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Survey and Analyses of
Water and Wastewater
Infrastructure Financing Mechanisms

Executive Summary

Providing high quality water and wastewater infrastructure for existing customers requires a huge
outlay of funds. However, utilities in Texas and in other growing states face the additional
challenges of financing: (1) water and wastewater capital improvements for growth-related demands,
and (2) the additional capital costs for existing and new customers to provide for compliance with
Safe Drinking Water Act and other federal and state regulations.

However, the more traditional financial approaches were not fully sufficient to meet the burgeoning
infrastructure needs over time nor did they address the growth-related utility rate increases that were
being borne by existing customers. With the rapid growth of the 1970-1980s, many utilities searched
for new and more innovative capital financing techniques, and various approaches were
implemented by utilities and cities under home rule powers in somewhat of an ad hoc nature. In
Texas, complaints about these new approaches, perceived abuses, and lack of governmental
direction on basic authority, acceptable methods, and public process led the state legisiature to
enact a series of utility-related bills in 1987 and 1989. This new legislation addressed capital
recovery (impact) fees, utility exactions from developers, creation of municipal drainage utilities, and
other funding-related issues.

While there are now a broader array of methods avaiiable for raising funds for water and wastewater
capital investment in Texas, there are continuing concerns. The tremendous amounts of past and
pending infrastructure investment have strained consumer affordability and utilities’ funding
capabilities. Also, certain financing tools are not uniformly available to all public and private utilities,
and there are outstanding issues with respect to how well these fees and charges perform.

Given these concerns, the Texas Water Development Board commissioned this research effort to:

» identify water and wastewater infrastructure funding methods available and in use in
Texas and other states;

» assess the effectiveness, impacts and process issues of these funding tools;

» identify the advantages and disadvantages of each financing method depending on the
characteristics of the utifity and the area needing the infrastructure;

» identify what financing methods are working well and what aren’t; and

» make recommendations for statutory or administrative policy action that would improve
utilities’ ability to meet infrastructure needs as well as address stakeholder concerns.

Four primary sources of information were used in this assessment: (1) a survey of water and
wastewater managers in Texas and other western states, (2) interviews with key stakeholders
groups in Texas, (3) a review of the professional literature, and (4) the professional experience and
knowledge of the authors.

A summary of key findings and recommendations in the report include:

= Utility rates (for most utilities) and taxing capabilities (for special purpose districts) are the
backbone of utility capital financing. These sources of funds provide a generally stable,
dependable source of revenue that is commonly accepted as a pledge for repayment of debt.
Improved public education and public relations programs on the cause and need for rate
changes could benefit most public utilities.

vii



Texas public utilities currently have the ability to levy utility rate surcharges for certain
classes or groups of customers, but the relevant governing or regulating body shouid review
existing or potential surcharges for their appropriateness and fairness.

The process for enacting and administering impact fees for public water and wastewater
utilities in Texas is rather cumbersome and expensive. Alsq, current law does not provide for
a more full consideration of the benefits of growth in the fee-setting process. Statutory
changes are recommended to address clarification, streamlining, and a broader
consideration of the benefits and costs of growth.

Statutory authority for the levy of availability of service (or standby) fees in Texas is currently
limited to water districts and designated economically distressed utility service areas. This
levy on undeveloped property can be an appropriate funding mechanism for all water and
wastewater utilities in situations where significant oversizing is being borne by existing
customers. It is recommended that statutory authority for this fee be broadened for use by
other public and private water and wastewater utilities.

Current state subdivision and zoning law for municipalities and water utility law for districts
and private utilities are generally adequate with respect to the authority for and treatment of
developer exactions/dedications. However, Texas utilities should review their policies, other
rate and fee levies, and specific exactions to be sure that such requirements are lawful and
do not result in a duplicative or overlapping charges or requirements.

State loan and grant assistance programs also provide important support for utility capital
financing programs. In some Texas state programs, additional funding may be needed to
expand loan capability, make loans more affordable, and provide for grant funding for poor
communities that cannot afford full loan funding. While utility managers expressed a need
for low-cost loan and grant funds, few were willing to support any new statewide revenue
gathering mechanism at this time to fund such expanded state assistance programs.

