
process	and	provides	some	necessary	policy	considerations	for	addressing	these	changes.		Details	of	
the	relevant	issues	and	the	regulatory/ratemaking	solutions	being	implemented	across	the	U.S.	
electric	utility	industry	are	discussed	in	the	subsequent	sections	of	the	report.	The	last	section	of	the	
report	provides	Black	&	Veatch’s	conclusions	on	the	need	for	change	in	the	utility	regulatory	area	and	
specific	recommendations	on	the	ratemaking	changes	that	KCP&L	should	consider	to	create	a	better	
alignment	of	interests	among	its	customers	and	shareholders.	

                                                            
1	NYPSC	Case	14‐M‐0101,	Proceeding	on	Motion	of	the	Commission	to	Reforming	the	Energy	Vision	(the	“REV	
Proceeding”).	
2	Order	Adopting	Regulatory	Policy	Framework	and	Implementation	Plan	(Issued	and	Effective:	February	26,	
2015).	
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KEY BUSINESS CHALLENGES FACED BY THE UTILITY INDUSTRY 
The	electric	utility	industry	faces	numerous	challenges	as	a	result	of	both	internal	and	external	
factors	driving	the	utility	business	model	and	the	ability	of	the	utility	industry	to	respond	to	the	
changes	that	it	faces.		Regulatory	models	and	policies	contribute	significantly	to	the	impact	of	these	
factors	on	utility	economics.		Importantly,	it	should	be	recognized	that	a	one‐size	fits	all	approach	to	
addressing	utility	issues	cannot	be	applied	because	even	the	overriding	issues	do	not	have	the	same	
impact	on	each	individual	utility.		In	part,	the	differences	are	driven	by	the	economics	of	the	utility	
and	of	its	service	area.		Utilities	have	different	market	models	with	some	operating	in	markets	with	
competitive	energy	providers.		Some	utilities	operate	in	high	cost	regions.		Some	utilities	are	
currently	more	exposed	to	change	than	others,	but	all	utilities	will	eventually	have	to	address	the	
issues	driving	change.		Five	broad	issues	are	discussed	that	are	fundamental	to	the	changes	occurring	
to	the	utility	business	model:	

1. Low	customer	growth;	

2. Low	or	negative	growth	in	energy	consumption;	

3. Requirements	to	replace	or	retrofit	aging	infrastructure;	

4. New	infrastructure	demands	associated	with	renewable	resources	and	Distributed	
Energy	Resources	(DER);	and	

5. Disruptive	cost	changes	for	the	infrastructure	supporting	technological	innovation	(e.g.,	
grid	modernization)	and	cyber	security.		

Within	each	of	these	issues	are	subsumed	the	factors	most	effecting	the	utility	business	and	
regulatory	models	under	which	utilities	operate.	

For	much	of	the	first	100+	years	of	utility	regulation,	customer	growth	and	energy	(kWh)	growth	was	
rapid	as	electric	service	expanded	quickly	by	adding	new	customers	and	by	adding	load	for	existing	
customers.	Customer	and	consumption	growth	provided	utilities	with	opportunities	for	substantial	
economies	of	scale	as	unit	costs	declined	overall	with	the	addition	of	new	facilities,	growing	rate	base	
and	earnings	growth.		Even	with	inflation,	the	economies	of	scale	were	large	enough	in	some	cases	to	
offset	those	impacts	and	rates	actually	declined	or	remained	flat	as	utilities	had	a	reasonable	ability	to	
earn	their	allowed	rates	of	return	even	with	historically‐based	test	years.		Until	the	1970s,	utilities	
were	strong	financially	with	over	90%	of	utilities’	bond	ratings	at	A	or	above,	and	over	50%	of	the	
industry	rated	AA	or	higher.				

From	the	1970s	to	today,	the	utility	industry	has	faced	financial	challenges	of	customer	growth	and	
growing	investment	in	infrastructure	in	an	ever‐changing	economic	environment.	Early	in	that	time	
period,	the	robust	growth	required	investment	in	new	capacity	for	generation,	transmission	and	
distribution	facilities.		Over	time,	the	growth	moderated	and	the	challenges	required	utilities	to	
operate	in	a	period	of	low	growth	with	a	need	to	address	infrastructure	issues	including	retrofit	and	
replacement	of	the	infrastructure	developed	prior	to	and	during	the	earlier	part	of	the	past	40	years.	
During	this	period,	both	regulators	and	legislative	bodies	have	recognized	the	constitutionally	
required	need	to	provide	for	the	financial	health	of	utilities	and	have	accomplished	this	financial	
health	through	changes	in	regulatory	tools	and	policies.		Even	with	changes	designed	to	improve	
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utility	financial	ratings,	the	number	of	A‐	or	higher	rated	utilities	had	declined	to	just	below	27%	by	
2011.		The	dual	problems	for	utilities	of	customer	growth	and	low	or	zero	sales	growth	(and	even	
negative	growth	in	some	cases)	impacted	the	reasonable	opportunity	to	earn	their	allowed	rates	of	
return	and	to	operate	effectively	under	the	existing	regulatory	model.		These	problems	directly	
impact	the	revenue	side	of	the	utility	financial	equation	at	a	time	when	other	issues	are	impacting	the	
cost	side.	

Given	the	average	age	of	utility	systems,	many	assets	are	at	or	near	the	end	of	their	useful	physical	
life.		Some	assets	are	also	at	the	end	of	their	useful	economic	life	as	new	technologies	have	changed	
the	cost	structure	of	utility	service.		Aging	infrastructure	creates	substantial	demand	for	new	capital	
resources	to	replace	the	aging	infrastructure	without	new	customers	or	new	energy	uses	to	defray	
the	cost	of	the	new	infrastructure	investment.		These	non‐revenue	producing	investments	in	
infrastructure	increase	utility	rates	at	the	same	time	new	DER	technology,	conservation	and	energy	
efficiency	create	additional	reductions	in	revenues.	Infrastructure	investments	are	also	needed	to	
meet	new	operating	requirements	resulting	from	new	environmental	regulations	and	other	new	
regulations;	such	as	Order	1000	issued	by	the	Federal	Energy	Regulatory	Commission	(FERC)	dealing	
with	electric	transmission	planning	processes	and	North	American	Electric	Reliability	Corporation	
(NERC)	compliance.		The	result	is	that	utility	rate	bases	are	growing	faster	than	they	have	since	the	
end	of	the	new	plant	construction	eras	of	the	1970s	and	1980s.	This	investment	growth	is	occurring	
during	a	period	when	revenue	growth	is	low	or	non‐existent.	

There	also	are	new	demands	for	infrastructure	to	accommodate	renewable	energy	resources	on	the	
distribution	grid	and	to	develop	new	renewable	energy	products.		The	infrastructure	investments	for	
renewable	resources	range	from	the	new	utility	scale	renewable	energy	sources;	new	transmission	
facilities	to	deliver	renewable	energy	from	remote	areas	to	load	centers:	distribution	system	
upgrades	to	accommodate	DER;	and	developing	a	more	efficient	mix	of	generation	resources	to	
protect	the	utility’s	system	reliability	and	stability.		As	with	other	infrastructure	requirements,	these	
costs	challenge	the	utility	to	recover	new	investments	through	rates:	(1)	without	the	addition	of	new	
loads;	(2)	with	DER	creating	lower	kWh	loads,	but	without	an	equivalent	decrease	in	the	utility’s	peak	
loads;	and	(3)	with	no	change	in	the	peak	loads	on	transmission	and	distribution	for	some	utilities.		

One	final	issue	that	represents	a	large	investment	to	safeguard	the	utilities	infrastructure	is	cyber	
security.		The	types	of	costs	associated	with	cyber	security	range	from	hardware	and	software	costs	
to	operating	expenses	for	data	collection	and	analysis.		Today’s	utility	operations	are	highly	
dependent	on	integrated	systems	to	manage	complex	network	resources	in	order	to	capture	data,	as	
well	as	to	deliver,	bill	and	service	millions	of	customers.	New	emphasis	is	being	placed	on	information	
related	to	the	operation	of	the	distribution	grid.		The	need	to	protect	all	assets,	components	and	data	
within	a	finite	physical	and	logical	boundary	is	critical	to	the	daily	operations	of	every	utility.		Cyber	
security	requirements	are	based	on	Critical	Infrastructure	Protection	(CIP)	regulations	issued	by	the	
FERC	and	managed	through	the	NERC.		These	regulations	and	the	administration	of	the	regulations	is	
a	constantly	evolving	process.		This	adds	cost	directly	to	both	capital	and	expense	as	utilities	create	
and	implement	solutions	to	meet	and	maintain	the	security	of	their	infrastructure.	

Each	of	these	issues	represents	a	new	business	challenge	for	electric	utilities	as	they	seek	to	operate	
efficiently,	reliably	and	cost‐effectively	in	this	new	operating	environment.		At	the	same	time,	utilities	
have	new	operational	challenges	in	an	environment	with	substantial	growth	in	DER	creating	a	new	
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and	significant	class	of	"partial	requirements	service	customers"	who	do	not	use	the	system	in	the	
same	historical	way.			

THE NEED FOR CHANGES TO TRADITIONAL UTILITY RATEMAKING PRACTICES  
Each	of	these	issues	also	directly	impacts	the	following	utility	ratemaking	practices:	

 The	regulatory	compact;	

 Test	year	determination	for	setting	rates;	

 Treatment	of	volatile	cost	elements	that	are	not	subject	to	meaningful	control	by	the	
utility	and	cannot	reasonably	be	matched	with	corresponding	revenues	when	rates	are	set	
only	through	a	traditional	historic	based	test	year	in	a	rate	case	consistently	biasing	a	
utility’s	earnings	above	or	below	its	allowed	return;	and	

 Treatment	of	unpredictable,	uncertain,	recurring,	and	material	cost	elements	included	in	
the	utility’s	revenue	requirement.	

As	discussed	in	detail	below,	the	regulatory	compact	describes	the	system	of	legal	rights	and	
obligations	of	the	utility	and	state	public	utility	commissions	that	define	the	environment	in	which	
utility	ratemaking	occurs.		The	regulatory	compact	protects	the	interests	of	various	stakeholder	
groups	including	a	utility’s	customers	and	investors.		The	issues	that	are	fundamentally	changing	the	
utility	business	model	require	that	regulatory	policies,	and	potential	legislative	mandates,	change	
with	the	changing	business	model	to	assure	safe,	reliable	and	cost‐effective	utility	services	are	
provided	to	customers	at	compensatory	rates.		The	alternative	regulatory	mechanisms	required	by	
these	industry	changes	protect	the	core	regulatory	compact	in	a	new	environment.		Importantly,	the	
changes	in	the	regulatory	environment	are	critical	for	meeting	requirements	related	to	just	and	
reasonable	rates	that	provide	the	utility	a	reasonable	opportunity	to	earn	the	allowed	return.	

The	historical	test	year	is	only	legitimate	to	the	degree	it	acts	as	a	reasonable	indicator	of	future	
revenues	and	expenses.	With	slow	customer	growth	and	little	or	negative	sales	growth,	it	is	
important	that	the	utility’s	test	year	revenue	projections	portray	a	reasonable	expectation	of	future	
revenues.		Likewise,	the	additional	infrastructure	investment	occurring	annually	together	with	other	
expense	items	should	be	estimated	consistent	with	the	future	period	during	which	rates	are	effective.		
This	suggests	that	attention	should	be	given	to	the	ability	of	the	selected	test	year	to	properly	reflect	
costs	if	regulation	is	to	provide	the	utility	with	a	reasonable	opportunity	to	earn	its	allowed	rate	of	
return.		Reexamination	of	the	test	year	concept	will	be	a	necessary	element	of	any	review	of	the	utility	
regulatory	model,	and	is	discussed	below.	

