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Throughout history there have been many parables and stories that discuss the issues 
that arise when proper investments are not made to protect assets and infrastructure. 
In this issue of TransActions, we are going to discuss how conducting a water rate study 
can provide value to the utility system.  Here is an example to consider: A water utility 
system has kept its rates low, with no increases over the last 10 years, but inflationary 
pressure and increased maintenance costs have reduced cash reserves to the bare 
minimum and the system is barely “breaking even”. For various reasons, large capital 
expenditures will soon be needed to ensure a safe and reliable supply of water for the 
system’s customers and that will require a significant annual revenue increase. 
Additionally, the utility manager understands that hiring a qualified consultant to 
perform a water rate study will require a significant amount of the remaining cash 
reserves. The utility manager knows that water rates will already be increasing as a 
result of the capital expenditures. So, is spending the additional money for a water rate 
study justified?

The initial cost of conducting a water rate study may seem daunting to utility 
managers, especially for a system dedicated to keeping costs as low as possible or 
when the solution seems as easy as increasing current water rates by whatever 
percentage will result in the desired revenues. However, much like an iceberg, the most 
visible benefit of a rate study - the change in rates - represents only a small portion of 
the benefits that a typical water utility receives when conducting a rate study. The other 
benefits ultimately help the utility deliver what customers want - a safe and reliable 
water supply at a fair cost with no surprises. Let’s take a look at some of these other 
benefits.

https://www.gdsassociates.com/gds-associates-acquires-ees-consulting/
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https://www.gdsassociates.com/wp-content/uploads/2020/02/2020-Hi-Line-Webinar-Schedule-1-25-20-wReg-Form.pdf
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      Provides a Plan
A water rate study does more than provide a 
number to plug into the water tariff, it will also 
provide a plan going forward, based on the 
water system’s capital needs over the next 
five years. Costs to run the system will 
inevitably go up, and investment in the 
system - whether cash or debt funded - will be 
necessary. Instead of reactive rate increases, a 
rate study provides a methodical plan for 
responding to cost pressures, helping to avoid large 
increases that will result in rate shock for retail 
customers. When are increases necessary and how 
much do rates need to increase? A rate study provides the 
answers to these questions and a roadmap to the 
revenues needed for the water utility system.

Not only will this assist the utility with planning, but it can 
be presented to lenders and other utility stakeholders as 
a comprehensive and transparent plan. In addition, the 
rate study and resulting plans can be presented in 
customer communications in order to assist them with 
anticipating future impacts and understanding why future 
increases will be taking place.

   Evaluates Current Rate Structure & Impacts of   
         Rate Increases
A basic rate study includes an evaluation of the water 
utility’s current rates. Do the consumption tiers still make 
sense based on current consumption patterns and best 
practices? Is the proportion of revenue collected 
through fixed rates appropriate or should they be 
raised or lowered? A rate study will provide the ability 
to evaluate the impact of potential changes on 
revenues and retail customer’s water bills.

Instead of assessing impacts of any proposed 
increase on a theoretical “average” retail 
customer, it is important to conduct an analysis 
of rate increases based on actual usage levels.  
Doing this allows the utility to assess the real 
impact on retail customers’ charges and 
ensures that the increase is fairly borne by 
all users of the system. Going beyond that 
can be necessary if the water utility needs 
to determine the impacts on specific 
retail customers, such as large industrial 
customers, where identifying specific 
usage patterns that result in larger 
increases will help mitigate unfair cost 
allocations.

    Third-Party Evaluation of Water   

   Utility’s Financial Condition
A water rate study should include an 
evaluation of a utility’s debt service coverage 
levels, capital reserves, and other capital 
needs and incorporate them into the water 
rate recommendations.  This will enhance a 

utility’s long-term financial sustainability and 
ensure that the utility will meet any internal or 

external financial targets or covenants. In 
addition to providing more financial stability, the 
resulting water rate schedule potentially allows the 

utility to obtain lower-cost funding for system projects 
by showing bankers/lenders that the rate plan already 
includes additional revenue to cover the cost of debt to 
improve the water system.