Several cross-cutting issues and recommendations arise with respect to investor-owned
water and sewer utilities (IOUs). |10Us, while privately owned, provide a basic public service.
Of the various types of utilities, IOUs also comprise a large percentage of distressed utilities
in Texas with the least degree of financial flexibility or eligibility for low-cost public
assistance. The Texas Natural Resource Conservation Commission should monitor agency
rules being adopted to ascertain if additional financial flexibility being granted 10Us is indeed
resulting in improved financial performance and utility service. New authority for IOUs to
implement a broader range of funding tools, including impact and stand-by fees, should be
considered with appropriate treatment of such funds in the regulated rate-making process.
The risk, cost, and overall viability of further extending State financial assistance to IQUs
should also be evaluated.

Vis-a-vis Texas water-related financial assistance programs, other western states’ programs
incorporate some differing funding approaches, other interesting program features, or
broader provisions that could be considered in Texas. These include program revenue from
fully- or partially-dedicated sources; leveraging some portion of SRF interest repayments to
provide wastewater grants for poor communities; use of other non-bond funds to help poor
credit risk communities; fast track loans for small or emergency purchases; broader
consideration of need, affordability, and health risk in funding award decisions; and
limitations on construction change orders.

viii



SURVEY AND ANALYSES OF
WATER AND WASTEWATER
INFRASTRUCTURE FINANCING MECHANISMS

1.0 INTRODUCTION

1.1 BACKGROUND

Providing high quality water and wastewater infrastructure for existing customers requires a
huge outlay of funds. However, utilities in Texas and in other growing states face the additional
challenges of financing: (1) water and wastewater capital improvements for growth-related
demands, and (2} the additional capital costs for existing and new customers to provide for
compliance with Safe Drinking Water Act and other federal and state reguiations.

The significant level of capital investment facing these utilities can present a staggering
proposition of not only possessing the needed financiat capability, but also rallying the political
support to move forward. Gaining political support may depend, in great part, upon the
available array of financing tools that can provide for a fair, equitable, and politically acceptable
assignment of these infrastructure costs to the appropriate consumers of the service. Political
support for such fees or other financing methods may also depend upon the public process (or
lack thereof) used in developing the financing proposal.

Decades ago, many municipally owned utilities used tax revenues to fund the issuance of
general obligation debt to finance capital infrastructure for both general and utility services. In
the post-war years with the advent of separate municipal enterprise funds, utility rate revenue
became the basic pledge for issuance of municipal revenue bonds for utility construction. To this
day, utility rate revenue is the primary means of gathering significant capital funds for most
utilities.

Primarily beginning in the 1950s and 1960s, the federal government and many state
govermments began various successions of grant and fow-interest loan programs for the
development of water and wastewater infrastructure. The availability of federal grant funding
has grown and shrunk over the years, and for the most part, has been replaced by low-interest
revolving loan programs capitalized with a combination of federal and state funds. In Texas,
state-originated assistance for water and wastewater infrastructure is provided with grants for
colonias and regional planning and state capitalization of a wastewater and drinking water State
Revolving Funds. Assistance beyond those programs is limited to what amounts to an
extension of the state’s credit rating to eligible regional and local entities that typically cannot
borrow at more attractive terms on the open market.



However, the more traditional financial approaches have not been fully sufficient to meet the
burgeoning infrastructure needs over time nor did they address the growth-related utility rate
increases that were being bome by existing customers. With the rapid growth of the 1970-
1980s, many utilities searched for new and more innovative capital financing technigues, and
various approaches were implemented by utilities and cities under home rule powers in
somewhat of an ad hoc nature. In Texas, complaints about these new approaches, perceived
abuses, and lack of governmental direction on basic authority, acceptable methods, and public
process led the state legislature to enact a series of utility-related bills in 1987 and 1989. This
new legislation addressed capital recovery (impact) fees, utility exactions from developers,
creation of municipal drainage utilities, and other funding-related issues.

As later described in Section 3.1, some of the more commonly used sources of capital funds or
assets in use today include:

Utility Rate Revenue

Utility Rate Surcharges

Ad Valorem Tax Revenue

Impact (capital recovery) Fee
Availability of Service (stand-by) Fee

Tap (meter) fee

Fire Protection Charge

Demand Contract Charge

Developer Exaction or Dedication
Subsidized Low-interest Loan or Grant

While there are now a broader array of methods available for raising funds for water and
wastewater capital investment in Texas, there are continuing concems. The tremendous
amounts of past and pending infrastructure investment have strained consumer affordability and
utilities' funding capabilities. Also, certain financing tools are not uniformly available to all public
and private utilities, and there are outstanding issues with respect to how well these fees and
charges perform.

