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About RMI

RMI is an independent nonprofit founded in 1982 that transforms global energy systems through market-
driven solutions to align with a 1.5°C future and secure a clean, prosperous, zero-carbon future for all. We 
work in the world’s most critical geographies and engage businesses, policymakers, communities, and 
NGOs to identify and scale energy system interventions that will cut greenhouse gas emissions at least 
50 percent by 2030. RMI has offices in Basalt and Boulder, Colorado; New York City; Oakland, California; 
Washington, D.C.; and Beijing. 
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Executive Summary

Ensuring that rates are affordable and fair to customers is central to the mission of the regulatory 
commissions that oversee public utilities in the United States. Regulators operationalize this charge in 
many ways, from conducting detailed analyses of utility investment plans to carefully tailoring programs 
to the needs of low-income customers. However, in many jurisdictions little attention is paid to controlling 
fuel costs, which are a major factor driving recent increases in electricity bills. 

Fuel costs represent a sizable portion of electric utility customers’ bills, and fuel-price volatility can drive 
further bill increases with little notice. For example, in the wake of winter storm Uri in 2021, natural gas 
shortages caused prices to spike. Months later, regulators across the country were asked to approve 
utilities’ requests to recover billions of dollars from customers to cover unexpected fuel costs.1 Russia’s 2022 
invasion of Ukraine also caused coal and gas prices to increase dramatically. 

The sustained high natural gas prices of 2022 drove the single largest year-on-year increase in electric bills.2 
The high energy bills are undoubtedly connected to the $16 billion in unpaid energy bills and massive 
increases in utility shutoffs in that time frame.3 Those utility disconnections can have severe impacts, 
including potential eviction, loss of child custody, and even death.4 Fortunately, utility regulators can do 
something to help avoid future harms to captive customers. 

In most jurisdictions, fuel costs are handled through a regulatory mechanism known as a fuel adjustment 
clause (FAC).i Unlike most components of utility rates, a FAC enables the utility to recover exactly what it 
spent on fuel — so if the company manages to reduce its fuel costs, it retains none of the savings, and if it 
spends more than budgeted, its customers pick up the bill. This gives utilities that operate under FACs little 
incentive to manage their fuel costs carefully, and it gives regulators limited visibility into whether the utility 
spent more than was necessary.

However, FACs were not always the norm. Until the latter part of the 20th century, regulators typically 
handled fuel costs in the same fashion as most other components of utility rates. An estimate of expected 
fuel costs was built into the basic rates utilities charged for service (i.e., “base rates”), and the utility was 
expected to fund its fuel purchases with whatever amount it collected in this fashion. Unlike under a FAC, 
no ex-post true-up to the utility’s actual expenditures was performed.

The status quo is already unaffordable for many people who struggle to pay their electric bills, and FAC 
policies that give utilities little incentive to manage fuel costs carefully are exacerbating this problem. 
Fortunately, FACs are ripe for revision due to technological advances and evolving markets. Vertically 
integrated electric utilities have more options than ever before to reduce their reliance on expensive and 
price-volatile fuels.ii These opportunities include switching to fuel-free generating resources, negotiating 
more favorable supply contracts, and taking steps to reduce the amount of fuel needed to meet customer 

i In this handbook, the term FAC refers to all policies that enable utilities to collect what they actually spent on fuel from 
customers through an ex-post true-up. However, the names used to refer to these policies vary by state (e.g., the Energy 
Adjustment Clause in Iowa, Energy Cost Recovery in Alabama).

ii Electric distribution companies in restructured states may also have opportunities to negotiate supply contracts and support 
demand-side management, but this handbook focuses on vertically integrated utilities. 
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needs (e.g., by working to conserve energy and shift demand). In contrast, customers have few strategies 
available to reduce fuel costs, so requiring them to continue bearing all fuel-price risk under FAC policies is 
increasingly unreasonable. 

Fortunately, multiple regulatory strategies are available to reduce utility fuel costs. This handbook presents 
six reform options that regulators can use to encourage utilities to carefully manage their fuel costs and 
adopt cost-effective fuel-free resources. We also examine key questions related to each option and, where 
relevant, highlight examples of states that have already implemented these policies. The six reform options 
we discuss are:

• Fuel-cost sharing. This policy creates a financial incentive for the utility to carefully manage its fuel 
costs by requiring it to bear part of the risk of fuel-cost volatility. Under a typical fuel-cost sharing 
policy, the utility captures a share of the savings if it can reduce fuel costs below expected levels, 
and it also bears a share of any cost overruns. Fuel-cost sharing has already been implemented by a 
number of states, though the design details of these policies vary. For states adopting this option, we 
recommend the use of historical values or externally derived forward price indexes from public sources 
to avoid potential gaming risks. Regulators could elect to apply fuel-cost sharing to proposed new 
power plants, and they could have the utility lock in the price forecast used during plant approval as 
the amount utilities are allowed to recover from customers for fuel to run the plant over its lifetime. 

• Fuel-cost true-up removal. This reform represents a return to the ratemaking approach that was 
standard before FACs became the norm. As under a FAC, an estimate of expected fuel costs is built into 
base rates — but unlike a FAC, no ex-post true-up is performed to match the funds recovered from 
customers to the utility’s actual expenditures. Although no state has implemented this policy to replace 
a FAC, many precedents exist from the years before states adopted their FACs. This policy would shift 
the risk of fuel price volatility back onto utilities.

• Fuel-risk reduction tariffs. This strategy consists of implementing new retail tariffs that both create 
an incentive for the utility to reduce fuel costs and reduce participating customers’ exposure to fuel-
cost volatility. Such tariffs could be structured in various ways, such as by fixing the per-kilowatt-
hour (kWh) rate used to recover fuel costs (and not truing it up afterward) or by offering customers a 
subscription-style tariff with a flat monthly charge. A number of states have implemented tariffs with 
this basic structure, though their motivation for doing so has not focused specifically on fuel costs.

• Planning and procurement. Many opportunities exist to reform resource planning and procurement 
in ways that encourage better fuel-cost management. These include updates to long-term planning 
processes, closer scrutiny of fuel-price projections, locking in forecasts for new generation, requiring 
all-source solicitation and procurement, the use of fuel management plans, and refinements to how 
utilities utilize hedging. Some states have implemented one or more of these policies to update 
planning and procurement. 

• Strategies to increase access to information. It can be difficult for regulators to determine whether 
the fuel costs a utility presents for recovery through a FAC are unnecessarily high, so strategies that 
increase regulators’ and stakeholders’ access to information can encourage utilities to contain their 
fuel costs. These include making fuel-supply contract terms more transparent, utilizing enhanced 
prudence reviews, requiring regular audits, and facilitating broader and deeper stakeholder 
engagement in regulatory processes. 
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• Efficiency ratio. This is an emerging concept that regulators can consider, though it does not currently 
have a track record comparable to the other policy options. An efficiency ratio consists of a financial 
incentive tied to a production-cost-efficiency metric. In other words, it is a type of performance 
incentive mechanism (PIM) that encourages the utility to reduce the average cost of producing a 
megawatt-hour (MWh) of power. 

These six policy options offer regulators a variety of possible strategies to reform existing FAC policies. 
Both utilities and the jurisdictions they operate in vary, so there is not likely to be a single “best” 
policy for every circumstance. The key questions we discuss in relation to each policy highlight some 
of the important design choices regulatory commissions are likely to face, and regulators may identify 
additional opportunities to tailor policies to local needs as reform discussions proceed. We encourage 
commissions to also consider the benefits of adopting more than one reform. For example, particularly 
strong synergies are likely to exist between strategies that increase access to information and the other 
policy options we discuss.

Given the impact that fuel has on both 
customer bills and the carbon emissions 
of electric utilities, we urge commissions 
to consider changing the way that utilities 
recover fuel costs from customers. Recent 
years have brought a raft of affordability 
challenges to states around the country, 
and we expect these trends to continue 
due to uncertain and volatile gas prices, 
the need to upgrade the grid to ensure 
resilience and replace aging distribution 
infrastructure, and required capacity 
expansions to accommodate the move 
toward electrification. 

Because FAC policies give electric utilities little incentive to carefully manage their fuel costs, regulatory 
commissions should investigate and take action to reform these policies. This handbook is intended as a 
resource to support these important regulatory discussions.
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http://rmi.org


rmi.org / 8Strategies for Encouraging Good Fuel-Cost Management

Introduction

Fuel costs represent a sizable share of the total cost of producing electricity from power plants. These costs 
can also fluctuate substantially from month to month as fuel prices and quantities change. The magnitude 
and volatility of fuel costs make it imperative that utilities manage them carefully, but under typical 
ratemaking practices they have no financial incentive to do so. This is because of the widespread use of a 
policy known as the fuel adjustment clause (FAC).iii

FACs are rate riders that automatically true up the revenues collected from customers to match the utility’s 
actual fuel expenditures.iv Although a utility’s fuel costs are generally subject to a prudence review by its 
regulatory commission before they can be recovered, in practice the effectiveness of these reviews tends 
to be limited due to the information asymmetry between the utility and the regulator and the structure of 
the dockets wherein the prudence review occurs. Regulators often find it difficult to determine whether 
the receipts submitted by the utility were in fact the best use of customers’ money. This is because 
regulators may not have good visibility into the effort the utility put into negotiating lower fuel prices, 
what fuel-free alternatives were available to the utility, and other factors. This often results in near-
automatic approvals of requests for cost recovery and, as a consequence, little incentive for the utility to 
carefully manage its fuel costs. 

