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Rate Design: the Series

Carl Brown, President

GettingGreatRates.com

Editor’'s Note: This is the first in a series of six articles on rate setting. If you wish to learn more and learn
it quicker, you should visit the author’'s Web site at gettinggreatrates.com/ and click on the “Freebies” link.
There you can download dozens of free rate setting articles, guides and tools.

Rate design starts with the absolutely necessary and progresses to the “nice to have” —just likelife.
If you get only what you absolutely must get, you live. If you get lots of “nice to have” things, too, you
live well. The author’s goal isto help systems get enough “hice to haves’ to enable them to serve their
customers very well.

An absolute must have isratesthat are adequate to pay current expenses. If rates are not adequate,
the system will quickly fail; simple as that. Figuring such rates for next year takes no math beyond the
regular budgeting process. If revenues are projected to be 10 percent short of expenses, you do a
combination of increasing rates and/or decreasing expenses by atotal of 10 percent.

To make sure you will generate enough revenue to pay for all of the equipment and services that are
needed to make the system “ sustainable,” you will have to project well beyond next year. Y ou better build
substantial additional reserves, too, because “bad” things tend to happen and they are never free. These
reserves will give your system resilience. Sustainability and resilience are nice to have so you should seek
them.

Y ou might say that the system itself “cares’ about sustainability and resilience. Ratepayers do too,
but their immediate focus is the bill they must pay. They would love free service. Otherwise, they would
like cheap rates. At the least, they want fair rates. Y ou, the system manager, better give them fair rates or
you will have a hard time “selling” the next bond issue. Fair rates require more math than just adequate
rates.

Thus, agood starting place would be adequate and fair rates.

It would also be nice to have rates that are appropriately simple or complex. That means the rates suit
the nature of the users, whether they are very uniform or very diverse. Appropriate rates require still more
math.

What is appropriate for your situation is al a matter of proportion and preference. If you manage a
big, complex system and your ratepayers are OK with simple rates, lucky you. All other things being
equal, simpleis better than complex. Just be aware that, in that case, some of your customerswill be
getting the shaft. That goes to fairness. In the extreme, it can lead to lawsuits.

Thus, it would be great to adopt and maintain rates that are adequate, fair and appropriately simple
or complex. The author calsthese, “great rates.”

Now let’s consider the basic rate components — structure. Great rates are adequate, fair and
appropriately simple or complex.

Almost al systems have rates that include a minimum charge.

Some systems have only a minimum charge (flat rates). These are the smplest rates of all. They are
appropriate for asmall set of systems serving low numbers of customers. An exampleisasmall
subdivision of uniform homes and fairly uniform owners or occupants of those homes. The subdivision
operates its own sewer system. Flat rates can work just fine here.
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Flat rates math is simple. Flat rates are easy to explain. Revenue generation is amost guaranteed. For
small systems, these are nice traits. We assume this rate structure is fair because we assume all the
customers get nearly the same volume and quality of service. Aslong as none of these customers are
“curve busters,” flat rates are fine for small sewer systems and not too bad for some small water systems,
too.

Most systems assess a minimum charge plus unit charges. Minimum plus unit charge rates are
structurally fairer than flat rates. At their simplest, these rates can be amost as easy to calculate asflat
rates, but they can be quite complex, too.

That brings usto unit charges. Unlike flat and minimum charges
that are assessed to each customer, unit charges are assessed to each
unit of service. High-volume customers pay more because they use
Unit charge — every unit is | more However, depending upon how high or low the minimum
charged the same chargeis set, and if thereis a substantial usage allowance in place,
Usage allowance — the volume | high volume customers may still end up paying less than what they
users don't have to pay extra for should on afairness basis.

Minimum charge — every user
is charged the same

Big, complex systems with diverse customers need complex rates. They may not need complex
mathematical calculationsto prove rate fairness to their rank and file customers. But they may need them
to prove to big customersthat they are not getting ripped off so they won’t sue. Don't laugh, thisis
happening.

Even if lawsuits are a non-issue, how to pay system devel opment costs, set wholesale rates and many
other things require some high-level analysisto figure out. At some point, complexity will outstrip the
ability or desire of the system to do the analysisin-house. Then it makes sense to hire arate anayst. There
areright and wrong ways to do this. The right way will yield fantastic results. The wrong way may yield
disaster. Fortunately, the right way is actually the simplest way.

There you have it —the rate setting landscape that will be covered in this series. Big system
managers, small system managers: all need to know the basic math and thinking behind rate setting. Big
system managers will use this knowledge just to make decisions about how to approach rate setting.
Small system managers will useit to actually set rates themselves with little fuss.

All these issues will be covered in this series so tune in to learn how to get adequate, fair and
appropriately simple or complex rates.

Copyright Carl E. Brown, 2013. This article may be reproduced in whole or in part so long as credit is properly given
to the author.

