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Summary 
In March, 2013, the International Accounting Standards Board (“IASB”) issued a Request for Information 

(“RFI”) regarding rate regulation. The RFI is not seeking views about whether the features of rate 

regulation create assets and liabilities that can or should be recognized in IFRS financial statements.
1
 

Rather, it seeks high-level overviews of the types of rate regulation that are currently used in respondents’ 

jurisdictions (in our case the United States of America (U.S.)) in order to provide factual evidence and 

examples on which to the IASB can base its work.   

The Edison Electric Institute (EEI) and the American Gas Association (AGA) appreciate the opportunity 

to comment on the IASB’s RFI. EEI is the association of U.S. shareholder-owned electric companies. Our 

members provide service to 98 percent of the ultimate customers in the shareholder-owned segment of the 

industry and represent approximately two-thirds of the U.S. electric power industry.  AGA represents 

more than 200 local energy companies that deliver clean natural gas to over 65 million customers 

throughout the U.S. 

This response provides the IASB with information on rate regulation in the U.S. and is not intended to 

advocate for a particular accounting framework for rate regulation.
2
 EEI / AGA and their members 

appreciate the opportunity to provide foundational information and insights concerning the rights and 

obligations created as well as the economic consequences of the rate regulation framework in the U.S. 

We believe that electric, natural gas, and water services subject to cost-based regulation should be 

considered as part of the IASB’s discussion paper.  In the U.S., cost-based regulation is established 

through a regulatory compact between the utility and the regulatory authority.  The term regulatory 

compact is used to describe the basis, developed through U.S. Federal and state statutes and case law, for 

a rate-regulated utility’s right to recover its prudently incurred costs including the opportunity to earn a 

fair and reasonable rate of return on its invested capital in exchange for its obligation to provide reliable 

service to customers within an approved service territory in a non-discriminatory manner at a reasonable 

cost.  The regulatory compact in the U.S. evolved over time as the nation addressed the public policy 

objective of access to electricity, natural gas, and water in a non-discriminatory, efficient manner.  This 

evolution has established legally enforceable rights and obligations with corresponding economic 

consequences for rate regulated utilities.
3
 

However, before we specifically address the IASB’s RFI questions we believe it is helpful to review the 

concept of the U.S. regulatory compact in further detail because it forms the basis for our responses to the 

remainder of the RFI.   

                                                           
1
 Cost-based regulation results in economic consequences, in the form of rights and obligations that drive the 

decisions of the rate-regulated entity.  While not the primary focus of this RFI, we believe that recognizing the rights 

and obligations created by cost-based regulation in an entity’s financial statements provide users of financial 

information relevant information to make informed decisions.  See the Appendix to this RFI for further information.   
2
 We have included in the Appendix to this RFI a previously submitted description of the accounting for rate 

regulation in the U.S. solely for background and additional information to supplement our description of rate 

regulation herein.   
3
 Cost of service regulation has evolved over time in that some jurisdictions have opened up certain components of 

retail electric and or gas service to competition.  For purposes of this response, EEI / AGA are referring to those 

services that are still subject to cost of service based rate regulation. 
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U. S. Regulatory Compact 
Prices for most goods and services in the United States are driven by market forces.  In the case of certain 

businesses, however, it has been determined that competition is either inefficient or otherwise 

undesirable.  These businesses, often broadly lumped together under the banner of public utilities 

(utilities), are deemed to provide a service that is indispensable and affected with a public interest.  Utility 

service requires large amounts of up-front capital to build assets for which use and corresponding returns 

will be over long time frames---thereby making investments more risky absent assurance of cost-based 

rate mechanisms.  Consequently, as to these businesses, the U.S. Congress and state legislatures have 

concluded that the public is better served if a single entity is effectively granted a monopoly franchise, 

and imbued with the obligation to serve and, in return, has its rates and operations regulated by the 

government.  This statutorily-imposed arrangement is generally referred to as the regulatory compact. 

Under this compact, the government effectively grants the utility a monopoly franchise over the provision 

of service within a defined geographic territory, with an obligation to serve all customers within that 

territory.  In exchange for such franchise, the utility is allowed to charge rates which are designed to 

recover its costs, and provide it an opportunity to recover a reasonable profit or return on its investment.  

At the federal level, the regulatory compact is reflected in the Federal Power Act of 1935 and the Natural 

Gas Act of 1938, as well as in the policies of the Federal Energy Regulatory Commission (FERC) 

implementing these statutes.  At the state level, the regulatory compact is reflected in statutory and case 

law that predates these federal statutes and in the policies of state utility commissions.  

We have provided below a review of the legal basis for the regulatory compact which we believe is useful 

in understanding cost-based regulation in the U.S. 

Legal Basis for Utility Rate Regulation 

The U.S. Supreme Court case of Munn v. Illinois in 1876 established the government’s right to regulate 

private property in which there is a public interest – that is, private property used “in a manner to make it 

of public consequence, and affect the community at large.”
4
   

The utility’s obligation to serve customers under the modern regulatory system begins with the granting 

of a franchise by a federal or state regulator.  Traditionally, the franchise gave a utility the exclusive right 

to provide its service (e.g. electric power, gas, water, etc.) to the public within a designated service area or 

market.  With this right comes an important condition:  the franchise typically obligates the utility to 

provide reliable service in a non-discriminatory manner to all customers within the service area.  In 

return, utility rates are regulated to ensure that utilities do not take advantage of their monopoly power.   

The other basic aspect of the regulatory compact framework – the right to recover the cost of providing 

service to the public including a reasonable return – is accomplished through continued regulation of 

utility rates by regulators.  Two key U.S. Supreme Court decisions have established the contours of this 

right as follows: 

                                                           
4
 The Supreme Court reasoned that an owner’s use of such property may be regulated “for the common good,” 

subject, of course, to a private owner’s right, under the 5th and 14th Amendments to the U.S. Constitution, to “just 

compensation” for the use of its property.  These principles were applied to justify government regulation of public 

utilities providing various services, including electric power, gas and water.  
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1. First, in the case of Bluefield Waterworks v. Public Service Commission of West 

Virginia in 1923, the court ruled that a utility should be permitted to recover through 

rates a return on the value of its investment that is comparable to that earned by other 

businesses with comparable risks and uncertainties.
5
   

2. Second, in the case of Federal Power Commission v. Hope Natural Gas Company in 

1944, the court established that commissions have the right to establish rates in any 

reasonable manner in which they see fit, as long as the result is a “just and reasonable 

rate.”
6
   

 

In addition to these landmark U.S. Supreme Court decisions, many other cases and regulatory rulings 

over the years have defined the details of the current regulatory system for utilities.  Collectively, they 

create the legal rights for utilities to have an opportunity to charge to and recover from customers the 

prudent costs incurred in fulfilling these obligations, and to earn a reasonable return on their invested 

capital.   

Utilities, as a general rule, have no absolute right to recover their costs.  This is due primarily to a 

common regulatory doctrine – the filed rate doctrine – which holds that utility rates are set prospectively 

and, once established, cannot be changed retroactively.  Furthermore, utility rates are cost-based, which 

means that the rates are set with regard to the utility’s costs and revenues, in order to determine the 

utility’s cost of service.  In practice, the rates traditionally are established through historical data or 

projections of the utility’s revenues and costs. As a result, utilities only recover their experienced costs of 

providing service, including a reasonable return on their investment, to the extent the historical data or 

projections used to set their rates accurately reflect their actual, ongoing costs and revenues.  

