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WATER AFFORDABILITY ADVOCACY TOOLKIT  
 

Equitable Water Rates

People often think of utility rates as a function of the total amount of money the 
utility needs in order to cover its operating costs, capital costs, and, for investor-
owned utilities, its profit margin. The more a utility spends to produce clean water 
and treat wastewater, the higher the rates will be—at least without funding from 
other, non-ratepayer sources, such as local taxes or state or federal grants. That’s 
all true, generally speaking, but it’s not the entire story. 

Just as important as the total amount of revenue a utility 
seeks to generate from ratepayers is how that revenue need 
is divvied up among ratepayers. For the purposes of this 
module, the term “rate structure” refers to how the utility 
allocates costs among different categories of ratepayers 
and, within each category, among individual customers.

This module explores how rate structure reforms that 
apply to all ratepayers can be used to produce lower bills 
specifically for low-income households.1 Equitable rates 
should be combined with other approaches discussed in 
this toolkit that specifically target a discrete subset of 

households, such as low-income households and others 
struggling to pay. (See the Affordability and Assistance 
Programs, Water Debt, and Water Efficiency modules.)

More equitable rate structures alone will not ensure that 
rates are affordable for all low-income households. But 
they can ameliorate affordability challenges for many, 
reducing the size of the problem that must be tackled with 
means-tested programs. This module provides technical 
background on the elements of rate-setting and identifies 
rate structure reforms that can help advance affordability 
goals. 

SOLUTIONS AND TOOLS EXPLORED IN THIS MODULE:
n	 	Understanding the elements of ratesetting
n	 	Avoiding diversion of rate revenues for nonutility purposes
n	 	Challenging cost allocations that place an unfair burden on residential customers
n	 	Reducing reliance on fixed charges or declining block rates that effectively subsidize higher-income customers’ water use
n	 	Adopting inclining block rates or “lifeline” rates—which, if carefully designed, tend to reduce costs for low-income households
n	 	Establishing separate rates for wastewater and stormwater that ensure residential customers do not subsidize stormwater services  

for nonresidential property owners 
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RATE STRUCTURES SIGNIFICANTLY AFFECT HOUSEHOLDS’ BILLS
The choices a utility makes regarding its rate structure 
can have a profound impact on the cost of water service 
for low-income households. A utility can design rates in 
ways that reduce bills for those households even without 
considering any individual customer’s income—that is, 
without adopting a means-tested affordability or assistance 
program.

Setting water or sewer rates traditionally consists of three 
steps: determining the utility’s total costs of providing 
service (the “revenue requirement”), allocating costs across 
customer categories, and designing rates that will generate 
the allocated amounts from each customer category. As 
explained below, each of these steps has major implications 
for household-level affordability.

QUESTIONS TO CONSIDER:

The following questions may help you identify opportunities to 
push for a more equitable rate structure in your community:
n	 	Is a “rate schedule” readily available on your water or sewer 

utility’s website or elsewhere? When, how, and by whom are 
the rates set, and what opportunities exist to participate in the 
rate-setting process? (See the module on Accountability and 
Participation in Decision Making for further discussion.) 

n	 	Do residential water or sewer bills include fixed charges, which 
do not vary according to how much water a customer uses? 
If so, how do these charges vary between residential and 
nonresidential customers?

n	 	Are residential water or sewer bills based, in whole or in part, 
on the customer’s water usage? If so, do low-volume users and 
high-volume users pay the same per-gallon rate? Do residential 
and nonresidential customers pay the same per-gallon rate?

n	 	Does the utility have a “lifeline rate,” which keeps the cost low 
for an initial amount of water intended to cover a household’s 
basic needs? If so, does the amount of water covered by the 
lifeline rate vary with the size of the household?

n	 	Does the sewer system manage both sewage from buildings 
(wastewater) and runoff from storms (stormwater)? If so, 
does your sewer utility ensure that nonresidential properties 
pay their fair share of stormwater costs, for example by having 
separate rates for stormwater based on a property’s impervious 
surface area?

n	 	Does all of the money customers pay go toward running the 
utility, or is some of the money diverted for other purposes? 

REVENUE REQUIREMENT 
What is it? The revenue requirement refers to the total 
amount of money the utility needs to cover its operating 
and capital costs.2 For investor-owned utilities or public–
private partnerships, it also includes the company’s profit 
margin.3 In many systems, a large portion of the revenue 
requirement may be the costs of paying off debt—interest 
on bonds or other loans that finance capital improvements, 
which are secured by a legally binding promise of future 
ratepayer revenue.4 (For more on factors that contribute to 
variation in rates, see the Background module.)