1.2 PURPOSE AND OBJECTIVES OF THIS RESEARCH EFFORT

Given these issues and concems, the Texas Water Development Board commissioned this
research effort to:

identify water and wastewater infrastructure funding methods available and in use in
Texas and other states;

assess the effectiveness, impacts and process issues of these funding tools;
identify the advantages and disadvantages of each financing method depending on
the characteristics of the utility and the area needing the infrastructure;

identify what financing methods are working well and what aren’t; and

make recommendations for statutory or administrative policy action that would
improve utilities’ ability to meet infrastructure needs as well as address stakeholder
concems.
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2.0 DATA AND INFORMATION SOURCES

Given the large number of different funding approaches; the even larger number of
effectiveness, impact, and process issues that could be associated with each funding tool; and
the reality that most utilities have not conducted such analyses of their funding programs, it
would be unwise to narrowly depend upon a detailed survey as the primary basis of the
research. The response rate to a detaited survey is usually limited and, given the typical lack of
formal analyses of these issues at the utility level, the response from utility managers is likely to
be somewhat opinionated. To broaden the bases of the assessment, this research effort also
gathered information from personal interviews with key stakeholder groups and from prior
analyses published in the protessional and trade literature.

2.1 UTILITY SURVEY

Through regulatory mailing lists, phone contacts, and our personal experience, the HDR/IUG
tearn identified 120 candidates in Texas and the other twelve western states for receipt of a
utility funding survey questionnaire. A mix of municipal, special district, and utility corporations
were targeted for the survey in each state. Within Texas, a variety of large, medium, and small
utilities of different types were identified in various parts of the state, also reflecting urban and
rural settings and differing rates of growths and income levels.

A sampie questionnaire was developed and reviewed for clarity and any potential wording or
statistical bias. There is an inherent trade-off in how lengthy and detailed the survey can get
without affecting the response rate. Given the diversity of financing approaches, care was taken
in the questionnaire design to keep many of the questions generic, yet at the same time
pertinent enough to gather useful information that can be compared for simitarity and
differences. Various narrative-response, open-ended questions were also included to help
provide for a broader, qualitative interpretation. A copy of the survey instrument and
compilation of survey results is included as Appendix A. Various narrative responses to open-
ended questions are presented in Appendix B.

The utility survey was mailed at the beginning of October 1998 with a due date at the end of that
month. Follow-up phone calls were made to prompt survey completion and to clarify responses.
Overall, the survey response was typical of most surveys at about one-third of those sent. A
summary and compilation of the survey results are shown in Appendix B. Survey results, as
appropriate, are also related in the assessment discussions in Sections 3.0 and 4.0.



2.2 STAKEHOLDER INTERVIEWS

Telephone and personal interviews were also conducted with key stakeholder interests
representing utilities who have experienced funding problems, funding agencies, and trade
associations representing builders and municipal, special district, and rura! utilities. A partial list
of those interviewed included representatives of: Texas Water Development Board (TWDB),
Texas Municipal League (TML), City Planners Association of Texas (CPAT), Association of
Water Board Directors (AWBD), Texas Rural Water Association (TRWA), Independent Water
and Sewer Companies of Texas (IWSCOT), Texas Association of Builders (TAB), and selected
Texas cities. All of those interviewed were helpful and generally familiar with these issues.
Their cooperation is appreciated. Some stakeholders had specific issue agendas for policy
changes, while others had concerns but no specific list of policy initiatives. These policy
positions and concems are considered later in this assessment.