Federal Regulation  

Utilities are regulated by the FERC if they either (i) engage in wholesale purchases or sales of electricity 

or natural gas or (ii) own facilities that are used to transport natural gas (e.g., interstate natural gas 

pipelines)
7
 in interstate commerce or transmit electricity in interstate commerce (e.g., transmission lines), 

or own facilities that are used to make wholesale sales of electricity (e.g., generators). Many of our 

member companies are subject to FERC regulation over some aspect of their business.     

Several federal statutes, including the Federal Power Act, the Natural Gas Act and the Energy Policy Act 

of 2005, define FERC’s regulatory authority.  This authority encompasses, but is not limited to, regulating 

the transmission and wholesale sales of electricity and natural gas in interstate commerce.  This includes 

regulating the rates at which utilities and other electric power and gas providers can sell their products 

and services (i.e. transmission services) to other providers and purchasers of energy and natural gas.  As a 

general rule, rate determinations made at the federal level cannot be second-guessed at the state level.  

                                                           
5
 In addition, the court explained that the return should be set at an amount that will “assure confidence in the 

financial soundness of the utility and should be adequate, under efficient and economical management, to maintain 

and support its credit and enable it to raise the money necessary for the proper discharge of its public duties.” 
6
 Prior to this decision, many public service commissions were determining a public utility’s “rate base” (the 

investment on which a utility is entitled to earn a return) upon its current replacement value, i.e., the current ‘fair 

value’ of the plant in service.  Subsequent to the Hope case, virtually all commissions adopted a methodology that 

took as its starting point the original cost of the utility property when it was first devoted to public utility service. 
7
 However, natural gas local distribution companies are not regulated by the FERC 
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Thus, for example, once the FERC sets interstate transmission rates, state regulatory authorities must 

allow local distribution companies to pass those costs along to end-use retail customers.   

In addition to regulating rates, the FERC also has statutory responsibility for the accounting and financial 

reporting regulations for companies subject to its jurisdiction.  This is accomplished primarily through the 

development and maintenance of the Uniform System of Accounts (USoA) and the issuance of various 

forms of accounting guidance. Utilities that are subject to FERC regulations must maintain their books 

and records in accordance with the FERC USoA, which include a detailed chart of accounts, instructions 

as to which account transactions should be included in, and general accounting instructions.  Across the 

U.S., many jurisdictions for our members have adopted the FERC USoA as the basis for regulatory 

reporting. 

State Regulation 

At the state level, utilities are regulated by public service commissions or other regulatory authorities, 

which typically have been granted, by state statute, broad authority over rates, service, the issuance of 

securities and relationships with affiliated entities.  As is true at the federal level, the regulatory compact 

is enforced through the establishment, by the regulatory authority, of rates that are just and reasonable and 

provide the utility an opportunity to recover its costs and to earn a fair return on its prudent investment in 

used and useful utility property.   

The determination of a utility’s cost of service, or revenue requirement, and ultimately the design of just 

and reasonable rates to recover that amount, historically has been made by application of the rate 

base/rate of return model.  This involves the examination of financial and accounting data for a 

representative twelve-month period, or test year.  However, and as discussed next, other rate 

methodologies have gained increased importance and use in recent years.   
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Regulatory Mechanism Categories 
For purposes of this response, we have identified three general tiers of rate-setting mechanisms.  When 

applicable, we will address each one of these mechanisms separately in the context of the questions posed 

in the RFI. We believe answering the RFI questions in the context of these three primary categories of 

rate-setting mechanisms will facilitate the IASB’s understanding of the range of approaches and the 

common features of rate regulation in the U.S.  To that end, we will begin with a detailed description of 

each of these mechanisms.  

Base Rates  

Base rates are a predominate form of cost recovery in the U.S. for our members. Base rates are a cost-

based mechanism in which a regulator sets rates for services that are designed to recover approved 

operating costs
8
 including a fair return on investment used in utility service. The objective of base rates is 

to act as a surrogate for market pricing because the entity has an exclusive franchise whereby customers 

have no ability or discretion to avoid using the entity’s products and services or to select another entity to 

provide the products and services. In other words, base rates are designed to balance the economic 

interests of the rate-regulated entity and the customer in the absence of a competitive market. This 

ratemaking mechanism enables the utility to charge a price for its services that gives it sufficient revenue 

to fund its costs, service its debt, and provide a return to its owners; at the same time, it protects 

customers who have no choice of alternative utility or products from excessive prices that could be 

charged in the absence of competition. 

 

If revenues and costs fall out of alignment (i.e., costs significantly exceed revenues or vice versa), either 

the rate-regulated entity or others may seek to reset rates.
9
 Base rates, for the most part, are established 

through an adjudication process and approved by an independent, third-party regulator empowered by 

statute.  In the adjudication proceeding, the rate-regulated entity proposes an increase or decrease in 

current rates, supported by evidence of its costs for a representative twelve-month test period.  The rate-

regulated entity’s proposed increase or decrease in rates is subject to investigation, audit, and critique by 

interested stakeholders, including interveners, customer groups, and the third-party regulatory authority.  

The process also examines the design of the rates (e.g., fixed versus variable pricing, sales volumes used 

to determine per-unit prices, etc.) so that the ultimate rates charged are expected to materially recover the 

utility’s costs.  The role of the third-party regulatory authority in the adjudication process is to balance the 

economic interests of the rate-regulated entity and its customers in absence of a free market and, 

ultimately, weigh all the evidence in determining the appropriate level of costs to charge customers and 

the resulting change in rates, if any.   

 

Base rates, established following the type of adjudicatory process described above, are deemed 

commission-made rates and under the filed-rate doctrine, may only be changed prospectively.  Thus, 

when a utility requests a base rate adjustment, there is no examination of whether prior rates, which may 

have been based on either historic cost levels or estimates, turned out to be reasonable.  Retroactive 

                                                           
8
 Approved operating costs are those that are prudently incurred in order to provide the regulated service and include 

all categories of cost, including operating and maintenance expenses, depreciation and taxes. 
9
 This generally includes any party with legal standing such as the regulatory authority and its staff, consumer 

advocate, and large customers. 
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ratemaking is not allowed.  This key feature distinguishes base rates from rates that are established to 

recover specific costs (referred to herein as “trackers”) which as discussed below, are typically subject to 

periodic reconciliation. 

 

The regulator determines the time frame over which a rate-regulated utility may recover its allowable 

costs.  In balancing the interests of customers and the rate-regulated utility, the regulator exercises 

judgment in determining the time frame over which costs are recovered to ensure that current customers 

pay the full cost of current service and that future customers are not unduly burdened by costs related to 

historical operations or unfairly benefit from favorable timing of cost recognition (“inter-generational 

equity”). 

 

Actual Cost Recovery Mechanism (Trackers)  

Similar to Base rates, Trackers also are a predominate form of cost recovery in the U.S. for our members. 

Trackers are also a cost-based rate-setting mechanism and are used at both the federal and state levels.  