This is problematic because the utility is the party best positioned to manage fuel-cost risk. Although fuel 
prices are not entirely under the utility’s control, the company generally can negotiate more favorable fuel-
supply contracts and take steps to reduce the amount of fuel needed to meet demand (e.g., by working 
to conserve energy, shift demand, or procure nonfuel alternatives). In contrast, customers have little 
ability to manage fuel-cost risk — yet FACs unfairly shift this risk entirely onto their shoulders. Vertically 
integrated utilities, which generate their own power to supply customers, are particularly able to manage 
fuel-cost risk by shifting their generation portfolios to fuel-free alternatives.v As a result, these utilities 
are the focus of this handbook, although some of the policy options we discuss may be relevant for other 
energy utilities as well. 

FACs create a situation that economists refer to as “moral hazard,” which exists when one party makes the 
decisions while another bears the risk of those decisions. By insulating the utility from the risks of poor fuel-
cost management decisions — and also not rewarding the utility for making good decisions — a FAC gives it 
little incentive to work hard to reduce fuel costs. By transforming fuel costs from a major business expense 
to a side consideration, FACs enable poor fuel-cost management decisions that undermine affordability and 
perpetuate utility reliance on carbon-intensive fuel-based generation resources. 

iii In this handbook, the term FAC refers to all such policies, but in some states they have different names (e.g., the Energy 
Adjustment Clause in Iowa, Energy Cost Recovery in Alabama).

iv FACs are an example of what is known in regulatory parlance as a cost tracker. FACs are not the only type of cost tracker, but 
they (along with purchased-power cost trackers) are the most ubiquitous. 

v Vertically integrated utilities are those that own generation, transmission, and distribution capacity, though most also 
purchase some power from other generators to meet customer demand. Electric distribution companies do not own 
generation yet they may also have opportunities to reduce fuel costs, such as by negotiating better supply contracts and 
supporting demand-side management. Though this handbook focuses on vertically integrated utilities, some of the policies 
discussed could be appropriate for electric distribution companies as well. 
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A FAC is typically implemented in several steps. First, the utility develops a forecast of future fuel costs, 
including estimates of both prices (e.g., $/million British thermal units) and quantities (e.g., the share of 
total demand that will be met by gas- or coal-fired generation). This forecast is then built into the rates that 
the utility can charge its customers for electric service — specifically, as part of the volumetric component 
(i.e., the per-kWh rate customers pay). After the rates take effect, the revenues collected through this rate 
component are compared with the utility’s actual expenditures on fuel, and the cumulative difference is 
tracked over time via a balancing account.vi Periodically, the utility applies for the balance to be trued up by 
adjusting the FAC rider; the regulator considers the utility’s application and approves the expenditures for 
recovery if they are deemed prudent (this usually happens in a dedicated fuel-cost recovery proceeding). 
Once the fuel costs are approved for recovery, the value of the FAC rider is adjusted to collect the additional 
revenue from customers (or to refund money if the utility collected more than it spent on fuel). The FAC 
rider typically appears as a separate line item on customer bills.

FACs are the norm today, but this was not always the case. Until the latter part of the 20th century, fuel 
costs were generally not given special treatment. Instead, they were handled in the same fashion as most 
other components of utility rates. Namely, the commission would approve a utility estimate of future fuel 
costs, which were then built into rates, and the utility could apply to raise its rates if the gap between the 
expected and actual fuel costs became too great. This approach established predictable per-kWh rates for 
customers and also rewarded the utility for limiting its actual fuel costs. 

This changed in response to the fuel-price volatility caused by major geopolitical events during the previous 
century. In the wake of the two world wars, some utilities sought relief from exposure to fuel-price risk from 
their regulatory commissions and were granted temporary FACs. Then following the 1970s oil embargo, 
utilities across the country persuaded regulators to institute FACs with no sunset dates, and in some cases 
they even convinced legislators to write FAC policies into state statutes. As a result, FACs became the status 
quo nationwide.

However, the time has come to end the use of FACs for fuel-cost recovery. Due to an array of technological 
advances, utilities have more control than ever before over the amount they spend on fuel. Today, cost-
effective solar and wind generation, battery storage, virtual power plants, and the managed charging of 
electric vehicles all provide new avenues to reduce reliance on fuels like natural gas and coal. 

Retiring FAC policies could help motivate utilities to take full advantage of these new opportunities, which 
could reduce both customer costs and carbon emissions. This handbook presents six policy options that 
regulators can consider as alternatives to traditional FAC policies. We explore key questions regulators 
might consider in policy design, and, where relevant, we offer examples from US states with such policies. 

vi In regulatory accounting terms, this variance is tracked over time through a regulatory asset (or regulatory liability).
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Fuel-cost sharing creates a financial incentive for the utility to carefully manage its fuel costs. Under a 
typical fuel-cost sharing mechanism, the utility can earn more if it reduces fuel costs and must bear a share 
of the burden if those costs rise. In other words, this reform exposes the utility to a portion of the fuel-cost 
volatility risk, so it is no longer fully insulated from fuel-cost changes as it is under a traditional FAC. Instead, 
under fuel-cost sharing the utility has some “skin in the game.”

In fuel-cost sharing, an estimate of expected fuel costs is first built into rates, and then just part of the 
difference between the revenues collected and the utility’s actual fuel expenditures is trued up. As is the 
case for a traditional FAC, this true-up is performed through a rider that applies an additional charge or 
credit to customer bills. The key difference between a traditional FAC and this policy option is that fuel-cost 
sharing trues up only part of the difference between the utility’s expected and actual fuel costs.vii 

Key Questions

Fuel-cost sharing can be implemented in a variety of ways. The most important questions that policymakers 
are likely to face include the following:viii

How should the expected value be set? Because fuel-cost sharing functions by truing up only part of the 
difference between the expected and actual fuel costs, an “expected” level of fuel costs must be determined 
by the regulator. This expected value can be based on either forecasted or historical values. Although 
forecasts are the most common approach used today by states that have adopted fuel-cost sharing, they 
can open the door to gaming. Specifically, if a forecast is used to set the expected value of fuel costs, the 
utility can benefit financially either by reducing fuel costs relative to the forecast or by inflating the forecast. 

To avoid creating an incentive to inflate the forecast, regulators can instead base the expected value on 
historical fuel expenditures (e.g., a five-year rolling average of past fuel costs). If a forecast is used, regulators 
should consider using forward price indexes (e.g., NYMEX futures for natural gas are publicly available) rather 
than relying on the utility’s bespoke modeling.ix Additional design decisions around the expected value will 
also need to be made. These include whether the forecast (or historical values) should be based on just the 
individual utility or a relevant peer group, whether a third party should be responsible for any tasks (e.g., 
developing the forecast), and what (if any) historical period of fuel expenditures should be considered.

vii Performing a true-up that brings the revenues collected in line with the actual costs incurred is often referred to as passing 
through these actual costs to customers. For example, a traditional FAC passes through 100% of the utility’s actual fuel costs, 
whereas a fuel-cost sharing mechanism may pass through 90% of these costs. In this handbook, we do not use the term pass-
through in this way, but readers may encounter it in other contexts.

viii For additional discussion of some of these questions, see Albert Lin, Jeremy Kalin, and Kaja Rebane, Learning to Share: A 
Primer on Fuel-Cost Pass-Through Reform, Pearl Street Station Finance Lab, 2023, https://www.pssfinancelab.com/post/
can-we-share-the-cost-of-fuel.

ix Regulators should also ensure that any data source they use has sufficiently liquid trading to populate a credible sample, and 
that it includes buyers that are not rate-regulated utilities subject to this kind of cost-of-service regulation (e.g., industrial 
customers, merchant shippers). Where regulators face a choice between a less liquid trading point near the load the utility 
serves and a more liquid hub farther away, they may want to consider using the latter, subject to adding or subtracting a basis 
differential associated with observed pipeline rates or other clearly measurable factors.