2.3 LITERATURE REVIEW

Further research on utility capital financing practices and issues was accomplished through a
broad literature review. There are various sources and publications that contained infermation
pertinent to this effort, including:

» American Water Works Association » Public Management
(AWWA) Manual M1, Water Rates » Govemment Finance Review
» AWWA Manua! M26, Water Rates and » Urban Land Institute
Related Charges » International Journal of Public
» AWWA Manual M29, Utility Capital Administration
Financing » Civil Engineering
» AWWA Manual M34, Alternative Rates » Growth and Change
» AWWA Manual M35, Revenue » Real Estate Law Journal
Requirements, » Raftelis Environmental Consulting Group ~
» National Association of Regulatory 1998 Water and Wastewater Rate Survey
Utility Commissioners » International City/County Management
» Joumal of the American Planning Association — Local Government
Association Infrastructure Financing Special Data Issue
» Land Economics » Others

In some of these cases, the time and budgets for this previous research allowed a more
scientific assessment of effectiveness and impacts of funding mechanisms than is typically
feasible for a single utility. This report's authors attempted to use academic sources, whenever
possible, to minimize any possible bias that might be present any special interest-funded
research. The literature provides an interesting comparison to some of the facts and opinions
voiced in the current utility survey involved in this effort.



3.0 FUNDING NEEDS AND METHODS

As previously discussed, the anticipated water-related infrastructure costs facing Texas’ and
other western states’ utilities is significant. The TWDB, in its 1997 Texas Water Plan, has
conservatively projected Texas water-related infrastructure needs at over $65 billion over the
next 50 years with over $22 billion of that forecast as needed by the year 2020.

Figure 3-1
Average 5-Year Total Infrastructure Cost (mill.$)
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Figure 3-2 shows the reported

The utility survey from this research
also provided some information in this
regard. Figure 3-1 shows the
anticipated 5-year average water-
related infrastructure need, classified
by the utility size. Small utilities
serving less than 10,000 population
reported a 5-year need averaging
about $3 million per utility. Medium
size utilities from 10,000 to 99,999
persons reported a 5-year need
averaging $27 million. For large
utilities, the average 5-year funding
need was $202 million per utility.

composition of what is inducing the
additional infrastructure spending. For
the smaller water-related utilities
reporting, growth is anticipated to
account for over 72% of near-term
infrastructure spending with
rehabilitation and related-regulatory
compliance factors accounting for
most of the rest. Medium size water
and wastewater utilities were about

Figure 3-2

Composition of Avg 5-Year Infrastructure Costs
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The large utilities reported a very similar resuit once the responses labeled “Other” were
examined. San Antonio listed a number of new project capital needs under this category for
reuse, water acquisition, aquifer storage and other altemative water supply projects that would
provide not only for new growth, but also replacement supplies, given the regulatory limits on
Edwards Aquifer supply availability.

Figure 3.3 As utility size increases and
Average New Infrastructure Cost Per Connection economies of scale are gained, the

' average cost per unit of service will
commeoenly decline. This is illustrated
in Figure 3-3 where the cost per
connection of new infrastructure
requirements is expected to range
from $635 for the small utilities to
about $450 per connection for the
medium and larger cities surveyed.
This represents a unit cost of new
infrastructure over 40% higher for
small utilities than for large systems.
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3.1 TYPES OF FUNDING METHODS AND CONSIDERATIONS

As can be seen from the tremendous infrastructure needs facing water and wastewater utilities,
it is important to provide an appropriate array of utility funding tools that are effective and seek
to minimize undesirable impacts. In order to assess the viability of different utility capital funding
techniques, it is first important to understand what funding tools are in widespread use and how
they are typically levied, as well as how factors, such as the type of utility, its location, and
socioeconomic setting, can affect their performance.

3.1.1 Alternative Funding Tools and Methods of Levy

There are numerous methods available for financing water and wastewater infrastructure. In
most cases, several of these tools are employed at the same time by a utility, and as such, must
be evaluated in a more comprehensive, integrated fashion. To some degree, the effectiveness
and impact of individual funding approaches will depend upon the reliance placed upon a
certain tool versus that of other alternative financing mechanisms.



There are many issues associated with each one of these tools, so many so that the needed
effort on significant issues of interest to the TWDB and Texas utilities would be diluted with a
broader assessment of all financing tools. For instance, there are issues associated with minor
fees that collect money for utility capital (fire flow fees, tap fees, etc.), but in the broader scheme
of things, these fees are not designed nor intended to raise a significant amount of capitat
funding. Other approaches, such as the demand contract charge, may only narrowly apply in
situations where one or two large customers constitute a noticeable portion of system water
sales. Therefore, efforts will subsequently be made in this study to narrow the assessment to
those funding mechanisms that wouid play a major role in providing for capital infrastructure.