Why does it matter? If any portion of a publicly 
owned utility’s revenues are diverted to nonutility local 
government purposes, this would artificially inflate the 
revenue requirement beyond the actual cost of providing 
water and sewer service (see text box, “Diversion of 
Ratepayer Funds Drives Up Bills”). Conversely, if the 
utility receives any non-ratepayer revenue—for example, 
funding from local property or sales taxes, or state or 
federal infrastructure grants—this would be deducted from 
the amount of revenue that needs to be recovered through 
rates.

©
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DIVERSION OF RATEPAYER FUNDS DRIVES UP BILLS

The purpose of a water utility is to provide water service. So 100 percent of the money collected from customers should go toward the costs of 
operating, maintaining, and improving the water system, right? In many systems, it doesn’t.

In too many cases, the steady revenue generated by publicly owned systems is too tempting for local officials to resist as a funding source 
to meet other local government needs.5 Transfers of rate revenue to a municipal general fund unfairly force water customers to subsidize, 
through their water bills, other local government functions. In Chicago, investigative reporting found that an estimated $775 million in rate 
revenues had been used to cover the city’s municipal employee pension liabilities.6 Sometimes these raids on utility funds are essentially hidden 
to customers when they pay their bill.7 In the case of Chicago, however, the city explicitly imposed a “water-sewer tax” to fund the pension 
liabilities. Combined with increasing water and sewer rates, this tax contributed to a water debt crisis among residential customers.8 

Many cities impose taxes on municipal water and sewer bills— or taxes on the utility’s revenue, which get passed on to customers through 
rates—to fund other local government functions. A recent blog article from an academic expert on water rates and affordability provides a 
helpful primer on this issue, including examples from around the country. The author emphasizes that such taxes are “profoundly regressive 
ways to raise revenue” and states that “in some places, 10–50% of water/sewer revenue goes to general government taxes.”9 A companion 
piece by the same expert offers some recommendations on stopping this practice as a way to improve water affordability for low-income 
households.10 Likewise, the U.S. Water Alliance, an influential voice in the water utility sector, recently called for an end to taxes on public water 
service, arguing that they “can contribute to putting essential services out of reach for low-income customers and should not be allowed.”11

COST ALLOCATION 
What is it? Cost allocation refers to the method a 
utility uses to apportion its total revenue requirement to 
particular retail and wholesale customer categories, based 
on the cost of serving each category. For retail customers 
(i.e., individual accounts billed directly by the utility), 
these categories may distinguish between residential and 
nonresidential retail customers; in turn, nonresidential 
customers may be divided into commercial, industrial, 
institutional, and other categories. When a municipal 
system serves some retail customers beyond the municipal 
boundaries, those customers may be treated as a separate 
category for purposes of rate-setting. 

Additionally, for systems that provide wholesale service, 
cost allocation includes apportioning costs among 
wholesale customers. For example, some drinking 
water utilities, serving as a wholesale supplier, deliver 
under contract some or all of the water they produce 
to other, nearby water utilities, which in turn provide 
water service to their own retail customers. Similarly, 
some regional wastewater treatment utilities, operating 
as a wholesale supplier of treatment services, receive 
and treat wastewater from sewer systems owned by 
individual communities; those communities, in turn, 
provide wastewater collection services to individual retail 
customers. Some water or wastewater utilities function as 
retail providers (directly serving individual users) in some 
areas and as wholesale utilities in other communities; in 
that case, cost allocation also includes determining the 
share of the system’s total revenue requirement that will be 
assigned to wholesale customers and the share that will be 
assigned to retail customers.

Why does it matter? Cost allocations determine how 
much total revenue needs to be generated from each 
customer category. For retail utilities, the greater the cost 
allocation is to a customer category, the higher the rates 
will be for those customers, and vice versa. Traditionally, 
cost allocation has been conceived of as a technical 
question—a determination (or, more realistically, an 
approximation) of the discrete costs of providing service to 
each customer category.  