Carl Brown is President of GettingGreatRates.com, specializing in water, sewer and other utility rate analysis and
do-it-yourself rate setting tools. The firm also serves as the RATES Program rate analyst for five state rural water
associations. Contact: (573) 619-3411; carl@gettinggreatrates.com
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Rate Design: Attitude Adjustment

Carl Brown, President

GettingGreatRates.com

Editor’'s Note: This is the second in a series of six articles on rate setting. If you wish to learn more and
learn it quicker, you should visit the author’s Web site at gettinggreatrates.com/ and click on the
“Freebies” link. There you can download dozens of free rate setting articles, guides and tools.

Wouldn't it be niceif, after reading this article, you could crank some numbers into a calculator,
arrive at new rates and fees and adopt them next month? If you believe that is possible you have an

attitude adjustment coming.

Before you start cranking numbers into a calculator or
spreadsheet, you need to sit back and think about your
system, its finances and the ratepayers.

Great
appropriately simple or complex; a simple
concept that is often hard to achieve.

rates are adequate, fair and

The system:

Isit large and complex?
Is use growing or declining?

Isit performing well or poorly?

Isit up to date on equipment repair, replacement and refurbi shment?

Does the system need to change markedly:
o0 Build an expensive upgrade?
o Enter into anew supply agreement?
o Fend off alawsuit?

Do operations need to change markedly:
0 Do new positions need to be added?

o0 Will treatment be done differently,
probably because of aregulatory change?

Finances:

Isthe system “broke” or, doesit have completely
adequate reserves of several types?

Are costs going up markedly because of changesto
the system or operations?

Is the debt load high or will the system soon take on
new debt?

Ratepayers:

Arethey “rich” or “poor?’

Arethey very uniform users of the service or do
some use alot and others use none?

Should you have cash reserves?

Picture this:

There you are, in the spotlight, up
on the high-wire, over the center ring,
under the big top, in your tie-dyed
spandex tights. The calliope starts to
play. The crowd catches its breath.

You pick up your balance pole,
take one quick look at the floor far
below, no safety net to break your fall.
You slide your foot out onto the wire.
Simultaneously all of your ratepayers,
clutching your waist, slide one foot
forward. Your journey to the other
landing has commenced.

This is precisely what running a
utility without adequate reserves is
like.

Your ratepayers will tell you, “We
don’t want no safety net,” but trust me
on this one, they do.

—*How to Get Great Rates”
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o Arethey very accepting of new (increased) rates or do they want to fight them?

o Do some use the service in ways that could and should be changed (water wasting, |ate
payments) through pricing structures?

What Stephen Covey famously advised people to do applies equally to utilities, “ Start with the end in
mind.” Others have stated in various waysthat if you can clearly identify the problem, you are haf-way
to solving it.

The rates you adopt should fit the needs of the system and ratepayers. Rates need to be appropriate.
Once you have a good idea of what “appropriate” isfor your system, you can figure out what level of
math that will require. If it’'s easy math, you can jump right in. If it’s hard math, you better find good help.

Y ou and your customers may need an attitude adjustment in how you view the utility.

Utilities are first and always businesses. Businesses must cash flow properly or they will go out of
business. Utilities are not like restaurants, toy stores and tire shopsin that, when these businesses go out
of business, their former customers either do without or they find alternatives. But if your water utility
stops pumping water through its pipesinto its customers’ homes and businesses, their water supply
alternatives may be poor to down right awful. Y ou owe it to your customersto all but guarantee that once
you start serving them you will be able to continue serving them. This guarantee takes a lot of money,
planning and execution. Y ou need to bring your customers' attitudes around to accepting this fact, which
leads us squarely to customers.

Customers think the bill they pay isthe only important thing. That is because they just assume the
utility service will continue even without rate increases — surely you can do more with less... again.
Fortunately, most customers do not want to spend hours “watch-
Attitude adjustment: If yours | dogging” you. They have busy lives. But some are prone to distrust
needs adjusting and you do not | you. If it even looks like you have set rates unfairly (too high) to some
adjust it yourself, a ratepayer or | of your customers, those who have the wherewithal and attitude to sue,
court will come along and il Wh het h il babl in b h
adjust it for you. will sue. When that happens you will probably win, but even the

winner loses.

Finally, the open meetings/open records law can be a pain to comply with. But if you disregard it,
your attitude isin for a serious adjustment. Frankly, thislaw is afloor that you should never even
approach. Y ou should conduct your system’s business so openly, fairly and graciously that your
ratepayers admire your conduct and attitude.

All of this should tell you that you need to step back and look at the big picture. What does the
system need? What do the ratepayers need, and want? What is doable? What are you able to do?

If you then decide that the needs of al concerned are simple, just follow “Larry, the cable-guy’s”
advice and “git ‘ur done.” The next couple of articleswill show you how to do that. If the needs are
greater, it's going to take more math and savvy. That will be covered in a subsequent article.