Fuel-Cost Sharing
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How often should the expected value be updated? Although it may make sense to update the expected 
value at the time of a general rate case, a regulator could choose to reset it more frequently. For example, 
a special docket could be used to reset the expected fuel cost quarterly or annually, and that amount 
could then be recovered through a separate rider. However, updating the expected value too frequently 
could reduce the strength of the incentive created by the fuel-cost sharing mechanism. For instance, if the 
expected value is updated monthly, it may end up tracking actual fuel costs too closely, with the result that 
the mechanism functions similarly to a typical FAC. 

How much sharing should occur? The amount of sharing should be high enough to motivate the utility to 
manage its fuel costs carefully, but low enough to avoid exposing the utility to unreasonable risk. Because 
utilities vary, there is not one universally “best” sharing amount. For example, sharing 5% of fuel costs (i.e., 
truing up 95% of the difference between expected and actual fuel costs) may be appropriate for a utility 
that is highly dependent on natural gas, whereas sharing 30% of fuel costs may be feasible for a utility with 
a less price-volatile resource mix (e.g., one that is high in coal or renewables).x

Should deadbands or other thresholds be used? The simplest approach to fuel-cost sharing is to apply 
the same sharing percentage regardless of how close or far actual fuel costs end up being from the expected 
value. This approach, which is sometimes called straight sharing, is most common among existing fuel-cost 
sharing policies. However, another option is to change the amount of sharing when this difference crosses 
a specific threshold. For example, a mechanism could feature no sharing if actual fuel costs are within a 
certain percentage of expected fuel costs — a design called a deadband. Alternatively, a mechanism could 
feature several bands with different sharing percentages (e.g., 20% sharing if actual fuel costs are within 
5% of the expected value, 10% sharing if actual fuel costs are between 5% and 10% of that value, and 5% 
sharing if the difference is greater than 10%). 

Deadbands and other thresholds have both potential benefits and drawbacks, which regulators should 
consider carefully during the design process. One potential benefit of a deadband, specifically, is that it can 
simplify policy administration. Outcomes that fall within the deadband do not require any adjustment to the 
fuel-cost rider that appears on customer bills, which reduces the need for prudence reviews and associated 
litigation. One drawback is that deadbands and other thresholds can create an uneven incentive structure 
for the utility. For instance, if the utility’s share of fuel costs drops dramatically when a particular threshold is 
crossed (e.g., from 20% to 5%), the company may have little financial incentive to manage its fuel costs when it 
expects them to deviate from the expected value by more than that amount (such as during a period of high gas 
prices). Another drawback of complex banded structures is that they can be hard for customers to understand.

Should the mechanism be symmetrical or not? Another design question is whether the mechanism 
should operate differently depending on whether actual fuel costs end up being higher or lower than 
expected. Under a symmetrical mechanism, the financial rewards to the utility when fuel costs are lower 
than expected are a mirror image of the penalties to the utility when fuel costs are higher than expected. 
Under an asymmetrical mechanism, the rewards and penalties are structured differently. For example, a 
regulator could design an asymmetrical mechanism that trues up 95% of the deviation between expected 
and actual fuel costs when costs are lower than expected but just 85% when costs are higher than expected. 
In general, symmetrical mechanisms are viewed as more fair to the utility, create more consistent incentives 
for utility performance, and are easier for customers to understand than asymmetrical mechanisms. When 
the risk is asymmetrical, however, an asymmetrical sharing adjustment may be appropriate. 

x Percentages presented here are for illustration purposes only. Regulators should conduct quantitative analysis looking at their 
utility’s specific fuel mix to determine fuel-sharing percentages, as even two utilities in the same state might have different fuel 
mixes and therefore require different sharing percentages. 
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How should the true-up be conducted? The timing and duration of the true-up of expected to actual 
costs is another design consideration. As is the case with the true-up under a FAC, the true-up under 
fuel-cost sharing can be operationalized in different ways. For example, because positive and negative 
fluctuations in fuel costs tend to cancel each other out over time, performing true-ups every month or 
quarter will tend to result in more variable customer bills than performing them annually.xi Regulators 
concerned about rate shock may wish to perform less frequent true-ups, or to spread the cost recovery (or 
refund) needed to implement the true-up over a longer time period. 

Should purchased power costs be included? Most vertically integrated utilities purchase some power 
from other parties, and they typically recover 100% of these purchased-power costs from customers via a 
true-up that operates much like a traditional FAC. Because generated and purchased power are substitutes, 
applying a sharing mechanism to one and not to the other may encourage gaming. For instance, the utility 
may purchase more power when fuel prices rise even if this is more costly for customers. Incorporating 
purchased power in the fuel-cost sharing mechanism can avoid this type of perverse outcome.xii Most fuel-
cost sharing mechanisms today include purchased power or exist alongside mechanisms that track it.

Should sharing apply equally to all plants? Though fuel-cost sharing is typically implemented in the 
same fashion for all of a utility’s fuel costs, this need not be the case. For example, a regulator that wants 
to focus the utility’s attention on making better investment decisions going forward could apply a higher 
sharing percentage to new generating plants than to existing plants. If a commission were to apply fuel-cost 
sharing only to new plants, it could also lock in the fuel-price forecast used at the time of approval. 

Should the amount of sharing increase over time? Once fuel-cost sharing is implemented, a utility can 
be expected to find ways to reduce its reliance on price-volatile fuels — and over time, the utility may be 
capable of managing a greater share of the remaining fuel-cost volatility risk. Recognizing this, a regulator 
may wish to ratchet up the sharing percentage over time to continue to create a strong incentive for the 
utility to improve further. Doing so on a forward-looking basis would give the utility better visibility into the 
timing and magnitude of future changes than would an ad-hoc approach.

Could fuel-cost sharing undermine electrification? The electrification of home heating, transportation, 
and other end uses will result in increased electric demand on the grid. Unless the new demand is met 
entirely by fuel-free generation, this will result in higher total fuel costs. Therefore, a fuel-cost sharing 
mechanism that penalizes the utility for higher-than-expected total fuel costs would tend to discourage 
it from supporting electrification. However, if used in concert with policies supportive of electrification, 
fuel-cost sharing instead could help create an incentive to meet the increased demand with new fuel-free 
resources (e.g., wind, solar) and to proactively manage new loads (e.g., electric vehicle charging) to shift 
usage away from high-cost hours.

Regulators could also address the potential impact of fuel-cost sharing on electrification more directly. 
One way could be to design the fuel-cost sharing mechanism with a carve-out for beneficial electrification. 
A second way could be to create a separate performance incentive mechanism (PIM) for beneficial 

xi Performing true-ups annually also enables any normal seasonal variations in fuel costs to be netted out.
xii Exposing the utility to a share of fuel-cost risk could encourage it to shift its generation portfolio toward renewable resources, 

as these do not require fuel purchases. In this way, fuel-cost sharing could support state decarbonization goals. However, 
purchased power includes electricity generated from both fuel-fired and fuel-free resources, so purchased-power cost sharing 
would not be expected to drive decarbonization in the same way. Where reducing carbon emissions is an important policy 
goal, regulators could tailor the purchased-power sharing mechanism to support it. For example, the sharing mechanism could 
be designed in a way that distinguishes between different types of generation resources (e.g., it could apply a higher sharing 
percentage to fossil-fuel-fired resources than to renewables).
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electrification that offsets the negative impact of the fuel-cost sharing mechanism.xiii A third possibility 
could be to structure the fuel-cost sharing mechanism to operate on a per-MWh basis rather than a total-
cost basis, though this has the downside of creating an incentive to sell more electricity (i.e., a throughput 
incentive) whenever fuel prices dip below expected levels. We refer to such a mechanism as a type of 
“efficiency ratio”; for further discussion, see page 27.

State Examples

Wyoming is one state that has implemented fuel-cost sharing. Rocky Mountain Power’s Energy Cost 
Adjustment Mechanism (ECAM) trues up the utility’s actual net power costs (which include purchased 
power) to its forecasted costs in a symmetrical fashion.5 The ECAM utilizes a straight-sharing approach. The 
mechanism previously shared 30% of fuel costs (i.e., the mechanism trued up 70% of the difference between 
expected and actual costs), but regulators subsequently updated the policy to share just 20% today.xiv

Washington has a fuel-cost sharing policy called the Power Cost Adjustment Mechanism (PCAM) for Pacific 
Power. The PCAM includes purchased power, relies on forecasts, and employs an asymmetrical banded 
design. The design features a deadband of $4 million on either side of the forecast within which no true-up 
is made. If actual costs exceed this amount, there are two sharing bands: within the first (up to $10 million), 
50% of the difference is trued up; and within the second (over $10 million), 90% is trued up. If actual costs 
are less than expected, there are also two sharing bands: within the first (down to -$10 million), 75% of the 
difference is trued up; and within the second (less than -$10 million), 90% is trued up. This banded structure 
is illustrated in Exhibit 1. Under the current PCAM, the difference for a single year is recovered from 
customers over two years to reduce rate shock.6

xiii For example, if the utility’s average fuel cost per kWh is $0.02 and the sharing percentage is 10%, the fuel-cost sharing 
mechanism would create a $0.002 penalty for every kWh of new load. A PIM that rewards the utility $0.002 per kWh of beneficial 
electrification would offset this penalty, and a PIM that offered more than this could create a financial incentive for the utility to 
pursue electrification. 

xiv These sharing percentages can be found on Rocky Mountain Power’s tariff sheets. For the present 80% true-up policy, see 
Rocky Mountain Power, Schedule 95: Energy Cost Adjustment Mechanism, Original Sheet No. 95-6, P.S.C. Wyoming No. 17, 
issued June 25, 2021. For the previous 70% true-up policy, see Rocky Mountain Power, Schedule 95: Energy Cost Adjustment 
Mechanism, First Revision of Amended Original Sheet No. 95-6, P.S.C. Wyoming No. 16, issued October 27, 2017. The utility’s 
current tariff can be downloaded at https://www.rockymountainpower.net/content/dam/pcorp/documents/en/
rockymountainpower/rates-regulation/wyoming/rates/095_Energy_Cost_Adjustment_Mechanism.pdf.