Trackers are usually narrower in scope, providing recovery of a specific category of costs, such as fuel 

costs, and are reconciled, i.e. “trued-up”, on an annual or periodic basis as the costs incurred may vary 

widely.  Under or over collections of tracked costs are collected from or refunded to customers through 

automatic rate adjustments.   In addition to reducing the administrative costs associated with adjudicatory 

proceedings, trackers are also intended to enhance the timeliness of recovery and mitigate the risk of 

volatile costs, such as purchased power, or significant, one-time costs, such as those occasioned by a 

major storm or hurricane.  The use of trackers is consistent with, and enhances the operation of, the 

regulatory compact by virtue of their application in situations where the base rate model poses an 

unreasonable potential for under- or over-recovery of costs. Thus, they ultimately evolved out of the need 

to address “regulatory lag”.
 10

  They further the regulator’s objective of balancing utility and customer 

interests within a cost-based regulatory framework. Costs recovered through trackers generally do not 

bear a direct, constant, or predictable relationship to sales volumes or revenue in the long-term.  However, 

there are certain instances where the costs for an entire segment of a business are subject to recovery 

through a rate adjustment tracker. 

 

For example, at the federal level, the FERC has permitted some utilities to use a more expansive type of 

tracker – formula rates – to recover the costs of wholesale power sales and for transmission services.  

Formula rates are also cost-based rates, and typically work in conjunction with the FERC’s USoA.  These 

regulations require utilities to maintain accounts delineating the various costs of providing their services, 

and to annually file reports summarizing the accounts.  Thus, formula rates typically are updated annually 

with the utility’s cost information from the prior year, based upon these reports.  The FERC has also 

permitted the use of projected data in formula rates, on the condition that the data is trued-up at the end of 

the year, and any over or under recovery be returned or billed to customers. 

 

                                                           
10

 Regulatory lag is “the quite usual delay between the time when reported rates of profit are above or below the 

standard and the time when an offsetting rate decrease or rate increase may be put into effect by commission order 

or otherwise.” (James C. Bonbright, Albert L. Danielsen, and David R. Kamerschen. Principles of Public Utility 

Rates,[Arlington, VA: Public Utilities Reports, Inc. 1998], 96) 
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As with Base rates, the regulator determines the appropriate time frame over which a rate-regulated utility 

may recover costs associated with Trackers.  In balancing the interests of customers and the rate-regulated 

utility, the regulator exercises judgment in determining the time frame over which costs are recovered. 

 

Policy or Incentive  

Unlike Base rates or Trackers, a Policy or Incentive mechanism does not represent a dominant form of 

cost recovery in the U.S for our members.  Policy or incentive mechanisms are designed to achieve a 

particular objective of a third-party regulatory authority, government, or other policy maker that often is 

in addition to the primary objective of substituting for the absence of market pricing, while compensating 

the rate-regulated entity for participating in that objective.  Policy and incentive mechanisms may have a 

variety of such additional objectives including incentivizing behavior of the rate-regulated entity and/or 

its customers.  For example, these mechanisms may incentivize customer behavior by charging lower 

rates to customers who voluntarily curtail usage during peak periods, while charging higher rates to other 

customers.  Alternatively, they may incentivize the rate-regulated entity’s behavior by allowing it to retain 

the benefit of cost reduction initiatives rather than simply reducing customer prices by the full amount of 

such savings.   

 

The rate-regulated entity is typically compensated through recovery of its costs including a fair rate of 

return for policy programs and through additional billings (not intended to recover cost of service) for 

incentive programs.  For example, policy programs, such as energy efficiency, may provide a cost-based 

recovery mechanism that allows the rate-regulated entity to collect from customers the costs associated 

with implementing the program, while incentive programs may provide for additional billings to 

customers if the rate-regulated entity achieves certain objectives such as reducing costs, reducing (or 

slowing the increase in) sales volumes, reaching specified milestones, or improving customer service.  

Incentive programs may also impose penalties on rate-regulated entities, in the form of a reduction in 

rates, for failure to achieve specified objectives.  Both policy and incentive programs enable rate-

regulated entities to adjust rates in the future in response to past activities or completed events.   

 

The regulatory authority may set the time frame over which a rate-regulated entity may recover amounts 

related to policy and incentive mechanisms to maintain a balance between the interests of customers and 

the rate-regulated entity. 
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Cost of Service Rate Making (Determination of Customer Rates) 

Cost of service or cost-based rate regulation follows the theories established through the regulatory 

compact as described previously. Conceptually, the process of setting cost based rates can be divided into 

two phases: 

- Revenue Requirement - determines the utility’s cost of providing service to 

customers which establishes the level of cost including a return to be recovered 

through customer rates.   

- Rate Design - the allocation of the approved revenue requirements to customers. 

Revenue Requirement  

A rate-regulated utility’s revenue requirement includes the utility’s cost of providing service to customers 

and a return on invested capital. The basic formula used by a rate-setting authority (utility commission / 

governing board) to determine the revenue requirement to be billed to customers is: 

 

Revenue Requirement = Operating Expenses (labor, benefits, materials and supplies 

among others) + Depreciation + Taxes
11

 + Return on investment supporting utility 

service 

During a rate proceeding (rate case or administrative process) before a regulatory authority, a utility 

generally proposes an increase or decrease in current rates, supported by evidence regarding each of the 

components in the above equation.  Generally, rates are based on a discrete time period (for example, 

generally 12 months in the case of Base rates) that is used to measure revenues and expenses to arrive at 

the appropriate change in rates. The period can either be a historical period or a future period based on 

projected data.  The rates determined through this proceeding remain in effect until another rate 

proceeding is completed.   

Rate Design 

The resulting total revenue requirement is then allocated to groups of customers, known as customer 

classes (for example, residential, small commercial, etc). Generally, the allocation identifies cost 

causation by customer class.
12

 Both fixed (flat charge per month) and variable rate components (per unit 

charge) can be used. Per unit charges are generally established assuming normal weather conditions for 

the service area. In general, regulatory authorities are striving to achieve and balance certain attributes 

with respect to customer rates which include but are not limited to:
13

 

- Effectiveness in yielding total revenue requirement 

- Revenue and rate stability and predictability 

- Appropriate price signals to consumers 

- Reasonable reflection of overall cost of service 

- Fair and indiscriminate apportionment of rates to customer classes  

                                                           
11

 Includes but is not limited to property, income, gross receipts, and payroll taxes. 
12

 For example, if residential customers were deemed responsible for half of a utilities’ approved revenue 

requirement, then, all else being equal, that class of customer would have fixed and variable rate components 

designed to produce 50% of the total revenue requirement.  
13

 James C. Bonbright, Albert L. Danielsen, and David R. Kamerschen. Principles of Public Utility Rates,[Arlington, 

VA: Public Utilities Reports, Inc. 1998], 383-384) 
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Request for Information Regarding Rate Regulation 
We provide specific responses to each of the questions below.  As appropriate, our responses refer to the 

background information provided earlier in this response. 

Question 1 

For the types of rate regulation that you think would be useful for us to consider in the Discussion 

Paper (or would not be useful to consider, if applicable), what types of goods or services are subject 

to the rate regulation being described?  

 

We believe that electric, natural gas, and water services subject to cost-based regulation should be 

considered as part of the scope of the IASB’s discussion paper.
14

  In the U.S, cost-based regulation is 

established through the regulatory compact between the rate-regulated utility and its third-party regulator 

(FERC, state commission, governing board) that we described earlier in our response.   