            Allows Utility Staff to Focus on Running   
          the Water Utility
When a water utility hires an outside consultant to 

perform a water rate study, it is often understood and 
expected that the consultant will be familiar with what is 
required in the rate study, has the knowledge of the 
appropriate financial modeling for water utility systems, 
and the experience to design appropriate/fair water rate 
schedules. What is often overlooked or not accounted for 
is the qualitative benefits of allowing the water utility’s 
staff to continue focusing on their primary jobs and 
responsibilities at the utility. Performing in-house studies 
can take even longer and ultimately cost more than 

hiring an outside rate consultant because utility staff 
must determine what documents are needed, create 

and maintain a rate model, stay informed about new 
rate designs or competitive situations, determine 

how costs should be allocated to retail customer 
classes, and determine how water rates should 
be designed to recover the required revenue. At 
each step, decisions must be made on which of 
several accepted methodologies is most 
appropriate and then the staff have to be 
prepared to present/defend those 
recommendations to the utility’s 
stakeholders and be prepared to manage 
potential political considerations.  
Furthermore, because the rate study is 
not the utility staff’s full-time 
responsibility, it is usually difficult to 
maintain a tight schedule because the 

staff have many responsibilities and 
priorities to juggle.  

continued on page 3
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Value of a Rate Study... -continued from page 1

“Not only will this 
[rate study] assist the 
utility with planning, 

but it can be presented to 
lenders and other utility 

stakeholders as a 
comprehensive and 
transparent plan” 
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Due to the time between water rate studies, the 
knowledge obtained during this process is often not 
maintained in the water utility, leading to the same 
research and processes being conducted the next time a 
water rate study is necessary.     

          Provides an Expert to Rely On
Water rate increases - much like home buying or legal 
proceedings - can be complex and involve numerous 
utility stakeholders, some with differing goals and levels of 
involvement. In a rate increase, everyone - from the Board 
of Directors to utility staff, largest retail customers to the 
smallest - will have pertinent questions about the process, 
why the rate increase is necessary, and what the impact 
will be on them. The water rate consultant can help 
address these questions and can also assist with 
appropriate messaging for the rate increase to ensure all 
stakeholders are apprised of the circumstances and 
understand that any rate increases are needed to ensure 
the safety and reliability of the system.

Additionally, the water rate consultant may recognize 
opportunities related to their work in the industry, such as 
potential eligibility for grants or low-cost debt funding 
(such as Drinking Water State Revolving Funds or State 

Water Implantation Funds), or lower cost alternatives for 
services that the water utility is currently using. While 
recognition and discussion of these opportunities is 
typically outside of the official scope of a conventional 
water rate study, qualified rate consultants are always 
prepared to bring these items to the client’s attention.

CONCLUSION. The upfront expense of a rate study may 
seem daunting at first, but the study ultimately provides 
the utility’s governance, staff and customers with what 
matters the most - fair and justified rates that cover the 
cost of running the water utility, while avoiding large rate 
increases and the associated impact on customer bills. 
Relying on an expert to perform the study allows you and 
your staff to concentrate on running the utility, saving time 
and money, while also bringing in expertise that allows 
discovery of issues and opportunities that may not be 
otherwise be recognized.  It also guarantees that the new 
rates will cover the full cost of providing service and 
incorporate the latest best practices of rate design. 
Conducting a rate study may not seem as essential of an 
investment as compared to new pipelines or a new pump, 
but it is a prudent management tool that can provide 
tremendous benefits to the water utility. Furthermore, 
once you have a solid rate study and a rate plan in hand, 
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you can build on it for the future making future financial 
planning that much easier!