A MORE PROGRESSIVE VIEW OF COST ALLOCATION CAN 
SUPPORT MORE EQUITABLE RATES

Public health can be broadly impacted—for example, by a 
spreading disease—when some households lack water for proper 
hygiene and sanitation. Given this, some academics and utility 
consultants have recently been promoting a more progressive 
view of cost allocation that recognizes a utility’s core function of 
protecting public health across its service area, and not simply 
providing water as a commodity to discrete, individual customers. 
In effect, they argue that because providing the service of public 
health protection requires universal service to all households 
sufficient to meet essential household needs the cost of providing 
that essential level of service should be widely shared among 
everyone in a community, across all customer categories. This can 
provide a rationale for more equitable rate designs, such as lifeline 
rates (discussed further below) that reduce the cost burdens 
placed on low-income households, and for using rate revenues to 
support other low-income affordability and assistance programs.12
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When cost allocations are not done fairly and reasonably, 
one group of customers can end up unfairly subsidizing 
another. Sometimes policy choices are made not to 
charge a certain category of users at all; for example, 
some municipal systems do not charge local government 
buildings (schools, municipal offices, etc.) for the water 
they use, which means that the costs of providing that 
water are shifted to other customers. Other choices 
regarding cost allocation can be hidden in discounted 
rates for certain classes of nonresidential customers. For 
example, Philadelphia provides a 25 percent discount to 
universities—some of which have multi-billion-dollar 
endowments—which shifts part of their water costs onto 
other categories of customers.13 

In communities that contract with a wholesale utility 
for water or wastewater service, the community’s costs 
under the wholesale contract get passed along in rates 
to individual residential and nonresidential customers. 
Arrangements governing wholesale prices are often 
complex and difficult to influence. Yet wholesale cost 
allocation can make a huge difference in rates for 
individual customers. For example, Detroit is a wholesale 
customer of a regional wastewater utility; the regional 
sewage treatment plant, located in the city, receives 
wastewater both from the city and from many surrounding 
municipalities. Under a formula developed more than 20 
years ago, the city and its retail customers are responsible 
for paying 83 percent of the costs of system upgrades 
needed to address sewage overflows.14 The city and many 
residents believe this and other aspects of the regional 
system’s cost allocation formulas unfairly burden the city, 
contributing to high wastewater rates for city residents.15 
(Although in-depth discussion of wholesale rate allocation 
issues is beyond the scope of this toolkit, the endnote below 
offers some further considerations.16) 

RATE DESIGN
What is it? Rate design refers to a utility’s pricing 
structure. After the utility has determined its revenue 
requirement and made its cost allocations, it has to decide 
how to set prices to recover the targeted amount of 
revenue from each category of customers. (This discussion 
focuses on retail, not wholesale, rate design.) The U.S. 
Environmental Protection Agency’s website offers a clear, 
concise primer on the most typical water rate designs.17 

Why does it matter? A utility’s rate design choices can 
have an enormous impact on how much a customer pays 
for water or wastewater service. Depending on how they 
design their residential rates, two hypothetical utilities 
with the same number of customers, same revenue 
requirement, and same cost allocation could charge very 
different amounts to customers using the same quantity 
of water. For example, as discussed further below, some 
utilities charge all residential customers a flat amount 
regardless of how much water they use. Others base 
charges on usage, at least in part, but may charge all 
residential customers the same per-gallon rate or impose 
per-gallon higher rates (or even lower rates) on customers 
who use more water.18 

MORE EQUITABLE RATE DESIGNS CAN REDUCE BILLS  
FOR LOW-INCOME CUSTOMERS
For any given community, in determining how alternative 
rate designs would affect affordability for low-income 
households, it is very important to understand both the 
utility’s current rate design and the consumption levels of 
low-income households in the utility’s service area. 

Outdoor water use, such as landscape irrigation, makes up 
a large share of average residential water use.19 Therefore, 
to the extent that low-income households are likely to 
have lower-than-average outdoor water use in a particular 
community, they are also likely to use less water than 
the average household. For example, wealthier families 
in suburban houses with large, irrigated lawns will use 
much more water than families in smaller homes in denser 
neighborhoods with minimal outdoor space, where lower-
income families are more likely to live. 

However, not all communities and all low-income 
households are the same, even when one focuses 
specifically on indoor water use to meet essential needs. 
Some households may use more water than average 
because they have more people than average—for example 
more children in the family, multiple generations living 
together, or multiple families living in the same housing 
unit. Further, low-income housing is more likely than most 
homes to have old, inefficient fixtures and leaky plumbing, 
which can drive up per capita indoor water use relative to 
other customers. (For more, see the Water Efficiency and 
Plumbing Repair Assistance module.)