Each altemative funding approach may have a different means of being levied upon affected
parties. As discussed later in Section 2.0, the means of levy can have a bearing upon how
effective the tool is in producing revenue, who initially and ultimately bears the cost, and its
affordability to consumers.

A brief description of the various funding tools and how they are typically levied or charged is
shown in Table 3-1.

3.1.2 Evaluation Considerations

The evaluation of individual infrastructure funding methods follows in Section 3.2. Overall, each
funding tool is assessed according to three major criteria: (1) effectiveness, (2) impact, and (3)
process.

While each of these major considerations has a number of sub-issues within them, a broad
description of these criteria is:

» Effectiveness. Effectiveness is the ability and dependability of the tool to raise the
targeted amount of funds for infrastructure needs by the time the funding is needed.

» Impact. Impact is the direct and indirect socioeconomic effects of the funding tool, in
part determined by who pays, its affordability and faimess, commensurate service for
levies made, and influence on growth and development pattems.

» Process. Process is the procedures for creating and operating the funding program and
includes considerations of relative ease of implementation and management, the cost-
effectiveness of administration, and degree of influence of regulatory, policy and public
participation on program elements.



Table 3-1
Description of Typical
Water and Wastewater Infrastructure Funding Methods
And Means of Levy

Utility Rate Revenue - revenue gathered from periodic (usually monthly) billing of customers
for utility service and used to address utility operating and capital funding, either in the form of
debt service payments or cash funding of capital projects.

Utility Rate Surcharge — a special additional charge on the monthly utility bill intended to target
capital recovery for certain items or target certain customers for an additional level of capital
recovery reflective of unusual service costs associated with that customer group.

Ad Valorem Tax Revenue — annual revenue gathered from a broad-based assessment of real
property value that is used to address utility operating and/or capital funding needs, typically
used today only by special water districts.

Impact {capital recovery) Fee — a front-end payment or customer contribution typically
assessed to new connections for the purposes of providing capital funding to help offset the cost
of growth and protect existing customers from growth-related rate increases.

Availability of Service (stand-by) Fee — a monthly charge to utility customers to recover
capital-related and on-going costs incurred by a utility when it is constructing facilities for the
benefit of future customers. Normally, this is applicable during the period when service is first
made available to a possible customer and the time service actually begins.

Tap Fee — a one-time charge to new utility connections made for purchase/installation of the
water meter and/or making the water or wastewater customer service connection to the utility.

Fire Protection Charge — a periodic charge to selected special need customers for providing
public or private fire protection services, typically derived from an allocation of the general or
customer-specific additional costs to the utility of providing high (fire) flow capabilities and other
fire-related facilities (hydrants, standpipes, etc.) in the system.

Demand Contract Charge - similar to availability of service fees, demand contract charges are
periodic payments where a significant (high volume) customer(s) may contract to pay the fixed
costs related to a particular share of utility capacity attributable to their use.

Developer Exaction/Dedication - typically capital received through a utility or local
governmental policy that requires a land developer, at his own expense, to provide some
degree of utility facilities that provide a particular service benefit to that development. This may
also include oversizing of facilities for future development in the area for which the initial
developer is reimbursed through the levy of “subsequent user” fees from later connections or
some other methods of repayment.

Grants/Low-interest Subsidized Loan — no-cost or low-cost financial assistance usually
received from a higher level of government. While nearly all utilities may be eligibie for some
type of assistance, utility eligibility is defined for each assistance program. Investor-owned
utilities have the most limited opportunities for public assistance. Typically, the funding agency
either expends public monies or extends its good credit rating to provide funds to the receiving
utility at an interest rate or funding cost lower than can be obtained by the utility itself.




3.1.3 Influences of Utility Type, Location, and Socioeconomic Setting

There are also background factors that can influence the performance of various infrastructure
funding methods. The type of utility, its location, and socioeconomic setting can have significant
effects upon a funding tool’'s availability, effectiveness, and impact. Figure 3-4 illustrates the
various major types of utility organizations and institutional or socioeconomic factors influencing
funding capabilities.

Figure 3-4
Types of Water- related Utilities
and Other Key Factors Affecting Funding Capabilities
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Utilities Utilities
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Utility Type. Water-related utilities can be classified into two major categories, public or
private, with assorted variations undemeath these high-level groupings.