Historical	costs	are	only	a	good	prediction	of	future	costs	when	the	costs	are	not	subject	to	volatility	
or	a	systematic	bias	(upward	or	downward)	as	the	result	of	inflation	or	other	cost	drivers.		To	
understand	the	upward	bias	of	costs,	it	is	only	necessary	to	understand	that	the	costs	of	new	facilities	
are	substantially	higher	than	the	cost	basis	for	a	utility’s	rates	–	which	is	historical,	embedded	costs	
less	accumulated	depreciation.		Effective	utility	regulation	recognizes	the	need	to	allow	for	
adjustments	to	expenses	that	occur	outside	the	reasonable	control	of	utility	management	particularly	
when	those	changes	threaten	the	reasonable	opportunity	to	earn	the	authorized	return	set	by	the	
utility	regulator.		These	exogenous	cost	changes	may	represent	both	increases	and	decreases	in	the	
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utility’s	total	revenue	requirement.		Utilities	should	not	profit	from,	or	be	denied	recovery	of,	cost	
changes	that	are	beyond	management’s	control.			

Regulatory	control	of	the	utility	industry	has	existed	for	over	a	century.		During	that	time,	utility	
regulators	have	faced	changes	in	the	entities	they	regulate	and	the	environment	in	which	those	
entities	operate.		As	a	result,	there	are	now	many	more	ratemaking	practices	to	support	utility	
regulation	implemented	to	address	the	changing	environment.		Both	federal	and	state	ratemaking	
have	evolved	to	address	the	types	of	issues	faced	today	with	models	from	telecommunications,	
railroads,	pipelines	(both	natural	gas	and	liquids),	water,	and	so	forth.		These	models	have	explicitly	
addressed	changes	in	the	determination	of	test	years,	the	design	of	utility	rates,	the	widespread	
adoption	of	adjustment	clauses,	and	other	innovative	ways	to	enhance	cash	flow	in	the	face	of	
utilities’	growing	rate	base	requirements.	

A	utility’s	test	year	has	evolved	from	a	fully	historical	basis	to	a	fully	forecasted	basis,	and	all	
variations	in	between	depending	on	the	particular	state	or	federal	jurisdiction.		Some	utility	
regulators	have	recognized	the	value	of	setting	rates	for	more	than	one	year	based	on	multiple	test	
years,	or	have	utilized	formula	rates	that	are	reset	annually.		Formula	rates	may	be	based	on	actual	
costs	or	on	a	price	or	revenue	cap	formula	in	the	case	of	Performance‐Based	Regulation	(PBR).		There	
are	different	ways	of	determining	the	revenue	requirements	including	alternative	rate	base	
treatments.		For	example,	some	regulators	permit	Construction	Work	in	Progress	(CWIP)	in	rate	base	
to	improve	cash	flow	and	to	reduce	the	future	cost	of	plant	in	the	utility’s	rate	base.		The	FERC	has	
adopted	trended	original	cost	for	determining	the	rate	base	of	oil	pipelines.		Some	regulators	allow	
for	adjustment	clause	formulas	to	adjust	rate	base	between	rate	cases	to	reflect	the	impact	of	
infrastructure	capital	additions	made	pursuant	to	approved,	long‐term	infrastructure	replacement	
plans.		These	types	of	tools	have	been	used	to	address	some	of	the	critical	issues	related	to	the	test	
year	concept.	

Rate	structure	modifications	such	as	rate	adjustment	mechanisms	(RAMs),	trackers	and	formula	rates	
are	being	used	to	provide	utilities	with	more	reasonable	opportunities	to	earn	their	allowed	rates	of	
return.		Rates	are	being	restructured	to	accommodate	a	mixed	monopoly/competitive	model.		Rates	
have	been	developed	to	recover	costs	from	customers	who	purchase	only	some	portions	of	the	
utilities’	services.		These	partial	requirements	customers	may	need	services	such	as	supplemental	
service	or	standby	service	with	inherently	different	load	shapes	compared	to	the	former	full	
requirements	load.		The	use	of	adjustment	clauses	has	become	a	universal	tool	as	part	of	the	rate	
design	process	to	improve	the	matching	of	cost	and	revenues.		These	tools	exist	and	are	used	under	
all	forms	of	cost	of	service	regulation	from	traditional	cost	of	service	regulatory	models	to	alternative	
regulatory	models	such	as	PBR	and	formula	rates.	

RAMs	go	well	beyond	the	typical	fuel	and	purchased	power	adjustment	clauses	and	address	revenue	
stabilization	through	weather	adjustment	clauses,	revenue	decoupling	adjustments,	and	formula‐
based	mechanisms	designed	to	adjust	rates	to	accommodate	unforeseen	cost	changes	between	utility	
rate	cases.		Adjustment	clauses	have	been	designed	to	recover	costs	associated	with	both	capital	and	
expense	components.		For	example,	some	adjustment	clauses	recover	environmental	costs	including	
both	a	capital	component	and	the	variable	cost	of	chemicals	where	those	costs	are	not	already	
recoverable	through	the	utility’s	fuel	adjustment	clause.		With	the	advent	of	RTOs	or	ISOs,	regulators	
authorized	adjustment	clauses	to	pass	through	federally	approved	transmission	costs	based	on	
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formula	rates	and	with	the	new	FERC	policy	statement	permitting	gas	pipelines	to	establish	
mechanisms	to	recover	infrastructure	replacement	costs	likely	for	gas	transmission	as	well.		The	
importance	of	these	adjustment	clauses	differs	from	utility	to	utility	since	not	every	utility	has	the	
same	operating	circumstances.			

The	important	point	is	that	each	utility	must	have	the	regulatory	tools	in	place	to	ensure	a	reasonable	
opportunity	to	earn	its	authorized	return	on	equity	given	the	circumstances	unique	to	its	service	
territory	and	its	operating	environment.		The	regulatory	tools	will	be	unique	even	for	utilities	
operating	in	the	same	jurisdiction.		Each	utility	will	face	its	own	combination	of	factors	that	drive	the	
fundamental	requirements	embodied	in	the	regulatory	compact.		In	each	case,	the	fundamental	
objectives	of	just,	reasonable	and	non‐discriminatory	rates	must	be	satisfied	by	the	public	utility	
commission	and	that	judgment	must	be	safeguarded	in	a	rapidly	changing	cost‐environment	to	
ensure	the	regulatory	compact	functions	as	constitutionally	required.		

The	remainder	of	this	report	will	discuss	useful	regulatory	tools	in	accommodating	the	business	
challenges	caused	by	the	fast	evolving	energy	industry	environment.	
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The Regulatory Compact and its Role in Modernizing Utility 
Ratemaking 

The	concept	of	the	regulatory	compact	is	often	discussed	in	the	context	of	regulatory	policy	decisions.		
Despite	the	widespread	use	of	the	term,	it	has	not	been	broadly	used	in	the	academic	literature	
related	to	utility	regulation.		In	our	view	the	regulatory	compact	represents	a	shorthand	reference	to	
the	system	of	obligations	and	rights	that	underlie	the	regulatory	process.		These	rights	and	
obligations	result	from	the	legislative	and	judicial	processes	as	they	relate	to	utility	regulation	and	
are	administered	through	the	regulatory	process.		Our	aim	is	to	provide	an	overview	of	the	elements	
of	the	regulatory	compact	as	a	basis	for	assuring	safe,	reliable	and	cost	effective	utility	service	in	the	
ever	changing	economic	environment	facing	energy	utilities	today.	

The	foundation	of	the	regulatory	compact	is	the	system	of	utility	obligations	and	rights	that	can	be	
summarized	as	follows:	

Figure 1 Summary of the Regulatory Compact 

UTILITY OBLIGATIONS  UTILITY RIGHTS 

Obligation to Serve  Right to a Reasonable Rate of Return 

Safe and Reliable Service  Service Subject to Reasonable Rates, Rules, and 

Regulations 

Non‐Discriminatory Rates  Protection from Competition

Just and Reasonable Rates Eminent Domain

	

Both	the	obligations	and	rights	are	constrained	by	the	regulatory	process.		Thus,	there	is	no	unlimited	
obligation	to	serve,	but	rather	an	obligation	constrained	by	a	variety	of	legislative	and	regulatory	
policies	such	as	line	extension	rules,	policies	related	to	payment,	and	so	forth.		Similarly,	the	utility’s	
right	to	a	reasonable	rate	of	return	is	constrained	to	a	return	on	assets	that	are	considered	to	be	used	
and	useful,	and	whose	costs	have	been	prudently	incurred.		The	list	of	constraints	on	the	regulatory	
compact	for	both	obligations	and	rights	requires	an	in‐depth	analysis	of	statutory	issues	and	judicial	
decisions	that	have	interpreted	their	statutory	meanings.		It	is	not	the	purpose	of	this	discussion	to	
provide	an	opinion	on	these	legal	issues,	but	rather	to	note	specific	aspects	of	the	regulatory	compact	
as	they	impact	the	utility	ratemaking	process	with	the	changing	energy	market.	

In	Black	&	Veatch’s	view,	the	fundamental	shift	occurring	in	the	utility	business	model	occasioned	by	
the	issues	previously	discussed	has	created	a	new	model	of	mixed	monopoly	and	competition	as	the	
result	of	the	small	scale	implementation	of	DER.		This	trend	has	become	a	major	factor	in	the	need	for	
new	utility	regulatory	models.		Nevertheless,	these	new	models	must	continue	to	meet	the	
requirements	of	providing	the	utility	with	a	reasonable	opportunity	to	earn	its	allowed	rate	of	return.	

Put	another	way,	the	regulatory	obligation	must	still	provide	the	utility	with	timely	cost	recovery.		
That	is,	the	regulatory	process	should	set	rates	as	close	as	practical	to	the	costs	expected	to	be	
incurred	in	the	period	rates	are	to	be	effective.		There	are	several	implications	for	matching	revenues	
and	costs.		First,	for	costs	that	are	beyond	the	control	of	the	utility,	there	should	be	the	availability	of	
cost	tracking	mechanisms.		Second,	for	planned	rate	base	additions	that	are	part	of	a	multi‐year	
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capital	investment	plan	(such	as	infrastructure	replacement),	utility	regulators	should	provide	a	
method	for	cost	recovery	between	rate	cases	for	these	approved	plant	additions.	This	should	not	be	
in	the	form	of	a	blank	check,	but	should	consist	of	a	carefully	reviewed	process	to	assure	that	new	
facilities	are	consistent	with	the	approved	plan,	and	that	the	costs	are	prudent.		Third,	the	regulatory	
process	should	recognize	that	the	utility	must	have	a	reasonable	opportunity	to	actually	earn	its	
allowed	rate	of	return.		Failure	to	provide	an	opportunity	to	earn	the	allowed	return	will	result	in	
further	detriment	to	the	financial	health	of	the	utility	even	if	the	approved	rate	of	return	equaled	the	
market‐based	return.		Simply,	investors	respond	not	to	the	allowed	return	but	to	the	return	actually	
earned	by	the	utility.		By	improving	the	utility’s	actual	financial	performance,	regulators	ensure	that	
the	costs	for	customers	will	be	lower	in	the	future	as	the	result	of	lower	capital	costs	over	the	life	of	
the	assets	and	lower	regulatory	costs	from	the	prospect	of	less	frequent	rate	proceedings.	