Exhibit 1 Banded Design of Pacific Power’s Fuel-Cost Sharing Mechanism

0% True-Up
(Deadband)

75%
True-Up

90%
True-Up

90%
True-Up

50%
True-Up

Expected
Fuel Cost

+$4 million-$4 million-$10 million +$10 million

RMI Graphic. Source: RMI
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Oregon employs fuel-cost sharing 
subject to an earnings test. For example, 
Portland General Electric has an Annual 
Power Cost Variance Mechanism, which 
shares 10% of the difference between 
expected and actual costs (i.e., 90% of 
the difference is trued up) outside of a 
deadband. However, this occurs only 
if sharing does not cause the utility’s 
earnings to deviate by more than 100 
basis points from its commission-
approved return on equity. The 
deadband is asymmetrical (no sharing 
occurs if actual costs are between  
$15 million less than forecast and  
$30 million more than forecast) and the 
mechanism includes purchased power.7 

Missouri also has fuel-cost sharing mechanisms in place for Ameren, Evergy, and Liberty utilities. These 
mechanisms are all symmetrical, feature a straight-sharing design with a 5% sharing percentage (i.e., 95% 
of the difference between expected and actual costs is trued up), rely on forecasts, and include purchased 
power.8 In a naming convention that may be confusing for those working in other states, these mechanisms 
are referred to as fuel adjustment clauses.xv

Hawaii uses a fuel-cost sharing mechanism for the Hawaiian Electric Companies (HECO).9 The Energy Cost 
Recovery Clause (ECRC) takes a straight-sharing approach and employs forecasts to set the expected value 
that is built into rates. Under the mechanism, HECO trues up 98% of the difference between expected and 
actual fuel costs in a symmetrical fashion. The utility’s annual financial exposure under the ECRC is capped 
at $2.5 million.

xv This differs from how we use this term in this handbook, in which we define a FAC as a mechanism that trues up 100% of the 
difference between expected and actual fuel costs.

LMM-S-1 Page 14

http://rmi.org


rmi.org / 15Strategies for Encouraging Good Fuel-Cost Management

Fuel-Cost True-Up Removal

Rather than reducing the extent to which expected fuel costs are trued up to actual fuel expenditures (as in 
fuel-cost sharing), the true-up can be eliminated entirely. This would mean that fuel costs would not receive 
special ratemaking treatment — they would simply be recovered in the same fashion as most utility costs. 

Expecting utilities to fund their fuel expenditures without a rider may seem like a radical idea today, but this 
was standard practice until the mid-20th century. Removing the true-up would shift fuel-price volatility risk 
back to the utility, which is in a much better position to manage that risk than its customers. In other words, 
this policy option would restore the balance between utilities and customers that traditional ratemaking 
achieved. It would also give the utility a very strong incentive to seek ways to reduce its reliance on price-
volatile fuels. 

However, suddenly removing the true-up could create financial difficulties for a utility that has structured 
its current business model on the assumption that customers will bear all fuel-cost volatility risk. For 
example, if natural gas prices increase sharply and the utility relies heavily on gas generation, the impact 
on the utilities’ financials could be drastic. Regulators interested in this reform should therefore proceed 
carefully and consider appropriate steps to protect the utility’s financial health (e.g., by phasing out the 
true-up over time).

Implementing this reform can be mechanically simple — it only requires removal of the true-up step in a 
typical FAC. In other words, an estimate of expected fuel costs would be built into rates, but no ex-post true-
up to actual expenditures would be made. The expected value to be included in rates would be determined 
as part of a regular rate case in the same fashion as other rate components, and it would not be updated 
further until rates are reset.xvi If fuel costs subsequently rise, the utility could cut costs elsewhere or come in 
for another rate case, and if fuel costs fall, the utility could enjoy additional profits. 

Alternatively, a regulator could determine the expected value of fuel costs outside of a full rate case. For 
example, a special docket could be used to reset the expected fuel cost quarterly or annually, which could 
then be recovered as a separate rider. This approach could be particularly useful in jurisdictions that 
employ multiyear rate plans, where typically utilities are expected to stay out of rate cases for three to five 
years at a time. 

xvi If a regulator expects fuel costs to vary seasonally, it could set a seasonal structure for the expected value rather than a single 
annual number. Automatic escalation based on an external index (e.g., inflation) could also be applied. We are not talking 
about such automatic adjustments when we refer to rates being “reset” here, but instead to the process of updating the 
estimate itself.
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Key Questions

Some of the key questions that pertain to fuel-cost true-up removal include the following:

How should the expected value be set? As is true under a typical FAC, this policy option requires 
determining an “expected” level of fuel costs, which is then built into the volumetric component of rates. 
An important question is how this expected value will be determined and, in particular, whether it will 
be based on forecasted or historical values. The key drawback to relying on a forecast is that it can open 
the door to gaming because the utility would benefit financially if it can inflate the forecast. Setting the 
expected value based on historical data can help avoid this problem.xvii Another way to address this concern 
would be to use a publicly available commodity forecast (e.g., NYMEX for gas prices). 

How often should the expected value be updated? Because this policy option removes the true-up of 
expected to actual fuel costs, it is important to update the expected value periodically to reflect changing 
conditions. If the expected value is set as part of a traditional rate case, it could be updated every one to 
two years along with other rate components. If the regulator opts to set the expected value in an alternative 
venue (e.g., a special fuel-cost docket), it could update the value as often as desired. Updates that are too 
frequent are likely to undermine the strength of the cost-containment incentive created by the mechanism, 
whereas updates that are too far apart could result in unacceptable windfall profits or losses to the utility. 
The regulator should carefully balance these factors when determining the cadence of updates.

How can the risk of extreme outcomes be reduced? Because actual fuel costs may sometimes be 
substantially higher or lower than expected when rates are set, a utility operating without a true-up may at 
times collect substantially more or less than what it spends on fuel. High windfall profits could undermine 
affordability for customers, whereas substantial losses could threaten the utility’s financial health. To avoid 
this, the regulator could adopt strategies to protect customers and the utility from extreme outcomes. For 
example, the regulator could specify particular conditions (e.g., utility profits that rise above a particular 
threshold) that would automatically trigger a review of the expected fuel-cost value.xviii 

Would the utility cut key services if fuel prices spike? If the true-up is removed and fuel costs surge, a 
utility may cut costs elsewhere in an effort to hit its earnings targets. Although this concern is not unique 
to fuel costs, a large fuel-price spike could put substantial pressure on the utility to look for savings 
opportunities. This could lead to spending cuts in important but flexible spending categories like vegetation 
management, which could cause reliability problems down the road. Regulators could guard against such 
reactions by taking measures to reduce the risk of extreme outcomes, as discussed previously. They could 
also consider tracking or incentivizing utility performance in key dimensions that may be affected by 
spending reductions (e.g., reliability, customer service).

State Examples

At present, no state has removed the fuel-cost true-up. However, this policy was standard practice in every 
state before FACs became the norm.

xvii This gaming concern is also relevant to fuel-cost sharing, and we examined it in more depth in the section about that policy 
option. We encourage interested readers to review the more detailed discussion in that section.

xviii This is similar to the “reopener” provisions that are often included in multiyear rate plans.
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Fuel-Risk Reduction Tariffs

Utilities could offer new retail tariff options that create an incentive for the utility to reduce fuel costs while 
simultaneously insulating customers from fuel-cost fluctuations. Such “fuel-risk reduction” tariffs would 
enable individual customers to avoid some of the risk of fuel-cost volatility. The strength of this incentive 
would depend on how many customers take service under the new tariffs, which would in turn depend on 
how many customer classes have access to it and whether it is implemented on an opt-in or opt-out basis.