In general, the products encompassed by cost-based regulation include electricity, natural gas, and water 

while the services include, but are not limited to: distribution of electricity, natural gas and water; 

transmission of electricity and natural gas; electric generation; and storage of natural gas.
15

 These broad 

services include all the attendant costs needed to operate capital intensive businesses with wide 

geographic service territories including operations, maintenance, call centers, emergency response, 

administrative costs (or administration), depreciation, taxes, capital costs, etc. These businesses tend to 

have high fixed costs components that comprise the majority of their cost structure, other than variable 

fuel costs.   

In providing this information, please also tell us:  

 

(a) whether you are a rate-regulator, a financial statements preparer, auditor, user or other (please 

specify); 

 

EEI is the association of U.S. Shareholder-Owned Electric Companies. EEI’s members serve 95 percent 

of the ultimate customers in the shareholder-owned segment of the industry, and represent approximately 

70 percent of the U.S. electric power industry. 

The AGA is an American trade organization representing natural gas supply companies and others with 

an interest in the manufacturing of natural gas appliances as well as the production of natural gas. About 

92% of the 70 million natural gas customers in the U.S. receive their natural gas from AGA members. 

Together, EEI and AGA are responding to this RFI on behalf their U.S. members who are predominantly 

financial statement preparers.  Furthermore, our responses are generally applicable to other cost of service 

model organizations including water services, municipal or cooperative services.  

 

                                                           
14

 EEI / AGA are not expressing an opinion concerning other industries, goods, or services for purposes of this 

response.  
15

 As we noted earlier – in some instances some of these services may not be subject to rate-regulation in certain 

jurisdictions (i.e. retail competition for electricity supply). For purposes of our answers – we are referring to services 

that are still rate-regulated.  
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(b) what jurisdiction the rate regulation that you are describing is in; 

In this request for information, we will be describing rate regulation at both the federal and state levels in 

the U.S.   

(c) whether that jurisdiction is a recent adopter of IFRS;  

The U.S. currently uses U.S. Generally Accepted Accounting Principles (GAAP) and has not adopted 

International Financial Reporting Standards (IFRS).   

 (d) whether the main suppliers of the rate-regulated goods or services (i.e., the rate-regulated 

entities), including your company if applicable, are predominantly private-sector entities, 

government entities or closely related to the rate regulator. 

 

The primary suppliers of rate-regulated electricity, natural gas, and water in the U.S., including EEI’s and 

AGA’s U.S. members, are predominantly private-sector companies.   

 

If the jurisdiction has not adopted IFRS, your views are still useful to us. It would be helpful if you 

could include information about what local GAAP is applied and how the effects of the rate-

regulatory scheme are reported in accordance with that local GAAP.  

 

While not the primary focus of this RFI, we have included in the Appendix our response and explanation 

of how the effects of rate regulation are reported under U.S. GAAP.    
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Question 2 

What are the objectives of the rate regulation and how do they influence the interaction between 

the rate regulator, the rate-regulated entity and customers? In providing this information, please 

tell us: 

 

(a) what are the high-level objectives of the rate regulation (for example, to restrict prices or to 

influence the levels of supply and demand or to restrict or encourage competition);  

 

The primary objective of rate regulation in the U.S. is to balance the economic interests of rate-regulated 

utilities and the customers in their exclusive franchise so as to provide reliable and non-discriminatory 

public access to electricity, natural gas, and water in the most economically efficient manner.  This 

objective is met via the regulatory compact, which establishes a framework under which private investors 

supply the capital to build and operate a rate-regulated utility in exchange for an exclusive franchise.  Due 

to high industry start-up costs, market size and economies of scale, rate-regulated utilities in the U.S. 

operate as natural monopolies.  “Rate regulation is designed to prevent monopoly profits and to assure 

fair prices and reliable service to customers.”
16

  “It is also designed to assure that a regulated business 

earns that amount necessary to remain in business.”
17

 Thus, the ultimate purpose of rate regulation is to 

act as a surrogate for market pricing when the rate-regulated utility has an exclusive franchise and its 

customers have no ability or discretion to avoid using the utility’s products and services or to select an 

alternative utility.   

The regulatory compact has a two-fold focus: (1) establish prices based on the actual, prudently incurred 

costs and a fair return on capital investment; and (2) provide incentives to maintain a reasonable level of 

efficiency in serving customers (which in turn contributes to prudence when incurring costs). In achieving 

this focus, rate regulation in the U. S. creates unique interactions between the regulatory authority, the 

utility and customers that are absent in a competitive-market model. Under the rate-regulated model, the 

utility and the customer reach an implicit bargain that is moderated by the rate regulator in which the 

utility and the customer both give up certain rights in exchange for other benefits.   

(b) how these objectives are reflected in the nature of the rate-setting mechanism? For example, to 

what extent: 

(i) is the rate-setting mechanism designed to give the rate-regulated entity a ‘fair rate of return’ (for 

example, a cost-plus mechanism) or is the focus more on reducing the cost to customers (for 

example, a price-cap or other incentive-based mechanism); 

 

Rate-setting mechanisms take on several forms as described earlier. As noted in that discussion, the 

overall objective is to balance the economic interests of utilities and the customers in their exclusive 

franchise so as to provide the utility the opportunity to earn a fair return on investment while 

simultaneously protecting the customer’s right to a fair price and access to reliable, non-discriminatory 

service  In general, the rate regulators establish rate-setting mechanisms that balance the interests of all 
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 Ernest Gellhorn and Richard J. Pierce, Jr., Regulated Industries in a Nutshell, (St. Paul, MN: West Publishing Co., 

1982), 51.  
17

 Id., 96. 
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stakeholders and ultimately, their decisions impact the cash-flows, earnings and financial position of 

utilities.      

Base rates and Tracker mechanisms are the predominate forms of rate-setting mechanism in the U.S.  

These mechanisms are described in greater detail above in the Regulatory Mechanism Categories section. 

 

(ii) are there incentives to meet targets that are not directly related to the cost-rate relationship (for 

example, efficiency, service levels, infrastructure investment, increased supply capacity or 

reliability, use of alternative resources or reduction in customer demand or usage); 

 

Policy or Incentive 

Policy makers sometimes leverage the exclusive franchise granted to utilities to facilitate specific policy 

objectives. For instance, certain states within the U.S. have established targeted energy efficiency per 

capita reductions with specific goals for utilities operating within those states. These additional objectives 

may be designed to meet local or national public policy goals of reducing energy consumption, fuel 

consumption, or emissions levels.  Energy efficiency programs can yield substantial cost savings for 

customers in the near term by reducing energy consumption and in the long term by reducing peak 

demand and the need for additional capacity to meet that demand.  Other examples of policy objectives 

include generation supply-side requirements in the area of renewable energy or compliance with 

environmental standards. An example of an incentive mechanism is FERC’s premium return on equity 

that has been authorized to incentivize new construction and incent transmission owners to join regional 

transmission organizations.  

 

The regulatory authority establishes a rate-setting mechanism with this new policy objective in concert 

with the existing regulatory compact. Discrete cost recovery mechanisms are often established and used 

to recover costs of these programs.  

