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FUEL AIJUSTMENT CLAUSES

- OVERV[EW

: Fmﬂ; nftea is the bzggest ‘cost item | in an. e{eetm: nﬁhty compaﬁy 'S operanng mmusc: Fuel costs can
fluctuate due: toa change in the price and mix of fuel used to generate elestﬁmy When prices increase,
the ‘utility’s @armngs may decrease; when pprices fall, customers may be paying more fur electnmty than
ﬂwv should. Each chwngc affeexs Lhe cﬂsi of provxeﬁmg semca to a customer ;

EI.CON be,lievas that a foel adjﬁstmmi e:lanse (FAC) 1f it s used at ali oniy shou}d serve the plirpose
 of reflecting changes in customers bills of the variable, mergy—reiatcd <osts of fuel or purchased power.
. The objective is to keep the utility financially whole, to. pm\&de _proper price signals to customers, and

to reflect actual cost causation principles. A fuel ‘adjustment clause is d&slgnexl for a specific purpose,

- and should never be a substitute for 2t formal rate case. Instead, it Shc*uki acl as an interim measure
for adjusting rates to reflect changes in a large and highly: volatile expense item (fael) so that under fover
- Tecovery of the &xpemsc does not lead to’ ﬁnancrai detenoramm or excess proﬂts for tha usﬂzty

 This Profile. explams the appr@pnatﬁ use dﬂd applrcatmn af a fuel adjusmsnz ciduse It includes an
' Apperm‘&x that summarm the key Faamras of fuel clauses in ef’fect in 2’? states.

; PROF%LES N ELEGTR@&W !SSUEB are pubﬁshed in the interast of better unﬁerstandmg ‘of the economic and social
- impact of proposals refated to electricity. ELCON seeks an efficient and adequate supply of electric energy at prices
based or cgsts, not anly for the ‘benefit of industrial consumers ar:d their.fabor foree, but also for all consumers of -
" industrial produgtsand thus the natmnai ecormmy Fer aﬁdmonal captes of this or o:her PRGFKES wr’w or call ELG(}N
; af the abeve a&dress . ;
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Summary of ELCON S ?ﬁsxtmn
on If"’uai Asl;ustmeﬁt Ciauses

Tnf—;- use s of a fuez aa;ustmem c»ausa o atzs;ust 'ate:a is only apprcpriaﬁa :

‘_w‘mr

o

» Thecostof fuei isa subsiannai prepamen @f the uiﬁizy 8 ﬁ‘veraii revente

: s'mwrame*}t

» A_ Fusl costs’ are expea&erj D be vﬁaa%& and *he ty has htﬁe G@ﬁ‘ifﬁaér

over their magnliuda antd .

» The absence of a fuel clause at}uid restit it substantial financial
instabiiity 1o the ut%izty and ssgmﬁcam @ver (;,}r Jﬂﬁ&?i’} chargeg tza

ratﬁ;:ayaris

A fuel adjustment c:fausa is dasigned for a a{)&ﬁmﬂ purpose, and showid
never be a substitute for, or @ means o avoid a formal rate case. A fusl
: ad;us*zmem clause should inciude onty the cost of fugt and the variable
cost of purchased power. it should not be used as a “catch-all* for

recoverint nonfuel costs, such as the costs associated with demand-side

. management (E)SM) programs 0{ pmﬁaﬁan abatﬂman% costs, mn%udmg the

“gost of 80, ernission a;iﬂwan

il Fuei hand%mg costs shmuid not %ée mciuﬁa in any fusl aﬁiustment nor
- should fugl t%*anspeﬂamﬁ costs if the ut ;Euy has control over tﬁem

A fuel aﬁipstmem c%ause: shmu!d be app ied to all rates that a utifity Gﬁ‘&i’a

- axcept whera the rai:e airaady g&fﬁ&m{iﬁs far @x;:x&c*i fuel cost racwary
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Fusl adjustment clauses should recognize the same cost-af-service
- distinctions that should be used in base rates. Only variabls, energy-

refated costs should be aliocatad and recovered from cus

omers on 8

kilowatt-hour {IWhj besis. Fixed, demand-related costs should be
allocated and recovered #rom custormers in a kilowatt (kW) demand

charge, or, where rates do not include a separate demand charge,
converted intc @ per kilowatt-hour value based on the customer or

eustomer class’ contribution to peak demand.