For more information or to comment on 
this article, please contact:

Nick Weaver, Project Consultant
GDS Associates, Inc. - Austin, TX
512.494.0369 or 
nick.weaver@gdsassociates.com

 



accounting principles, ADIT must be accounted for by 
multiplying a taxable organization’s deferred taxable 
income, as evidenced by temporary differences in the 
organization’s book-tax basis, by the statutory tax rate at 
which the organization expects to pay income taxes in the 
future.  Accordingly, the reduction in the federal corporate 
income tax rate, under the TCJA, caused taxable 
organizations to “write down” or reduce the value of their 
ADITs to reflect the reduced federal tax rate.  For most 
taxable organizations, the reduction in ADIT was be 
reflected as a boost to reportable earnings.  For regulated 
utilities, however, the reduced ADIT raised questions about 
whether customers should be refunded a portion of their 
deferred tax “prepayments,” which were collected at 35% 
but now payable by the utility at 21%, and whether 
customers should reimburse their utility for the utility’s tax 

payments made at 35% but expected to be included in 
rates, under tax normalization, at 21%.  

Additional questions arose as to whether FERC 
action was needed to protect customers 
against losing rate base credit for excess ADIT, 
the portion of a utility’s ADIT written off to 
reflect the reduced tax rate under the TCJA.  
At that point, conversations about excess 
and deficient ADIT and tax gross-ups began 
echoing across the business offices of public 
utilities and down the halls of utility 

regulators. 

KEY TAKEAWAYS FROM FERC’S FINAL RULE
Takeaway One: There Are Three New Requirements 

for Transmission Formula Rates

FERC’s Final Rule requires two new formula rate 
mechanisms and one new ADIT reporting 

continued on page 5

On November 21, 2019, the Federal Energy Regulatory 
Commission (“FERC” or “Commission”) issued Order 864, a 
final rule that addresses the impact of the Tax Cuts and Jobs 
Act of 2017 (“TCJA”) on accumulated deferred income taxes 
(ADIT) recovered under wholesale transmission rates (the 
“Final Rule”).  In the Final Rule, the Commission imposed 
several new requirements for transmission formula rates, 
avoided making any generic rule(s) applicable to 
transmission stated rates, and generally guaranteed that 
treatment of excess and deficient ADIT will be an important 
consideration in transmission rate filings in 2020 and 
beyond. 

A PRIMER ON ADIT & EXCESS ADIT
FERC jurisdictional electric transmission rates generally 
follow the “tax normalization” method, which means that 
transmission rates reflect the utility’s cost of both current 
and deferred income taxes.  Accordingly, a utility’s 
accumulated deferred tax assets reflect tax dollars paid 
by the utility but not yet collected from customers 
while the utility’s accumulated deferred tax liabilities 
reflect tax dollars collected from customers but not yet 
paid by the utility.  The timing difference between a 
utility’s payment of deferred income taxes and the 
recovery of such taxes from customers is reflected in 
the utility’s transmission rate base, where accumulated 
deferred tax assets are additions to rate base and 
accumulated deferred tax liabilities are subtractions 
from rate base. 

On December 22, 2017, the President signed into law 
the TCJA and, among other things, reduced the federal 
corporate income tax rate from 35 percent to 21 
percent, effective January 1, 2018.   Under applicable 
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worksheet to be included in each transmission formula rate.    

a. Rate Base Adjustment Mechanism 
First, under the Final Rule, utilities with transmission 
formula rates must include a Rate Base Adjustment 
Mechanism (“RBAM”) in their formula rates, which is a 
mechanism by which utilities deduct any excess ADIT 
from or add any deficient ADIT to their rate bases.  In 
other words, any change in rate base due to the 
revaluation of ADIT following a tax rate change must be 
offset by the inclusion in rate base of a credit for 
unamortized excess or deficient ADIT.  As presented in 
Table 1, this new mechanism provides “rate base 
neutrality” with respect to the effects of income tax rate 
changes.  Moreover, the Commission found that the 
RBAM was necessary to avoid violating the 
Commission’s policy on tax normalization. 