Fuel-risk reduction tariffs would offer customers the opportunity to lock in a predetermined rate for the 
fuel-cost component of their bills. If the utility’s actual fuel-cost expenditures differ from the revenues 
collected through these tariffs, the difference would not be trued up. In other words, if the utility paid more 
for fuel than it recovered from customers on the tariff, it would not recover that additional amount, and if it 
paid less, it would not refund the difference to customers. 

Providing a fuel-risk reduction tariff as an option could increase customer choice. For example, such tariffs 
might appeal to customers who are concerned about volatility and willing to pay a potential premium for 
increased bill predictability. 

Key Questions

The key questions for policymakers interested in developing a fuel-risk reduction tariff include the following:

How should the fuel-risk reduction tariff be structured? Tariffs that shift fuel-cost risk away from retail 
customers could be structured in different ways. One option is a fixed-rate tariff that features a set per-
kWh rate for fuel costs. Because the revenues collected via this rate would not be subsequently adjusted 
to reflect the utility’s actual fuel costs, such a tariff would expose the utility to more fuel-price risk than a 
traditional FAC. The set per-kWh rate could be time differentiated (e.g., it could differ by time of day or by 
season), but it would not be adjusted during the period when it is in effect. A fixed-rate tariff would operate 
similarly to the fuel-cost true-up removal policy option but on an individual customer basis. 

Another option is a flat-charge tariff that features a monthly charge for fuel costs. Such a tariff could 
be implemented on a stand-alone basis, or it could be part of a broader subscription rate in which the 
customer’s entire bill remains the same month to month. A flat-charge tariff could apply the same charge 
to all customers in a class, or the size of the charge could be based on past consumption levels (e.g., the 
average number of kWh consumed over the previous year). The second of these options is preferable. 

Although applying the same flat charge to all customers would offer maximum predictability to the 
customer, this approach has some major downsides. Because customers would always pay the same 
amount regardless of how much electricity they use, they would have no financial incentive to conserve 
energy, install distributed generation, or shift demand in ways that benefit the grid. Because all of these 
actions can reduce total system costs, such a tariff could drive up costs for other customers in the short and 
long term (e.g., higher congestion charges during peak hours, more transmission and distribution system 
upgrades) and undermine state energy efficiency and emissions-reduction goals. Applying the same flat 
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charge to all customers would also disproportionately benefit high-usage customers, who on average have 
higher incomes than low-usage customers. For all of these reasons, applying the same flat charge to all 
customers is not recommended.

A flat-charge tariff that is instead based on past consumption levels could partly address these issues. For 
example, if the average number of kWh consumed over the previous year is used to determine the size of 
the monthly charge, a customer who expects to remain on the tariff will have some incentive to conserve 
and to install distributed generation.xix Basing the size of the fixed charge on past consumption could also 
help avoid the subsidization of high-income customers by low-income customers. 

Both the fixed-rate and flat-charge options would increase predictability for customers participating in 
the tariff, which means someone else must bear additional fuel-cost risk. This risk should not be placed 
on nonparticipating customers (e.g., by increasing the size of the FAC true-up on those customers’ bills) 
because this could raise subsidization concerns and it would also undermine the utility’s incentive to 
contain fuel costs. Instead, the utility should manage the additional risk. The customers participating in 
the tariff could also be asked to pay a risk premium; this would be incorporated into the tariff and would 
represent the price the customer must pay for increased predictability.

Should the tariff be opt-in or opt-out? Customer participation in opt-in tariffs tends to be much lower 
than in opt-out tariffs. Implementing a fuel-risk reduction tariff on an opt-in basis would enable individual 
customers to reduce their exposure to fuel-cost volatility, while likely keeping the overall financial risk to 
the utility low. In contrast, implementing the tariff on an opt-out basis would have much broader impacts 
on both customers and the utility.

How often should customers be allowed to opt in and out of the tariff? Whether the tariff is opt-in or 
opt-out, it could enable customers to bet on fuel-cost trends, opting in if they think prices will increase and 
opting out if they think prices will decrease. The risk of such behavior is likely to be greatest among large 
commercial and industrial customers, but this strategy could be used by any savvy customer. To reduce this 
risk, regulators could limit how often customers can opt in and out of the tariff. 

Which customer classes should be included? The fuel-risk reduction tariff could be offered to a small 
subset of customers or more broadly. Such tariffs may be of particular interest to those who value stability 
(e.g., commercial customers), though if customers must pay a premium for that stability, they may be less 
appropriate for some customer segments (e.g., low-income residential customers). Regulators should also 
consider whether some customers will need help understanding whether the new tariff makes sense for 
them, making customer outreach and education necessary.

How should the preset rate or charge for fuel be determined? The per-kWh rate or flat charge for fuel 
costs can be based on either a forecast or historical values. As with fuel-cost sharing and fuel-cost true-
up removal, relying on forecasts could open the door to gaming because if a utility is able to inflate the 
forecast, the rate and thus collected revenues will increase. Relying on historical values instead (e.g., a five-
year rolling average of past fuel costs) can help avoid this problem.

xix The incentive to conserve would be somewhat less under this tariff design than under a fixed-rate tariff because the financial 
benefit to the customer of saving a kWh would be delayed by up to a year. The incentive to install customer-owned distributed 
generation would also be somewhat less because customers would still need to pay the upfront cost of the system but would 
not realize any savings on their bill for some time. Such a tariff could, however, encourage customers who are planning to 
electrify their home to adopt energy efficiency retrofits the year before, as this would lock in a lower flat charge for their first 
year of increased consumption due to electrification.
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How often should the rate or charge be updated? As fuel costs change over time, the per-kWh rate or flat 
charge should be changed periodically to reflect updated expectations. These updates could be conducted 
only through a general rate case (and thus occur on the same schedule as the updates to most other rate 
components) or they could be performed more frequently through a dedicated proceeding. Less frequent 
updates could give more certainty to customers enrolled in the tariff about the size of future bills. However, 
if updates are too infrequent, the tariff could collect more or less revenue than necessary over an extended 
period, resulting in large windfall gains to the utility (which could undermine affordability) or large losses 
(which could negatively impact the utility’s cash flow). The best schedule for updating the tariff will depend 
on local factors, such as the utility’s fuel mix, the share of customers enrolled in the tariff, and the existing 
rate-case schedule. Regulators could also put guardrails in place that trigger a review if actual fuel costs 
deviate sharply enough from expected values.

Would a fuel-risk reduction tariff affect electrification? A fuel-risk reduction tariff would not penalize 
the utility for greater total fuel usage (as some other policy options discussed in this handbook would), 
so it would not create a financial incentive for the utility to oppose electrification. On the customer 
side, a tariff that applies the same flat charge to all customers regardless of usage could even encourage 
electrification, but there are more efficient, equitable, and direct ways to accomplish this policy goal.xx 

State Examples 

A number of utilities offer flat-charge-style tariffs. While these may include other cost components besides 
fuel expenses, they can offer models to regulators interested in designing fuel-risk reduction tariffs. 

Oklahoma Gas & Electric (OG&E) is one example. It offers a “guaranteed flat bill” to its residential and 
small general service customers that features a fixed monthly charge over the course of a year. The level of 
the charge is based on the individual customer’s weather normalized historical usage over 12 to 24 months, 
as well as an adjustment for expected usage changes over the period. The formula used to calculate the 
level of the charge includes a risk premium, the impact of which is capped at 10%. If actual usage exceeds 
expected usage by at least 30% over three months, the utility has the ability to move the customer off the 
tariff and charge them an early departure fee.10 In 2021, OG&E experienced a loss from its guaranteed flat 
bill tariff when winter storm Uri drove up natural gas prices.11

Florida Power & Light (FP&L) also offers a flat-charge tariff to residential and small general service 
customers. Its FLAT-1 tariff consists of a fixed monthly charge for a period of one year, the size of which 
is based on the customer’s historical consumption normalized for weather and adjusted for changes in 
customer behavior. The calculation includes a risk premium capped at 5%. FP&L can require a deposit up 
to twice the estimated average monthly bill to move a customer onto the tariff, and the utility can move 
the customer off the tariff and charge a removal fee if their consumption exceeds expectations by 30% for 
three months.12

xx As discussed previously, applying the same fixed charge to all customers would diminish customers’ financial incentive to 
conserve electricity. This would encourage customers to electrify but not in an efficient manner, which could unnecessarily 
drive up overall system costs. Also, not all customers would be equally positioned to act on a tariff-based electrification 
incentive. For instance, renters may not have the power to make upgrades to their residences, and low-income customers may 
not have the ability to purchase electric vehicles. Other types of programs (e.g., rebates for building owners, electrification of 
public transit) may be more effective electrification strategies than retail tariffs for these customers.
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Duke Energy Indiana offers a flat-charge tariff to a limited number of residential customers with load 
profiles that “can be modeled with reasonable predictability.” The size of the monthly charge under the 
Your FixedBill tariff is calculated based on 12 or more months of past usage data, normalized for weather, 
and subject to a usage adjustment (this adder is capped at 3.6% for the first year the customer is on the 
tariff and 0.8% after that). The formula used to calculate the charge can include a risk premium (called a 
program fee) of up to 9%. Duke can send letters warning the customer of excess usage, and if after two such 
letters the customer’s usage is 15% greater than expected for any month, the utility can reprice the monthly 
charge based on updated usage information. If the customer does not accept the new amount they are 
removed from the Your FixedBill tariff and charged a $50 administration fee.13

In states that have opened the electricity market to retail competition, various fixed-rate plans are available 
to customers. These could also serve as examples for fuel-risk reduction tariffs adopted for regulated 
utilities that feature a fixed-rate design.
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Planning and Procurement

A variety of updates to planning and procurement processes could help reduce utilities’ reliance on costly 
and price-volatile fuels. Updating long-term planning and procurement methods can reduce utility reliance 
on fuels over time (and thus the need to recover fuel costs from customers). Shorter-term strategies, 
meanwhile, can focus utility attention on careful fuel-cost management and limit the impact of fuel-price 
volatility on customer bills. A number of key reforms that regulators could consider are explored below. 