Maintaining	balance	in	the	regulatory	compact	given	the	economic	environment	necessitates	the	
regulatory	tools	and	processes	for	utilities	and	regulators		that	assure	full	recovery	of	prudently	
incurred	investments	and	operating	costs	that	are	deemed	to	be	used	and	useful,	and	that	provides	a	
reasonable	opportunity	to	recover	prudent	and	efficient	operating	costs.		This	recovery	of	operating	
costs	must	recognize	that	certain	costs	can	only	be	fully	recoverable	on	a	reasonable	basis	when	the	
costs	are	recovered	through	adjustment	clause	or	cost	tracking	mechanism	used	in	some	jurisdictions	
that	permit	automatic	recovery	of	the	tracked	costs.	Properly	designed	RAMs	assure	all	parties	that	
no	more	or	no	less	than	actual	costs	are	recovered	and	those	recoveries	precisely	match	the	portion	
of	costs	excluded	from	base	rates	as	part	of	the	underlying	adjustment	formula.				

To	find	the	balance	necessary	in	the	regulatory	compact	to	provide	returns	for	utility	investors	
consistent	with	the	financial	marketplace	and	to	protect	the	interests	of	customers	from	excessive	
rates	requires	a	careful	balancing	of	interests.		There	is	always	a	danger	that	the	economic	
environment	will	disrupt	the	regulator's	careful	balancing	of	interests.		The	symptoms	of	this	
imbalance	are	more	frequent	(even	annual	in	some	cases)	rate	cases	to	correct	for	the	utility’s	chronic	
under‐earning	of	its	allowed	rate	of	return.		Persistent	over‐earning	would	also	be	a	symptom	of	this	
imbalance.		There	may	be	reasons	that	over	or	under	earnings	occur	related	to	a	systemic	bias	in	the	
utility’s	revenue	requirement	formula.		Addressing	any	systematic	bias	is	a	prerequisite	to	restoring	
the	balance	established	by	the	regulator	as	part	of	the	regulatory	compact.	
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The Ratemaking Formula: A Fundamental Building Block  
The	fundamental	ratemaking	formula	is	deceptively	easy	to	understand,	but	much	more	difficult	to	
implement.		The	formula	is	as	follows:	

	 RRt	=	Ot	+	Mt	+	Dt	+Tt	+	(GPt	–	ADt	+	ORBt)	*	RORt	

Where:	

 RRt	=	Revenue	Requirement	for	test	period	t	

 Ot	=	Operating	Expenses	for	test	period	t	

 Mt	=	Maintenance	Expenses	for	test	period	t	

 Dt	=	Depreciation	Expenses	for	test	period	t	

 Tt	=	Taxes	for	test	period	t	

 GPt	=	Gross	Plant	for	test	period	t	

 ADt	=	Accumulated	Depreciation	for	test	period	t	

 ORBt	=	Other	Rate	Base	for	test	period	t	

 RORt	=	Rate	of	Return	for	test	period	t.	

This	equation	and	its	components	will	be	used	to	discuss	various	issues	in	the	following	section	and	
will	be	referred	to	as	the	test	year	ratemaking	formula.	

The	test	year	ratemaking	formula	seems	simple	enough.		Yet,	issues	typically	are	raised	in	utility	rate	
cases	relative	to	every	element	of	the	formula.		There	are	issues	on	the	determination	of	the	test	year;	
the	level	of	expenses	to	be	included	in	base	rates;	what	adjustments,	if	any,	should	be	made	to	the	test	
year;	the	determination	of	depreciation	expense	and	taxes;	the	level	of	gross	plant	to	be	used	in	the	
determination	of	rate	base;	the	determination	of	accumulated	depreciation;	the	definition	of	the	other	
rate	base	items	that	may	be	either	positive	or	negative	values;	and	the	rate	of	return	on	rate	base	that	
includes	the	appropriate	capital	structure	and	the	cost	of	each	component	of	that	structure.	

TEST YEAR DETERMINATION 
The	issues	associated	with	test	year	determination	differ	among	jurisdictions.		At	its	core,	the	
purpose	of	the	test	year	is	to	serve	as	an	estimate	of	what	a	utility’s	costs	will	be	to	provide	service	in	
the	Rate	Effective	Period	or	Rate	Year	so	that	new	rate	revenues	will	exactly	match	the	indicated	costs.		
The	concept	of	the	Rate	Year	is	the	first	twelve	months	after	the	new	rates	take	effect.		Ideally,	the	
relationship	can	be	expressed	as	follows:	 	

	 RRt	=	RRt+1			

Where:		

RRt+1	is	the	Revenue	Requirement	for	the	Rate	Year.	
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Ideally,	it	would	also	be	true	that	the	rate	revenues	in	the	Rate	Year	would	equal	the	actual	revenue	
requirement	for	that	year.	

Regardless	of	the	basis	for	the	test	year,	its	purpose	is	to	provide	a	reasonable	estimate	of	the	costs	to	
be	incurred	and	the	revenues	to	be	produced	in	that	Rate	Year.		The	efficacy	of	different	forms	of	the	
test	year	concept	has	evolved	over	time	to	reflect	the	circumstances	of	the	utility.	As	a	result,	there	
are	many	different	forms	of	the	test	year.		The	following	alternative	definitions	of	a	utility’s	test	year	
have	been	used	by	regulators	to	estimate	the	utility’s	costs	in	the	Rate	Year:	

 Historical	Test	Year	‐	a	12‐month	period	in	which	actual	costs	are	known	(based	on	per	book	
amounts)	and	contained	in	the	utility’s	accounting	records.	

 Normalized	Historic	Test	Year	‐	a	12‐month	period	in	which	actual	known	costs	from	the	
accounting	records	of	the	utility	are	normalized	for	weather	or	other	non‐recurring	expenses.	

 Normalized	and	Annualized	Test	Year	‐	a	12‐month	period	in	which	actual	known	costs	are	
normalized	(as	described	above)	and	other	costs	are	annualized	for	changes	in	costs	that	
occurred	in	the	historic	period	that	result	in	higher	or	lower	costs	when	applied	over	a	full	
12‐month	period.	

 Normalized,	Annualized	and	Pro‐Forma	Test	Year	‐	a	12‐month	period	that	is	normalized	and	
annualized	(as	described	above)	with	pro‐forma	adjustments	for	changes	that	have	occurred	
after	the	end	of	the	test	year.		Pro‐forma	adjustments	may	be	known	and	measurable	at	some	
point	during	the	rate	case	process,	or	they	may	be	known	to	occur	during	the	Rate	Year.	

 Hybrid	Test	Year	‐	a	12‐month	period	of	which	a	part	is	actual	and	part	is	forecast	that	may	or	
may	not	be	subject	to	a	full	true‐up	during	the	rate	case	process.	

 Forecasted	Test	Year	‐	a	12‐month	period	that	is	fully	forecasted	at	the	time	the	utility’s	rate	
case	is	filed.		In	some	forecast	test	years	the	forecast	may	be	for	the	actual	Rate	Year	period,	
whereas	in	other	cases	the	forecast	is	at	least	partially	known	and	measurable	before	the	Rate	
Year	occurs.	

Each	of	these	test	years	represents	fundamentally	different	assumptions	about	the	costs	and	
revenues	in	a	future	Rate	Year	period.		The	assumptions	used	are	most	easily	illustrated	with	a	
historic	test	year.		That	type	of	test	year	assumes	that	actual	costs	in	the	future	period	will	be	
matched	by	rates	developed	on	the	basis	of	historical	cost	data.		Essentially,	a	historic	test	period	
assumes	that	growth	in	electric	load	will	generate	revenues	to	offset	the	growth	in	costs	resulting	in	
full	cost	recovery	(including	both	return	of	and	on	the	utility’s	full	rate	base)	in	the	Rate	Year.		During	
the	growth	period	after	World	War	II,	this	test	year	alternative	produced	reasonable	outcomes	as	the	
combination	of	technological	change	and	rapid	growth	permitted	declines	in	nominal	rates	despite	
the	effects	of	inflation.		In	fact,	in	some	years,	utility	rates	actually	declined	even	though	the	utility’s	
total	revenue	requirement	increased.	

Changes	such	as	rapid	inflation	and	rising	demand	for	fuels	caused	this	test	year	alternative	to	no	
longer	be	a	practical	choice.		New	alternatives	were	created	to	achieve	the	desired	balance	in	the	
regulatory	compact.		These	solutions	included	adoption	of	refined	formulas	for	ratemaking	where	the	
cost	of	fuel	and	purchased	power	became	subject	to	a	different	formula	that	allowed	for	adjustment	
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to	reflect	actual	cost	changes	outside	of	the	utility’s	test	period.		In	addition,	both	regulators	and	
sometimes	legislators	also	sought	alternatives	to	address	cost	differences	between	the	test	year	and	
rate	year.		For	example,	the	FERC	amended	the	definition	of	the	test	year	in	1980	to	include	the	right	
of	a	utility	to	use	a	forecast	test	year	for	the	Rate	Year.		Over	the	years,	a	number	of	state	regulatory	
commissions	have	adopted	the	concept	of	a	future	test	year	to	allow	for	matching	of	costs	and	
revenues	in	the	Rate	Year	and	to	provide	an	opportunity	for	the	utility	to	earn	the	allowed	return.	

THE CONCEPT OF REGULATORY LAG 
In	its	simplest	form,	regulatory	lag	is	the	time	between	the	incurrence	of	a	cost	by	the	utility	and	
when	those	costs	are	recovered	in	rates.		As	a	result,	the	amount	of	regulatory	lag	that	a	utility	
experiences	is	impacted	by	how	the	test	year	is	defined	in	the	utility’s	rate	case	and	the	timing	of	
regulatory	decisions	in	those	rate	cases.		The	factors	impacting	the	level	of	regulatory	lag	are	
illustrated	below.	

Figure 2 Illustrative Example of Regulatory Lag  

	

	

Regulatory	lag	is	measured	from	the	utility’s	test	year	to	the	rate	year	and	is	expressed	in	months.		
The	time	lag	is	also	a	function	of	some	of	the	elements	of	the	test	year.		For	example,	if	rate	base	is	
determined	as	a	thirteen	month	average	of	net	plant,	the	regulatory	lag	as	calculated	above	would	be	
six	months	longer	than	if	rate	base	was	determined	at	the	end	of	the	test	year	adjusted	for	known	and	
measurable	adjustments	beyond	the	test	year.		Essentially,	the	historical	test	year	becomes	“stale”	
relative	to	actual	conditions	in	the	Rate	Year	as	the	test	year	is	further	lagged	from	the	Rate	Year.		
Mathematically,	the	relationship	between	the	Test	Year	and	the	Rate	Year	is	a	biased	estimate	of	costs	
given	by	the	equation	(during	periods	of	rising	costs):	

	 	 	RR	t	<	RR	t+1	

The	result	of	this	bias	for	a	utility	is	to	consistently	earn	rates	of	return	lower	than	the	allowed	rate	of	
return	(on	a	weather	normalized,	test	year	basis).	This	is	the	most	likely	result	of	using	an	historical	
test	year	in	any	form.	

This process results in an average time lag of 28 months 
in the rate recovery of historical expenses    
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	While	it	is	theoretically	possible,	of	course,	for	regulatory	lag	to	result	in	a	bias	for	a	utility	to	
consistently	earn	rates	of	return	higher	than	the	allowed	return,	given	the	environment	in	which	
utilities	currently	operate	as	discussed	in	this	paper,	that	phenomenon	is	not	expected	to	occur	in	the	
foreseeable	future.		Periodic	general	rate	case	filings	would	provide	ample	opportunity	for	regulatory	
authorities	to	become	aware	of	such	a	consistent	bias	should	it	come	to	pass.	

EARNINGS ATTRITION 
Regulatory	lag	results	in	earnings	attrition	when	there	is	general	inflation.		Earnings	attrition	is	the	
deterioration	of	a	utility’s	actual	rate	of	return	on	equity	below	its	allowed	rate	of	return	on	equity	
that	occurs	when	the	relationship	between	revenues,	costs,	and	rate	base	used	to	establish	rates	(i.e.,	
using	a	historical	test	year)	have	changed	by	the	time	rates	go	into	effect.	For	example,	if	external	
factors	are	driving	costs	to	increase	more	than	revenues,	then	the	rate	of	return	will	fall	short	of	the	
allowed	return,	even	if	the	utility	is	operating	efficiently.	Similarly,	when	growth	in	the	utility’s	
investment	outstrips	the	rate	base	used	in	its	test	year,	the	earned	rate	of	return	will	fall	below	the	
allowed	return	through	no	fault	of	the	utility’s	management.					