Tuneinto the next article to learn how to calculate flat rates and their cousins, minimum charges.

Copyright Carl E. Brown, 2013. This article may be reproduced in whole or in part so long as credit is properly given
to the author.

Carl Brown is President of GettingGreatRates.com, specializing in water, sewer and other utility rate analysis and
do-it-yourself rate setting tools. The firm also serves as the RATES Program rate analyst for five state rural water
associations. Contact: (573) 619-3411; carl@gettinggreatrates.com
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Rate Design: Flat Rates and Minimum Charges

Carl Brown, President

GettingGreatRates.com

Editor’'s Note: This is the third in a series of six articles on rate setting. If you wish to learn more and learn
it quicker, you should visit the author’'s Web site at gettinggreatrates.com/ and click on the “Freebies” link.
There you can download dozens of free rate setting articles, guides and tools.

Having assessed the needs of the system and its ratepayers, you now have a good idea of what you
are up against. If conditions call for smple rates, you can do the needed cal culations yourself as follows.

If yoursisasmall sewer system serving a subdivision of
single family homes of about the same value, and it houses
families of about the same size and age, you probably can get concept that is often hard to achieve.
by with flat rates. Y our rate cal culations should look

something like thosein Table 1.

Great rates are adequate, fair and
appropriately simple or complex; a simple

Table 1: Flat Rates Calculation

Operating Costs

Debt Payments

Debt Reserve Payment

Working Capital Reserve Payment
R&R Reserve Payment

Total Expected Annual Expenses

Total Expected Annual Expenses / # Customers / #Bills/Year = (Monthly) Bill

$6,000

$40,000
$10,000
$2,500
$4,000

$62,500 100 12 $52.08

Every element in the cal culation should be for the year that you are setting rates for, probably next
year. Advice: Estimate expenses high rather than low so revenues won’'t come up short. And, build in
payments to reasonabl e reserves. Someday you will be glad you did.

Y ou can calculate flat rates this way because it is assumed that al costs are fixed, meaning every
customer will pay the same share of all costs regardless of how much volume they use.

Minimum charge — every user
is charged the same

Unit charge — every unit is
charged the same

Usage allowance — the volume

users don't have to pay extra for

In reality, costs are fixed, variable or of some other nature.
Fortunately, the calculation of a minimum charge, cousin to the flat
rate, can be almost as easy to do as aflat rate calculation. Y ou only
need to calculate what percentage of each of your costsisfixed. Such
calculations are best done with a spreadsheet program. The medium-
sized water system illustrated in Table 2 shows what your calculations
may |ook.

The math required for this calculation is straightforward. What is not always straightforward is
deciding what percentages to assign to the various costs. Let’s start with the easy ones.

Costslike administration salaries and related “ perks,”
postage and the like are related to customers on afairly
uniform basis. It does not matter whether your bill ishigh | program called SimpleRates®. To learn more
or low, it still takes one stamp to mail it to you. Such costs | about it visit gettinggreatrates.com/.

should be classified as “fixed.”

The calculations shown in Tables 1 and 2 are
done by the do-it-yourself rate calculation

Costslike eectricity to pump, treat and distribute water or collect and treat wastewater are related to
the volume handled. Such “variable” costs will be covered in the next article.


http://gettinggreatrates.com/ggr/general/homepage.shtml�
http://gettinggreatrates.com/ggr/general/homepage.shtml�

Table 2: System Costs
The modeled year runs from 1/1/2014 through 12/31/2014
Average number of customers for the analysis year: 2,318
Billing frequency is monthly
% of This
Cost That is
Expenses (see note below) Cost Fixed Fixed Costs
Admin Salaries, Taxes, Ins, Etc. $100,376 100.0% $100,376
Operations Salaries, Taxes, Ins, Etc. $298,941 35.0% $104,629
Postal Services $8,063 100.0% $8,063
Travel and Training $2,054 50.0% $1,027
Maint, Repairs, Machinery & Equip $18,489 35.0% $6,471
Electricity $86,488 0.0% $0
Working Capital Reserve Payment $100,000 100.0% $100,000
Debt Reserve Payment $83,260 50.0% $41,630
Annual Payment to Replacement Fund $86,694 50.0% $43,347
CIP Spending Plus Debt Payments $438,209 50.0% $219,105
Grand Total Costs, Weighted Av Percentage $1,391,847 52.4% $729,861
Average Fixed Cost/User/Month = $26.24
Note: Many costs for this system were hidden from view simply to make the table smaller. The
calculations were based upon all costs, even the hidden ones.

The costs that create problems are those that are partly fixed and partly something else, mostly
variable. Y ou must make your best judgment about these. Complicating your decision is the fact that
different systems, or even the same system at different stages of itslife, can legitimately claim different
mixes of fixed costs and other types of costs. Thisis ahard concept, but the following may help you see it
better.