b. Tax Allowance Adjustment Mechanism
Second, utilities will be required to include an Income Tax 
Allowance Adjustment Mechanism (“ITAAM”) in their 
formula rates to decrease or increase the income tax 
components of their revenue requirement to reflect the 
amortization of excess or deficient ADIT, respectively.  As 
presented in Table 2, the ITAAM will be the mechanism by 
which public utilities with transmission formula rates return 
excess ADIT to or recover deficient ADIT from ratepayers.

c. ADIT Worksheet
Finally, the Commission’s Final Rule requires each utility to 

include in its formula rate a workpaper that 
provides transparency into its quantification and 
amortization of excess and deficient ADIT.  The 
new worksheet must include, at a minimum, 
information pertaining to the five ADIT 
considerations: (1) how any ADIT accounts 
were remeasured and the excess or deficient 
ADIT contained therein; (2) the accounting for 
any excess or deficient amounts in Accounts 
182.3 (Other Regulatory Assets) and 254 

(Other Regulatory Liabilities); (3) whether the 
excess or deficient ADIT is protected or 

unprotected; (4) the accounts to which the 
excess or deficient ADIT are amortized; and (5) 

the amortization period for returning or 
recovering the excess or deficient ADIT  through 

rates. 

Takeaway Two: The Impact of Excess and Deficient ADIT on 
Transmission “Stated” Rates Will be Addressed in Future Rate Cases 

With respect to transmission “stated” rates (e.g., rates that 
are fixed and not formulaic), the Commission relaxed its 
initial proposed rule in the Notice of Proposed Rulemaking 
(“NOPR”).  In its NOPR, the Commission proposed to require 
public utilities with transmission stated rates to (1) 
determine the excess and deficient income tax caused by 
the TCJA, and to (2) return or recover such excess or 
deficient amount from customers.  However, the 
Commission changed course in its Final Rule and found that 
applicable Commission precedent and regulation for stated 
rates supported simply deferring the issue of excess and 
deficient ADIT until the utility’s next rate case.  

Takeaway Three: The Conversation About Excess and Deficient 
ADIT Will Continue in 2020 and Beyond

Perhaps the most obvious takeaway from 
Order 864 is that the conversation about 
excess and deficient ADIT is not going away 
soon.  In 2020, utilities with transmission 
formula rates are required to make 
compliance filings to demonstrate their 
compliance with Order 864.  Each 
compliance filing will allow interested 
parties the opportunity to comment on 
the utility’s proposed RBAM, ITAAM, and 
ADIT Worksheet.  Importantly, Order 864 
established that certain aspects of a utility’s 
ADIT rate treatment, such as the length of 
the unprotected excess and deficient ADIT 
amortization period and the design of the 
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Line 
No. Descrip on Reference Pre-TCJA

Post-TCJA w/o 
RBAM for EDIT

Post-TCJA w/ RBAM 
for EDIT

1 Federal Income Tax Rate 35% 21% 21%

2 Transmission Investment $2,000,000 $2,000,000 $2,000,000 

3 (less) Accumulated 
Deprecia on

($500,000) ($500,000) ($500,000)

4 (less) ADIT ($350,000) ($210,000) ($210,000)

5 Cash Working Capital and 
Supplies

$20,000 $20,000 $20,000 

6 (NEW) RBAM for Excess and 
Deficient ADIT (Order 864)

$0 $0 ($140,000)

7 Transmission Rate Base Sum Lines 2-6 $1,170,000 $1,310,000 $1,170,000 

8 Weighted Cost of Capital 7.50% 7.50% 7.50%

9 Return on Transmission Rate 
Base

Line 6 * Line 7 $87,750 $98,250 $87,750 

Table 1 Rate Base Neutrality Provided by RBAM

Without RBAM, Return on Transmission 

Rate Base increased due to the  

write-down of ADIT 

(NEW) RBAM for 

EDIT maintains 

"Rate Base 

Neutrality" with 

respect to the 

write down of 

ADIT

Line 
No. Reference

Tax Allowance 
without ITAAM

Tax Allowance 
with ITAAM

1 Income Tax Expense $9,214 $9,214

2 (NEW) ITAAM for EDIT Amor za on (Order 864) ($7,000)