Regulatory	lag	also	results	in	earnings	attrition	when	the	rate	of	capital	additions	(infrastructure	
replacement,	growth	capital	and	compliance	capital	investments)	exceeds	the	annual	level	
depreciation	expense	because	under	these	conditions	rate	base	grows	and	will	be	higher	than	the	
rate	base	level	used	to	set	rates.	Earnings	attrition	also	results	from	growth	in	expenses	that	depress	
earnings	with	fixed	rates	that	cannot	reflect	cost	changes.		Attrition	may	result	from	both	the	cost	and	
revenue	side	of	the	utility	ratemaking	process.	The	concept	of	attrition	is	the	ultimate	reason	that	
regulation	must	address	the	issues	related	to	the	test	year	determination.		

Since	customer	usage	impacts	earnings	attrition	as	well,	the	low	growth	or	no	growth	(and	in	some	
cases	even	negative	growth)	in	revenues	currently	being	experienced	no	longer	provides	a	cushion	
for	mitigating	the	issue	of	regulatory	lag	sufficient	to	prevent	earnings	from	consistently	falling	below	
the	allowed	level.		Additionally,	regulatory	lag	has	a	more	severe	impact	on	efficient	utilities	than	it	
does	on	inefficient	utilities.		This	means	that	utilities	that	operate	efficiently	see	reduced	earnings	
simply	because	they	have	exhausted	economically	efficient	productivity	improvements.		Less	efficient	
utilities	have	more	opportunities	to	save	costs	because	of	improved	productivity	and	would	likely	
have	better	earnings	than	efficient	utilities	in	the	face	of	regulatory	lag.		This	is	the	opposite	of	the	
result	that	should	occur	under	the	regulatory	model	where	efficient	utilities	should	see	higher	
returns	for	efficiency.	

THE PRINCIPLE OF MATCHING COSTS AND REVENUES 
An	essential	element	of	sound	ratemaking	is	the	principle	of	matching	costs	and	revenues.	Under	this	
“matching	principle”,	the	utility’s	customers	are	charged	with	the	costs	of	producing	the	service	they	
receive.		Without	this	principle,	current	customers	would	not	be	paying	for	the	costs	they	cause	the	
utility	to	incur.	This	is	particularly	important	when	evaluating	costs	that	are	uncontrollable,	variable,	
unpredictable,	and	recurring.		For	costs	that	meet	these	criteria	the	test	year	revenue	requirements	
equation	compared	to	the	rate	year	above	may	be	expressed	as	follows:	

	 	 RR	t	 	RR	t 1	
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As	an	inequality,	there	is	no	matching	possible	of	costs	and	revenues.		The	absence	of	matching	
results	from	a	test	period	that	cannot	be	the	basis	for	a	reliable	forecast	of	the	rate	year.		In	fact,	in	
order	to	provide	for	a	matching	principle,	certain	costs	must	be	treated	separately	from	the	utility’s	
base	revenue	requirement.		These	costs,	instead	of	being	determined	based	on	a	test	year,	are	
established	based	on	a	formula	independent	of	the	test	year	revenue	requirements	formula.		
Although	the	costs	are	set	under	a	separate	formula,	the	ultimate	recovery	of	those	costs	adheres	to	
the	matching	principle	and	results	in	much	more	efficient	cost	recovery	from	the	customers	who	
cause	those	costs.		The	adoption	of	separate	formulas	for	recovery	of	costs	is	fully	consistent	with	the	
comprehensive	rate	case	determination	of	the	costs	to	be	incurred	in	the	Rate	Year.		Thus,	the	
combination	of	formula	based	costs	and	test	year	determined	costs	in	the	rate	case	preserves	the	
regulatory	lag	incentive	for	costs	that	management	can	control	and	costs	that	are	reasonably	
projected	by	the	historic	test	period.		Properly	designed	formulas	are	an	essential	part	of	the	test	year	
cost	determination.		Importantly,	the	use	of	formulas	as	part	of	the	revenue	requirement	
determination	meets	all	the	tests	of	just	and	reasonable	rates	and	providing	the	utility	an	opportunity	
to	earn	its	allowed	rate	of	return.		The	principle	of	matching	costs	and	revenues	in	the	rate	year	
occurs	only	when	historic	test	years	are	coupled	with	full	tracking	RAMs	for	costs	such	as	fuel	and	
purchased	power	which	cannot	be	reasonably	projected	based	on	the	results	in	a	historic	test	period.	

It	is	also	important	to	note	that	the	failure	to	match	costs	and	revenues	does	not	meet	policy	goals	
such	as	rate	efficiency	and	the	creation	of	appropriate	price	signals.		Absent	tools	to	mitigate	cost	
mismatches	between	the	test	year	and	the	rate	year,	both	investors	and	customers	are	impacted	
negatively.		The	ultimate	result	from	a	continued	mismatch	of	costs	and	revenues	is	either	higher	bills	
for	customers	in	the	near‐term	when	revenues	exceed	costs,	or	higher	bills	for	customers	in	the	long‐
term	when	revenues	are	less	than	costs.		The	first	result	is	obvious	because	when	a	utility	over	earns,	
it	is	the	customer	who	has	paid	more	than	necessary.		The	second	result	is	less	obvious	but	
nevertheless	is	a	real	outcome.		Higher	bills	result	over	time	as	the	utility’s	cost	of	capital	rises	and	as	
the	utility	chases	revenues	through	more	frequent	and	administratively	costly	rate	cases.		Failure	to	
match	costs	and	revenues	may	also	have	the	effect	of	signaling	customers	to	use	more	utility	service	
because	bills	are	lower	than	the	actual	cost	to	provide	the	service.		To	the	extent	that	better	price	
signals	provide	customers	with	the	proper	information	to	make	better	energy	choices,	the	economy	is	
more	efficient.	The	second	outcome	of	matching	costs	and	revenues	is	the	lower	long‐run	cost	of	
service	for	all	classes	of	customers	through	lower	financing	costs	for	the	utility.	
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The Role of Adjustment Clauses in Utility Regulation  
Adjustment	clauses	represent	an	important	ratemaking	practice	to	provide	a	utility	with	the	proper	
matching	of	costs	and	revenues	consistent	with	the	regulatory	principle	discussed	above.		The	typical	
adjustment	clause	is	approved	by	the	regulator	so	that	changes	in	the	costs	specified	by	regulation	
are	reflected	in	rates	as	either	increases	or	decreases	to	the	price	paid	by	customers.		As	such,	the	
adjustment	clause	becomes	part	of	each	rate	schedule	applicable	to	the	classes	of	service.		The	
adjustment	clause,	as	a	form	of	formula	rate,	remains	an	integral	part	of	the	test	year	revenue	
requirements	determination.		However,	the	adjustment	clause	allows	for	an	explicit	rate	adjustment	
outside	of	a	general	rate	case	in	response	to	a	change	in	the	particular	cost	element	for	which	the	
adjustment	clause	is	designed.				

Returning	to	the	basic	revenue	requirements	formula	above,	it	may	be	modified	as	follows	for	the	
existence	of	an	adjustment	clause	(the	fuel	adjustment	clause	is	used	as	an	example):	

	 RR	t	=	O	t	–	FC	t	+	M	t	+	D	t	+	Tt	+	(GP	t	–	AD	t	+	ORB	t)	*	ROR	t	

Where:	

FC	t	is	the	cost	of	fuel	to	be	removed	and	recovered	through	a	fuel	adjustment	clause	–	which	is	the	
most	common	form	of	adjustment	clause.		In	this	example,	the	fuel	adjustment	clause	is	a	separate	
element	of	each	rate	schedule	that	is	comprehensive	in	that	it	fully	recovers	100%	of	the	prudently	
incurred	costs	of	providing	energy	(commodity)	to	customers	and	none	of	those	costs	are	included	in	
base	rates.		The	result	is	that	the	cost	recovery	in	the	Rate	Year	is	defined	as	follows:	

	 R	t+1	=	RR	t	+	FC	t+1	

Where:	

R	t+1	is	the	revenue	in	the	Rate	Year	and	FC	t+1	is	the	actual	fuel	cost	incurred	by	the	utility	in	the	Rate	
Year.	The	formula	for	calculating	the	fuel	adjustment	clause	above	is	defined	in	a	manner	consistent	
with	the	costs	removed	from	the	operating	expense	in	establishing	base	rates.		For	example,	the	
formula	for	FC	t+1	might	be	as	simple	as	referencing	the	specific	accounts	to	be	used	in	the	calculation	
such	as	the	sum	of	accounts	501‐Fuel,	547‐Fuel	and	555‐Purchased	Power	Expense.		Typically,	a	fuel	
adjustment	clause	is	much	more	comprehensive	than	the	simple	version	and	includes	a	variety	of	
other	variable	costs	associated	with	the	production	of	energy.		Each	fuel	clause	is	likely	to	be	different	
based	on	the	volatility	of	costs	associated	with	power	production	or	other	operating	considerations	
such	as	being	a	member	of	a	regional	power	coordinating	group.		The	key	component	is	that	the	
formula	for	the	fuel	clause	matches	the	costs	removed	from	the	test	year	revenue	requirements	and	
provides	for	full	recovery	of	all	prudently	incurred	costs	for	the	rate	year.		Absent	the	full	recovery	of	
these	prudently	incurred	expenses,	the	utility’s	rates	could	not	be	considered	just	and	reasonable	
under	the	regulatory	standard	of	full	recovery	of	prudently	incurred	costs.	

FUEL ADJUSTMENT CLAUSES 
The	provisions	for	recovery	of	a	utility’s	fuel	costs	are	defined	in	detail	either	specifically	for	the	
utility	or	broadly	for	all	jurisdictional	utilities	through	a	standard	regulatory	rule.		For	example,	the	
FERC	uses	a	rule	codified	as	18	CFR	35.14	‐	Fuel	cost	and	purchased	economic	power	adjustment	
clauses.		This	rule	specifies	the	costs	to	be	recovered	and	the	formula	to	be	used	to	in	determining	the	
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fuel	adjustment.	Exhibit	1	provides	a	copy	of	the	FERC	Rule,	a	Kentucky	Public	Service	Commission	
rule	and	several	sample	adjustment	clauses	related	to	fuel	and	purchased	power	as	well	as	other	
types	of	adjustments.	It	is	important	to	recognize	that	in	a	mixed	monopoly/competition	model,	the	
fuel	adjustment	clause	must	be	redesigned	as	part	of	the	utility’s	unbundled	rate	structure.		The	
redesign	of	the	fuel	adjustment	clause	is	discussed	below.	

The	first	step	in	developing	a	modern	fuel	adjustment	clause	is	to	remove	all	fuel	and	related	costs	
from	the	utility’s	base	rates.		Fuel	costs	include	fuel,	fuel	transportation	and	handling,	purchased	
power,	carrying	costs	on	deferred	balances;	uncollectible	fuel	cost	recovery,	variable	generating	costs	
such	as	environmental	chemicals,	transmission	costs	and,	so	forth.		Removing	the	fuel	costs	from	base	
rates	results	in	more	efficient	rates	for	customers	by	signaling	customers	when	the	cost	of	fuel	and	
purchased	power	changes,	and	by	allowing	for	a	more	accurate	reflection	of	seasonal	and	Time‐of‐
Use	(TOU)	cost	differences.		By	removing	all	fuel	costs	from	base	rates,	the	fuel	clause	tracks	cost	
causation	more	accurately	by	customer	voltage	level	of	service,	by	season	and,	where	appropriate,	by	
on‐peak	and	off‐peak	periods.		The	resulting	cost‐based	price	signals	promote	economic	efficiency.		
The	customer’s	bill	is	now	properly	unbundled	because	all	of	the	variable	production	costs	are	
reflected	in	the	separate	fuel	rate.		This	gives	the	customer	the	ability	to	clearly	understand	how	the	
utility’s	costs	of	power	change	by	season	and	by	the	times	when	power	is	used	–	as	well	as	when	the	
changing	market	conditions	affect	the	cost	of	fuel	and	purchased	power.			

