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Table 5 (continued) 
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Table 6: Recent LRAM Precedents 
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Figure 5: Current LRAMs by State 

 
 
 
C.  Fixed Variable Pricing 
Fixed variable pricing is an approach to the design of base rates that increases the proportion of fixed costs 
(costs that do not vary in the short run with system use) which is recovered through fixed charges (charges 
that do not vary with the sales volume or peak demand).  A straight fixed variable (“SFV”) rate design 
recovers all fixed costs through fixed charges.  A rate design that recovers a substantial but more limited 
share of fixed costs through fixed charges is sometimes called modified fixed variable (“MFV”) pricing.   
Most approved fixed variable rate designs implemented to date have involved the same fixed charge for all 
customers in a service class.  However, “sliding scale” rate designs have been developed which assign lower 
fixed charges to customers who have historically had low volumes. 
 
SFV pricing has been used on a large scale by the Federal Energy Regulatory Commission (“FERC”) since 
the early 1990s to regulate natural gas pipelines.  Precedents for fixed variable pricing in retail ratemaking 
are shown in Figure 6 and Table 7.  It can be seen that fixed variable retail pricing has to date been more 
common for gas utilities than for electric utilities.  Ohio is noteworthy for having recently switched from the 
true up approach to decoupling to fixed variable pricing.  In addition to the precedents listed here, several 
states have in recent years made sizable steps in the direction of fixed variable pricing by redesigning rates 
for small volume customers to raise customer charges and lower volumetric charges substantially.  Fixed 
charges are generally much higher for investor-owned utilities in Canada than in the United States.   
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Most fixed variable rate designs feature uniform fixed charges within service classes, but utilities in at least 
three states (Florida, Georgia, and Oklahoma) have fixed charges that vary in some rough fashion with 
delivery volumes.   
 
 
 

Figure 6: Fixed Variable Pricing Precedents by State 
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Table 7: Fixed Variable Retail Pricing Precedents 
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V. Formula Rates 

A formula rate plan (“FRP”) is essentially a wide-scope tracker mechanism that is designed to help a utility’s 
revenue track its pro forma cost of service.  When a company’s revenue and cost are not in balance, its 
realized ROE deviates from the target set by regulators, and earnings surpluses or deficits occur.  FRPs have 
earnings true up mechanisms that adjust rates so as to reduce or eliminate such earnings variances.   
 
The earnings true up mechanism in an FRP calculates the revenue adjustment necessary to reduce or 
eliminate earnings variances.  Some compare the earned ROE to the target  (a/k/a benchmark) ROE, and then 
calculate the rate adjustment needed to reduce the ROE variance.  Another approach is to adjust rates for the 
difference between revenue and a pro forma cost of service that is calculated using the ROE target.  Both 
approaches typically add interest to the revenue adjustment.   Earnings true up mechanisms in FRPs 
commonly move the ROE all, or almost all, of the way to its regulated target.  This is an important 
distinction between an FRP earnings true up mechanism and the earnings sharing mechanisms found in some 
multiyear rate and revenue caps. 
 
The earnings impacts of certain business conditions are typically handled outside of the FRP.  The excluded 
business conditions are often addressed by separate trackers.  Utilities operating under FRPs must 
occasionally make major plant additions.  Budgets for major plant additions are generally determined outside 
the FRP mechanism through, for example, hearings on certificates of public convenience and necessity.  
Mechanisms are sometimes added to an FRP to encourage better operating performance in targeted areas.  
An example is an index-based limit on the escalation of O&M expenses.   
 
The FERC accounts for the lion’s share of FRP precedents today, as it has in the past.  Formula rates have 
been used at the FERC and its predecessor, the Federal Power Commission, to regulate interstate services of 
gas and electric utilities since at least 1950.  Use of FRPs by the FERC was encouraged in the 1970s and 
early 1980s by rapid input price inflation.  Despite slower inflation in recent years, the FERC’s use of 
formula rates has rebounded in the power transmission industry, encouraged by national policies that 
promote transmission investment. 
 
Precedents for retail formula rates, which recover costs of generation and/or distribution, are shown in Table 
8 and Figure 7.  It can be seen that formula rate plans for retail utility services are operative today in the 
Southeast and Southern Plains states.  Alabama was an early innovator, approving “Rate Stabilization and 
Equalization” plans for Alabama Power and Alabama Gas in the early 1980s.  Formula rates are, 
additionally, now used to regulate electric utilities in Mississippi, some gas and electric utilities in Louisiana, 
and some gas utilities in Oklahoma, Texas, and South Carolina.  Utilities in some additional states have 
formula rate plans to recover their transmission costs from retail customers. 
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Table 8: Retail Formula Rate Plan Precedents 
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Table 8 (continued) 
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Figure 7: Current Retail Formula Rate Precedents by State 
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VI. Forward Test Years  

General rate cases involve test years in which revenue requirements and billing determinants are jointly 
considered in fashioning new rates.  A historical test year ends before the rate case is filed.  A forward (a/k/a 
forecasted) test year (“FTY”) is a twelve month period that begins after the rate case is filed.  The test year 
typically begins about the time that the rate case is expected to end. 
 
Historical test years are chronically uncompensatory when cost has a tendency to grow more rapidly than 
billing determinants.  Annual rate cases can alleviate but not eliminate underearning.  Where historical test 
years are used in rate cases there are thus added advantages from implementing other innovations discussed 
in this paper, such as capex trackers, multiyear rate and revenue caps, and/or some form of revenue 
decoupling.   
 
Forward test years were adopted in many jurisdictions during the 1970s and 1980s when rapid input price 
inflation and major plant additions coincided with slower growth in average use.  Commissions in several 
additional states have recently moved in the direction of forward test years.  Many of these states are in the 
West, where comparatively rapid economic growth has required more rapid buildout of utility infrastructure. 
 
Current state policies concerning test years are summarized in Figure 8 and Table 9.  The ranks of U.S. 
jurisdictions that use alternatives to historical test years have swollen and now encompass well over half of 
the total.  The “other” category in Figure 8 includes states that use FTYs for some utilities and historical test 
years for others (e.g. Illinois), states that are transitioning towards forward test years (e.g. New Mexico and 
Utah), states that use hybrid test years with some but not all months forecasted (e.g. Pennsylvania and 
Idaho), and states that have used FTYs in the past but don’t currently use them (e.g. Delaware). 
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Figure 8: Test Year Policy by State 
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Table 9: Test Year Approaches of U.S. Jurisdictions 
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VII. Conclusions 

Regulation of North American energy utilities is evolving to address the problem of regulatory lag.  
Innovations are occurring, and some older variants on traditional regulation are again finding favor.  
Approaches detailed in this report are sometimes used in combination.  A capex tracker for AMI may, for 
example, be combined with a forward test year or a multiyear rate or revenue cap.   
 
The variety of approaches that have been established reflects the varied circumstances of individual utilities.  
Some are vertically integrated, while others are more specialized power distributors.  Investment needs and 
trends in average use vary greatly.  No single approach is right for every situation.  The availability of 
multiple remedies for the underlying problems increases the chance that an approach has already been tried 
that fits the situation of almost any electric utility.  Numerous precedents for an approach should raise 
confidence that it makes good sense under fairly common circumstances.   
 
Taken together, the many innovations described in this survey can encourage utilities to make smart 
investments, reduce long run costs, and improve service quality without rate shock or unnecessarily frequent 
rate cases.  Utilities can be encouraged to promote energy efficiency and peak load management 
aggressively.  Stakeholders to regulation across America should give priority attention to these options and 
consider which combination of remedies to regulatory lag works best in their situation. 
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