 

(iii) does the rate regulation fix the price per unit or does it provide some flexibility for the entity to 

set prices (for example, through price ranges or caps, based on either unit prices or total revenue or 

total profitability);  

 

Rate regulation fixes all prices for products and services of the utility, some of which are fixed and some 

of which are variable based upon the quantity of the product consumed.  In all cases, the prices are 

designed to recover the utility’s costs and provide it a fair return on investment, and EEI / AGA members 

do not have the right to unilaterally change the price of their rate-regulated services.  Only the regulatory 

authority has the ability to establish or change prices for electric and natural gas services. 

(iv) are there other aspects of the rate-setting mechanism that reflect any specific objectives not 

envisaged above? 

 

As noted earlier, utilities can sometimes be leveraged by policy makers to facilitate specific policy 

objectives. In addition to those examples mentioned above, utilities may be required to respond to 

affordability issues by offering rates and weatherization programs for low income customers.  Further, 

utilities have a significant financial interest in the economies of the communities they serve and as such 

may be encouraged by the regulatory authority and community leaders to provide community support and 
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economic development subsidies.  In many cases, the regulator allows associated costs to be recovered in 

rates.    
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Question 3 

What sort of rights or obligations does the regulation create? 

The obligation to provide reliable non-discriminatory service encompasses specific operating standards, 

safety standards, environmental standards, conditions of service, and other requirements that may impact 

the rates that can be charged, or potential penalties incurred for non-compliance. The utility accepts the 

obligation to provide a public service and submits to regulator determined cost-based rates. Through the 

regulatory process of setting rates, capital is deployed in a manner that is beneficial to the customer (i.e., 

improves efficiency, safety and reliability).   

In return, the utility is provided the opportunity to recover its prudent costs—determined by a public 

examination of the utility’s outlays—including a fair return on capital investment as measured by the cost 

of obtaining capital in a competitive capital market. The customer accepts loss of choice of utility service 

providers in exchange for the receipt of reliable service and assurance that the regulated rates are set 

through a transparent process that balances customer and utility interests. Furthermore, the customer has 

an obligation to pay the rates set under the regulatory compact to the utility for service it provides. 

These rights and obligations are foundational to the regulatory compact as investors will only provide 

capital for provision of utility products and services if they anticipate obtaining a return that is consistent 

with returns they might expect from employing their capital in an alternative use with similar risk; 

customers will only accept the utility’s rates if they perceive that the rates fairly compensate the utility for 

its costs and are commensurate with the quality and quantity of the products and services provided. 

In providing this information, please consider: 

(a) whether the rate-regulated entity has an exclusive right to operate in the market; 

Electric, natural gas, and other utility service companies are capital intensive businesses with significant 

physical infrastructure that, practically, cannot be replicated by a direct competitor.
18

  Therefore, these 

companies are natural monopolies from an economic standpoint which generally have an exclusive right 

to operate in the specific territory they serve and are regulated by federal and/or state and local 

governmental agencies or boards.  The government provides the utility this exclusive right to provide its 

service to the public within a designated service area typically via a franchise or similar construct.  As a 

practical matter, this exclusive franchise precludes other utilities from providing the same regulated 

service in the designated service territory.    

 (b) if the entity’s right to operate in the market is established by licence:(i) is there a cost to acquire 

the licence; and 

The direct cost to obtain and maintain a specific franchise or similar construct is generally minor.  

However, acceptance of the franchise obligates the utility to incur substantial costs as necessary to invest 

in, operate, and maintain the infrastructure to serve customers.  

 

                                                           
18

 For example, a single east coast U.S. utility, has 1,300 circuit miles of electric transmission lines and 25,000 

circuit miles of electric distribution system in its service area.  



 

18 | P a g e  
 

 (ii) can the licence be revoked, renewed or transferred; 

Utilities may need to periodically renew all or a part of their franchise agreements.  Such renewal process 

is generally an administrative exercise and renewals are generally not disputed.  Transfers of franchises 

rarely occur independently of a sale of the entire utility because of the related capital investment in 

infrastructure and the disruptive impacts to the public that would result from removal or replacement of 

this infrastructure (for example, gas pipelines under streets throughout a major metropolitan area).  A sale 

or transfer usually only occurs if the utility itself is sold to, or merged with, another utility or parent 

holding company. However, this sale or transfer will undergo regulatory review(s) and will require 

regulatory approval(s). Generally, the acquiring utility absorbs the existing rights and obligations of the 

acquired utility. A utility’s franchise can be revoked if, in the rare event, it is determined that the entity 

has failed to provide safe, adequate and reliable service and is unlikely to be able to do so in the future.  

(c) how competition is excluded or encouraged; 

Competition is usually prohibited given that the utility generally has the exclusive right and obligation to 

provide its rate-regulated product or service in a designated service area.
19

   

(d) how the rights and obligations are expressed, for example, as a cap on the rate of return, as the 

right to recover entity-specific costs, as a right to recover an allowed level of costs (whether or not 

incurred by the entity), or as a right to recover specific types of costs without limit if and when 

incurred; and 

 

Generally, the economic framework for utilities is cost-based.  The regulator sets the price the utility 

charges by establishing authorized rates.  The rates are designed to recover the utilities’ operating costs 

and shareholders’ capital investment in infrastructure (depreciation) and provide for  a reasonable return 

on shareholders’ net investment in that capital and other net assets (i.e., working capital), as applicable.   

To help achieve the goals of allowing utilities to earn a reasonable return and to insure inter-generational 

equity
20

, regulators can allow utilities to defer all or part of a cost that would otherwise be charged to 

expense and create liabilities for the over-recovery of costs. The deferral of costs and revenues enables 

utilities to maintain a reasonable return over the long term, which minimizes the impact of volatile items 

(e.g., commodity prices, hurricane restoration costs, etc.) on customers rates.   

As noted previously, Base rates and Tracker mechanisms are the predominate forms of rate-setting 

mechanisms in the U.S.  Unlike Base rates or Trackers, a Policy or Incentive mechanism does not 

represent a dominant form of cost recovery in the U.S. These mechanisms are described in greater detail 

above in the Regulatory Mechanism Categories section. 
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 As previously noted, in some instances some of these services may not be subject to rate-regulation in certain 

jurisdictions (i.e. retail competition for electricity supply). For purposes of our answers – we are referring to services 

that are still rate-regulated. 
20

 The objective of inter-generational equity is to ensure that current customers pay the full cost of current service 

and that future customers are not unduly burdened by costs related to historical operations or unfairly benefit from 

favorable timing of cost recognition.   
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(e) whether the entity can choose to stop providing the goods or services that are subject to rate 

regulation and, if so: 

 

The products and services provided by rate-regulated utilities (e.g., electricity, natural gas, and water) are 

vital to the health, safety, and well-being of their customers.  A rate-regulated utility has an obligation to 

provide reliable service to customers within its service area in a non-discriminatory manner and it cannot 

unilaterally stop providing established services to customers in the aggregate within its service area.  

Generally, the utility may be allowed to terminate service to individual customers for non-payment but 

must restore service if payment is received.   

(i) how is this achieved; and 

Not applicable. 

(ii) what are the consequences for the entity? 

Not applicable.  
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Question 4 

For the rights and obligations identified in response to Question 3, how does the rate-regulated 

entity enforce its rights, or how does the rate regulator enforce the settlement of the rate-regulated 

entity’s obligations? 