Y ou probably hold tight to an erroneous idea about fixed costs. That is, a cost isfixed if it does not
change (much). Therefore, these costs should be paid equally by all. Thefact is, all costs change over
time. The thing that really makes a cost fixed or something else is its relationship to customers or to
something else. If acost isrelated to the fact that someone is a customer, it isfixed.

Costs that are related to the Take the stamp example. The stamp isrelated to the bill. The hill is
fact that someone is a | relatedtothe customer. You may recall the algebraic theorem: A =B, B =
customer are “fixed” costs. C, therefore, A = C.

This cost assignment isimportant because every variable cost that you erroneoudly classify as afixed
cost will increase the bill of the retired, widowed woman living on Social Security, who uses only 2,000
gallons per month. The local paper will vilify you for unfairly jacking up her rate — headline: “ Shame on
Utility for Beating up on Little Old Ladies.”

Unfortunately, you can’t go completely soft on the “little old ladies.” If you do, the bill to the XYZ
Corporation will have to be higher. Too much higher and XY Z, which has the wherewithal to sue you,
just may do it.

Stray too far either way and, well, isn't public service enjoyable?



Y ou probably harbor another misconception about minimum charges that is worth debunking. Itis
quite intuitive that the higher the minimum charge is, the more dependable your revenue stream will be.
In reality, minimum chargesin most systems should only account for perhaps 15-35 percent of the total
revenue stream. Thus, to get much of arevenue steadying effect, you would need to set minimum charges
at two or three times higher than the fair rate should be. Remember that newspaper headline? By the way,
after rate fairness analysis, most systems find that their current minimum charges are already too high.

But you say, “We must have steady revenue or we will go broke.” If that is case, you are trying to
operate on reserves that are simply too low. If your reserves were where they should be you could go for a
year with low sales volumes and remain in good financial shape. Strong reserves give you plenty of time
to adjust rates on awell thought out basis. Realization of this should take you back to the heart of the last
article —you need to figure out what the problem really is before you can figure out how best to fix it.

If your situation is simple enough, you can do your own flat rate or minimum charge calculations as
laid out here. Otherwise, get good help so you can get great rates.

Unit charges generate the lion’ s share of revenues. That will be covered in the next article.

Copyright Carl E. Brown, 2013. This article may be reproduced in whole or in part so long as credit is properly given
to the author.

Carl Brown is President of GettingGreatRates.com, specializing in water, sewer and other utility rate analysis and
do-it-yourself rate setting tools. The firm also serves as the RATES Program rate analyst for five state rural water
associations. Contact: (573) 619-3411; carl@gettinggreatrates.com
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Rate Design: Unit Charges and Usage Allowances

Carl Brown, President

GettingGreatRates.com

Editor’'s Note: This is the fourth in a series of six articles on rate setting. If you wish to learn more and
learn it quicker, you should visit the author’s Web site at gettinggreatrates.com/ and click on the
“Freebies” link. There you can download dozens of free rate setting articles, guides and tools.

In the last article you learned that, for the most part, fixed costs should be recovered through
minimum charges. That means that all other costs, mostly variable costs, must be recovered in another
way. Thisarticle will use the listing of costs from the last article, but concentrate on the variable costs
side to develop unit charges. Usage allowances will be thrown in for good measure.

Granted, there are costs that should be categorized as something
Minimum charge — every user | other than fixed or variable. But in smaller, smpler systems with few

is charged the same financial upsets lurking, those costs are usually minor. Thus, you can
Unit charge — every unit is | Start withtotal costs, deduct the fixed costs and you will (mostly) end
charged the same up with variable costs. Divide these costs by the number of billable

Usage allowance — the volume | Unitsyou expect to sell in afuture year and that will be your unit
users don’t have to pay extra for charge. Pretty simple, so far.

Variable cost calculations are shown in Table 1:

Table 1: System Costs
The modeled year runs from 1/1/2014 through 12/31/2014
Test Year Usage Metered Through Customer Meters in Gallons 151,706,900
Billable Units in Thousands of Gallons 151,707
% of This Cost
Expenses (see note below) Cost That is Variable Variable Costs
Admin Salaries, Taxes, Ins, Etc. $100,376 0.0% $0
Operations Salaries, Taxes, Ins, Etc. $298,941 65.0% $194,311
Postal Services $8,063 0.0% $0
Travel and Training $2,054 50.0% $1,027
Maint, Repairs, Machinery & Equip $18,489 65.0% $12,018
Electricity $86,488 100.0% $86,488
Working Capital Reserve Payment $100,000 0.0% $0
Debt Reserve Payment $83,260 50.0% $41,630
Annual Payment to Replacement Fund $86,694 50.0% $43,347
CIP Spending Plus Debt Payments $438,209 50.0% $219,105
Grand Total Costs, Weighted Av Percentage $1,391,847 47.6% $661,986
Variable Cost/1,000 Gallons $4.36
Note: Many costs for this system were hidden from view simply to make the table smaller. The
calculations were based upon all costs, even the hidden ones.
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Theillustrated unit charge calculation is for alevel unit charge. If you want inclining or declining
rates, you must either risk arevenue shortfall or hacking off some ratepayers (just part of the do-it-
yourself landscape), or you should hire arate analyst to do some heavy data crunching for you.