Finally,	placing	all	such	costs	into	the	fuel	clause	permits	easier	review	by	the	utility,	regulatory,	and	
other	interested	parties.		The	resulting	change	means	that	the	utility	will	be	able	to	recover	its	fuel	
costs	on	a	more	accurate	and	timely	basis	throughout	the	year	and	to	adjust	the	seasonal	charges	
when	significant	fuel	cost	or	market	changes	occur.	

The	second	step	in	modernizing	the	fuel	adjustment	clause	is	to	determine	if	costs	vary	by	season	or	
time	of	use	and,	if	so,	to	which	classes	such	variations	should	apply.			When	costs	differ	significantly	
from	one	season	to	another	during	the	year,	it	is	appropriate	to	reflect	those	differences	for	all	
customer	classes	since	there	is	no	need	to	change	meters	to	bill	seasonally	differentiated	costs.		This	
is	referred	to	in	utility	ratemaking	as	the	“seasonal	differential.”		The	seasonal	differential	recognizes	
that	system	operating	conditions	and,	therefore,	marginal	costs	may	differ	in	a	predictable	pattern	
that	needs	to	be	reflected	in	rates	to	improve	efficiency	and	economic	price	signals.		There	are	a	
number	of	reasons	for	cost	differences	to	arise	based	on	seasons	of	the	year.		

The	appropriate	costs	to	analyze	are	marginal	costs	–	costs	affected	by	changing	demand	
(“Megawatts”	or	“MW”)	and	energy	(“Megawatt	hours”	or	“MWH”).		By	contrast,	average	embedded	
costs	do	not	change	with	changes	in	load,	and	are	sunk	costs	by	definition.		The	existence	of	seasonal	
cost	differences	is	most	often	driven	by	the	utility’s	mix	of	fuels	used	to	produce	energy	to	meet	the	
peak	demands	of	the	system,	as	well	as	the	intensity	of	those	peak	demands.	In	addition,	as	load	on	
the	system	increases,	the	marginal	costs	for	a	given	generation	unit	also	change	based	on	the	heat	
rate	curve	of	the	unit.		The	heat	rate	curve	shows	the	relationship	between	the	fuel	input	per	unit	of	
rated‐load	and	the	output	per	unit	of	rated‐load.		The	heat	rate	curve	can	show	when	and	if	changes	
in	marginal	costs	are	significant.		Where	the	maximum	demand	on	capacity	of	the	system	differs	
significantly	from	one	month	to	another,	there	may	also	be	seasonal	capacity	cost	differentials.		But	
one	must	recognize	that	demand	on	the	system	also	includes	scheduled	outages,	unit	de‐ratings	and	
unit	forced	outages	–	in	addition	to	customer	load.	These	other	factors	generally	represent	a	smaller	
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total	impact	than	load,	but	must	also	be	considered	in	evaluating	seasonal	differentials	related	to	a	
capacity	cost	component.				

The	practical	requirements	of	utility	systems	associated	with	the	other	demands	on	capacity	cause	a	
leveling	of	the	total	system	demands.		For	example,	a	system	may	be	winter	peaking	for	load,	but	
summer	peaking	for	reliability,	because	of	lower	capacity	ratings	of	generators	in	the	summer.		High	
load	factor	systems	may	find	that	the	total	demand	on	capacity	resources	is	the	same	year	round	
because	of	the	need	to	schedule	plant	maintenance	in	the	spring	and	fall.		By	analyzing	the	cost	
patterns,	it	is	possible	to	determine	if	seasonal	and	TOU	rates	provide	better	price	signals	and	if	the	
magnitude	of	the	price	differentials	warrant	reflection	in	rates.	

Most	utilities	are	members	of	a	wholesale	market	(“Market”)	and,	therefore,	the	marginal	cost	is	not	
driven	solely	by	the	resources	of	the	utility.		This	occurs	because	the	utility	operates	to	minimize	the	
cost	of	power	delivered	to	customers.	The	utility	will	purchase	power	from	the	Market	at	times	when	
power	from	the	Market	is	less	expensive	than	that	from	running	its	own	generation	resources.		In	this	
case,	marginal	cost	for	the	utility	in	any	hour	depends	not	only	on	its	own	generation	but	on	
generation	in	the	interconnected	Market.		Essentially,	utility	marginal	cost	is	based	on	the	lower	of	its	
own	marginal	costs	or	the	Market’s	marginal	cost.		The	net	result	is	that	the	analysis	of	marginal	cost	
for	a	utility	depends	on	much	more	than	the	utility	system	and	is	impacted	by	factors	such	as	unit	
availability	and	transmission	loading	for	a	much	larger	and	more	diverse	set	of	generation	resources	
than	owned	by	the	utility.		All	of	these	characteristics	are	best	reflected	in	an	unbundled	fuel	
adjustment	clause.	The	unbundled	fuel	adjustment	clause	is	also	a	key	element	in	promoting	
conservation,	DSM	and	DG.			

Finally,	the	rationale	for	a	fuel	adjustment	clause	is	not	merely	about	the	volatility	of	input	prices	
such	as	the	cost	of	coal	or	natural	gas;	it	is	about	the	volatility	of	the	total	costs	of	fuel	and	level	of	
sales	that	make	the	unit	cost	of	fuel	volatile.		For	example,	weather	may	impact	the	cost	and	sales	and	
significantly	change	the	unit	costs	of	fuel	because	of	the	changes	resulting	from	plants	operating	at	
different	points	on	the	heat	rate	curve,	from	different	fuel	mix	or	from	different	levels	and	prices	for	
off‐system	sales.		The	end	result	is	a	different	cost	per	kWh	than	would	have	been	calculated	on	a	
weather	normalized	test	year	basis.	

OTHER TYPES OF ADJUSTMENT CLAUSES 
While	fuel	cost	adjustment	clauses	are	the	most	common	type	of	adjustment	clause	in	the	utility	
industry,	there	are	other	adjustment	clauses	designed	to	match	costs	and	revenues	during	the	rate	
year	for	costs	that	are	volatile,	unpredictable	or	highly	uncertain	and	beyond	the	reasonable	control	
of	the	utility	management.			

Each	type	of	adjustment	clause	is	based	on	a	formula	approved	either	in	a	rate	case	or	a	separate	
proceeding	for	establishing	cost	recovery	independent	of	current	rate	levels.		Adjustment	clauses	take	
one	of	two	general	forms:	(1)	a	comprehensive	adjustment	clause	designed	to	separately	recover	all	
of	the	costs	subject	to	the	clause	(none	of	which	are	included	in	base	rates)	as	shown	in	the	equation	
above	for	the	full	tracking	fuel	adjustment	clause;	or	(2)	an	adjustment	clause	may	be	an	incremental	
adjustment	clause	recovering	(or	returning	as	the	case	may	be)	changes	from	cost	levels	included	in	
base	rates	as	given	by	the	following	equation:	

	 RR	t	=	XFO	t	+	BFC	t	+	M	t	+	D	t	+	Tt	+	(GP	t	–	AD	t	+	ORB	t)	*	ROR	t	
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Where:	

XFO	t	is	the	operating	cost	in	the	test	year	(less	the	base	fuel	costs	in	the	test	year)	and	BFC	t	is	the	
base	fuel	cost	established	in	the	test	year.	The	revenue	recovery	in	the	rate	year	is	given	by	the	
following	equation:	

	 R	t+1	=	RR	t	–	(BFC	t	–	FC	t+1)	

Each	of	these	formulas	is	based	on	the	assumption	of	a	perfect	match	in	costs	and	revenues	for	the	
fuel	adjustment	clause	for	illustrative	purposes.		Practically,	there	would	also	be	a	reconciliation	
account	for	fuel	costs	to	ensure	that	costs	and	revenues	match	over	time	based	on	the	actual	results.			

Adjustment	clauses	are	designed	to	allow	the	utility	to	adjust	its	rates	to	recover	in	a	timely	fashion	
cost	changes	for	significant	expense	items	or	for	items	where	the	utility	has	little	or	no	control	over	
the	costs.		The	adjustment	clause	seeks	to	mitigate	the	impact	of	volatile	or	uncertain	costs	that	are	
otherwise	prudently	incurred	on	the	utility’s	ability	to	earn	its	allowed	rate	of	return.		Essentially,	an	
adjustment	clause	should	match	costs	dollar	for	dollar	in	the	rate	year	so	as	to	avoid	either	windfall	
gains	or	losses	in	the	return	component	of	the	utility’s	revenue	requirement.		The	end	result	of	a	
properly	designed	adjustment	clause	is	to	have	rates	that	more	closely	match	the	rate	year	cost	of	
service.		A	key	point	in	reviewing	the	concept	of	an	adjustment	clause	is	that	the	utility	does	not	earn	
any	more	or	less	as	a	result	of	the	operation	of	the	adjustment	clause.		The	utility	only	has	an	
opportunity	to	earn	its	allowed	rate	of	return	consistent	with	prudent	management	of	the	costs	that	it	
must	incur	to	serve	customers	in	the	rate	year.	

To	emphasize,	the	use	of	adjustment	clauses	is	an	important	and	significant	practice	in	providing	the	
utility	with	a	reasonable	opportunity	to	earn	its	allowed	rate	of	return	by	allowing	timely	recovery	of	
prudently	incurred	costs.		Without	the	existence	of	adjustment	clauses,	utilities	would	be	faced	with	
more	volatile	earnings	based	on	factors	beyond	management’s	control.	The	regulatory	lag	issue	
creates	an	unreasonable	barrier	to	earning	the	allowed	rate	of	return.	This	earnings	volatility	impacts	
not	only	shareholders	but	also	all	customer	classes.		When	cost	recovery	is	inadequate,	the	utility’s	
cost	of	capital	increases.		Higher	borrowing	and	equity	costs	have	a	large	impact	on	customers	
because	of	the	capital	intensity	of	the	utility	industry.		As	a	general	proposition,	customers	are	always	
better	off	if	regulators	mitigate	earnings	volatility	rather	than	to	leave	earnings	volatility	unmitigated	
and	fairly	compensate	the	utility	for	that	volatility.		The	reason	is	simple.		When	revenues	and	
earnings	are	volatile,	utilities	adjust	the	costs	they	can	control	(including	the	elimination	of	
discretionary	capital	expenditures	from	which	customers	would	otherwise	benefit)	to	minimize	that	
volatility.		These	adjustments	could	impact	reliability,	service	quality	and	the	financial	flexibility	of	
the	utility.		Importantly,	providing	a	reasonable	opportunity	to	earn	the	allowed	rate	of	return	on	an	
annual	basis	will	result	in	lower	long‐run	costs	for	customers	as	the	result	of	lower	capital	costs	and	
the	administering	of	less	frequent	rate	cases.		Proper	recognition	of	the	lower	costs	as	it	relates	to	the	
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equity	return	in	modern	utility	regulation	only	requires	that	the	comparable	companies	operate	
under	a	RAM	similar	to	that	of	the	utility	requesting	the	adjustment.3	

As	noted	above,	there	are	different	types	of	adjustment	clauses	approved	for	utilities	in	the	U.S.		
Figure	3	below	provides	a	partial	list	of	these	adjustment	clauses.		As	the	list	indicates,	there	are	
numerous	adjustment	clauses	in	use	for	different	utilities	based	on	the	circumstances	each	utility	
faces	and	the	ability	of	the	rate	case	process	to	address	timely	cost	and	revenue	matching	for	specific	
identifiable	costs	subject	to	review	and	periodic	true‐up.		As	a	practical	matter,	the	variety	of	
adjustment	clauses	recognizes	the	importance	of	a	proper	understanding	of	the	components	of	the	
utility	revenue	requirement	formula	and	the	ability	of	those	cost	components	to	provide	a	reasonable	
estimate	of	the	actual	rate	year	cost	of	service.		Each	adjustment	clause	reflects	either	full	tracking	of	
costs	not	otherwise	included	in	the	utility’s	base	rates	or	smaller	incremental	adjustments	for	cost	
elements	that	cannot	be	reasonably	determined	using	historic	period	data	as	the	basis	for	a	future	
period	estimate	of	costs.				