Long-term planning. Changes to long-term resource planning requirements can play a large role in shifting 
the utility’s portfolio away from price-volatile fuels over time. Such reforms can take a variety of shapes. 

Many, but not all, states conduct resource planning, though there is plenty of room for improvement in how 
those resource plans are conducted, reviewed, and approved.14 

Regulators could direct the utility to fully consider cost-effective demand-side resources (e.g., energy 
efficiency, demand flexibility) during portfolio creation and to treat them as supply-side resources rather 
than as reductions in demand during modeling. Regulators could also mandate the inclusion of specific 
portfolio types (e.g., fuel-free portfolios) in the utility’s analysis, and they could require more robust 
analysis of fuel-price volatility in the utility’s resource plans. Regulators could also empower stakeholders 
to scrutinize the utility’s modeling choices and propose their own portfolios, such as by requiring the utility 
to run new models based on stakeholder-provided inputs or requiring the company to make its modeling 
data, assumptions, and software available to stakeholders.xxi 

Scrutiny of fuel-price projections. Regulators should also change how price-volatile fuels like natural 
gas are considered during the planning process. This could be accomplished through increased scrutiny 
of gas-price forecasts and their underlying assumptions and by requiring the utility to run high gas-price 
sensitivities for all portfolios. Commissions should also direct utilities to conduct more sophisticated 
analyses (e.g., stochastic analyses) to reveal potential cost impacts under a variety of converging conditions 
(e.g., fuel-price spikes, heat waves, supply disruptions). 

Regulators should also ensure that the fuel-price forecasts used across proceedings are consistent. A utility 
should not be permitted to use a low gas-price forecast when planning new generation resources and a 
higher forecast to set the expected value for a fuel-cost sharing mechanism. As another example of how the 
fuel-cost assumptions used in planning could be improved, regulators could require that new fuel-related 
infrastructure proposals (e.g., gas-fired plants and pipelines) be presented with realistic service lives that 
are in line with state climate goals. For example, regulators could choose not to permit a utility to propose a 
30-year lifetime for a new gas plant in a state with a zero-by-2050 policy goal.

xxi For example, one expert recommends that the utility provide: (1) the entire modeling database in a format readable without a 
model license; (2) a well-documented manual detailing the logic of the model, defining the inputs and outputs, and providing 
guidance on its use; and (3) the ability to license the model at a reasonable cost if a license is not otherwise provided by the 
utility. See William Driscoll, “States Could Save Consumers Billions with Solar, by Requiring Transparent Utility Modeling,” PV 
Magazine, September 9, 2019, https://pv-magazine-usa.com/2019/09/09/states-could-save-consumers-billions-with-
solar-by-requiring-transparent-utility-modeling/.
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Locking in forecasts for new generation. If a utility expects to bear some of the financial risk of fuel-
cost volatility, it will be inclined to do the most robust possible planning to account for the price volatility 
of fuels. Regulators can build a reasonable level of risk exposure into the planning process by requiring 
that all new generation be subject to fuel-cost sharing. Commissions could also consider locking in the 
price forecast used at the time of approval as the baseline (i.e., the expected value) used by the fuel-cost 
sharing mechanism.xxii 

All-source solicitation and procurement. Long-term planning is often based on resource-specific 
assumptions, and then the resources selected are procured as a separate step later. The resource-selection 
process is highly sensitive to the input assumptions, so if those assumptions are unrealistic (e.g., fuel prices 
that are too low) or limited (e.g., distributed resources are not considered), this can create a bias toward 
selecting traditional, fuel-based resources.15 Procurement processes can also favor traditional solutions 
when they invite bids for specific resources rather than system needs. Updating these processes can result 
in increased selection of fuel-free generation and demand-side resources. 

Regulators should mandate the use of all-source solicitation and procurement as a means of removing the 
bias against fuel-free resources. All-source solicitation and procurement involves defining the utility’s needs 
(e.g., energy, capacity, flexibility services) and then inviting bids for any technologies that can meet those 
needs. The submitted bids can be used to represent the options available during the planning process, 
and they can also serve as the basis for subsequent procurement decisions.16 To ensure all proposals can 
compete fairly, the fuel-price risk associated with different resources should be carefully considered when 
selecting between them.17

Fuel management plans. Fuel management plans encourage utilities to focus more on fuel-cost 
management, and they also better position regulators to determine whether the fuel costs that utilities 
later present for recovery were prudently incurred. These plans can require the utility to articulate its fuel 
procurement plans, predict fuel-cost outcomes under different possible scenarios (e.g., severe weather 
events, supply-chain disruptions), and explain its risk management strategies. To ensure that plans are of 
high quality, they should be subject to regulatory review and approval. Moreover, plan sponsors should 
be subject to discovery and cross-examination, and stakeholders should have opportunities to review and 
provide input on plans through filed comments, public hearings, and responsive testimony. 

Hedging. Hedging refers to the use of financial instruments to mitigate risk. Used by utilities to reduce the 
impact of fuel-price volatility on customer bills, hedging can be thought of like insurance where premiums 
are paid to prevent high-price outcomes. When done correctly, hedging can provide stability and savings, 
but if done improperly, it can result in unnecessary costs. Some hedging arrangements require a monthly 
or annual fee in exchange for a cap on prices. Others lock in a predetermined price and amount of fuel to 
be purchased at a future date, which insulates the off-taker from market price volatility. Many utilities use 
hedging to some extent, but in many jurisdictions it is subject to little or no review. 

Regulators interested in reforming hedging should review current practices and consider whether any 
changes are needed to better serve customer interests. However, many commissions do not have staff with 
sufficient experience or expertise in hedging to fully examine the risks and benefits of particular hedging 
agreements. In those cases, oversight of hedging practices could be folded into the fuel management plans 
described above. 

xxii This idea was also discussed in relation to the fuel-cost sharing policy option, on page 12. 
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Key Questions

Given the variety of possible updates to planning and procurement processes, the questions regulators face 
will depend on the reforms they are considering. However, they may include the following:

How should utility bids be treated during all-source solicitation and procurement? To obtain the 
best outcomes, all-source solicitation and procurement processes should create a level playing field for all 
proposals. However, if the utility is responsible for choosing between bids, it may favor its own submissions 
(or those of its affiliates) over the bids of third parties. Regulators can prevent this by not allowing the utility 
(or its affiliates) to submit bids, or if they do allow the utility to submit proposals, they can take steps to 
ensure that all proposals are fairly evaluated.18 One way to accomplish that would be to require the use of 
both an independent consultant to draft the request for proposals (with no input from any utility division 
that could submit a bid) and an independent evaluator to assess the proposals received.

Is hedging worth the additional cost? Like any insurance, hedging needs to be used carefully to cost-
effectively protect against volatile fuel prices. Hedging is not guaranteed to be cost-effective, and it could 
be imprudently procured. Evaluating fuel hedging through independent audits and regularly reviewing the 
performance of hedging instruments are key.

Should resource and system planning processes be coordinated? Because long-term resource planning 
focuses on the resources that will be needed to meet demand, reforming these processes represents a key 
opportunity to reduce utility reliance on costly and price-volatile fuels. However, the physical configuration 
of the transmission and distribution system also matters because this determines which fuel-free resources 
can actually be used and how much flexibility there is to substitute between them. Closer coordination 
between resource planning and system planning processes can enable better optimization of the overall 
system to enable demand to be reliably and affordably met with less fuel.