The do-it-yourself option can most easily and

safely be done like this: The calculations shown in Table 1 are done by
the do-it-yourself rate calculation program called
Calculate level unit charges as shownin SimpleRates®©. To learn more about it visit
Table 1 gettinggreatrates.com/.

Decide on the volume level(s) where the unit charge will go up (conservation rates) or down
(declining rates). The volume between each of the changesin unit chargesis called a*“block”
for which you will set a uniform unit charge rate. Hence, the name “rate block.”

For inclining rates, assign the unit charge you calculated to the first (lowest volume) block.
For the next block increase the unit charge by a small percentage, probably 10 percent or so.
Do the same for the next block.

For declining rates, do just the opposite. Assign the calculated unit charge to the highest
volume block. Increase the rate for the next lowest block and so on.

Adopt these rates and track their results.

The rate structure Table 2: Inclining and Declining Rates That Increase by 25% at Each Block
you end up with may look
something like one of Inclining Unit Declining Unit
those shown in Table 2. Class Bottom in Class Top in Charge/1,000 Charge/1,000
i Gallons Gallons Gallons Gallons
Thefollowing 0 4,999 $4.36 $6.82
thothts and suggestions 5,000 14,999 $5.45 $5.45

should make rate setting,
and your life, easier:

15,000 100,000,000 $6.82 $4.36

Inclining and declining rates are useful in water systems but not sewer systems.

For water systems, have no more than three rate blocks. More than that and the rate chart
will get overly complex for the marginal increase in revenue or conservation you might
achieve.

Give ratepayers a good reason for why you grouped the blocks of volume as you did. For
example: “ Our water plant is maxed out; we need to reduce demand or spend $5,000,000 to
upgrade the plant. Average residential use in our town is 5,000 gallons per month. We want
to encourage customers using above the average to try to dia it back, so we set the first rate
block at 5,000 gallons. And we want to encourage the heavy lawn irrigators, who use three
times the average and water the streets along with their yards, to use a sprinkler timer or
other device and practices to cut their excessive use. Thus, we set the other block at 15,000
gdlons.”

Inclining rates encourage conservation and generally produce more net revenue than level
rates. However, they have their limits — people need much if not most of the water they use.
Don't get carried away and charge three or four times more for high volumes of use or you
could drive away large users or encourage them to sue you.
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o Declining rates encourage use. But it may take time, maybe even years, for use to ramp up.
If you have an ample water supply and capacity to produce it (a brand new system with few
customers so far), declining rates can actually generate more net revenue than inclining or
level unit charges. But, don’t decline ratestoo far or you will end up losing money on high-
volume sales. A rate analysis can figure out your marginal cost to produce to keep those
sales profitable.

o Generdly, inclining rates make good sense in areas that are primarily residential. Declining
rates make good sense in areas with ample water supply and infrastructure, and they are
now, or want to become, heavy industrial and commercial centers.

Changing gears, a usage allowanceisnot arate. Itisa Great rates are adequate, fair and
means by which rates are adjusted to transfer costs from some | appropriately simple or complex; a simple
customers to other customers. The following illustrates how concept that s often hard to achieve.
thisworks.

The unit charge for the example system as shown in Table 1 came out to $4.36 per 1,000 gallons. If
you enacted a usage allowance of 2,000 gallons per month, that is potentialy $4.36 X 2 = $8.72 worth of
water that each customer could get for “free.” Technically, that is probably an incorrect statement.

If you add $8.72 to everyone’ s minimum charge, everyone' s bill will be that much higher, whether
they use that volume or not. A retired, widowed woman living on Social Security who uses only 1,000
gallons per month would end up paying $4.36 extra and get nothing for it. That may be important money
to her.

On the other hand, you could increase the unit charge by enough to pay for all the volume that will
be “given away.” In that case everyone using 2,000 gallons or less, which could be a substantial
percentage of your customers, will get free water. That is not really fair, either.

The upshot isthis: usage alowances are unfair to somebody. It is best to have no usage allowance. If
you have one at all, keep it low.

This discussion of unit charges and usage allowances really just scratched the surface. If your system
issmall and simple and your customers are uniform, that’s OK. Otherwise, you should dig deeper or get
help.

The next article will cover the next logical step of rate setting; getting the proposed rates adopted.