Figure 3 Types of Adjustment Clauses Approved for Utilities in the U.S. 

ADJUSTMENT CLAUSE DESCRIPTION 

Fuel and Purchased Power  Vegetation Management 

Infrastructure Cost   Revenue Decoupling

Transmission Cost  Smart Grid/AMI Costs

Environmental Cost  Property Taxes

Renewable Energy Cost   Pension/OPEB Costs

DSM/EE Cost  Bad Debt/Uncollectible Expense

Annual Cost of Capital  Weather Normalization 

Nuclear Construction Cost Bill Stabilization

Transmission Costs for ISO/RTO Charges  Construction Work in Progress (CWIP) 

	

The	large	number	of	different	adjustment	clauses	reflects	a	trend	both	legislatively	and	in	regulatory	
proceedings	to	acknowledge	that	numerous	changes	occurring	in	the	utility	business	environment	l	
have	significant,	uncontrollable	and	unpredictable	impacts	on	the	utility.		These	impacts,	if	left	un‐
addressed,	can	have	negative	financial	consequences	for	utilities	and	long‐run	implications	for	higher	
cost	and	a	decrease	in	the	quality	of	utility	service.		Infrastructure	cost	adjustment	clauses	represent	
a	good	example	of	the	trend.		For	many	of	the	growth	years	of	the	utility	industry,	the	issue	of	
replacing	(including	retrofits	of)	infrastructure	was	far	less	of	an	issue	for	two	reasons.		First,	there	
was	not	a	great	amount	of	infrastructure	that	needed	to	be	replaced	and	when	replacement	was	
required,	it	usually	was	part	of	the	business	solution	for	serving	the	utility’s	growing	customer	base.		
The	replacement	also	generated	revenue	from	this	customer	growth	to	help	pay	for	the	replacement	

                                                            
3	As	a	practical	matter,	for	a	fuel	adjustment	clause	there	is	a	virtual	certainty	that	comparable	companies	will	
have	an	FAC	or	the	equivalent	so	the	market	return	will	already	be	adjusted	to	reflect	the	lower	capital	costs	
associated	with	and	FAC.	
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assets.	The	second	reason	is	that	the	replacement	typically	reduced	costs	because	it	was	a	better	
technology	and	provided	services	more	efficiently.	

Today,	the	electric	utility	industry’s	low	or	no	growth	in	customers	and	load	generate	little	or	no	
additional	revenues	to	support	replacement.		Even	though	the	replacement	may	be	more	efficient,	the	
costs	savings	cannot	come	close	to	paying	for	the	assets	because	of	the	substantial	impacts	of	
inflation	on	capital	costs	for	the	new	assets.		A	significant	portion	of	many	utility	systems	have	
reached	a	point	where	replacement	is	the	only	option	for	maintaining	a	safe	and	reliable	system.		In	
addition,	there	are	far	more	external	influences	that	impact	replacement	costs.		These	may	include	
environmental	issues,	government	policy	issues	at	all	levels	of	government,	and	regulatory	or	other	
government	mandates.	

The	widespread	acceptance	of	adjustment	clauses	has	resulted	from	one	of	several	specific	utility	
requirements.		These	requirements	include	the	costs	incurred	by	the	utility	to:	

 Meet	government	mandates;	

 Respond	to	exogenous	factors	such	as	changing	accounting	standards	or	NERC	standards;	

 Accommodate	the	changing	market	model	by	changing	the	distribution	system	from	a	pure	
energy	delivery	to	a	delivery	and	generation	interface;	and	

 Implement	revenue	or	margin	decoupling	approaches	to	make	the	utility	indifferent	to	load	
growth	or	conservation,	to	stabilize	earnings,	or	to	reflect	changes	in	revenue	requirements	
through	a	pre‐established	formula.			

Some	adjustment	clauses	have	been	in	effect	for	select	utilities	for	many	years	as	part	of	the	
particular	jurisdictional	regulatory	model.		Other	adjustment	clauses	have	a	more	recent	history	as	
utilities	are	transitioning	to	different	business	and	regulatory	models.	

With	the	growing	number	of	adjustment	clauses,	an	important	question	relates	to	the	standard	of	
regulatory	review	for	adjustment	clauses.		In	other	words,	how	should	parties	review	the	results	of	
the	utility’s	application	of	an	adjustment	clause?		First,	it	must	be	recognized	that	an	essential	
purpose	of	all	adjustment	clauses	is	to	match	costs	and	revenues	in	a	timely	manner	so	that	the	utility	
has	a	genuine	opportunity	to	earn	its	allowed	rate	of	return.		The	matching	principle	is	an	important	
concept	because	it	often	is	more	important	than	the	nature	of	the	costs	themselves	that	are	to	be	
matched	with	revenues.		The	infrastructure	cost	adjustment	clause	discussed	above	is	not	as	much	
about	volatile	or	uncertain	costs	as	it	is	about	a	systematic	process	of	permitting	cost	recovery	for	a	
class	of	investments	that	would	not	be	matched	over	time	in	the	traditional	rate	case	process.		This	
traditional	process	would	discourage	the	utility	from	systematically	renewing	its	infrastructure	as	its	
financial	condition	between	rate	cases	would	deteriorate.	The	most	significant	rationale	for	any	
adjustment	clause	is	found	in	the	matching	principle	that	leads	to	timely	cost	recovery	and	a	
reasonable	opportunity	to	earn	the	allowed	rate	of	return.	

The	second	consideration	that	supports	the	concept	of	an	adjustment	clause	is	the	good	faith	business	
intentions	on	the	part	of	utility	management	that	must	be	presumed	by	the	regulator.		The	precedent	
for	this	is	found	in	basic	ratemaking	where	it	is	not	the	purpose	of	regulation	to	manage	the	utility.		
Utility	management	has	an	obligation	to	act	prudently	in	running	the	business,	incurring	costs,	and	in	
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managing	the	timing	of	those	costs.		Utilities	go	to	great	lengths	to	analyze	their	decisions	in	a	way	
that	demonstrate	well‐conceived,	supportable,	and	reasonable	approaches	to	the	business.			

The	third	consideration	relates	to	prudence	upon	review	of	these	decisions.		Any	party	should	be	free	
to	raise	the	issue	of	prudence	upon	a	showing	calling	prudence	into	doubt	relative	to	the	costs	
recovered	by	the	utility	through	its	adjustment	clause.		Prudence	standards	are	an	important	part	of	
the	review	process	related	to	the	timely	matching	of	costs	and	revenues	since	imprudent	costs	should	
not	be	included	in	recovery,	and	should	be	promptly	refunded	to	customers	through	rates	if	there	is	a	
final	determination	of	imprudence.	

For	the	prudence	standard	to	be	meaningfully	applied,	the	fourth	consideration	should	be	regulatory	
and	public	oversight	of	the	utility’s	actions	on	a	regular	and	timely	basis.		This	implies	that	the	utility,	
under	the	terms	of	the	adjustment	clause,	should	file	regular	reports	with	the	regulator	for	review	
that	presents	operating	results	of	the	adjustment	clause.		In	some	cases,	these	reports	are	required	on	
a	monthly	or	quarterly	basis.		The	reports	are	also	typically	subject	to	periodic	audit	by	regulatory	
staff.		Audit	reports	are	typically	available	for	review	by	any	interested	party.		As	needed,	the	
operation	of	the	adjustment	clause	may	also	be	subject	to	a	public	hearing	process.			

The	fifth	consideration	is	designed	to	minimize	the	potential	for	dispute	among	parties	about	cost	
recovery.		Adjustment	clauses	should	be	free	from	conflict	over	their	interpretation.		This	requires	
either	a	clear	and	comprehensive	regulatory	rule	or	an	agreed	upon	definition	of	the	terms	and	
conditions	under	which	the	adjustment	clause	will	operate	as	part	of	the	utility’s	tariff.		The	clause	
should	delineate	the	costs	to	be	recovered	under	the	adjustment	clause	with	clear	definitions	for	each	
type	of	cost	to	be	included.		The	adjustment	clause	should	be	subject	to	periodic	review	to	make	sure	
that	changing	market	circumstances	have	not	changed	the	definition	of	costs	to	be	included	in	the	
adjustment	clause.			

As	suggested	above,	the	final	consideration	for	an	adjustment	clause	requires	the	filing	of	detailed	
and	auditable	cost	and	revenue	reports.		The	use	of	full	tracking	adjustment	clauses	makes	the	
detailed	reporting	of	costs	and	revenues	associated	with	the	clause	more	transparent	for	the	audit.		
The	required	information	for	filing	should	be	specified	in	a	regulatory	rule	or	in	the	applicable	tariff	
for	the	adjustment	clause.		This	type	of	detail	is	typically	specified	in	a	regulatory	rule	since	it	would	
apply	to	multiple	utilities	within	a	particular	jurisdiction.		The	regulatory	rulemaking	may	also	be	
required	to	address	a	legislative	mandate	that	gave	rise	to	the	need	for	the	adjustment	clause.	

Application	of	these	six	principles	provides	the	necessary	regulatory	oversight	and	gives	credibility	to	
the	costs	and	revenues	recovered	under	the	clause.		The	participation	of	parties	assures	that	the	
results	of	application	of	the	matching	principle	assure	that	there	is	a	dollar	for	dollar	matching	and	
that	there	are	no	excess	cost	recoveries	to	the	detriment	of	the	customers.			
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Utility Ratemaking Practices in Other States 
The	discussion	above	identified	the	trends	in	the	use	of	adjustment	clauses	by	regulators	and	utilities	
in	the	U.S.		There	are	many	different	types	of	regulatory	policies	and	locational	circumstances	across	
the	states	relative	to	the	use	of	adjustment	clauses.		At	the	core	of	adjustment	clauses	is	the	need	to	
match	costs	and	revenues	under	the	prevailing	regulatory	model	and	the	state	of	regulatory	reform	
within	the	particular	state.			

With	respect	to	the	use	of	fuel	adjustment	clauses	(including	purchased	power),	every	state	in	the	U.S.	
where	the	utility	generates	some	of	its	own	power	requirements	has	some	form	of	a	fuel	adjustment	
clause.		There	is	at	least	one	state	where	the	only	regulated	electric	utility	has	no	generation	and,	
therefore,	has	only	a	purchased	power	adjustment	clause.		There	are	also	a	number	of	states	where	
competitive	markets	have	been	established.		In	those	markets	the	utility	typically	has	a	standard	offer	
service	(SOS)	or	provider	of	last	resort	obligation	(POLR).		In	these	markets,	there	is	no	longer	any	
type	of	fuel	adjustment	clause,	but	the	matching	principle	for	the	energy	costs	incurred	by	the	utility	
to	provide	SOS	or	POLR	operates	on	the	same	principle	as	a	fully	tracking,	unbundled	adjustment	
clause.			

