
Copyright © 2011 by ScottMadden. All rights reserved. 

Water Supply Shortages: Water Utility 
Regulatory Insights 

Water Supply Rate Cases 

August 2011 

Contact: rstarkweather@scottmadden.com 

jjacobi@scottmadden.com 

mailto:rstearkweather@scottmadden.com
mailto:jjacobi@scottmadden.com


Copyright © 2011 by ScottMadden. All rights reserved. 

Contents 

1 

 Traditional Water Cost Recovery 

 

 Potential Issues That May Impact Rates 

 

 Key Drivers of Upcoming Rate Cases 

 

 Typical Rate Setting Objectives 

 

 New Approaches to Revenue Collection 

 

 How ScottMadden Can Help  

 



Copyright © 2011 by ScottMadden. All rights reserved. 

Traditional Water Cost Recovery 
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 Examine annual costs including: 

— Operating expenses 

— Capital costs 

 Adhere to specific guidelines to 
calculate revenue requirements 

Represents cost commitments of the 
water utility/agency 

 

Determine 
Revenue 

Requirements 

Develop Cost 
Allocation 

Conduct Rate 
Design 

 Develop the cost allocation through 
three typical activities: 

— Cost functionalization to 
separate costs into functional 
categories (e.g., source 
development, treatment, 
transmission, etc.) 

— Cost classification to assign 
the identified functional costs 
to service characteristics 
(several methods are used) 

— Cost allocation to assign each 
cost category to a class of 
customer (i.e., allocation is 
performed proportionally to the 
demands of the customers on 
the utility system) 

Aligns costs proportionally to customer 
demand 

 According to the American Water 
Works Association Manual M1, 
2000, there are three steps in 
selecting a rate structure: 

— Define goals and objectives 
of the rate structure 

— Evaluate available 
alternatives to meet 
objectives 

— Understand and 
communicate potential 
effects on customers 

Rates meet overall goals and 
objectives to drive customer behavior 
and ensure that costs are recovered 

The traditional water cost recovery and ratemaking process is based on the same process that is used to establish 
electricity rates.  At the highest level, the process can be broken down into three main activities as depicted below: 

Source: Beecher and Mann, 1991; Raftelis, 1993, AWE Clearinghouse Web Site:  Water Rates and Charges RATE MAKING 101 
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 Paramount to sound ratemaking are the basic principles of transparency and communication* 

— Rates should be “just and reasonable” 

— Rates should not be “arbitrary and capricious” 

 Two key forms of equity are targeted to avoid undue discrimination towards any customer class 

— Horizontal equity – customers with similar costs of service face similar rates 

— Vertical equity – users with dissimilar costs of service face dissimilar rates 

 The ratemaking process requires engagement with key stakeholders and oversight bodies (local and state), thus it is typically 
part of a broader planning and management strategy 

 

 

However, this simplified review of the ratemaking process does not depict some of the external activities and key 
considerations that are required to obtain approval for rate increases.  Some of these are provided below: 

Over the years the accepted “cost-of-service” methods have evolved with the 

changing landscape (e.g., increased regulation, increased demand, etc.) 

Source: *Water Pricing Primer for the Great Lakes Region, Janice A. Beecher, Ph.D. Institute of Public Utilities 

Michigan State University, December 2010 
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Potential Issues That May Impact Rates 
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Water utilities face multiple issues that will likely require rate increases to ensure the viability of water systems across the 
country.  These issues fall into three categories:  water shortages, pricing problems, and regulatory changes 

• Freshwater Scarcity - Though water is the most common substance on earth, usable freshwater is 
scarce 

• More People, More Use - Increased population growth, usage per person, and environmental changes 
have strained the water supply in many areas 

• Growth in Arid Areas - Significant population growth in the U.S. in arid areas has placed stress on 
available freshwater 

Water 
Shortages 

• Inaccurate or Low Historical Costs - Water pricing does not properly account for the true cost to deliver 
potable water and take away sewage, and has allowed overuse by commercial, residential, and 
industrial customers 

• Aging Infrastructure Replacement - Current water rates only reflect operating costs and some minor 
maintenance, not the cost of changing out significant portions of the system that are aging; a large 
amount of infrastructure work/replacement has been postponed due to a lack of funding 

• Conservation vs. Revenues - Promotion and realization of conservation will curtail use and thus 
revenues based on current rates 