When utilities have high fixed charges, flat rates, or declining block rates,  

lower-income customers often subsidize higher-income ones.
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In light of household-level variation in water use, the 
following discussion of rate design alternatives should be 
considered as a generalization. It should not be taken as 
a prescription for rate designs that reduce costs for all 
low-income households, much less designs that ensure 
affordable water for all. For example, some of the options 
discussed below focus on reducing costs for lower-volume 
residential users relative to higher-volume residential 
users; these approaches would better support low-income 
households if a utility adjusts its rates based on household 
size and provides water efficiency assistance to low-income 
households.20

Rate design options that may tend to reduce bills for lower-
income households include:

n	 	Avoiding overreliance on fixed charges: A fixed 
charge refers to a portion of the bill that is the same 
regardless of level of water consumption. In contrast, 
a volumetric charge refers to a per-gallon charge for 
water usage. Where rate designs rely on fixed charges to 
generate a large share (or even all) of a utility’s revenue, 
low-income customers who use water primarily to meet 
essential indoor water needs end up subsidizing the 
water use of higher-income customers who have large 
volumes of discretionary outdoor water use.21 “Flat” 
rates are the most extreme example of a fixed charge, 
where a low-income household with no outdoor water 
use pays the same amount as a wealthy household with a 
one-acre lawn.22 However, many water and wastewater 
utilities have rate designs that include both a fixed 
charge and a volumetric charge; for these utilities, high 
fixed charges tend to disfavor low-income households.

n	 	Using tiered, inclining block rates: The most common 
volumetric rate designs are uniform rates (the same 
per-gallon charge regardless of total usage), inclining 
block rates (a per-gallon rate that increases for larger 
increments of use, often used to incentivize water 
conservation), and declining block rates (a per-gallon 
rate that decreases for larger increments of usage).23 
Of these three rate designs, declining block rates tend 
to put the greatest burden on low-income customers 
who use water primarily to meet essential indoor water 
needs who end up subsidizing higher-use, higher-income 
residential customers. 

  Inclining block rates, on the other hand, can result in 
the lowest bills for many low-income customers; they 
tend to shift costs away from low-income households by 
increasing costs for higher-volume residential users.24 
The impacts of any particular inclining block rate design 
depend, however, on how the usage tiers are defined 
(e.g., the level of water consumption that makes up the 
lowest tier) and on the relative differences in pricing 
among the tiers.

n	 	Adopting lifeline rates: Rates can be designed to 
be affordable for an initial amount of water deemed 
sufficient to cover a household’s basic indoor needs, 
including drinking, cooking, and sanitation. This 
approach is often known as a lifeline rate. When 
considering lifeline rates, it is important to take into 
account unintended consequences for low-income 
households that may need higher-than-average amounts 
of water to meet basic needs.25 (See the text box below 
for more on lifeline rates.)

n	 	Establishing separate rates for wastewater and 
stormwater: Hundreds of communities in the United 
States (mostly older cities in the Northeast, Midwest, 
and Pacific Northwest) are served by combined 
sanitary and storm sewer systems—that is, systems 
that handle sewage from buildings and runoff from 
streets in the same pipes. When these utilities rely 
on wastewater charges to fund both wastewater and 
stormwater services, as is often the case in these 
communities, residential customers tend to subsidize 
stormwater services for nonresidential property owners. 
For example, when rates are based on water usage 
(as wastewater service often is), customers pay for 
stormwater service based on how much water they use. 
But water usage bears no relationship to the amount of 
stormwater runoff a customer contributes to the sewer 
system. Therefore, properties with lots of impervious 
surface area but relatively low water use, such as 
nonresidential properties with large parking lots and 
rooftops, end up being undercharged for stormwater 
services, while residential customers with little 
impervious area are overcharged. 

  In combined sanitary and storm sewer systems, 
residential customers (including low-income residential 
customers) can benefit from a restructuring of rates 
so that stormwater services are charged separately, 
based on impervious area or some other surrogate 
for the amount of runoff a property contributes to the 
public sewer system. In Pittsburgh, a community-based 
coalition—as part of its water affordability advocacy—
successfully fought for this change as “a more equitable 
way to fund the improvements we need to manage 
stormwater in Pittsburgh.”26 
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LIFELINE RATES

Lifeline rates aim to provide an affordable rate for an initial amount of water deemed sufficient to cover all or most of a household’s basic needs, 
such as drinking, cooking, and sanitation.27 Water consumption above the lifeline amount is charged at a higher rate. The aim is to ensure that 
households can afford enough water for their basic daily needs while maintaining price incentives that reduce excessive water consumption. 
(Note: Some utilities may also use the term “lifeline rate” for programs that are not based on usage, such as flat discounts.28)

Some water utilities, such as the one in Washington, D.C., apply a lifeline rate to an initial increment of usage for all residential customers.29 
Others, such as in Norman, Oklahoma, offer theirs only to low-income households.30 Lifeline rates can also be designed in various ways. 
For example, in Norman, low-income customers get a lower rate for the first 5,000 gallons of water consumed, as well as a discounted fixed 
charge.31 Alternatively, under an inclining block rate structure, the volume of water included in the first block could be sized to correspond 
to a lifeline amount and priced at a level intended to ensure affordability.32 The important point is that the rate should be calculated to allow 
households to access enough water for their essential needs at an affordable price.