Copyright Carl E. Brown, 2013. This article may be reproduced in whole or in part so long as credit is properly given
to the author.

Carl Brown is President of GettingGreatRates.com, specializing in water, sewer and other utility rate analysis
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Rate Design: Getting Rates Adopted

Carl Brown, President

GettingGreatRates.com

Editor’'s Note: This is the fifth in a series of six articles on rate setting. If you wish to learn more and learn
it quicker, you should visit the author’'s Web site at gettinggreatrates.com/ and click on the “Freebies” link.
There you can download dozens of free rate setting articles, guides and tools.

Getting proposed rates adopted is al about “selling.” Y ou need to convince people that the rates you
came up with are just the ticket for them. Thus, you need to be the master salesman: “...But wait, there's
more...”

Content for this article was distilled from Chapter

Truth be told, you should NOT be asalesmalj. You 8 of the book, “How to Get Great Rates” and the

should be an educator. A good Salesman can convince “Ratepayer’s Survival Guide,” both available at
someone to buy something that is not in their best gettinggreatrates.com/.

interest. A good educator, on the other hand, enables that

person to make an informed decision that, hopefully, will be in their best overall interest. This article will

briefly cover what to include in that education and how to cover it.

Y ou have a good idea of how much revenue the system will need next year and probably several years
beyond that. Y ou calculated minimum and unit charges needed based upon the nature of the system’ s projected
costs. All you need to do now is inform ratepayers how you did those calculations, what the results are and
then adopt new rates.

Obvioudly, at the very least you must comply with the open meetings/open records law but go well
beyond that. Show everyone that you know and appreciate that the water system istheirs, not yours. You are
simply trying to take good care of it for them.

Do nat, repeat, do not bore al the ratepayers with all the details. In fact, you should tell them few details.
That is not so you can hide things from them. It is because they have busy lives and minds. They just want a
synopsis.

With the synopsisideain mind you should hold a board or council meeting and tell your ratepayers
something like this (using more words, some tables and a chart or two, of course):

“The system is being run economically. (Show proof.) In fact, we tried to be too economical in the past so
now more must be spent on equipment repair and replacement and some capital improvements. All of thiswill
cost $XXX more next year and that requires an overall rate increase to pay for it. Now, some ratepayer’ s bills
will actually go down because we discovered that the current rates are unfairly structured, so we will address
that at the same time.

These “catch up” costs and the regular operating costs were tallied up and divided into fixed cost and
variable cost groups. The fixed costs will be recovered through minimum charges because everybody causes
an equal share of these costs to occur. Variable costs will be recovered through unit charges because those are
related to volume produced. So the rates work out to a minimum charge of $26.24 per month and a unit charge
of $4.36 for each 1,000 gallons used.”

When making this presentation you should not spend more than about 30 minutes describing all of it.
Remember, synopsis. If they ask questions, take the time needed to answer them well. That proves to everyone
that you really did do your homework and you didn't just put together some slick wordsto say.

During your presentation you should show ratepayers a table that compares current bills for different
volumes with proposed bills and the dollar increase or decrease for each volume of use. That table should look
something like Table 1, a partia listing of volumes and bills.
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When a customer who

Table 1: Current and Proposed Bills for Different Volumes of Use (see note below) uses 2,000 gallons or less

Use in Gallons Current Bill Proposed Bill Difference| |ooks at the table and sees
0 $30.00 $26.24 -$3.76| that their bill will go down
1,000 $33.00 $30.61 -$2.39| under the new rates, that's
2,000 $36.00 $34.97 g1.03| 4l they careto know. When
the average residential

3,000 $39.00 $39.34 $0.34| ystomer, who uses about
4,000 $42.00 $43.70 $1.70| 5,000 gallons per month
5,000 $45.00 $48.06 $3.06| seesthat their bill will only
6,000 $48.00 $52.43 $4.43| 90 Up by $3.06, lessthan

any Value Meal at

Note: Extend table as needed to cover all volumes used McDonald's, they are also

satisfied. Only the larger customers will take more convincing so you know that you will need to concentrate
your education efforts on them.

Now, afew do not want asynopsis. Mostly, they distrust you and they are looking for weaknesses in your
reasoning and math. One of these folks may have three questions that you can pretty easily answer right there
in the meeting. If so, doit. If you have other tables and calculations that illustrate your answers, show them.

Some may have tiny details they want to pick at. Y ou may need to separate them from the herd and deal
with them later, one-on-one.

When you answer the distrustful ratepayer, be keenly aware that many others are listening carefully to
how you deal with them. They thought of the same questions; they just decided not to ask them. By answering
the distrustful ratepayer well, you will gain support from the others.

Once you have made your “case” it istimeto act. Do not tarry at this stage. If you need arate increase to
cash flow the system properly, it will only get worse with delay. At that meeting or perhaps the next, adopt
new rates.