Overall Rate 
Issues 

• EPA Compliance - Many changes on the horizon for water quality and compliance may drive increased 
prices as regulations become more stringent. EPA’s focus is providing clarity on 1) anti-degradation 
implementation methods, 2) designated uses, 3) variances to water quality standards, 4) triennial review 
scope and requirements, and 5) updating the regulations to reflect certain court decisions* 

• Water Treatment Chemical Prices - The cost of water treatment chemicals is on the rise, and coupled 
with potentially more stringent WQS guidelines, overall treatment costs will rise 

Regulatory 
Changes 

Source: *EPA Office of Water, Office of Science and Technology, Proposed Rulemaking to Revise the Water Quality Standards Regulation, August 2010 



Copyright © 2011 by ScottMadden. All rights reserved. 

Key Drivers of Upcoming Rate Cases 

The major cost drivers for water utilities, as depicted below, will drive the need for rate cases: 

 

 

 

 Infrastructure improvements are estimated at $255B from 2009-2014 and will significantly increase prices  

 Regulatory updates are likely to lead to significant increases in the price of water while conservation requirements may reduce 
the overall demand – decoupling rates from sales volumes 

 Many water utility employees are reaching retirement age coupled with new technologies and the changing industry landscape 
leading to the need for a level of sophistication for water company employees 

 Smart Water technology implementation increases operational efficiencies, reduces costs, and promotes/enables conservation; 
however, are costly 

 Many current rate structures do not accurately reflect the true cost of water which leads to overuse, waste, and a 
misunderstanding by users when rates are increased 
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Aging 
Infrastructure 

Regulatory 
Requirements 

Changing 
Workforce 

Technology 
Changes 

Rates Not 
Accurately 

Reflecting Costs 

Across the U.S., many water utilities and companies are filing rate cases or in the process of developing rate cases 

to take before public utility commissions. 

Source: National Association of Water Companies website 
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Typical objectives might include:  

 Revenue effects—revenue sufficiency, net revenue stability 

 Consumption efficiency—water rates send price signals to customers about the worth of reducing or augmenting water 
consumption. This includes load management (efficient utilization of existing facilities) 

 Resource conservation—from the consumptive decisions of customers, agencies are sent signals about the worth of additional 
or improved water service. Rates should also balance costs that do not directly appear on utility financial books (externalities). 
For example, water supply development costs likely understate the true economic costs of these supplies in that development 
costs do not reflect environmental and social costs incurred outside a market context 

 Consistency with cost-of-service principles—users whose service requirements impose costs on the utility should pay for those 
costs 

 Administrative cost coverage—utilities incur direct costs in administering rate structures 

 Institutional support—rates often must be approved by a city council, board, or public utility commission 

 Affordability—low income customers may have difficulty paying their water bills. Since some amount of water is a basic human 
need, many water utilities attempt to address the broader social goal of providing affordable water service 

 Public acceptance—water rate structures must be accepted by customers 

 Equity—the perceived “fairness” of the rate structure is a key determinate of public acceptance. There is more than one valid 
definition of “fairness”  

 

 

 

 

 

 

 

Source: Beecher and Mann, 1991; Raftelis, 1993, AWE Clearinghouse Web Site:  Water Rates and Charges RATE MAKING 101 



Copyright © 2011 by ScottMadden. All rights reserved. 

New Approaches to Revenue Collection 
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Water companies are trying to determine what rate structures should be put into place to more fully reflect the issues 
facing the industry.  Typically there are two elements of rates: fixed charges (e.g., fees, taxes, etc.) and volumetric charges 
(price per unit volume).  Some of the rate structures that are being considered are listed below: 

 

 

 

 

 

 

 

Rate Type Element Description 

Basic service charge 

increase 

Fixed Institute higher service charges  

Inclining block rates Volumetric Cost per unit of water increases with 

consumption 

Full cost pricing Volumetric Fully reflect the cost of water in rates 

Volumetric rates Volumetric Unit price increases with higher use 

blocks or tiers 

Premiums Volumetric Charge premiums during seasonal 

periods or peak demands 

Decoupling Volumetric Use of different rates for water supply 

versus waste removal 

In addition to new rate structures, companies and regulatory agencies are considering the use of future test years 

in addition to historical test years. The rationale is to ensure that rates most accurately reflect the costs during the 

period the rates are most likely to be effective -- critically important when costs are increasing.  

