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Comes now the Missouri Industrial Energy Consumers (MIEC) and submits the following comments on the Commission’s proposed rules 4 CSR 240-3.161 and 4 CSR 240-2.090 concerning the recovery of fuel and purchased power costs.  
MIEC member companies are among the largest employers in the state of Missouri, and contribute significantly to the economic base of the state.  Because each of these entities operates in markets that are not subject to price regulation (i.e., are competitive) they are keenly concerned about controlling all aspects of their costs.  It is for this reason that they have participated actively in all forums and procedures that have led to the promulgation of the proposed rule.  

MIEC’s comments are with respect to Chapter 20.  Some important additions and clarifications need to be made to the rule in order to protect consumers from adverse rate impacts and from potential utility over-earnings.  In addition, some language that is in the promulgated rule needs to be removed in order to protect consumers.  In these comments, MIEC is focusing on only a few key items.  Undoubtedly, other commenter will have additional insights and suggestions which should be given full consideration.
Legislative Intent
Section 386.322 gives the Commission discretion to allow utilities to implement fuel adjustment mechanisms and gives the Commission discretion to promulgate rules governing such mechanisms.  However, it does not encourage or require the Commission to do so.  Although the legislature could have chosen to pass a statute authorizing utilities to implement fuel adjustment mechanisms, it rejected this approach.  Instead, the legislature provided authority to the Commission to determine whether or not fuel adjustment mechanisms are appropriate and under what conditions.  Section 386.322 should not be viewed as an legislative endorsement of or mandate for fuel adjustment mechanisms.  Rather, this law should be viewed as providing the Commission authority to exercise as it sees fit consistent with sound public policy.  The legislature heard arguments and testimony by several utilities asserting that fuel adjustment mechanisms were needed for them to maintain financial integrity.  The legislature also heard testimony from consumers that some of the state’s most profitable utilities clearly did not need such a mechanism and performed better in the absence of a fuel adjustment.  In consideration of these arguments, the legislature recognized the need for the Commission to be able to reject fuel adjustment proposals, or to take different approaches for different utilities.  Accordingly, Section 386.322 gives the Commission wide discretion regarding whether to allow fuel adjustment mechanisms and under what conditions.  The Commission can use this broad authority to enact the consumer protections recommended by the MIEC and other parties to this proceeding.
Need for Consumer Protections to Be Addressed in Rules
It is crucial that essential consumer protections (such as those proposed by the MIEC) be included in these rules rather than being left for later decision in individual rate cases.  Development of regulations for potential fuel adjustment mechanisms is a major change in state policy.  This requires that key principles governing the mechanism be included in rules of general applicability and not through a piecemeal approach.  See NME Hospitals v. Dept. of Social Services, 850 S.W.2d 71 at 75 (Mo. Banc 1993)(changes in statewide policy are rules within the meaning of the Administrative Procedure Act).  Industrial consumers, and all consumers, need to anticipate the rules governing this major change in regulation of utility rates and to plan for the potential impact of fuel adjustment mechanisms.  Including fundamental consumer protections in the rules will ensure predictability for consumers and utilities, and lead to fair application of the rules.  A piecemeal approach fails to serve these policies.
Utility Veto Power

Between the April 10, 2006 Staff draft, and the proposed rule, the following language has been added in (2) (E) of Chapter 20.  The language reads as follows:

Where a utility proposes to establish a RAM and an alternative base rate recovery mechanism, versus proposing continuance or modification of a RAM, if the Commission modifies the electric utility’s proposed RAM in a manner unacceptable to the electric utility, the utility may withdraw its request for a RAM and the components that would have been treated in the RAM will be included in base rate recovery mechanism if the Commission authorizes the utility to do so. 


This language, which appears to have been adopted from the comments submitted by the Missouri Energy Development Association (MEDA),
 improperly gives the electric utility veto power over a proposed adjustment clause mechanism.  In effect, if the utility doesn’t like how the Commission wants to regulate it, the utility has permission to reject the adjustment mechanism, and have an alternative.  


This language violates Section 386.266, which  provides at subsection (4) that: 
[T]he commission shall have the power to approve, modify or reject adjustment mechanisms submitted under subsections 1 to 3 of this section only after providing the opportunity for a full hearing in a general rate proceeding. 
(emphasis supplied). The language proposed by the utilities to allow a utility to unilaterally withdraw its proposal upon Commission modification was included in drafts of SB 179 and specifically rejected by the legislators and stakeholders involved in negotiations on the legislation.  The proposed language is inconsistent with legislative intent and would undermine the specific language of the enabling legislation for the Commission’s rule. Clearly, the Commission has the authority to adopt whatever form of fuel adjustment clause it sees fit to adopt.  If the utility (or an other party) opposes the clause, it may appeal the Commission’s decision.  Giving the utility the absolute right to reject a clause that has been crafted as a product of evidentiary hearings violates Section 386.266, is not good public policy and should not be allowed. 


Ironically, the very utilities that lobbied hard to get fuel adjustment legislation which would (paraphrasing) “give the Commission tools that it can use to regulate the utilities and the discretion to use them,” now seek to give themselves veto power.  The utilities represented to the legislature, the Commission and to consumers that the legislation would allow the Commission to adopt fuel adjustment rules, and that the Commission could have discretion as to how to design the fuel clause and discretion as to whether or not a fuel clause was appropriate in any particular circumstance.  
The utility veto provision would undermine Section 11 of the proposed rules, which allows incentive mechanisms to be included on a case-by-case basis.  Among other approaches, Section 11 would allow the Commission to adopt a sharing mechanism that would give utilities the proper incentives (i.e. have “skin in the game”).  The MIEC strongly supports Section 11, and emphasizes that giving the utilities veto power over a clause would completely subvert this valuable provision.  In order not to give a utility veto power, this proposed language should be removed.