 

Federal and state governments have enacted laws and issued regulations that govern the rights and 

obligations of utilities.   A utility’s rights and obligations are enforced or settled through establishment of, 

and subsequent adherence to, laws and regulations, regulatory proceedings and court rulings.   

For example, as discussed previously, a utility has the right to seek to reset rates. If, at the conclusion of a 

regulatory proceeding, the utility concludes that its rights have been violated, it can seek relief from the 

courts to enforce its legal rights under the regulatory compact. Conversely, if a customer believes that the 

utility has failed to meet its obligations, it can seek relief from the third-party regulator and appeal the 

actions of the regulator through the courts, if necessary.  

In providing this information, please tell us: 

(a) does the rate regulation provide for retrospective recovery or reversal of under- or over-

recoveries of allowable costs? If so, how is this achieved, for example through cash payments or 

other asset transfers to or from parties outside the rate-regulated entity (such as individual 

customers or groups of customers, the rate regulator or the government); 

Base rates 

As discussed earlier, Base rates represent the right to recover an allowed level of costs via a regulator 

approved revenue requirement.  Base rates are charged to all customers receiving the service and are 

generally set based on class of customer (residential, commercial, industrial). These rates are normally 

comprised of both fixed (flat charge) and variable components (per unit charge).  As discussed 

previously, base rates are set through a periodic adjudication process that reviews historical and projected 

sales volumes and costs and remain in effect until the next rate case.    

 

Rate regulation generally does not provide for retrospective recovery of allowable costs.  However, as 

noted previously, regulators can, and frequently do, allow utilities to defer all or part of a cost that would 

otherwise be charged to expense to minimize the rate impact for customers that would result if the entire 

cost were charged to customers at one time.  Typically, these deferrals are amortized and included in rates 

charged to customers over specified time periods that are established at the time new rates are authorized. 

 

Trackers and/ Policy or Incentive Mechanisms 

As discussed earlier, Trackers and Policy or Incentive mechanisms provide for the right to recover 

specific costs and involve a more routine and frequent reconciliation and rate adjustment process.  

Trackers and Policy or Incentive mechanisms tend to provide for the utility to recover or return under or 

over-recovered costs through increases or decreases in prospective rates to groups of customers or all 

customers.  

 

 

 



 

21 | P a g e  
 

(b) are the rights and obligations separable from the business; and 

A utility’s rights and obligations are generally not separable from the business; especially not in a 

unilateral fashion.  However, the right to recover uncollected costs from customers can be used as security 

to borrow money in certain instances. 

(c) what happens to the rights or obligations when the entity ceases to provide the rate-regulated 

goods or services? 

 

Given that a utility has an obligation to provide safe and reliable service to all customers within its service 

area in a non-discriminatory manner, the utility cannot unilaterally stop providing service to customers 

within its service area.   
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Question 5 

How does the rate regulation ensure the recovery or reversal of under- or over-recoveries of 

allowable costs (i.e., variance amounts) (if applicable)?  Are these mechanisms effective in 

recovering or reversing those amounts within the targeted time frame? 

In providing this information, please tell us: 

(a) what is the mechanism for tracking the recovery or reversal of such variance amounts; 

 

As previously discussed, there are mechanisms for a utility to recover prudently incurred costs and other 

mechanisms requiring the refund of over-recoveries of allowable costs.  

 

Base Rates 

As discussed earlier, Base rates represent the right to recover an allowed level of costs.  Variances 

between amounts billed to customers and allowable costs are not specifically identified for recovery 

because of the inherent nature of costs included in Base rates and their more constant relationship to the 

level of sales volumes and revenues. Further, such variances are usually not significant in relation to the 

overall level of costs incurred and are accepted as part of the regulatory compact for the sake of efficiency 

and cost-benefit considerations. However, the utility’s regulator considers all of the evidence, including 

the actual and projected divergence between costs and revenues, and decides if a change in rates is 

warranted. 

 

Trackers  

As discussed earlier, Trackers provide for the right to recover specific costs and involve a more routine 

and frequent reconciliation and rate adjustment process.  Trackers are effective in recovering allowable 

costs in that regulators specify both the amount of costs to be recovered or refunded and the timeframe 

over which such adjustments are to be made.   

 

Policy and Incentive 

As discussed earlier, Policy or Incentive mechanisms can provide for the right to recover specific costs 

and involve a more routine and frequent reconciliation and rate adjustment process than the Base rates 

mechanism.   

 

(b)  how does the rate-setting mechanism adjust for unexpected changes in demand for the rate-

regulated goods or services; 

In general, the third-party regulator typically allows for the recovery of prudently incurred costs 

irrespective of shifts in demand that may have occurred since those costs were incurred.   

 

Base Rate 

Any party with legal standing
21

 can seek to change Base rates to address any unexpected change in 

demand for the rate-regulated goods or services. Base rate proceedings include assessment of actual and 

expected changes in demand in order to set rates designed to recover the utility’s costs.  Changes to base 

rates generally would be prospective, and variances in return due to changes in demand resulting from 
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 This generally includes, but is not limited to, the utility, regulatory authority and its staff, consumer advocate, and 

large customers. 
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economic conditions in the service territory, warmer or colder weather or other factors are not recovered 

retroactively. However, as noted previously, these and other variances in Base rates are generally not 

significant to the overall magnitude of costs recovered by Base rates, and thus modest variances above 

and below expected return levels are assumed and allowed by all parties as part of the regulatory compact. 

 

Tracker 

In general, by their nature, Trackers tend to automatically adjust for changes in demand given their more 

routine reconciliation and rate adjustment process. Further, some trackers explicitly provide for the 

recovery or refund of a specific dollar amount of revenues and are authorized to be discontinued when 

that threshold has been achieved. 

 

(c) has there been a recent trend whereby the balances of the variance amounts have been 

increasing?  If so,;  

i. is this caused by an increase or a decrease in the demand of the rate-regulated goods 

or services; 

ii. has the trend resulted in a net debit position (i.e., under-recovery of costs) or a net 

credit position (i.e., over-recovery of costs); and what are the main components of 

the variance amounts (i.e., what are the main categories of cost or income 

variances)? 

 

There has not been a recent or particular trend whereby the balances of the variance amounts have been 

increasing. Over time, such balances have tended to increase and decrease based upon the specific nature 

of the items subject to recovery as well as discrete events that may give rise to new variance amounts.   

 

There are numerous items that will cause the variance amounts to increase or decrease over time, such as: 

 Increases / decreases in the underlying cost of service. For instance, natural gas costs can be 

highly volatile with significant increases or decreases over relatively short time periods. These 

movements will cause corresponding increases / decreases in variance amounts. Another example 

was when new accounting guidance was issued under U.S. GAAP related to the recognition of 

post retirement benefit obligations, pursuant to which many of our members and their regulators 

deferred the initial recognition costs and reflected them in customer rates over 15 years (in 

general).  

 Increases / decreases in sales volumes.  For example, unusually mild or hot weather can drive 

increases or decreases over relatively short time periods with corresponding increases / decreases 

in variance amounts. 
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Appendix 

 

Current U.S. GAAP on Accounting for Effects of Rate Regulation 

 

The following description of the accounting for the effects of rate regulation under U.S. GAAP was 

previously provided to the IASB as part of the July 2011 EEI Whitepaper entitled Accounting for the 

Effects of Rate Regulation and is included here solely for background and additional information to 

supplement our description of rate regulation.   