State Examples

Various states have planning and procurement policies in place that can serve as examples for other 
regulators. For example, Indiana requires utilities to evaluate demand-side resources “on a consistent 
and comparable basis” with supply-side resources during the planning process, including consideration of 
the resources’ risk and cost-effectiveness.19 In New Mexico, when regulators granted stakeholders access 
to utility modeling, they enabled stakeholders to propose alternative resource portfolios to replace a 
retiring coal plant. The result was that the commission adopted an entirely fuel-free portfolio identified 
by stakeholders, rather than the option preferred by Public Service Company of New Mexico (which had 
included new natural gas-fired generation).20 Meanwhile, the use of all-source solicitation and procurement 
in Colorado produced third-party bids with what Public Service Company of Colorado described as 
“shockingly” low wind and solar prices.21
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Strategies to Increase Access to 
Information

A central reason why traditional FACs create suboptimal outcomes concerns access to information. Utilities 
generally have better access to information than their regulators do, and because of this “information 
asymmetry,” it can be difficult for regulators to determine whether the fuel costs presented for recovery 
through a FAC are unnecessarily high. For example, the regulator may not be able to tell if a utility is using 
its better contracts to supply competitive markets and dumping its inferior ones on customers.

Strategies to improve information access can support sound fuel-cost management in multiple ways. Where 
another fuel-cost reform has been implemented, greater access to information can help the regulator 
understand how well that policy is working and whether additional changes are merited. Strategies that 
improve information access can also be beneficial on their own because they can help regulators better 
administer the FAC policies that remain in place in most of the United States.

A variety of strategies could enhance regulators’ and stakeholders’ access to information. Four of the most 
promising in relation to fuel costs are discussed below.

More transparent fuel-supply contract terms. In many states today, utilities are allowed to treat their 
fuel-supply contracts as trade secrets, which prevents customers and other stakeholders from evaluating 
whether they are reasonable. When advocates and other stakeholders are barred from accessing key 
documents, they cannot identify potential prudence issues and flag them for the commission to consider. 
Regulators could increase transparency by requiring utilities to publicly disclose the key terms of these 
contracts (e.g., minimum delivery amounts, automatic pricing adjustments, changes in the scope of utility 
and vendor responsibilities). 

Enhanced prudence reviews. In many states, fuel-cost recovery proceedings are limited in scope and 
subject to tight timelines. As a result, fuel costs are often approved for recovery after only a superficial 
prudence review. Regulators could reform these proceedings to enable enhanced scrutiny. Regulators 
can strengthen the minimum filing requirements to shift the burden of proof onto the utility requesting 
cost recovery, while simultaneously demonstrating a willingness to disallow recovery if the utility cannot 
convincingly demonstrate prudence. For this strategy to be effective, it must be be clear to the utility that 
disallowance is a real and substantive risk. Simply applying a slightly higher level of review to an existing, 
cursory process is unlikely to be successful.

Regular audits. Audits by an independent third party can give regulators, customers, and stakeholders 
better visibility into a utility’s performance, including its fuel-cost management, fuel procurement practices, 
and risk-reduction strategies. Requiring both a management audit and a financial audit on an annual basis 
would be beneficial. 

The financial audit provides insight into how the utility has been spending money. This audit would enable 
both the regulator and stakeholders to better judge whether its fuel purchases have been prudent. 

The management audit may be a substantially longer document. It could include detailed information 
across multiple dimensions (e.g., how much natural gas is purchased through short-term versus long-
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term contracts, the origins of purchased coal, contract terms and conditions). It can also include auditor 
recommendations (e.g., that the utility take specific steps to ensure gas plants remain operational during 
cold weather, that the utility purchase more power through power-purchase agreements to reduce 
uneconomic fuel purchases). The management audit can enable stakeholders to access important 
information without the need for lengthy discovery processes, and the auditor’s recommendations can 
shape regulatory decisions. 

Regulators should require the sponsors of audits to be subject to discovery and cross-examination in 
relevant dockets. Audit parameters should also be clearly defined to provide clarity in priority areas of 
performance and to enable comparison with industry peers. 

Broader and deeper stakeholder engagement. Robust stakeholder engagement in proceedings where 
fuel-cost recovery is considered can help regulators access and analyze the information they need to 
make sound decisions. Where commission staff have limited capacity to dig into utility fuel-cost filings, 
stakeholders can help identify inconsistencies and potential prudence concerns. Enabling stakeholders to 
offer their own proposals for changes (rather than being limited to reacting to utility proposals) can also 
help surface new solutions. Finally, stakeholder responses in dockets that point out issues related to fuel-
cost recovery can help build a library of information that other stakeholders and regulators (both within 
and outside the state) can later use to improve policies. 

Strategies to enhance stakeholder engagement include restructuring proceedings to allow more time for 
stakeholders to provide input, ensuring ample opportunities for discovery and cross-examination, and 
equipping stakeholders with the resources they need to engage meaningfully (e.g., automatic access to 
key information such as via management audits, intervenor compensation to enable less well-resourced 
stakeholders to participate). Regulators could also solicit input from previously underrepresented 
constituencies and increase the participatory nature of commission processes (e.g., informal solution-
finding workshops in addition to formal litigated processes).

Key Questions

The key questions regulators will face depend on which strategies they choose to pursue to increase 
information access. However, such questions will likely include the following:

Will additional effort be required from regulators and stakeholders? As with any reform, the amount 
of effort that a reform will demand is important to consider. Enhanced prudence reviews are likely to 
increase the demands on regulators and their staff, who may already be heavily burdened by existing 
work. In addition, strengthening stakeholder engagement could require devoting regulatory resources to 
educating parties who are not familiar with existing policies or processes. However, there are often multiple 
ways to accomplish the same goal, and regulators can consider whether there are alternatives that reduce 
the needed effort. The time that commission staff and stakeholders must devote to discovery requests 
can be reduced by using regular financial and management audits, as well as by requiring the utility to 
automatically disclose key data, models, and documents during enhanced prudence reviews.

Will additional time be needed to reach decisions? Some strategies to increase access to information 
may require additional time. Enhanced prudence reviews may take longer than current prudence 
reviews, and establishing robust stakeholder engagement in a fuel-cost recovery proceeding may require 
comment periods to be lengthened, public hearings to be added, or outreach to be conducted to specific 
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constituencies. If additional time is needed, regulators should consider how processes can be changed to 
accommodate this. For example, conducting fuel-cost recovery proceedings less frequently could offset the 
increased time it takes for an enhanced prudence review during each proceeding.

How should sensitive information be handled? Though greater disclosure of utility fuel-supply contract 
terms, data, models, and other information could be beneficial, some information is sensitive and should 
be disclosed selectively. Regulators should consider whether any part of a fuel-supply contract should 
remain confidential, and if so, a nondisclosure agreement should be required for stakeholders to access 
it. Utilities may wish to keep certain data as a trade secret so it cannot be accessed by competitors, but 
regulators should consider whether this is appropriate for a utility that functions as a regulated monopoly 
(and which therefore does not face direct competition).

What will be the cost to customers? Some strategies to increase information access involve costs that 
are ultimately born by customers. Audits require substantial time and effort from both the third parties 
conducting them and the utilities subject to them, while achieving robust stakeholder engagement may 
require that intervenor compensation be provided to less well-resourced parties. As with any reform, it is 
the regulator’s responsibility to determine whether the incremental costs of a reform outweigh the benefits 
the reform is likely to provide. 

State Examples

A number of states have policies that support increased access to information. One is Kentucky, which 
requires utilities to file copies of all fuel-supply contracts (including any modifications and related 
documents) promptly, to justify in writing any purchases from utility-controlled sources, and to also justify 
any price-escalation clauses. Kentucky then makes all these documents available for public inspection.22 

Ohio regulators recently required independent performance audits of extra customer charges that were 
collected by three utilities buying power from coal-fired power plants (often at above-market prices), and 
regulators then solicited stakeholder comments on the auditors’ findings.23 

Minnesota also requires utilities to submit an independent auditor’s report every year evaluating the 
previous year’s automatic fuel-cost adjustments, though regulators’ ability to choose not to approve the 
auditor’s report is limited.24 

States also have taken steps to broaden and deepen stakeholder engagement.xxiii In a recent distribution 
system planning proceeding, Oregon conducted stakeholder education, structured the proceeding in ways 
that facilitated stakeholder input, and provided less formal venues (e.g., workshops) for engagement. In 
Michigan, the MI Power Grid initiative has engaged hundreds of diverse stakeholders through more than 
50 meetings, including representatives of local communities, environmental justice organizations, and 
consumer advocates. Also, at least 16 states offer intervenor compensation to support stakeholders’ 
ability to engage in regulatory proceedings.xxiv

xxiii For more information about all the state examples discussed in this paragraph, see Cory Felder, Jessie Ciulla, Rachel Gold, and 
Jacob Becker, Regulatory Process Design for Decarbonization, Equity, and Innovation, RMI, 2022, https://rmi.org/insight/puc-
modernization-issue-briefs/.

xxiv These 16 states are Alaska, California, Colorado, Hawaii, Idaho, Illinois, Kansas, Maine, Michigan, Minnesota, New Hampshire, 
Oregon, Tennessee, Washington, West Virginia, and Wisconsin. 
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As detailed previously, reforms designed to share fuel-cost risk between utilities and their customers is an 
emerging policy space in which most US states have limited experience. We anticipate that decision makers 
will develop a range of new policy proposals in the coming years as fuel-cost volatility, advances in fuel-free 
technologies and demand management strategies, and continued social inequities push them to reevaluate 
the wisdom of existing FAC policies. 