Source: AWE Clearinghouse Web Site, http://www.nrri.org/pubs/water/NRRI_water_rate_design_jul10-10.pdf. by Scott J. Rubin, J.D. 

http://www.nrri.org/pubs/water/NRRI_water_rate_design_jul10-10.pdf
http://www.nrri.org/pubs/water/NRRI_water_rate_design_jul10-10.pdf
http://www.nrri.org/pubs/water/NRRI_water_rate_design_jul10-10.pdf
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Area Competency Projects 

Water Footprint  
 Analysis of direct-use and water supply chain, as well as scenario analysis for 

pending legislation 

 Carbon footprint benchmarking and 
analysis 

 Supply chain upstream carbon 
identification 

 Legislation scenario analysis 

Rate Case  

Development 

 Analysis of current ratemaking frameworks, identification of alternative rate 
design options, development of long-term regulatory strategies, and support 
for rate case filings 

 Regulatory and financial strategy 
development 

 Rate case filings, including testimony 

 Submittal and discovery assistance 

Smart Grid  

Technology 

 Establish a working business definition and value proposition for smart grid, 
reduce risk of unrecoverable investments, and substantiate value to 
customers 

 Planning and strategic initiatives 

 System analysis and targeting 

Asset & Risk 

Management  

 Creating long-term plans and near-term implementation targets, identifying 
metrics to evaluate asset performance, and implementing performance based 
logistics and repair 

 Established processes and systems to support risk Leading DOE stimulus 
grant evaluator, increasing knowledge and exposure to new clean 
technologies 

 Identification and project management of environmental regulatory and 
compliance issues to deliver shareholder value 

 Natural resource plan 

 Environmental impact assessment 

 Water purification for a mining company 

 Life cycle asset management program 

 Large shared services company 

Demand Side  

Management 
 Development of pricing structures, scenarios analysis, and marketing 

materials to communicate market signals to end-users 

 Peak load analysis 

 Identification of loaded cost of delivery 

 Change management communication and 
marketing 

Technology  

Insertion 
 Leading DOE stimulus grant evaluator, increasing knowledge and exposure to 

new clean technologies and ways to integrate with existing businesses 

 Stimulus funding application creation and 
evaluation 

 Business analysis of clean tech energy 
producers 
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How ScottMadden Can Help (Cont’d) 

Regulatory Strategy 

 Development of integrated corporate, financial, and regulatory strategies 

 Management of regulatory relationships (proactive vs. reactive stance, degree of disclosure, working around ex parte rules, 
etc.) 

— Facilitation of education sessions with Commission outside of regulatory proceedings 

 Analysis of jurisdictional rate-setting process (test year, filing requirements, timing, etc.) 

 Development of internal response(s) to optimize regulatory outcomes given rate-setting process 

— Future test year 

 Budgeting assumptions, budgeting accuracy, budget timing 

 Format and level of detail for supporting documentation 

— Historical test year 

 Year-to-year variance explanations 

 Documentation of typically disallowed line items (lobbying, brand advertising, etc.) 

 Service company allocations 

 Cost mapping issues 

 Affiliate transactions 

— Cost allocation methods and results 

— Service level agreements 

— Demonstrating value for services provided 

Independent Advice 

 Overall “critical eye” to challenge assumptions and analyses (act as proxy for Commission staff and other interveners) to help 
company prepare for regulatory proceedings 

— Likely questions to be asked, etc. 
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How ScottMadden Can Help (Cont’d) 

Rate Case Support 

 Pre-Filing 

— Analytical support for cost of service studies 

— Special analyses (impact of service company and/or new holding company allocations) 

— Detailed inventory of filing requirements, including new compliance requirements since last case 

— Work planning 

— Pre-filing audits, including statistical sampling of transactions 

 Filing Development 

— Rate case management (lead and/or advisory role) 

— Formats and templates for required schedules and related supporting documentation 

— High-level rate design, including development of billing determinants 

— Testimony development 

— Witness selection and preparation 

 Post-Filing 

— Management of discovery process (initial assignment, review of responses, etc.) 

— Development of information requests for commission/intervener witnesses to challenge initial testimony 

— Development of rebuttal testimony 

— Analytical support for settlement discussions, if any 
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