Public Utilities. These are utilities commonly organized as a level of local government.
Within the public class, there are two major types of utilities, municipalities and special
districts:



Municipalities. Utilities that are formed under state law defining broad municipal
authorities. There are usually two common types, both of which normally fund most of
their operations and capital provision with utility rate revenue:

Enterprise Funds — a separate accounting fund that is typically oriented as a self-
supporting business, usually governed by an elected council. Debt is usually issued
in the name of the city.

Semi-autonomous Authorities — a separate utility organization that is related to city
govemment, but is mostly governed by separate decisions of an appointed Board.
The Authority may come under some degree of city council oversight, has separate
accounting, and many times will issue debt in its own name.

Special Districts. Utilities that are formed under general or specific state law that exists
as its own discrete governmental body, although there may be some degree of state
oversight. There are a wide variety of special districts with varying powers, although in
general, special districts fall into one of two sub-classes:

Regional Authorities. Large regional purveyors of wholesale and/or retail utility
service, usually encompassing one or more counties, and organized under specific
state law with particular powers and authorities. In most cases, utility rate revenues
are their primary source of income for capital and operating expenses.

Local Special Districts. Smaller local providers of wholesale and/or retail service,
usually serving one or more land development projects. In most cases, utility rate
revenues are a primary source of income for capital and operating expenses. Some
districts also supplement capital and operating expenses with tax revenues.

Private Utilities. Utilities typically organized as a non-governmental, but regulated, business
enterprises. In many cases, private utilities serve small developments or unincorporated
rural areas. There are two major types of private utilities:

Non-profit or Coop Private Ulilities — a nonprofit water or sewer service corporation that
is member-owned and member-controlled. These entities are usually given a public
license to serve a defined area. Major funding for operations and infrastructure usually
comes from rate revenues. Some non-profit utility corporations may be eligible for
access to public financial assistance programs.
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For-profit or Investor-owned Private Ulilities - These are any utility corporation, joint-
stock company, or association owned by investors with the intent of making a business
profit, and as such, are considered as taxable enterprises under federal tax law. These
entities are usually given a public license to serve a defined area and are closely
regulated (usually by the state) with respect to utility rates and aliowable profit. Major
funding for operations and capital usually derive from rate revenues with financing
usually coming from private sources.

Within any of these varied forms of institutional organization of utilities, there can still be further
diversity in types of service provision. Most municipalities and some special districts offer a
combination of water, wastewater, and stormwater drainage services, although not always
under the same departmental management. Many investor-owned utilities will offer water
service, but not wastewater or drainage. Some special districts provide drainage functions, but
not water or wastewater services. Some utilities only provide retail service to their customers,
while many other utilities supply retail customers and provide wholesale services to outlying
utility districts or corporations. Most large regional entities specialize only in wholesale raw
water or bulk treatment service to member or contract parties,

So how do these institutional or service-type issues affect a water-related utility’s ability to raise
funds for infrastructure?

First, the specific legal authority enabling the utility institution and defining its authority may limit
the funding tools available. While municipalities typically have the latitude to employ a wide
array of funding mechanisms, ad valorem tax revenues are usually dedicated to general
services. Some other funding tools (e.g., availability of service fees) may not be viable for cities
without specific statutory authority. Since special water districts do not usually provide general
services for police, fire, etc., and have specific statutory authority, ad valorem taxing is a viable
utility funding tool for these entities. For-profit utility corporations may not be eligible for certain
types of public financial assistance, may find impact fees less desirable if they are given
unfavorable treatment under federal tax law as contributions-in-aid-of-construction, and also
come under greater regulatory scrutiny on allowable costs in utility rate and fee structures.

Second, the type of utility service offered may preclude some options. For instance, a
wastewater-only utility may find it difficult to collect bills and terminate service, not having direct
control over the water connection. Also, a regionai drainage district with taxing authority or
municipal drainage utility may find it politically difficult to levy a tax or implement a monthly
charge to those both in and out of the floodplain. Those outside of the floodplain only receive
an indirect benefit (e.g., improved access, maintained overall economic activity and tax base,
etc.) from improvements to reduce flooding and may not support related funding initiatives.
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Third, various funding measures targeted at retail customers (e.g. impact fees, availability of
service fees, etc.) are not very practical tools for wholesale service providers.