Lifeline rates can improve affordability for many households. However, they may fall short if the lifeline water usage amount is unrealistically 
low or if the utility defines “affordable” unrealistically (for example, on the basis of an average rather than a low-income household). In 
addition, lifeline rates may negatively impact customers whose usage exceeds the lifeline amount for reasons beyond their control, such as 
customers who have large households or live in older housing with inefficient fixtures and leaky plumbing. To avoid these effects, the size of the 
lifeline amount should ideally be adjusted to reflect household size, and lifeline rates should be paired with water efficiency assistance to help 
customers keep their usage within the lifeline amount. 

UTILITIES MAY RAISE CONCERNS ABOUT CERTAIN RATE 
DESIGNS 
Water utilities will often raise concerns about the financial 
implications of, or potential legal impediments to, some 
of the rate structures discussed above. Some of these 
concerns are described below.

Will reduced reliance on fixed charges undercut 
revenue stability? A major reason why utilities like 
fixed charges is because they offer a hedge against 
changes in demand—for example, reduced demand when 
water-use restrictions are imposed during a drought, 
or when an especially wet year means less need for 
landscape irrigation. When shifting allocations between 
fixed and volumetric charges, utilities can use various 
complementary strategies to limit revenue fluctuations. 
There is a rich and growing body of literature and practice 
in this field.33 With electric rate design, environmental and 
consumer perspectives align on numerous strategies to 
avoid overreliance on fixed charges.

Why are tiered rates (or “conservation rates”) needed 
in areas with abundant water supplies? Tiered rates 
promote equity as well as efficiency. Nearly every water 
utility in the United States sees water usage rise during 
the summer months, due primarily to lawn watering and 
other landscape irrigation. Even in areas with ample water 
supplies, high summer usage drives extra costs for the 
utility because conveyance and treatment infrastructure 
has to be built to meet peak demand. High summer usage 
pushes up costs for all customers, so it is only fair that 
rates be designed to recover extra costs during peak 
summer usage. This is what tiered rates are designed to do.

Does state law authorize lifeline rates? In some cases, 
state law may raise questions about whether setting a low 
rate for an initial increment of water use, specifically to 
make that basic use affordable, violates a principle that 
rates should correspond to the “cost of service.” State 
laws are unlikely to explicitly address the permissibility 
of lifeline rates, but utilities should not assume this 
means they lack the authority to adopt one; advocates can 
also commission their own legal research.34 Moreover, 
as discussed above, when water and sewer services are 
understood to provide public health and other essential-to-
life benefits to all members of a community, this may help 
legally justify lifeline rates that spread the costs of basic, 
universal service more equitably across all ratepayers. 
Finally, lifeline rates that apply equally to all residential 
customers, regardless of income, should at least avoid 
the concern that low-income discounts may be unlawful 
“discrimination” in rates.

Does state law authorize charging separately for 
stormwater services? Many municipalities have faced 
court challenges to stormwater fees, with challengers 
arguing that they are not authorized under state law. 
Historically, municipalities have tended to fare well in these 
cases, and utility associations have developed resources 
to help utilities work through the legal issues.35 When 
necessary, advocates can seek amendments to state law to 
explicitly provide legal authority. For example, in 2019 New 
Jersey enacted legislation authorizing municipalities to 
charge for stormwater services based on impervious area.36
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HOW DID THEY COME UP WITH THOSE RATES? ASK FOR A RATE STUDY.

As part of the formal process used to set rates, some utilities must provide an explanation of why rates were set (or proposed) at a particular 
level. (For more information on the rate setting process, see the Accountability and Participation in Decision Making module.) But what if the 
utility can’t point to any supporting analysis when you ask? A well-managed utility should periodically conduct a “rate study” that identifies 
total revenue needs, explains the selected rate structure, and quantifies rate increases needed to generate the necessary revenue. If your utility 
hasn’t done a rate study recently, you can push it to undertake one. You can also urge the utility to actively engage advocates and ratepayers in 
a new rate study. For example, a formal advisory group could be convened to explore how to make the rate structure more equitable or how to 
use low-income affordability or assistance programs to mitigate the impact of future rate increases. Here, too, connecting with legal advocacy 
organizations or academics who may offer pro bono expertise in this area should be considered.

KEY RESOURCES:
WaterSense, “Understanding Your Water Bill,” U.S. Environmental Protection Agency, accessed April 11, 2022,  
https://www.epa.gov/watersense/understanding-your-water-bill.

 This webpage provides a useful primer on various water rate structures.

https://www.epa.gov/watersense/understanding-your-water-bill
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