3 Income Tax Allowance Before Tax Gross Up $9,214 $2,214

4 Gross up Factor ([tax rate] / (1-[tax rate]) 1.2658                      1.2658                      

5 Total Income Tax Allowance Line 3 * Line 4 $11,663 $2,803

Descrip on

Table 2 Flowback of Excess & Deficient ADIT Using ITAAM

(NEW)  ITAAM 
includes the 
amortization of 
excess and 
deficient ADIT 
caused by the 
TCJA

Reduced Income Tax Allowance reflects 
amortization of Excess and Deficient ADIT 

through ITAAM
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ITAAM, will be reviewed on a 
case by case basis.  

Moreover, Order 864 teed up 
the consideration of excess and 
deficient ADIT as an important 
element in upcoming transmission stated 
rates.  The Commission explained that the question of how 
to properly handle excess and deficient ADIT in the context 
of transmission stated rates raises complex questions 
that are more properly addressed in individual 
proceedings brought under sections 205 or 206 of the 
Federal Power Act (“FPA”) and where all interested 
parties could weigh in.  The Commission’s rationale 
foreshadows the complexity of excess and deficient 
ADIT issues on the horizon and reminds us that 
ratepayers subject to transmission stated rates might 
start the conversation of how to treat excess and 
deficient ADIT sooner rather than later by filing a 
complaint under FPA section 206. 

OVERALL IMPACT ON FERC JURISDICTIONAL ELECTRIC 
RATES
The impact of implementation of the Order 864 on 
transmission rates will vary greatly from utility to utility.  
The primary drivers will be the balance of the excess and 
deficient ADIT and the period used to amortize such 
balances into rates.  In particular, the “unprotected” portion 
of a utility’s excess and deficient ADIT, as defined by 
regulations of the IRS, can be returned to customers over 
any reasonable period of time determined by the utility.  In 
one case, the utility agreed to amortize the entire amount 
of unprotected excess and deficient ADIT over a one-year 
period resulting in a 20% decrease to transmission rates.  

While a one-year amortization 
of unprotected excess and 
deficient ADIT may be 
unreasonable for many utilities 
due to cashflow considerations, 

that case demonstrates the material 
rate benefit realized when utilities employ a 

shorter amortization period.  So far, most utilities have been 
proposing amortization periods in the range of one to 
ten years for the unprotected excess/deficient ADIT 
depending on the magnitude of the balances to be 
flowed back.

Importantly, Order 864 applies specifically to 
transmission formula rates, but the guidelines provided 
in the Final Rule may influence other FERC jurisdictional 
rates.  For example, most of the concepts contemplated 
in Order 864 should apply to wholesale production and 
distribution formula rates, which are generally like 
transmission formula rates and contain cost-of service 
components to account for ADIT in rate base and the 
allowances associated with income taxes.  Accordingly, 
wholesale customers will need to consider whether 
their rates fairly treat excess and deficient ADIT and 

whether additional steps are necessary to ensure that they 
reap the full benefits of the TCJA.

For more information or to comment on 
this article, contact:
Chad Wilcox, Project Manager
GDS Associates, Inc. - Orland, FL
407.563.6464 or 
chad.wilcox@gdsassociates.com

For more information about GDS, our services, staff, and 

capabilities, please visit our website 

www.gdsasssociates.com 

or call 770.425.8100
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“...wholesale customers will need to 
consider whether their rates fairly 
treat excess and deficient ADIT and 

whether additional steps are 
necessary to ensure that they reap 

the full benefits of the TCJA”