Utility Location. The location of a utility may also affect the array of funding tools available for
use. There may be differences in the authorities granted various types of utilities under differing
states’ laws. Fees that may be lawful in Oregon may or may not be specifically authorized in
Texas. Certain public financial assistance programs for utilities, such as the federal Farmers
Home Administration low interest loans or grants under the Economically Distressed Areas
Program of Texas, may also be restricted to certain types of utilities or service situations located
in more rural or unincorporated areas.

Utility Development Setting. The socioeconomic characteristics of a utility service area can
also noticeably affect the viability of certain types of funding measures. The degree of new
development, or lack thereof, can directly affect the effectiveness of growth-related impact fees.
The degree of affluence in a community affects the overall affordability of various utility charges
and how equitably the charges are levied. A high degree of specialty service demand by a few
customers or unusual seasonal water demand may entail the need for special rate or charges.

3.2 FUNDING METHODS ASSESSMENT

There is a noticeable lack of previous research on the broader issues of altemative funding
tools. The large majority of existing research is either in the form of surveys on use of tools or
focused more narrowly on impact fees.

3.21 Utility Rates

The AWWA characterizes utility rates as a periodic charge for service that generates “sufficient
total revenue to ensure proper operation and maintenance of the system, development and
perpetuation of the system, and maintenance of the utility’s financial integrity” (AWWA-M1,
1991). Other fees and charges may also be levied, but utility rate revenue is, in most cases, the
most significant revenue stream of the utility.

There are two major methods of projecting revenue requirements in water ratemaking, the utility
basis and the cash basis. These methods primarily differ in how capital-related costs are
recovered. Then, there is an array of altemative rate designs (flat, declining block, seasonal,
etc.) that may seek to achieve various cost-recovery and policy goals (AWWA-M34, 1992).
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However, the AWWA does not endorse any substantial departure from cost-of-service-based
rates to achieve social objectives (AWWA-M1, 1991).

Effectiveness. Utility rate charges have been the primary source of water and wastewater
utility funding for many years. Many of the basic legal issues or process problems have been
worked out over the years, although rate increases, changes in rate design, or inappropriate
deviations from cost of service methods can still elicit public controversy.

Because it generates a sizeable, stable revenue stream and is a generally proportionate,
understandable charge for utility service received, the utility rate levy is typically the backbone of
water and wastewater utility finance. Rate revenue for municipal utilities also has a high degree
of flexibility of use in being targeted towards O&M expenses, debt service, current year capital
needs, or being accumulated in carryover or special fund balances toward future capital needs.
As discussed later in the comparative evaluations in Section 4.0, utility rate revenues were the
majority capital funding source among the survey respondents in this research, averaging 67%,
78%, and 54% of total water-related capital provision for municipalities, special districts, and
utility corporations, respectively.

In the survey, utility managers were asked

Figure 3- 5 how effective were utility rate revenues in
How effective are utility rate revenues in meeting . ital ds. As sh in Fi 3
your capital needs? meeting capital needs. shown in Figure 3-
Does not Should support 5, over three-quarters of managers
Should rt support more g
T 5% iy responded that they were generally satisfied

2%

with the relative contribution of utility rates to
the provision of water and wastewater capital
infrastructure. Only about one-fifth of the
respondents stated that rates should support
even more utility capital. A few districts

s responded that rates do not support their
76% capital needs.

Three-fourths of managers responding said that utility rates were recovering the full capital cost
of service. Those that indicated less capital recovery usually mentioned other capital
contributions from taxes or impact fees. Conceming flexibility on use of funds, over 80% of the
managers said that utility rates were useful for a variety of capital project purposes. Almost all
managers (95%) answered that utility rate funds were available when needed, and all
respondents (100%) said that utility rate revenues were a stable source of revenue.
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In summary, there appears to be substantial agreement on the effectiveness of the utility rate
funding tool on all of the key evaluation measures: significance of funds, a high degree of capital
recovery, stable revenue source, and flexible use of funds. However, there is one area related
to utility rates that deserves greater attention: investor-owned utilities. Following this discussion
on rates for utilities in general is a separate sub-section on regulated utility rates for investor-
owned water and sewer companies, which have special financial issues that should be
considered.