Utility Over-Earnings

Absent some mechanism for adjusting rates in the event earnings increase above the amounts found appropriate in the most recent general rate proceeding, there is a strong potential that utilities will over-earn and that rates will be too high.  

Section 386.266 requires that an adjustment mechanism be “reasonably designed to provide the utility with a sufficient opportunity to earn a fair return on equity.”  The Commission’s statutory obligation pursuant to 393.130 RSMo is to establish just and reasonable rates.  Rates which exceed the return on equity established by the Commission are not just and reasonable.   Consistent with other statutes governing the Commission, Section 386.266 requires that the adjustment allow the utility a sufficient opportunity to achieve a fair, not excessive, return on equity. 


After rates are set in a rate proceeding, numerous elements of the revenue requirement equation will change.  For example, existing assets will depreciate resulting in a reduction in rate base; utilities achieve efficiencies in work processes and in operations which result in reduced costs; sales volumes increase; contracts are renegotiated; etc.  Also, the utility makes new investment, expands or contracts its work force, and experiences changes in other costs.  The combined effect of these changes determines whether the utility’s earnings on equity increase or decrease.  


When rates are set and examined only periodically in rate proceedings, the utility has maximum incentive to manage its costs.  To the extent that particular cost items (such as fuel and purchased power) are singled out for separate recovery outside of general rate proceedings, there is a high likelihood that the utility will over-earn because increases in fuel and purchased power costs will be passed through in full, regardless of any offsetting decreases in other costs.  Accordingly, it is imperative that there be in place a mechanism for periodic reviews of the utility’s earnings, which will provide the Commission with the ability to protect consumers by limiting the pass through of costs in the FAC if the utility is experiencing countervailing decreases in other cost elements.

Indeed, at least two of Missouri’s major electric utilities have been in this position.  Both of these utilities have, for various reasons, earned returns in excess of what would be considered reasonable, and as a result have made refunds to customers and reduced customers’ rates.  Undoubtedly, utilities will argue that this was a thing of the past, and that with large new construction programs, it is not likely to be repeated.  Of course, if that is the case, the utilities have nothing to worry about.  MIEC believes that the potential for over-earnings has not gone away.  This is especially true when new adjustment clauses (fuel and purchase power, and perhaps, environmental cost recovery) are added to the tariffs.  These factors will allow the utilities to recover costs on an isolated basis, without considering all other factors.  Even if there is a belief that the construction programs will effectively preclude the over-earnings situation, one must consider what will happen after the major construction programs have wound down.  We will again be in an environment where capital additions have significantly increased the rates, rates have been set to cover the full costs, but then depreciation starts to accrue, the rate base declines, other efficiencies are incorporated in utility operations, and returns on equity increase.  

To guard against this, MIEC believes that there should be language which would allow for adjustments to rates in the event that flowing through all of the increases in fuel and purchased power costs would cause the utility to earn above its authorized return on equity.  

To address this situation and to comply with Subsection 4(1) of 386.266 and 393.130, MIEC proposes to add the following language to the fuel and purchased power adjustment rule:

In establishing, continuing or modifying the FAC, the Commission shall consider whether the presence of the FAC is likely to allow the utility to earn in excess of its authorized return on equity.  If the Commission finds this to be the case, it may include in the fuel adjustment clause a mechanism designed to periodically examine the utility’s earnings (on a regulatory basis), and appropriately limit the collection of charges under the FAC to the extent necessary to prevent the utility from earning in excess of its authorized return on equity as a result of revenues received through the FAC.

Line Losses

The proposed rule continues to state that recognition of differences in losses incurred in the delivery of electricity at different voltage levels and for different customer classes “may” be incorporated.  Losses in delivering electric energy to customers are a physical fact of life.  Different losses accrue as electricity moves across the system.  For example, there are losses stepping up electricity from the generating station to the transmission network, there are losses on the transmission network, there are losses through substations that step down the power to lower voltages, there are losses on the subtransmission, primary and secondary lines as well as the additional transformations that occur between the transmission network and the customer’s meter.  The further down the system, the higher the losses.  Thus, losses incurred in serving customers at the transmission level are significantly less than those incurred to serve customers at lower voltages.  For example, in the pending Kansas City Power and Light Company rate case, the study revealed the following loss factors:  

· Transmission level
1.6%

· Substation level
2.5%

· Primary distribution
3.7%

· Secondary distribution
6.1%


MIEC believes that it is essential to recognize these differences in line losses.  There is no valid reason to leave this as discretionary.  These kinds of provisions are in place in the tariffs of many utilities across the United States, and are correct from the point of view of physical reality, cost incurrence, and proper fuel clause design.

Rate Impact

While the MIEC does not find much value in a rate cap, it recognizes that some customers do. The Commission may want to have the latitude to cap the level of recoveries in order to reduce rate volatility and to moderate impacts on customers.  To accomplish this, the MIEC recommends adding a section entitled “Mitigation” to the rule as follows:  

The Commission may limit the level of the FAC in order to moderate impacts on customers.  Any fuel adjustment recovery amount found appropriate, but not included in a particular FAC for mitigation reasons may be deferred for later collection from customers, with carrying charges at a level found appropriate by the Commission.  

This provision smooths out the level of charges, will reduce consumer complaints, and costs the utilities nothing since they get interest on the deferred amount.
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