Now your work is done, right? Wrong! Y our work has just started. Y ou heed to track the results of the
new rates. Are they generating the revenues you thought they would? If revenues fall far short and your
reserves are not adequate to carry you through for another year, you will need to adjust rates again right away.
(Youreally don’t want this to happen so make sure the first increase is big enough.) Do the same kind of
calculations you did before, this time using adjusted costs, and follow through with new rates again. If you
missed very badly, consider calling in arate setting specialist.

If revenues are up to par, keep them for the rest of the year and then adjust rates again, as needed, to meet
next year' s revenue requirements. Such adjustments are basically inflationary increases so increase all rates
and fees by the same percentage that it would take to keep on track with costs as they go up. You can do thisa
few times before a new, full rate calculation or analysisisin order.

By the way, you did mention to the ratepayers in the meeting that the first increase will not be the last,
didn't you?

Y ou will do increases like this until one or more big financial upsets come along that warrant hiring the
expertise of arate analyst. For systems with 1,000 or so connections, thiswill probably be once every five
years or so, longer for smaller systems. How to get that analyst will be the subject of the next, and final, article
in this series.

Copyright Carl E. Brown, 2013. This article may be reproduced in whole or in part so long as credit is properly given
to the author.
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Rate Design: Getting Help

Carl Brown, President

GettingGreatRates.com

Editor's Note: This is the last in a series of six articles on rate setting. If you wish to learn what you
missed, visit the author's Web site at gettinggreatrates.com/ and click on the “Freebies” link.

Hiring arate analyst islike buying insurance. Don't buy insurance if you can comfortably absorb the
possibleloss. But if that loss would hurt, you need insurance. But you & so need the right insurance.

Great rates are adequate, fair and
appropriately simple or complex; a simple
concept that is often hard to achieve.

Rate analysts are insurance for rate adjustments. They are
a so investments because a good one is probably going to
deliver rates that are 20 percent higher than you thought you
even needed or that you could get on your own. Theright rate

analyst is money well invested. The wrong one is money wasted, maybe worse.

Making such judgments at solicitation and selection time will be tough even if you have already
done this before. It will be much tougher if, asislikely, you have never done this before. This article will
show you how to do this well whether thisis your first time or your tenth time.

During most years most small utilities can get good enough rates by following the guidance in the
do-it-yourself articles prior to thisone. But hiring arate analyst is in order when:

e Reservesarelow,

Content for this article was

e Capital improvements are approaching, distilled from the “Rate Analyst

Guide.” To get it (free), visit

e Youcan't prove that your rates, feesand policies are fair. | 9ettinggreatrates.com/ and click

e You need to set tap fees, connection fees, system

on the “Freebies” link.

devel opment fees or surcharges,

e You need to catch up on equipment repair and replacement,

e You are being sued, might be sued or might need to sue,
e You need to set wholesale rates, or

e Youdon't want to be blamed for abig rate increase.

To get the right analyst, do these things:

1. Write down your goal, hopefully this one, “We want rates that are adequate, fair and
appropriately simple or complex.” Don’t embellish —that’ s all you need. Also pull together basic

data and information about the system: number of

gustomers, volume sold last year, !ast year’ S What is a “rate analyst?”
financial statements, and your capital improvement | Unlike engineering or accounting, there is
plans and equipment repair and replacement no rate analyst credentialing system. But

schedules, if you have any. If these need work, and
you want the analyst to help you, be prepared to

tell them so. When agood rate analyst scopesyour | rate analyst. Ninety percent is conclusive.
project they will ask for such information.

there is a simple test. Ask the prospect,
“How do you make money?’ If 50 percent or
more comes from rate analysis, they are a



http://gettinggreatrates.com/ggr/freebies/freebies.shtml�
http://gettinggreatrates.com/ggr/general/homepage.shtml�

2. Cdl aprospective rate analyst on the phone, more if you can find them. Before doing anything
else, ascertain if they are arate analyst. Only continue talking with those you determine to be rate
analysts so no one’ stime will get wasted and you won't get burned in the end. Do not solicit
proposals from non-analysts.

3. Téell the person, whom you have identified as an analyst, that you want to achieve the statement in
Step 1 above. Then... Visit gettinggreatrates.com/ and click on the “Freebies’ link to view
sample rate analysis packages, several which include the proposals for those projects.

4. Bequiet. Let them lead the conversation, scope the project and propose to you. Remember, you
have already ascertained that your prospect is arate

analyst so they know what to do. They also have a Chart 1: Average Investment and Return
particular way of going about it that saves them time,

which will save you money. Don’t weigh them down m Average 5-Year Revenue Increase
with lots of bureaucracy. Yes, theintent isto assure a mAverage Analysis Fee

good outcome but it just ends up costing extratime $2,000,000

and money in the case of rate analysis. Steps6 and 7
that follow will give you a better and more
economical outcome anyway.