One such emerging idea is implementing a PIM to encourage the utility to reduce the cost of producing 
a MWh of power. A PIM is a regulatory tool that ties a portion of a utility’s earnings to a desired outcome, 
which is measured by a specific metric. In this case, the metric is the utility’s production cost efficiency 
measured in $/MWh, so we refer to this type of PIM as an “efficiency ratio.” The $/MWh metric could focus 
narrowly on the utility’s own fuel expenditures, or it could include purchased power and represent the 
utility’s net power costs.

To be effective, an efficiency ratio PIM must not only measure the utility’s production cost efficiency today 
but also indicate whether the metric has improved or declined over time. To accomplish this, the historical 
value of the metric (e.g., the utility’s historical per-MWh fuel costs) is compared with the metric’s current 
value. If the utility’s $/MWh has decreased, its production cost efficiency has improved and the company 
would be eligible for a financial incentive under the mechanism. Conversely, if the $/MWh has increased, its 
production cost efficiency has declined and the company may be subject to a penalty. 

The financial reward or penalty under a PIM can be structured in various ways. An efficiency ratio is no 
exception; while by definition an efficiency ratio must employ a $/MWh metric, regulators have the flexibility 
to select from a range of possible incentive structures. These possibilities include a constant marginal 
incentive (e.g., the utility earns the same reward for each incremental improvement in the metric), a lump 
sum (e.g., the utility earns a fixed reward if its performance exceeds a specific threshold), and more complex 
designs (e.g., a banded design in which the marginal or lump-sum incentive changes multiple times as the 
utility’s performance crosses different thresholds). 

Another possibility is to use the $/MWh metric to implement a usage-normalized version of fuel-cost 
sharing. In this approach, the improvement (or decline) in the value of the $/MWh metric would be 
multiplied by the total MWh from a reference period. For example, using the MWh expected under “normal” 
weather conditions as the multiplier would result in a weather normalization. Under this PIM, if the actual 
weather conditions were “normal” over the time period, the financial impact on the utility would be the 
same as a fuel-cost sharing policy — but if a heat wave caused usage to skyrocket, the utility would not be 
penalized for the resulting increase in fuel costs.

Efficiency Ratio
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In addition to the structure of the financial incentive, regulators must also consider its magnitude. Ideally 
the incentive should be large enough to motivate the utility to achieve the policy goal, but no larger since 
excessive rewards unnecessarily burden customers and excessive penalties could negatively impact the 
utility’s financial health. If both financial incentives and penalties are used, the commission must also 
consider whether these should be symmetrical or asymmetrical.

Regulators could design the efficiency ratio to apply to all power generated by the utility (i.e., a single 
$/MWh metric could be used) or separately to different categories of power (e.g., the $/MWh could be 
tracked and incentivized separately by fuel type). Regulators may also wish to apply the efficiency ratio to 
purchased power to avoid encouraging the utility to make uneconomic substitutions between purchases 
and its own generation (e.g., generating more electricity when fuel prices fall even if power could be 
purchased from third parties more cheaply).

Regulators should also consider how different factors may impact the $/MWh metric. For instance, 
although an improvement in the metric may reflect improvements in the utility’s fuel-cost management, 
such improvement could also be due to factors outside the utility’s control (e.g., general market 
conditions) or utility actions that run counter to policy goals (e.g., running an aging coal plant more to 
decrease the heat rate, reduce the $/MWh, and earn a larger reward under a coal-specific efficiency ratio). 
Commissions may therefore wish to apply additional tests that require the utility to show that any  
$/MWh reductions were the result of its own appropriate actions before allowing it to receive an incentive 
payment. Regulators could also consider adjusting penalties if the utility can convincingly demonstrate 
that a deterioration in the metric was due to no fault of its own.

Potential Benefits and Drawbacks

As a new policy option, the key benefits and drawbacks associated with the efficiency ratio are still 
emerging. However, the following considerations may be relevant.

One benefit is that if the $/MWh metric is restricted to the utility’s own fuel costs, it is straightforward to 
calculate. Since all vertically integrated, investor-owned utilities report historical data on fuel costs and 
generation to federal agencies (e.g., the Energy Information Administration, the Environmental Protection 
Agency), there is no need for fuel-cost forecasting. However, if additional costs are included in the metric 
(e.g., the fuel costs in purchased power, other variable operating expenses deemed part of the net power 
cost), these data may not be as readily available, and in some cases they may require estimation. 

Furthermore, utilities may be more supportive of the idea of an efficiency ratio PIM than other policy 
options. Thus far, the efficiency metric concept has sparked greater engagement from utilities in states 
considering action by commissions or legislatures.xxv

xxv This is based on informal conversations that some of the authors have had about fuel-cost management options with state 
legislators, commissioners, consumer advocates, and utility representatives. 
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However, the efficiency ratio concept also has certain drawbacks. One is that focusing on $/MWh may not 
advance other policy objectives. A utility could reduce the $/MWh ratio by either reducing the numerator 
(cost) or increasing the denominator (electricity production). However, tactics to increase the total 
electricity production may not be in the public interest.xxvi For instance, a utility could “improve” the  
$/MWh metric by declining to pursue opportunities to conserve energy during hours when costs are below 
average.xxvii The effects of this drawback are limited somewhat by the fact that in the next period the lower 
$/MWh value becomes the new benchmark.

An efficiency ratio applied separately to different categories of power (e.g., one that tracks the $/MWh by 
fuel type) could create additional challenges. For instance, if the PIM rewards the utility for reducing its 
per-MWh cost of generating power from natural gas, a drop in natural gas prices could enable the utility to 
earn a reward for each additional MWh it can generate from that fuel — even if this means curtailing more 
cost-effective resources (e.g., wind, solar). This could result in both higher costs to customers and higher 
carbon emissions. An efficiency ratio applied separately to different categories of power could also create 
an incentive to run coal units at higher capacity factors to increase plant efficiency (i.e., to decrease the heat 
rate), something entirely within the utilities’ control.

Further Development

As the efficiency ratio is an emerging idea, its benefits and drawbacks have not been fully explored. As with 
any novel policy, regulators interested in this concept should investigate its potential impacts carefully. The 
design and implementation of any efficiency ratio should also include robust engagement with utilities, 
consumer advocates, trade associations, and other relevant stakeholders. 

xxvi A financial incentive to sell more electricity is called a throughput incentive. Since a throughput incentive tends to undermine 
utility support for energy efficiency programs, many states have taken steps to combat the throughput incentive created by 
traditional ratemaking. Such policy actions include revenue decoupling and PIMs focused on energy efficiency programs. 
Regulators in states that have energy efficiency as a policy goal may wish to consider whether additional actions are merited to 
address any throughput incentive created by an efficiency ratio.

xxvii If a utility’s per-MWh costs are substantially higher in a few hours of the day or year, most hours of the year may in fact fall 
into the “below-average cost” category. For example, in the late afternoon a certain utility may need to bring more costly gas 
plants online to meet its daily peak — and its per-MWh cost may rise further during a few hot summer afternoons when air 
conditioning usage is peaking, wholesale electricity prices are spiking, and the utility must purchase additional power to meet 
its customers’ needs. A few very costly hours can push the average $/MWh well above the median, with the result that the 
majority of hours have costs that are below average.
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The traditional FAC policies that are common across the United States give electric utilities little incentive 
to carefully manage their fuel costs. Under a FAC, customers, rather than the utility, pay for excessive fuel 
expenditures, and if the utility reduces its fuel costs, it does not benefit. Given the impact that fuel has on 
both customer bills and carbon emissions, it is worth considering alternatives to the traditional FAC.

When the wisdom of FACs is called into question, utilities often defend these policies by arguing that they 
have no control over fuel costs. However, this was never entirely the case, and it is even less true today. 
Thanks to technological advances, utilities are in a better position to manage their fuel costs now than ever 
before. This is true on both the supply side (e.g., cost-effective renewables, battery storage) and on the 
demand side (e.g., time-of-use rates, virtual power plants). 

Because of these developments, considering alternatives to traditional FACs is particularly timely — and we 
encourage regulators to explore the options available to them. This handbook is intended as a resource to 
support these discussions.

Conclusion
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