Impacts. The large majority of utilities now have either fiat or inclining-block rate structures.
This is where the price per unit of service is the same for all volumes of water or wastewater use
(i.e. flat rates) or the unit price increases in a step-wise fashion as water use moves into higher
usage blocks of consumption (i.e., inclining-block rates). As the total amount paid increases
with increasing water use, they are somewhat proportionate in the incidence of impact on
different income groups. Lower income groups commonly use less water (resulting from smaller
lots, less landscaping, less water-using appliances, etc.) and pay a smaller bill. Conversely, if
you use more water for these more luxury-type purposes as income increases, you pay
proportionately more.

However, a typical utility bill for a customer in the low-income group is still a greater percentage
of disposable income that that realized by the more affluent, and in that sense is somewhat
regressive. Many utilities, especially municipalities, try to consider affordability to low income
groups in their rate-setting decisions. Here the public policy goal is to keep utility bills as
reasonable as possible for minimal levels of service use, while at the same time, not varying too
far from cost-of-service and other legal considerations. Reflecting these considerations and
other policy matters (such as promoting water conservation, out-of-city service, etc.), the
average utility survey respondents said cost-of-service issues weighed into the rate-setting
decision by the goveming body at about 83%, while policy matters tended to affect about 17%
of the final decision.

For the most part, utility managers in the survey felt that ultimate financial impact of utility rate
charges were bome mostly by middle income (36%) and lower income (20%) residential users.
High-income residential users and commercial/industrial customers were estimated to each
bear about 15% of the financial burden of total rate revenues. These allocations are generally
representative of the mix of customers in an average municipal utility, weighted by differing
levels of use for each group.

Process and Procedural Issues. In this survey, managers were also asked what were their

greatest difficulties in raising funds from utility rates. As expected, most (61%) reported no
unusual difficulties with this funding tool. However, about one-fifth indicated that poor public
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perception was a problem, likely encountered  Figure3-6
What are the difficulties in obtaining funds from

in opposition to or complaints about utility rate utility rates?

increases. As shown in Figure 3-6, some [l ot
managers {2%) responded that there was too Cunbersama

much public participation, while other Mt e

managers reported too little (6%) public -

participation in the rate-setting process. %

Special interest influence affecting the rate-
making process was also a problem for some
(6%).

Summary of Issues and Concerns. On the whole, there are few reported problems with the
utility rate tool for municipal, district and non-profit private utilities. Poor public perceptions of
need for rate increases and consumer affordability of continuing rate increases were mentioned
as concemns by several utility managers. These problems likely apply to many utilities. While
overall increasing costs are not likely avoidable in the future, expanded state financial
assistance programs could help lower the cost of financing capital improvements for many
utilities and help mitigate some degree of potential rate increases. Further, enhanced public
education on factors underlying utility rate increases might assist in increased public support.

Some stakeholders expressed concern about the management of surplus revenue carryover
balances or “sinking funds” for cash funding of capital improvements. While not observed as a
major problem with municipalities, this funding mechanism should be reviewed by the governing
political body to assure themselves that this does not create an unfairness in current ratepayers
funding future capital improvements that may unduly benefit new customers. Also, care should
be taken that such carryover fund balances are used for the utility purpose intended and not
transferred to address some other municipal financial need.

As discussed below, there are state regulatory actions about to be taken, and possible further
actions still needed, with respect to rate policy for regulated private utility corporations.

3.2.141 Investor-owned Utility Regulated Rates

In Texas, the Texas Natural Resource Conservation Commission (TNRCC) has primary rate-
setting jurisdiction over water and wastewater IOUs. In general, these utilities have been

restricted from public sources of financial assistance, and previously state law and TNRCC rules
were rather restrictive in procedures and allowances made for rate setting for investor-owned
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utilities. Additional regulatory requirements facing all IOUs, growth pressures on some, and
common low density/high unit cost situations have also compounded the challenges facing
these typically small utilities. Over time, the financial viability and corresponding system service
levels have tended to deteriorate for IOUs in general. Many of the utilities on the TNRCC's list
of “problem” public water suppliers are the small IOUs.

This growing problem has begun to be more meaningfully addressed with regulatory and
financial assistance initiatives in Senate Bill 1 (SB1), 75" Texas Legislature, and related Safe
Drinking Water Act (SDWA) initiatives promuigated recently from the federal le