The fuel adjustment should vary by time-cfuse i tuel costs vary
. appreciably by time-of-use. e

i & fuel adjustment clause is used, all fuel costs shauld be included in the

- fuel adjustment and none should be included in base rates.

The level of the fuel adiustment should Qharag& as often as is required 1o

provide timely and acourate recovery of fuel costs.

. Afuel adjustment clause shauld be designed to minimize the disincentive

for a utiity to prudently manage its costs. A utliity has a basic respan-
sibility to: : : , : :

> E’mdéﬂﬁy enter into and mariage its fusi and purchase power a'@mracis;
- = Economically dispaich its generating units;
- ﬁ*réggaerfy manage 'iw_}merehange power arrangements:

> Ensure that the costs of fuels purchased from an affiiated supplier wil
be no greater than sirvilar fus! costs from other suppliers; and

> Operate its generating units 2 high standards of perormance so as to

avoid the rised for more expensive replacement power,

There should be niothing automatic about passing on fuel expenses. or
any olher expense, io utility ratepayers without adequate regulatory
~ oversight. States that have fuel adjustment clauses should hold periodic
hearings in order to review the reasonabieness of procurement

Practices and power plant performance, and to reconcile collected

 revenues with actual costs.
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 FUEL ADJUSTMENT CLAUSES

Prepared with the assistance of
Drazen-Brubaker & Associates, Inc.

INTRODUCTION

A fuel adjustment clause (FAC) is a tariff provision which permits a change in rates to occur
as a result of a change in the cost of fuel or a portion of purchased power expenses. These
changes occur without the utility filing a formal rate case. Many regulatory commissions also
do not conduct evidentiary hearings to consider how these and other elements of a ufility’s cost-
of-service may have changed. These clauses are designed to eliminate the lag between the filing
of a case and a Commission decision. With a fuel adjustment clause, increases or decreases in
specific cost items are quickly reflected in rates.

Fuel adjustment clauses are in effect in aimost all states. Some states do not use fuel
adjustment clauses because local statutes prohibit their use or because their use is deemed
unnecessary. The Appendix of this Profile summarizes the key features of fuel clauses in effect
in 27 states.

HISTORY OF FUEL ADJUSTMENT CLAUSES

Fuel adjustment clauses were first used during World War I due to fluctnating coal prices that
resulted from labor shortages at the mines. A war-related shortage of rail cars also contributed
to price volatility. After the war, FACs became a widespread regulatory practice, although their
actual use declined as the economy returned to normal. Interest in the FAC picked up again
in World War II and during the inflationary period that followed that war.[1]

In more recent times, use of the FAC substantially increased beginning in 1973 with the Arab
Oil Embargo which dramatically raised prices for fuel oil used to generate electricity. Oil prices
suffered a second "shock” with the Iranian Revolution which began in 1978. The insecurity of
oil and natural gas supplies and price uncertainties were further exacerbated by government
price and allocation controls.[2] By 1977, revenues recovered through the FAC from electric

and gas ratepayers exceeded annual rate case increases by over 450%.[3]
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THE APPROPRIATE USE OF A FUEL ADJUSTMENT CLAUSE

A fuel adjustment clause, if it is used at all, shounld serve the purpose of reflecting changes in
customer bills of fuel and variable purchased power costs. The objective is to keep the utility
financially whole, to provide proper price signals to customers, and to reflect cost causation
principles. A fuel adjustment clause is appropriate only when the following conditions are met:

1. The cost of fuel {and/or purchased power) s & substantial portion of
:  lhe utility's overall revenue requivemert.
| 2. These costs ara Bxpected o be volatile and the utilty hes little contral
T overtermagntude. e iy e
3. Dus 1o the magnhuds, volatilty, and degres of controf over thess
_ costs, the absence of a fuel sdjusiment clause cowd result in
substantial finaricial instability to the ulility, and significant ovet (or
miei?}char;g:eﬂb_miep&m. e L e

A fuel adjustment clause is designed for a specific purpose, and should never be a substitute fora
formal rate case. Instead, it should act as an interim measure for adjusting rates to reflect
changes in a large and highly volatile expense item (fuel) so that underrecovery or overrecovery
of the expense does not lead to financial deterioration or excess profits for the utility,

A fuel adjustment clause also should not be used as a "catch-all" for recovering nonfuel costs.
Inclusion of cost items that do not satisfy the magnitude, volatility and control criteria may
allow a utility to collect extra revenues that it might not be entitled to collect had the increased
costs been examined in the context of the utility’s overall operations, as would occur in a
general rate case proceeding. For example, allowing a utility to collect demand-related costs
associated with purchased power through the fuel clause totally ignores the offsetting revenues
which the utility receives by selling the additional power that justified the purchased power
transaction in the first place.