 

Preceding the issuance of Statement of Financial Accounting Standards (“SFAS”) 71 in 1982, the FASB’s 

Discussion Memorandum, Effect of Rate Regulation on Accounting for Regulated Enterprises raised two 

pivotal threshold issues associated with the accounting for rate-regulated activities (identified within 

SFAS 71 Basis for Conclusions): 

 

- Should accounting prescribed by regulatory authorities be considered in and of itself generally 

accepted for purposes of financial reporting by rate-regulated enterprises? (par. 51, SFAS 71)? 

- Does rate regulation introduce an economic dimension in some circumstances that should affect the 

application of generally accepted accounting principles to rate-regulated utilities? (par. 56, SFAS 71)? 

 

Virtually all respondents to the Discussion Memorandum responded “no” to the first question noting that 

the function of accounting is to report economic conditions and events. Ratemaking which causes no 

economic effect does not justify deviation from the generally accepted accounting principles applicable to 

business enterprises in general.  Said differently, the economic effect of regulatory decisions (not the 

mere existence of regulation) was deemed the pervasive factor in determining the application of generally 

accepted accounting principles to rate-regulated utilities. 

 

On the second question, the majority of respondents agreed that rate regulation does introduce an 

economic dimension in certain circumstances which should affect the application of generally accepted 

accounting principles.  Respondents cited the cause-and-effect relationship of costs and revenues as the 

principal economic effect of regulation that affects the accounting for regulated enterprises.  For an 

enterprise with prices regulated on the basis of its costs, allowable costs are the principal factor that 

influences its prices.  Conversely, cost might be one factor used by unregulated enterprises to establish 

prices, but it would often not be the most important factor – usually, prices are limited by the market. 

 

The economic effect cited by most respondents was the ability of a regulatory action to create a future 

economic benefit, that is, an asset.  Future benefits are obtained or controlled by the enterprise as a result 

of a past event.  Thus, the criteria of Concepts Statement 6 for an asset were deemed to be met.   The 

respondents who opposed special accounting for the effects of regulation cited the need for comparability 

between regulated and unregulated enterprises; however, the FASB ultimately concluded that 

comparability would not be achieved by accounting for rate regulation as though regulation had no 

economic effect.   
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The deliberations resulting in SFAS 71 ultimately acknowledged that there is no “special accounting” for 

rate-regulated activities; there are only generally accepted accounting principles which must account for 

(among other things) the effects of regulation consistent with the U.S. Financial Reporting Framework.  

In fact, regulated utilities in the U.S. were already accounting for the effects of rate regulation although to 

varying degrees and not necessarily consistently prior to the issuance of SFAS 71.  SFAS 71 did not 

introduce new accounting for the effects of rate regulation; rather, it narrowed the scope and recognition 

of those related previous accounting practices in order to provide a consistent framework and refined 

recognition and measurement criteria consistent with the U.S. Framework. 

 

SFAS 71, now codified within ASC 980, addresses the economic effects of the regulatory compact 

described above.  The summary to SFAS 71 stated that “for a number of reasons, revenues intended to 

cover some costs are provided either before or after the costs are incurred.  If regulation provides 

assurance that incurred cost will be recovered in the future, this Statement requires companies to 

capitalize those costs.  If current recovery is provided for costs that are expected to be incurred in the 

future, this Statement requires companies to recognize those current receipts as liabilities.”   In 

determining whether an utility qualifies for the application of SFAS 71, the FASB established the 

following criteria:   

 

- The enterprise’s rates for regulated services or products are established by or subject to approval by 

an independent, third-party regulator or governing body empowered by statute or contract to establish 

rates that bind customers. 

- The regulated rates are designed to recover the specific enterprise’s costs of providing the regulated 

services or products. 

- It is reasonable to assume that rates set at levels that will recover the enterprise’s costs can be charged 

to and collected from customers (considering demand for the regulated services or products and the 

level of competition during the recovery period). 

 

Utilities operating within rate-regulated environments which meet all of the above criteria are subject to 

the requirements and criteria of ASC 980 regarding recognition of regulatory assets and liabilities.   The 

standard contemplates the regulatory compact in that a rate-regulated utility is promised the ability to 

recover its prudently incurred costs including earn a reasonable rate of return on its investment.  The 

criteria above are intended to ensure that those applying the guidance are subject to the regulatory 

principles, i.e., the regulatory compact, or cost of service regulation described herein.  The standard 

implicitly acknowledges that, for example in a large storm event, the rate-regulated utility has not 

incurred a period cost, but rather a cost generating an asset, whose cash flows will occur in the future as 

ordered by its third-party regulator.   Without the specific guidance or structure provided under SFAS 71, 

we believe that diversity in practice would exist and the usefulness of a rate regulated utility’s financial 

statements would be reduced (either by not recognizing the economic effects of the regulatory process, or 

by doing so in an inconsistent manner across rate-regulated utilities).  Given that the method of rate 

making in the U.S. has not substantially changed since the issuance of SFAS 71 these economic effects 

continue today and we believe that the guidance under ASC 980 should be retained. 
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Assuming the above criteria are met, an enterprise would record regulatory assets and liabilities under 

ASC 980 when the relevant criteria or specified events within paragraphs ASC 980-340-25-1 and ASC 

980-405-25-1 (paragraphs 9 and 11 of SFAS 71) are met (per below): 

 

   

ASC 980-34-25-1 Asset Recognition 

Criteria  

ASC 980-405-25-1 Liability 

Recognition Events (not all inclusive) 

It is probable that future revenue in an 

amount at least equal to the capitalized 

cost will result from inclusion of that 

cost allowable for ratemaking 

purposes. 

Refunds to customers imposed by a 

regulator that meet the criteria for 

accrual of loss contingencies of FASB 

Statement No. 5, Accounting for 

Contingencies recorded as liabilities 

and reductions of revenue or expenses 

(see ASC 450-20-25-2).   

Based on available evidence, future 

revenue will be provided to permit 

recovery of the previously incurred 

cost rather than to provide for expected 

levels of similar future costs.  If the 

revenue will be provided by an 

automatic rate adjustment clause, the 

regulator’s intent must clearly be to 

permit recovery of the previously 

incurred cost. 

The regulator provides current rates 

intended to recover costs expected to 

be incurred in the future with the 

understanding that if those costs are 

not incurred future rates will be 

reduced by corresponding amounts.  

The regulator requires that gains or 

other reductions of net allowable costs 

be given to customers over future 

periods.  In these events, the regulated 

enterprise shall recognize such 

amounts as a liability for future 

reductions of charges to customers 

that are expected to result. 

 

Implicit in the issuance of SFAS 71 (now codified within ASC 980), is its consistency with the FASB 

Conceptual Framework.  FASB Concept Statement No. 6 defines the elements of financial statements, 

while Concept Statement No. 5 addresses the relevant recognition and measurement criteria under the 

FASB’s Conceptual Framework.  Both are summarized in the table below and further support that 

regulatory assets and liabilities meet the general definitions of assets and liabilities under the FASB 

Conceptual Framework. 
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Assets arise for a rate-regulated utility when the actions of its third-party regulator provide reasonable 

assurance of the existence of an asset.  This generally results when a rate-regulated utility has incurred a 

cost but the regulator’s actions make it probable that the incurred cost will be recovered in a future period.   

