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Will Tax Reform Affect Utility Rates? 

By Bradley Seltzer and Amish Shah (January 18, 2018, 2:14 PM EST) 

Amidst the hyperbolic din emanating from politicians, reporters, analysts and 
others regarding the alleged massive refunds awaiting utility ratepayers (i.e., 
customers) following the federal corporate tax rate reduction from 35 percent to 21 
percent, enacted as part of the recent tax legislation, Public Law. No. 115-97 
(formerly known as the Tax Cuts and Jobs Act), it is important to step back and 
recognize that there are statutory, judicial and regulatory limitations and guiding 
principles that bear on the extent to which, and the rate at which, such savings can 
and should be shared with utility ratepayers. This article reviews those limitations 
and guiding principles to help foster an informed debate among interested parties. 
 
First and foremost, it is a fundamental principle of ratemaking that regulated 
utilities are entitled to a reasonable opportunity to recover their prudently incurred 
costs. Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944). In 
addition, regulated utilities are also entitled to earn a fair and reasonable rate of 
return on their investments that are used in the provision of utility service. 
 
Thus, while it may be appropriate to consider whether a regulated utility’s existing 
rates charged to its customers are potentially “excessive,” given that certain costs 
(namely federal taxes) will be reduced, the overall guiding principle is whether the 
regulated utility’s rates, given all changes that may have occurred since those rates 
were last set, remain “just and reasonable,” or, if not, should be adjusted.[1] See 
also Duquesne Light Co. v. Barasch, 488 U.S. 299 (1989), citing FPC v. Hope Natural 
Gas Co., supra (“[I]t is not the theory but the impact of the rate order which counts. If the total effect of 
the rate order cannot be said to be unreasonable, judicial inquiry … is at an end.”). 
 
Second, it is important to distinguish between “excess deferred taxes” as of Dec. 31, 2017, versus those 
that are created subsequent to such date, because excess deferred taxes are subject to statutory 
constraints in the recent tax legislation. Specifically, the excess as of Dec. 31, 2017, of the balance of 
deferred taxes collected at the 35 percent tax rate over the balance of deferred taxes that would have 
been collected had the 21 percent tax rate been in effect for those years, may not be shared with 
ratepayers any more rapidly or to any greater extent than permitted under the so-called Average Rate 
Assumption Method (ARAM).[2] 
 
Such excess deferred taxes are sometimes referred to as “protected,” because they are specifically 
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protected by the normalization rules and ARAM. In simplified terms, under ARAM, the excess deferred 
taxes cannot be flowed through to ratepayers more quickly than the rate at which the book/tax 
temporary differences reverse over the regulatory life of the property that gave rise to the excess 
deferred taxes.[3] 
 
Even more simply, ARAM “normalizes” or spreads the excess deferred taxes over the remaining 
regulatory life of the property that generated the deferred taxes. It is important to recognize that ARAM 
is a limitation, not a mandate. Thus, whether to flow through the excess deferred taxes to ratepayers at 
all, or whether to flow through such taxes at a slower rate than allowed by ARAM, remains within the 
discretion of the applicable regulator. 
 
After Jan. 1, 2018, utilities will presumably record current and deferred taxes at the new 21 percent rate 
and, consistent with the normalization rules, the additions to the deferred tax reserve will also reflect 
that rate. To the extent utility rates charged to customers continue to reflect the prior 35 percent 
federal income tax rate, any “excess” revenues collected are potentially subject to refund as they are 
not protected by normalization or ARAM. 
 
The treatment of those amounts are thus left to the discretion of the respective regulators, subject to 
the overall guiding principle that rates be “just and reasonable.” Utilities and regulators frequently agree 
to amortize unprotected amounts over negotiated periods of years. 
 
Third, rate regulation differs from jurisdiction to jurisdiction and from regulatory body to regulatory 
body (e.g., state regulated versus FERC regulated). Some utilities are subject to so-called “formula 
rates,” that require periodic true-ups to actual costs, such that their rates will reflect the reduced tax 
rate “automatically” as of the next true-up. For other utilities, the treatment of the unprotected excess 
deferred taxes and/or “excess revenues” attributable to the “old” tax rate will require a determination 
by the governing regulatory body. To that end, several regulators have already required utilities to track, 
quantify and/or propose a plan to address the regulatory treatment of unprotected excess deferred 
taxes and/or “excess revenues.” 
 
Lastly, some utilities may already have a pending rate case, others may have rate cases planned for the 
near future and still others may not have any plans for an upcoming rate case. Regulators will need to 
address how to effectuate any changes among those different groups. 
 
As noted at the outset, the fundamental principle of ratemaking remains the establishment of “just and 
reasonable rates” that provide for a recovery of prudently incurred costs and a reasonable return on 
investment. Thus, in considering whether rate adjustments are appropriate to take into account the 
reduction in federal tax rates, regulators should also consider whether other changes have taken place 
since the setting of such rates that should also be taken into account. 
 
In addition, regulators will have to consider whether utility rate relief for ratepayers is the most 
appropriate use of the excess deferred taxes and/or “excess revenues.” For example, in the wake of 
recent wildfires in California and hurricanes in Texas, Florida and elsewhere, regulators might want to 
consider whether some or all of the funds should be set aside in a self-insured disaster recovery fund. 
 
Similarly, some of the funds might be used to help finance “resilience” against such natural disasters, 
protection against cyber intrusions, renewables integration and other capital expansions, or even as an 
offset to otherwise proposed rate increases. Discussions and negotiations among all interested 
stakeholders as to the most appropriate treatment of unprotected excess deferred taxes or “excess 



 

 

revenues” in particular circumstances are strongly encouraged. 
 
Most importantly, regulators should proceed cautiously and prudently rather than instinctively react to 
the public clamor for immediate rate relief. 
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[1] Although self-adjusting balancing accounts are frequently employed in some jurisdictions for items 
such as fuel adjustment clauses or demand side management costs, other states have embodied this 
principle in their prohibitions against “line-item” ratemaking, since the true governing principle is not 
based on any individual cost element, but whether the overall rates are “just and reasonable.” See, e.g., 
Utility Consumers Council of Missouri Inc. v. Public Service Commission of Missouri, 585 S.W.2d 41 
(1979). 
 
[2] Pub. L. 115-97 at section 13001(d). 
 
[3] For the mathematically inclined, the ARAM formula is as follows: 

Allowable Annual Amortization 
of Excess Deferred Taxes 

 =   Total Excess   ×   
CY Reversal of Temp Differences 
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