A fuel adjustment mechanism should never be a vehicle for passing on costs associated with
nonfuel items or activities such as demand-side management program costs (including "lost
revenues"), pollution control costs (including the cost of SO, emission allowances), or purchased
power demand charges, as some have proposed. The normal regulatory process, where a
Commission reviews all costs for appropriateness, is the vehicle for passing on costs other than
fuel costs to ratepayers,

COMPONENTS OF A FUEL ADJUSTMENT CLAUSE

A fuel adjustment clause should clearly state all expense items which can be included in the
clause. A failure to clearly state the allowable components, and how they are to be determined,
may lead to regulatory disputes and the incurrence of unnecessary costs by the utility, the
Commission or ratepayers.
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e Fuel Cosis

The items included in a clause should only be those fuel (and fuel-related) items which
satisfy the conditions noted above. The costs contained in FERC Accounts 501 ("fuel"), 518
("nuclear fuel expense"), 536 (“water for power"), and 547 ("fuel used in other power
generation") are proper elements for inclusion in a fuel adjustment clause. However, costs in
these accounts should only be included up to the point at which the utility takes ownership of
the fuel. It is appropriate to exclude the cost of fuel handling because it is largely controllable
by the utility. It also can be argued that many utilities and utility holding companies have
substantial control over transportation costs, and that they should be excluded.

s Purchased Power Costs

Most utilities engage in a variety of purchase power transactions with other utilities. Types
of purchases include economy energy purchases, emergency purchases, short-term firm
purchases, and long-term firm purchases. Economy and emergency purchases typically are
priced on a per kilowatt-hour (kWh) basis. Short-term and long-term firm purchases typically
are priced using both an energy charge and a demand charge. Purchased power cOSts frequently
are addressed in a fuel adjustment clause, but only the variable (or energy-related) portion of
those costs should be included in the clause and recovered from customers on a per kilowatt-
hour basis.

Any demand-related purchased power expenses should be excluded from the fuel adjustment
clause calculation. These are fixed costs and are a substitute for the construction of generation
facilities. Inclusion of them in a cost recovery clause could inappropriately allow a utility to
avoid regulatory scrutiny of its planning process.

However, if any demand-related purchased power costs are allowed to be tracked, they should
not be included in the fuel adjustment clause. Such costs should be tracked by a separate
adjustment mechanism and allocated to customer classes on a demand basis. These costs
should be recovered on a per kW basis from customers who are on tariffs that include demand
charges, or converted into a per kilowatt-hour value based on the customer Or customer class’
contribution to peak demand, in rates that do not include a separate demand charge.

It is not appropriate to allocate and charge fixed, demand-related expenses (such as purchased
power) on a per kilowatt-hour basis since the costs are a function of demand and not of energy
consumption. Recovery on a kilowatt-hour basis is inconsistent with proper cost causation
principles, provides incorrect prices signals, may result in the cross-subsidization of one rate
class by another, and may lead to over/under collection of revenues.

e Power Sales

Many utilities also sell power for resale. Two different approaches have been taken in the
fuel adjustment clause for the treatment of off-system power sales. The credit approach
includes all fuel costs in the fuel adjustment clause calculation, but subtracts the revenues
received from power sales in determining the net fuel adjustment. Typically, the revenues
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subtracted only are those associated with the energy-related revenues. This approach is most
commonly followed when power sales are a relatively small proportion of total fuel transactions.

The second approach is to identify the fuel costs associated with the power sales, and subfract
these costs from total fuel costs in developing the fuel adjustment clause. This approach
requires more precision since it is necessary to develop a reasonable estimate of the fuel costs
associated with particular off-system sales transactions. However, this approach provides a
more accurate calculation of the fuel costs associated with service actually supplied to the
utility’s retail customers.