Based	on	Black	&	Veatch’s	review	of	states	where	energy	deregulation	has	not	been	implemented,	
every	utility	in	these	states	has	some	form	of	fuel	adjustment	clause	except	for	KCP&L	and	one	other	
utility	in	a	jurisdiction	that	is	a	predominately	hydroelectric	based	generation	utility	(Washington).		
States	where	energy	deregulation	has	been	implemented	have	an	adjustment	clause	that	recovers	the	
costs	of	SOS	and	POLR.		In	addition,	fuel	adjustment	clauses	are	common	for	non‐regulated	municipal	
and	cooperative	utilities	as	a	means	of	recovering	their	fuel	and	purchased	power	costs.		This	also	
includes	some	electric	cooperatives	in	the	state	of	Missouri	that	have	power	cost	adjustment	clauses.	
Schedule	1	provides	a	listing	of	each	state	regulatory	commission	that	permits	recovery	of	a	utility’s	
fuel	and	purchased	power	costs	through	the	operation	of	a	fuel	adjustment	clause.		

In	addition	to	fuel	adjustment	clauses,	numerous	utilities	across	the	U.S.	have	other	types	of	
adjustment	clauses	in	operation.		Schedule	2	provides	a	listing	of	other	adjustment	clauses	approved	
by	state	regulatory	commissions.		Most	regulators	allow	recovery	of	environmental‐related	costs	in	
adjustment	clauses.		These	adjustment	clauses	differ	in	that	some	costs	may	also	be	included	in	the	
fuel	adjustment	clause	while	other	costs	(including	capital	costs)	are	recovered	in	a	separate	
adjustment	clause.		About	half	of	the	states	have	some	type	of	infrastructure	cost	adjustment	clause.		
Some	are	limited	to	a	specific	type	of	asset	such	as	smart	grid/AMI,	while	others	may	reflect	costs	
associated	with	specific	plant	additions.		Some	adjustment	clauses	relate	to	specific	assets	classes	
such	as	transmission	facilities	or	assets	approved	for	construction	by	a	pre‐approved	capital	
investment	plan.		These	adjustment	clauses	and	tracker	mechanisms	operate	in	the	same	manner	as	
the	fuel	adjustment	clause	in	most	cases.		The	changes	in	costs,	either	up	or	down,	are	passed	through	
to	customers	in	the	Rate	Year,	or	are	subject	to	reconciliation	and	true‐up.	

It	is	also	common	to	find	a	variety	of	tax	related	adjustment	clauses.	In	these	adjustment	clauses,	
utilities	are	able	to	recover	various	types	of	taxes	and	fees	including	franchise	taxes.		Property	tax	
recovery	is	also	a	common	tax	that	is	recovered	under	tax	adjustment	clauses.		Full	revenue	
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decoupling	adjustments	are	less	common	than	the	other	types	of	adjustment	clauses.4		Other	states	
have	different	regulatory	models	related	to	recovering	changes	in	costs	from	year	to	year	to	provide	
the	utility	with	a	reasonable	opportunity	to	earn	its	allowed	rate	of	return.		Examples	of	this	type	of	
program	include	Rate	Stabilization	and	Equalization	(RSE)	in	Alabama	that	changes	rates	annually	
based	on	changes	in	annual	costs	under	a	formulaic	approach	whenever	the	utility’s	earned	return	
falls	outside	of	a	dead	band	related	to	the	allowed	rate	of	return.		Vermont	has	an	Alternative	
Regulation	Plan	(ARP)	that	allows	rates	to	change	annually	subject	to	a	base	rate	price	cap	and	
specifically	includes	adjustments	outside	the	cap	for	large	capital	projects,	exogenous	cost	changes	
and	an	adjustment	to	the	Return	on	Equity	based	on	a	formula.		The	Vermont	ARP	has	features	of	
both	revenue	decoupling	and	multi‐year	rate	plans.			

For	transmission	cost	recovery,	nearly	half	the	states	have	adjustment	clauses	to	recover	the	costs	
associated	with	participation	in	a	Regional	Transmission	Organization	(RTO)	or	an	Independent	
System	Operator	(ISO).		Transmission	cost	adjustment	clauses	have	become	a	recent	trend	in	utility	
rates	based	on	the	FERC	approval	of	RTO/ISO	operations	in	states	that	are	not	restructured	into	
competitive	retail	markets.		For	states	with	competitive	retail	markets,	SOS	costs	are	fully	recovered	
by	the	utility	providing	the	service.		These	rates	are	based	on	nodal	pricing	and	include	the	
transmission	costs	in	rates.		For	each	of	these	states,	a	transmission	cost	recovery	adjustment	clause	
is	not	required.		In	addition,	in	jurisdictions	where	the	local	utility	is	its	own	Balancing	Authority	(i.e.,	
not	a	member	of	an	RTO/ISO),	transmission	costs	are	allocated	between	the	Open	Access	
Transmission	Tariff	(OATT)	and	retail	customers	on	a	jurisdictional	basis	and	recovered	fully	in	the	
utility’s	base	rates.		The	states	that	permit	transmission	cost	recovery	through	an	adjustment	clause	
represent	most	of	the	remaining	states	where	utilities	provide	bundled	services	with	an	RTO/ISO	to	
coordinate	and	facilitate	a	formal	wholesale	market	for	power.			

Under	the	terms	of	these	markets,	many	utilities	have	formula	rates	that	change	annually	under	FERC	
regulation	and	the	RTO/ISO	charges	are	also	subject	to	FERC	jurisdiction.		These	costs	are	essentially	
all	pass‐through	cost	items	that	are	beyond	the	control	of	the	utility.		The	costs	are	also	deemed	to	be	
prudently	incurred	because	they	represent	the	FERC	approved	rates	for	the	services	provided.		These	
organized	markets	also	have	impacts	that	relate	directly	to	the	fuel	adjustment	clause	as	well.		The	
markets	change	both	the	physical	operation	of	member	utilities	generation	fleet	and	the	marginal	
cost	for	the	utilities	energy	requirements.		Both	of	these	factors	impact	the	fuel	adjustment	clause.			

Although	Black	&	Veatch	has	not	attempted	to	identify	all	of	the	types	of	adjustment	clauses	that	are	
currently	in	operation	in	the	U.S.,	it	is	obvious	that	adjustment	clauses	have	become	an	important	
ratemaking	practice	for	regulators	to	adopt	to	provide	the	utility	with	a	reasonable	opportunity	to	
earn	its	allowed	rate	of	return.		A	growing	number	of	regulatory	and	legislative	bodies	have	
recognized	the	need	to	modernize	the	regulatory	and	ratemaking	process	to	accommodate	a	dynamic	
and	changing	business	environment.		These	adjustment	clauses	are	valuable	tools	to	ensure	a	well‐
balanced	regulatory	compact	that	align	the	interests	of	the	utility’s	customers	and	shareholders.	

  	

                                                            
4	There	are	other	states	where	partial	revenue	decoupling	adjustment	clauses	have	been	approved	(e.g.,	
designed	to	recover	lost	revenues	related	to	the	utility’s	DSM/EE	programs).	
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Conclusions and Recommendations 
This	report	has	discussed	the	ratemaking	formula	used	to	establish	a	utility’s	rates	and	the	concepts	
of	regulatory	lag	and	earnings	attrition.		As	noted	previously,	the	policy	of	using	regulatory	lag	as	an	
incentive	for	improved	performance	by	a	utility	is	not	a	sound	regulatory	policy	since	it	serves	as	a	
blunt	tool	that	effectively	punishes	all	utilities	whether	or	not	they	are	operated	efficiently.		Since	
regulation	should	be	structured	to	provide	the	right	incentives	to	utilities	to	manage	their	businesses	
in	a	responsible	manner,	it	is	critically	important	to	recognize	when	the	prevailing	ratemaking	
practices	detract	from	this	primary	objective.	

While	the	traditional	ratemaking	practices	of	the	past	have	served	the	utility	industry	and	customers	
well,	they	have	fallen	short	in	more	recent	times	to	provide	the	desired	balance	between	a	utility’s	
customers	and	shareholders	that	is	a	foundational	concept	under	the	regulatory	compact.		In	today’s	
energy	marketplace,	the	ability	to	recover	costs	and	earn	a	reasonable	rate	of	return	on	investment	
often	pits	the	interests	of	utility	shareholders	directly	against	the	interests	of	consumers	who	are	
impacted	by	increased	rates.	It	is	the	responsibility	of	state	regulators	to	balance	these	competing	
needs.		Yet,	some	regulators	continue	to	move	cautiously	on	cost	recovery	and	rate	requests	by	
utilities	as	a	result	of	challenging	economic	conditions	that	still	linger	in	some	parts	of	the	U.S.		This	
cautious	approach	by	regulators	often	conflicts	with	an	industry	that	recognizes	the	need	to	operate	
efficiently	and	reliably	by	investing	in	new	and	retrofitted	infrastructure.		Despite	the	wider	
acceptance	of	regulatory	practices	that	streamline	the	ratemaking	process	–	as	evidenced	by	the	
increased	use	of	capital‐based	adjustment	mechanisms	–	some	industry	observers	still	believe	that	
the	utilities’	interests	are	favored	much	less	by	the	regulator	than	those	of	the	consumer.		

This	perspective	is	evidenced	in	the	deteriorating	financial	health	of	some	utilities	that	do	not	have	
the	modernized	ratemaking	practices	described	earlier	that	are	designed	to	address	regulatory	lag	
and	earnings	attrition	while	enabling	utilities	to	invest	wisely	in	assets	which	will	provide	customers	
with	safe,	reliable,	and	cost‐effective	service,	and	the	new	energy	choices	they	desire.														

							

Black	&	Veatch	believes	there	are	a	number	of	ratemaking	practices	that	should	be	considered	for	
adoption	by	KCP&L’s	regulators	to	restore	the	balance	in	the	regulatory	compact	for	KCP&L.	
Specifically,	it	has	become	essential	that	KCP&L	should	be	granted	regulatory	approval	to	implement	
a	comprehensive	fuel	adjustment	clause	that	includes	all	of	the	costs	for	fuel,	purchased	power,	the	
net	effect	of	off‐system	sales,	and	SPP	transmission	costs	associated	with	power	delivery.		This	
adjustment	clause	should	also	include	the	costs	of	chemicals	and	other	variable	costs	to	meet	
emission	requirements,	the	cost	of	any	other	variable	costs	of	generation,	and	any	charges	resulting	
from	SPP	for	KCP&L’s	market	participation.		Ideally,	all	fuel	costs	would	be	recovered	in	the	resulting	
fuel	adjustment	charges	and	removed	from	KCP&L’s	base	rates	so	that	customers	will	actually	know	
what	portion	of	their	electric	bills	are	for	recovery	of	energy‐related	costs.	

The	type	of	fuel	adjustment	clause	recommended	for	KCP&L	will	benefit	both	its	customers	and	
shareholders	by	assuring	that	there	is	a	dollar‐for‐dollar	matching	of	costs	and	revenues	during	the	
Rate	Effective	Period	associated	with	its	current	rate	case,	and	during	subsequent	annual	periods.		
The	adoption	of	a	comprehensive	fuel	adjustment	clause	together	with	other	ratemaking	practices	we	
recommend	will	reduce,	but	not	eliminate	regulatory	lag,	improve	KCP&L’s	opportunity	to	earn	its	
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allowed	rate	of	return,	protect	customers	from	paying	higher	than	actual	fuel	costs	and	result	in	
lower	long‐run	costs	for	its	customers.	Symmetry	in	treatment	of	cost	changes	either	increases	or	
decreases	is	an	important	element	of	a	sound	RAM	or	tracker.		