As a result, the utility is entitled to recover costs through future rates – i.e., rates will be increased from 

what would otherwise exist so that the value of the expected increase in cash flow will equal the 

unrecovered costs.   Regulatory assets meet the definition of an asset under the FASB’s Conceptual 

Framework because:  

 

- There is a future economic benefit because customer rates will be increased in the future to 

recover the specifically incurred cost;  

- The utility can control the asset or restrict others’ access to it; and 

- The transaction or event giving rise to the asset (namely, incurring a cost subject to the regulatory 

compact) has already occurred.  As noted in the storm event example above, the transaction or 

event, (e.g., incurring the cost to repair storm damage) has already occurred, and the utility has 

Assets Liabilities 

Definitions 

Probable future economic benefits 

obtained or controlled by a particular 

utility as a result of past transactions 

or events.   

Probable future sacrifices of economic 

benefits arising from present 

obligations of a particular utility to 

transfer assets or provide services to 

other utilities in the future as a result 

of past transactions or events.   

Essential Characteristics 

Probable future benefit that involves a 

capacity, singly or in combination 

with other assets, to contribute directly 

or indirectly to future net cash inflows 

Present duty or responsibility to one or 

more other utilities that entails 

settlement by probable future transfer 

or use of assets at a specified or 

determinable date, on occurrence of a 

specified event, or on demand 

A particular utility can obtain the 

benefit and control others’ access to it. 

The duty or responsibility obligates a 

particular utility, leaving it little or no 

discretion to avoid the future sacrifice. 

The transaction or other event giving 

rise to the utility’s right to or control 

of the benefit has already occurred. 

The transaction or other event 

obligating the utility has already 

happened. 

Recognition Criteria (Assets & Liabilities) 

Definitions – The item meets the definition of an element of financial 

statements (above). 

Measurability – It has a relevant attribute measurable with sufficient reliability. 

Relevance – The information about it is capable of making a difference in user 

decisions. 

Reliability – The information is representationally faithful, verifiable, and 

neutral. 
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restored service with the expectation that the costs will be recoverable through the regulatory 

process.  

 

Liabilities arise for a rate-regulated utility when the actions of that utility’s third-party regulator result in a 

determination that it is probable that the rate-regulated utility will be required to return some benefit to 

customers in the future either by requiring that the regulated utility make future expenditures or decrease 

future rates.  Also, through provisions in rates for costs not yet incurred and gains to be deferred and 

amortized over future periods, a regulator can create a regulatory liability.  For example, if a plant that has 

been devoted to utility service and its costs (net book value) to date recovered through customer rates is 

sold at a gain, both the Uniform System of Accounts and the utility’s state regulatory commission 

generally require that the gain be deferred and amortized over a period of time as a reduction to the 

utility’s future rates.  Because the utility must reduce rates in the future to return that gain back to 

customers, a regulatory liability results and is recorded under ASC 980.  

 

Regulatory liabilities also meet the definition included in the FASB’s Conceptual Framework because:  

 

- The regulated utility has a present obligation pursuant to the regulatory treatment afforded to the 

item (e.g., the gain on sale) to make expenditures or decrease future rates from what would 

otherwise be allowed; 

- The settlement of the obligation is expected to result in a reduction in resources embodying 

economic benefits in the form of a decrease in future cash flow from the sale of regulated services 

(e.g., the amortization of the gain on sale as a decrease to customer rates); and 

- The obligation is imposed due to a past transaction or event which, as noted above, is the sale of 

that plant that has previously been devoted to utility service and the gain on which the regulator 

will require be returned through a reduction of future customer revenues.  If an utility were not 

subject to rate regulation and all of the terms and conditions of the sale were met, that utility 

would likely record the gain and not subsequently defer any of that gain as a regulatory liability.  

However, because of the obligation to share the gain with rate payers, a regulatory liability results 

for the deferral of the gain under ASC 980.  

 

As discussed above, the assets and liabilities arising from the regulatory process essentially represent 

timing differences. They arise because a regulated utility either under or over-recovers the costs of 

providing service in the current period and as a result, the regulator allows the regulated utility the 

opportunity to recover or return such amounts in periods subsequent to when they would normally be 

expensed or recognized as income.  This timing difference in the cash flows of the regulated utility, and 

the related rights and obligations associated with the underlying regulation and the regulatory compact 

giving rise to those differences, reflects the economic impact of rate regulation.   
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Benefits of Recognizing the Effects of Rate Regulation in Financial Statements 

 

Recognizing the effects of cost-based rate regulation in IFRS financial statements would facilitate the fair 

presentation of the economic results of a rate-regulated utility’s business and provide decision-useful 

information to third-party financial statement users.  Regulatory actions can create economic resources for 

or claims against a rate-regulated utility’s future cash flows as the result of past events.  The regulatory 

compact creates a right to recover prudently incurred costs and earn a fair return for providing service to 

customers.  A rate-regulated utility’s right to recover its costs is linked to specific costs it previously 

incurred in completing performance of its obligation to provide non-discriminatory service (the past 

event).  Collection of the amounts through future billings is merely a settlement or allocation mechanism, 

similar to a receivable, which provides for the asset to be paid over time.   

 

Regulatory liabilities are also created through the regulatory compact and, similar to regulatory assets, 

arise in the period that a benefit occurs and are required to be flowed back to customers in future periods 

typically through decreases in future rates.  Without recognizing the effects of rate regulation, a rate-

regulated utility’s financial statements would not accurately portray the utility’s economic resources or 

obligations.  For example, without recognizing the effects of rate regulation, an utility may be required to 

record a loss in the income statement in the year of the significant storm even though the utility has not 

incurred a period cost, but rather a cost that generates an asset whose cash flows will occur in the future 

as allowed by its third-party regulator.    

 

Recognizing the economic resources and claims created by rate regulation in IFRS financial statements 

would increase their usefulness to investors and other third-party financial statement users in assessing the 

future cash flows of a rate-regulated utility.  Rate actions have both “predictive and confirmatory value” 

that can make a difference in investment decisions.  Investors and other users of rate-regulated utility 

financial statements have a significant interest in the actions of regulators and the current and future effect 

of such actions.  Due to the impact on cash flow, rate actions, together with the assessment of the 

regulatory environment in which investor owned rate-regulated utilities operate, are important 

considerations to credit rating agencies and investors.  Without recognizing the effects of rate regulation, 

credit ratings agencies would likely need to make adjustments to the primary financial statements of U.S 

rate-regulated companies to reflect actions of regulatory authorities.   

 

A common valuation methodology across investor owned utilities, is the price earnings ratio.  This 

valuation approach is generally based on U.S. GAAP net income.  To the extent that rate actions are not 

reflected in the financial statement, the resulting earnings will be highly volatile due to time lags between 

recognition of costs and revenues and their associated impacts to customer rates.  As a result, investors 

are likely to make adjustments to such financial statements to create financial measures to compare utility 

performance in the same manner that is currently evaluated in the U.S. marketplace today.  The need for 

investors or other users of the financial statements to make adjustments in order to reflect rate actions 

seems counter-intuitive to the responsibility of management to provide financial information that 

faithfully represents the economic activities of the enterprise.    

 