APPLICATION OF A FUEL ADJUSTMENT CLAUSE

= Rates Covered

A fuel adjustment clause should be applied to all rates that a utility offers, except any rate
that provides for explicit fuel cost recovery, such as so-called "real-time" rates or certain
interruptible rates that are based on incremental costs. If a utility has any flat monthly rates
(like street lighting rates), where the monthly bill is based upon estimated usage, it is
appropriate to add to the fixed rate a tracker which recognizes fuel cost changes using the
kilowatt-hour usage assumed in determining the fixed monthly rate. Failure to apply the fuel
clause to all applicable classes is discriminatory.

u  Cost-of-Service Distinctions

It is just as important to recognize cost-of-service distinctions in designing a fuel adjust-ment
clause as it is in designing base rates. First, and as noted above, this means that only variable
costs should be allocated to customer classes and collected from customers on a kilowatt-hour
basis. Fixed demand costs (if any) should be allocated to customer classes and collected from
customers on a kW capacity basis, either directly in the demand component of muiti-part rates,
or, where rates do not include a separate demand charge, by converting these costs into a per
kilowatt-hour value based on the customer or customer class’ contribution to peak demand,
Generally, this would be in base rates and the FAC would only reflect variable kWh charges.

Second, cost-of-service principles dictate that the line losses imposed by the various customer
classes should be reflected in the per unit fuel adjustments. This means that customers taking
service at high voltage levels will have a lower fuel adjustment than customers taking service
at lower voltage levels in order to recognize the different level of costs incurred to serve these
customers.

Third, rates to all consumers of electricity should be based on costs actually incurred by utilities
in providing the service to the customer or customer class. Cost-of-service principles dictate
that if fuel costs vary appreciably by time-of-use, the fuel ad justment should also vary by time-
of-use. Only when rates are set correctly can customers efficiently minimize their total energy
costs. For administrative ease, the time-of-use distinctions should correspond to the time-of-use
periods contained within the applicable tariff schedule.
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s Fuel Clause and Base Rates.

Some utilities split variable fuel costs between base rates and the FAC. ELCON opposes
this treatment. If a fuel adjustment clause is used, all variable fuel costs should be included.
No variable fuel costs also should be included in base rates. Customers receive a better price
signal about what costs are driving their utility bill if all fuel expenses are separately stated on
their bill and none are mixed in with base rates.

Better customer understanding also is promoted if all fuel expenses are included in the fuel
adjustment. For example, assume that 2 utility’s fuel cost in a particular period i 2.0¢ per kWh,
and that in the next period it increases to 2.1¢ per kWh. If all fuel costs are inciuded in the
fuel adjustment charge, the customer can easily see that fuel costs have increased by 5%. To
illustrate the confusion that occurs when only part of the fuel cost is in the fuel adjustment
clause, assume that the same utility has 1.8¢ per k'Wh of its fuel cost included in base rates, and
that the fuel adjustment clause only tracks differences from this base level. When total fuel
costs are 2.0¢ per kWh, the adjustment factor will be 0.2¢ per kWh. When total fuel cost
increases to 2.1¢ per kWh, the adjustment factor increases to 0.3¢ per kWh. Unless a customer
knows exactly how the rates are constructed, the impression left may be that fuel costs have
increased by 50%.

Thus, only when all fuel costs are included in the fuel adjustment charge will a customer see
the actual changes in fuel prices. A customer may not engage in the most efficient energy usage
behavior without such information.

THE USE OF FORECASTED OR HISTORICAL COSTS

Charges passed through the fuel adjustment can either be based on forecasted values with after-
the-fact true ups or reconciliations, or can be based on historical costs as recorded on the
utility’s books. The current trend is toward the use of forecasted values.

The primary appeal of forecasted fuel costs is that, in theory, the charges billed to customers
will more closely match the costs being experienced by the utility. Of course, there will be
errors in any forecast, and provisions must be made to true up or reconcile amounts collected
with amounts actually incurred. Care must be taken to assure that after-the-fact true ups are
based on actual historical usage and not on current usage.