In	addition	to	the	fuel	adjustment	clause	just	described,	KCP&L	should	identify	other	expenses	
included	in	the	determination	of	its	revenue	requirement	that	should	also	be	subject	to	recovery	
through	other	adjustment	clauses.		Besides	its	fuel	adjustment	clause	(FAC)	proposal,	KCP&L	has	
identified	three	other	types	of	potential	adjustment	mechanisms5	for	which	it	seeks	regulatory	
approval	in	its	current	rate	case.		Each	of	the	proposed	“trackers”	is	designed	to	match	costs	and	
revenues	during	the	rate	year	for	particular	cost	elements	through	a	pre‐approved	deferral	
accounting	process.		Trackers	represent	another	ratemaking	alternative	for	matching	costs	and	
revenues	for	earnings	purposes,	while	allowing	for	the	utility’s	eventual	recovery	of	prudently	
incurred	costs	through	their	amortization	in	a	future	rate	case.		However,	unlike	an	adjustment	
clause,	a	tracker	as	defined	by	KCP&L	makes	no	adjustment	to	the	utility’s	actual	rates.		Instead,	it	is	
an	accounting	mechanism	which	sets	a	“baseline”	expense	level	in	the	utility’s	current	rate	case	and	
then	“tracks”	the	difference	between	the	actual	expenses	incurred	by	the	utility	over	time	(for	that	
cost	element)	and	the	baseline	amount	as	a	deferred	regulatory	asset	or	liability	for	future	recovery	
or	customer	credits.6		The	regulatory	asset	created	by	the	tracker	is	then	considered	for	recovery	in	
the	utility’s	next	general	rate	case	through	a	multi‐year	amortization	process.											

The	trackers	proposed	by	KCP&L	include:	a	Property	Tax	Tracker,	a	Vegetation	Management	Tracker,	
and	a	Critical	Infrastructure	and	Cyber	Security	Tracker.		Individually	and	collectively,	these	
ratemaking	proposals	are	consistent	with	the	kinds	of	adjustment	clauses	that	are	being	adopted	by	
regulators	in	other	parts	of	the	U.S.	to	provide	for	cost	matching	and	to	permit	utilities	to	have	a	
reasonable	opportunity	to	earn	their	allowed	rates	of	return.		The	difference	between	KCP&L’s	
proposed	tracker	concept	and	an	adjustment	clause	is	there	is	no	longer	a	real	time	matching	of	the	
utility’s	costs	and	revenues.		Rather,	as	just	described,	the	deferred	accounting	treatment	creates	a	
regulatory	asset	or	liability	over	time	for	later	inclusion	in	rates	after	a	full	review	and	hearing	as	to	
the	deferred	account	amounts.		As	such,	KCP&L’s	tracker	concept	which	ensures	that	it	has	an	
opportunity	to	fully	recover	its	costs	while	protecting	customers	from	paying	higher	than	actual	costs	
should	be	viewed	as	a	very	modest	change	to	the	way	utility	rates	are	traditionally	set	in	Missouri	
relative	to	the	manner	in	which	an	adjustment	clause	operates.			

As	noted	above,	property	tax	adjustment	clauses	are	in	operation	in	twenty‐one	(21)	states.		As	with	
the	other	adjustment	clauses	discussed	above,	there	are	other	regulatory	models	that	permit	the	
utility	to	adjust	rates	that	would	include	these	costs	in	the	periodic	rate	adjustments	(e.g.,	RSE	in	
Alabama,	attrition	adjustments	in	California,	and	ARP	in	Vermont).		Thus,	even	though	there	is	no	
specific	adjustment	clause	for	this	cost	element	in	these	states,	the	basic	regulatory	policy	is	such	that	

                                                            
5	In	its	current	rate	case	filing,	KCP&L	uses	the	term	“tracker”	(as	distinguished	from	an	adjustment	clause)	to	
represent	the	deferred	accounting	treatment	and	eventual	rate	case	recovery	of	particular	expenses	that	have	
been	approved	by	the	Missouri	Public	Service	Commission	for	utilities	under	its	jurisdiction.	Under	this	
definition,	a	tracker	is	distinct	from	an	adjustment	clause	because	rates	do	not	change	as	costs	increase	or	
decrease	under	a	tracker.		Rather	KCP&L	is	permitted	to	defer	changes	in	costs	for	review	and	recovery	in	a	
subsequent	rate	case.			
6	Including	carrying	costs	accrued	on	the	deferral	account	balance.		
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a	matching	of	costs	and	revenues	is	achieved.		That	type	of	cost	treatment	is	generally	consistent	with	
KCP&L’s	tracker	proposals.	

The	matching	principle	is	also	recognized	in	the	design	of	the	other	two	trackers	proposed	by	KCP&L.		
Indeed,	for	the	particular	ratemaking	mechanism	to	be	efficient,	it	must	accurately	match	costs	
dollar‐for‐dollar	subject	to	subsequent	regulatory	audit	and	prudence	review.	For	KCP&L’s	tracker	
proposals,	that	review	would	occur	in	the	utility’s	next	rate	case	and	would	result	in	the	amortization	
of	the	approved	level	of		prudently	incurred	costs	through	future	rates.		

The	basic	point	related	to	adjustment	clauses	is	that	some	clauses	like	the	fuel	adjustment	clause	
have	near	universal	applicability	while	other	clauses	have	cost	elements	that	are	unique	to	the	
requesting	utility	and	its	operating	jurisdiction(s).		The	conceptual	and	economic	support	for	
adequate	cost	and	revenue	matching	is	compelling.		This	matching	only	occurs	when	the	regulatory	
lag	created	by	the	preference	for	a	particular	test	year	(i.e.,	an	historical	test	year)	is	minimized	and	
adjustment	clauses	and	trackers	are	available	to	track	the	most	volatile	components	of	a	utility’s	costs	
‐	the	costs	that	utility	management	cannot	control	or	costs	that	cannot	be	predicted	adequately	by	
reference	to	historic	trends.	

The	combination	of	utilizing	future	test	years	and	the	responsible	application	of	adjustment	clauses	
and	trackers	form	the	basis	for	modernizing	the	utility	ratemaking	process	to	best	accommodate	the	
challenges	of	a	fast	changing	energy	marketplace.		The	regulatory	balance	restored	through	such	
changes	will	once	again	provide	KCP&L	with	a	reasonable	opportunity	to	achieve	its	Commission‐
allowed	return	as	well	as	the	financial	performance	expected	by	its	shareholders	and	to	provide	
customers	with	safe,	reliable,	and	cost‐effective	utility	service	in	the	years	ahead.		
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Schedules	
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SCHEDULE	1	
Fuel	Adjustment	Clauses	for	Electric	Utilities	by	State	

	

 
STATE REGULATORY COMMISSION 

 
FUEL ADJUSTMENT CLAUSE 

RECOVERY OF 
PURCHASED POWER EXPENSE 

Alabama  Yes Yes 

Alaska  Yes Yes 

Arizona  Yes Yes 

Arkansas  Yes Yes 

California  Yes Yes 

Colorado  Yes Yes 

Connecticut  (1)  

Delaware  (1)  

District of Columbia  (1)  

Florida  Yes Yes 

Georgia  Yes Yes 

Hawaii  Yes Yes 

Idaho  Yes Yes 

Illinois  Yes (2) Yes 

Indiana  Yes Yes 

Iowa  Yes Yes 

Kansas  Yes Yes 

Kentucky  Yes Yes 

Louisiana (PSC)  Yes Yes 

Louisiana (New Orleans)  Yes Yes 

Maine  (1)  

Maryland  (1)  

Massachusetts  (1)  

Michigan  Yes Yes 

Minnesota  Yes Yes 

Mississippi  Yes Yes 

Missouri  Yes Yes 

Montana  Yes Yes 

Nebraska  No electric utility regulation Yes 

Nevada  Yes Yes 

New Hampshire  (1)  

New Jersey  (1)  

New Mexico  Yes Yes 

New York  (1)  

North Carolina  Yes Yes 
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STATE REGULATORY COMMISSION 

 
FUEL ADJUSTMENT CLAUSE 

RECOVERY OF 
PURCHASED POWER EXPENSE 

North Dakota  Yes Yes 

Ohio  (1)  

Oklahoma  Yes Yes 

Oregon  Yes Yes 

Pennsylvania  (1)  

Rhode Island  (1)  

South Carolina  Yes Yes 

South Dakota  Yes Yes 

Tennessee  Yes Yes 

Texas  Yes (2) Yes 

Utah  Yes Yes 

Vermont  Yes Yes 

Virginia  Yes Yes 

Washington  Yes Yes 

West Virginia  Yes Yes 

Wisconsin  Yes Yes 

Wyoming  Yes Yes 

 

Footnotes: 
(1) State with restructured utilities that recover these costs through default utility services 
(2) State with a mixture of competitive and default utility services 

Source: 
SNL/RRA State Profile Data  
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SCHEDULE	2	
Other	Adjustment	Clauses	for	Electric	Utilities	by	State	

	

STATE REGULATORY 
COMMISSION 

RECOVERY OF 
ENVIRONMENTAL 
COSTS 

RECOVERY OF 
INFRASTRUCTURE 
COSTS 

RECOVERY OF
TAX EXPENSE 

RECOVERY OF 
TRANSMISSION 
EXPENSE 

REVENUE 
DECOUPLING 

Alabama  Yes  Yes Yes No  No

Alaska  No  No No No  No

Arizona  Yes  No Yes Yes  Yes

Arkansas  Yes  Yes Yes Yes  Yes

California  Yes  No No No  Yes

Colorado  Yes  Yes No No  Yes

Connecticut  No  No No Yes  Yes

Delaware  No  No No No  No

District of Columbia  No  Yes No No  No

Florida  No  Yes Yes No  No

Georgia  Yes  Yes No No  No

Hawaii  No  Yes No No  Yes

Idaho  No  No No No  Yes

Illinois  Yes  No Yes Yes  No

Indiana  Yes  No No Yes  No

Iowa  Yes  No Yes Yes  No

Kansas  Yes  No Yes Yes  No

Kentucky  Yes  No Yes No  No

Louisiana (PSC)  Yes  No No No  No

Louisiana (New Orleans)  Yes  No No No  No

Maine  Yes  No No No  No

Maryland  Yes  Yes Yes No  No

Massachusetts  Yes  Yes No Yes  Yes

Michigan  Yes  Yes No Yes  No

Minnesota  Yes  No No Yes  No

Mississippi  Yes  Yes No No  No

Missouri  Yes  No Yes No  No

Montana  Yes  No Yes No  No

Nevada  Yes  No No No  No

New Hampshire  Yes  No No Yes  No

New Jersey  Yes  No Yes No  No

New Mexico  Yes  No Yes No  No

New York  Yes  No No No  Yes

North Carolina  Yes  No No No  No
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STATE REGULATORY 
COMMISSION 

RECOVERY OF 
ENVIRONMENTAL 
COSTS 

RECOVERY OF 
INFRASTRUCTURE 
COSTS 

RECOVERY OF
TAX EXPENSE 

RECOVERY OF 
TRANSMISSION 
EXPENSE 

REVENUE 
DECOUPLING 

North Dakota  Yes  Yes No No  No

Ohio  Yes  Yes Yes No  No

Oklahoma  Yes  Yes Yes Yes  No

Oregon  Yes  No No No  Yes

Pennsylvania  Yes  Yes Yes Yes  No

Rhode Island  Yes  Yes No No  Yes

South Carolina  Yes  Yes No No  No

South Dakota  Yes  Yes Yes Yes  No

Tennessee  No  No No No  No

Texas  Yes   Yes Yes Yes  No

Utah  Yes  No No No  No

Vermont  Yes  No No No  No

Virginia  Yes  Yes Yes Yes  No

Washington  Yes  No No No  Yes

West Virginia  Yes  Yes Yes Yes  No

Wisconsin  Yes  Yes Yes No  No

Wyoming  Yes  Yes No No  No

		
Source: 
SNL/RRA State Profile Data  
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