Another advantage of a forecasted approach is that "normal" operating levels for generating
units are assumed. Forecasted values will exclude abnormal outages with the result that
customers are not automatically charged with high replacement fuel costs as often is the case
when historic values are used. This provides protection to the customer, since the utility then
must subsequently justify the reasonableness of the expenses incurred in connection with, e.g,,
an unexpected outage of a large nuclear generating unit.
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CONDITIONS FOR COST RECOVERY IN THE FUEL CLAUSE

A properly designed fuel adjustment clause will state the conditions under which a utility is
entitled to recover fuel costs from its ratepayers through an adjustment mechanism. These
conditions should include requiring the utility to:

1 Prudently rente.-_r into and manage its 'fuai_caﬂ&azis. :
2. Economically dispatch its generating units and conduct performance
. lests on each generating unil to assure proper sconomic dﬂi’_ft"pawh; :
3. Prudently enter into and manage auﬁfﬁspurchasedmwwmnhaﬁa

& Properly manage its interchange power arrangements.
5 Ensure ihat the costs of fuels purchased from an sffiliated supplier,
- which will be allowed 1o be passed on fo ratepayers, will be no greater
 thar similar fusl costs from unatfiliated suppliers. Some utlfities own
-and operate minemowth facilities which use fuels for which no
competitive market exist. Depreciation expenses assoclated with such
mining operations and fuel handling must be recavered in base rates
: and not through the FAC, b : e o
& Dperate its generating units at a reasonable output level, 80 the
~ hecessity o purchase expensive off-system power {or to generate
using higher tost units) fo replace pawer which should have been
provided by ity own efficlent resources, is minimized. This is
patticularly important for nuclear power plants which were for the most
_ part, justified on the basis of high capacity faclors. This requireinent

~ may take the form ol » performance incentive factor,

FREQUENCY OF THE FUEL ADJUSTMENT

The level of the fuel adjustment should change as often as is required to provide for timely
recovery of fuel costs, but changes should not occur more often than monthly. If fuel costs are
expected to be very volatile, fuel adjustment changes should be made monthly. On the other
hand, if fuel costs are expected to be relatively stable, it is not necessary to change the fuel
adjustment as frequently, or even to keep the FAC. It is more appropriate to have semi-annual
or annual adjustments under the circumstances of relatively stable fuel prices.

A fuel adjustment clause should be designed to minimize the disincentive for utilities to
prudently manage their costs. Making the continued application of a fuel adjustment clause
contingent on reasonable and prudent management is an effective means of accomplishing this
objective. This safeguard should never be compromised by statutory limits on a Commission’s
ability to judge the prudence of a utility’s fuel procurement practices.
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COMMISSION OVERSIGHT

As with any cost that is passed on to utility ratepayers, regulatory oversight is mandatory. States
that have fuel adjustment clauses should hold hearings as frequently as necessary to avoid
overcollection or undercollection of revenues from customers, to reconcile collected revenues
with actnal costs, and to review the reasonablieness of procurement practices and power plant
performance. There should be nothing automatic about passing on fuel expenses, or any other
expense, to utility ratepayers without Commission oversight and regulation.

OTHER APPROACHES FOR REDUCING FUEL-RELATED RISKS

There are other, and arguably, often more efficient fuel procurement practices that can reduce
utility and ratepayer exposure to fuel price volatility and supply uncertainties. Examples of such
practices include using the energy futures market to reduce the price risk for oil and natural
gas, and diversifying a utility’s fuel contract mix. Utilities should be encouraged to adopt such
business practices that may benefit ratepayers.

OTHER AUTOMATIC RIDERS

In an effort to capture costs that are not appropriately included in a fuel adjustment clause,
some utilities propose the implementation of separate adjustment clauses. These include riders
to recover nuclear plant decommissioning expenses; certain demand-side management (DSM)
costs, such as administrative costs, rebates and lost revenues; and costs incurred in complying
with pollution control regulations. In some instances, utilities have been allowed more or less
automatic rate adjustments for these cost items. Allowing a utility to increase rates for changes
in only selected cost items without examining the level of earnings or the reasonableness of the
expenditures, usurps the regulatory process and may lead to excessive rates.

If allowed, all such riders should recognize the same cost-of-service distinctions that should be
used in base rates. Only variable, energy-related costs should be allocated and recovered from
customers on a kilowatt-hour (kWh) basis. Fixed, demand-related costs should be allocated and
recovered from customers on a kilowatt (kW) demand basis, either in a demand charge in
multi-part tariffs, or, where rates do not include a separate demand charge, by converting these
costs into a per kilowatt-hour value based on the customer or customer class’ contribution to
peak demand.

ENDNOTES
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[2] U.S. Department of Energy, United States Energy Policy 1980-1988, (Washington, DC: Government Printing
Office, October 1988), p. 6. '

[3] Kelly et al., Electric Fuel Adjustment Clause Design, p. 5.
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