5. Check to see that their proposal makes sensein your $1,750,000 -
situation. Visit gettinggreatrates.com/ and click on
the “Freebies’ link to view sample rate analysis
packages, severa of which include the proposals for
those projects. $1.500,000 -

6. Check references. Repeat, check references for at
least the top one or two prospects. The prospect
should give you the contact information for al of
their clientsfor at |least the last year. Several years $1,250,000 -
would be better. Do not accept a cherry-picked group
of their most ardent fans. Y ou want to ascertain that
the prospect really can deliver great results
consistently. No one is better situated to know that $1.000,000 -
than past clients. Checking referencesis your best
assurance of a successful outcome.

7. Check their guarantee. It should say, basically, “If
you are not satisfied with our work, you don’t have to $750,000 A
pay us, period.” If the project does not go as you
desire, you want to be able to get out with no cost or
hasdle.

8. Check out one or more of the analysis reports they $500,000 1
produced for past client(s). Complex issues and
multiple utilities might take 200 pages to model and
report. More likely, a reasonable report will be 40 to
60 pages of useful recommendations and guidance, $250,000 -
data, information and afew graphical presentations of
key criteria. If the sample report includes lots of
extraneous “ stuff,” they are padding the report. Why?
To justify higher fees.

$0 -
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9. Check their pricing. If they don't do core services on alump-sum basis; $XX for the water rate
analysis, $Y'Y for the sewer rate analysis, etc., you don’t want them. Y ou are better off paying
what looks like alump sum fee that is too high, than an hourly fee that |ooks reasonable. The
lump-sum amount cannot be fineagled. Hours can.

Pricingislisted last for good reason. It isimportant but not the critical issue. Getting a great rate
analysisis.

That said, getting the right rate anayst could end up giving you a payback rate like that shown in
Chart 1. In this chart the red bar represents the additional revenues over five-years for the last 11 of the
author’s rate analysis clients (excluding several large clients that are not representative of smaller system
results.) The black bar, representing fees and system costs, located below the red bar is hard to read. This
amount is $7,396 (most clients had two utilities analyzed). In other words, for each dollar in analyst fees
plus the value of system staff time, these clients will collect $249 in additional user fees. Beat that
payback anywhere.

Thetake-away from this chart isthat, even if you only needed one-half as much revenue increase
and your analyst cost twice as much, your net return would still be remarkable.

If you will do only the things listed above, your resultswill be at |east good — because you' ve
stacked the deck in your favor. But redlistically, you should get great results.

This concludes coverage of the rate setting basics. If you have been patiently reading each
installment in preparation for calculating and adjusting your rates, you should now do one last calculation.

Look up last year’s sales revenues. Multiply that amount by 20 percent and also by 45 percent. In the
author’s experience, thisis the range within which most system’ s rates need to be increased right now.
Thus, during the months you have been reading these articles, you failed to collect this much revenue that
you rightfully should have. Isn't it now time to get great rates?

Copyright Carl E. Brown, 2013. This article may be reproduced in whole or in part so long as credit is properly given
to the author.

Carl Brown is President of GettingGreatRates.com, specializing in water, sewer and other utility rate analysis
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Hiawatha Lays Out a Path

Carl Brown, President

GettingGreatRates.com

Lynne Ladner, City Administrator

Hiawatha, Kansas

Hiawathais alovely town in the northeast corner of
Kansas. Hiawatha had a big user rate problem brewing. But they
solved it, laying down a clear path that you can follow, too.

In November, 2013, Hiawatha moved fast to get its water

e and sewer user charge rates adjusted. As of thiswritingin
N January, 2013, speedy performance by staff is keeping Hiawatha

. Ontarget to get its sewer user charge system approved soon by
its grant and loan provider, USDA Rural Development (RD).
. That funding will pay for a sewer system upgrade, with bidding
)ji in the winter and construction start in the spring of 2013. The
~dominoes are lined up.

Hiawatha must set adequate rates to get RD to pay for the
project. But what ratepayers focus on is getting rates that are
fairly structured for them. Hiawatha achieved these and many
. | other things.
Thelead up to this g
project took years, but
in the end, Hiawatha
was required by the
state environmental
quality control agency
to do the upgrade. In the
near future Hiawatha
will probably face a
similar fate on its
drinking water system.

You are probably
all too familiar with
how this process works.

Hiawatha could - ,
have “winged it” when
it came to rate setting.
But city administrator
Lynne Ladner knew that
it made better sense to get outside help to handle the complex issues the city was facing. And, she was
working with a very tight deadline.

The City’s rate analyst (co-author) flanked by seated Commission members and the
standing City Administrator (co-author), discuss what must be done to their rates.
Photo by Greg Duryea, Kansas Rural Water Association




Ms. Ladner contacted the Kansas Rural Water Association. They determined that the best course
would be to get rate analyses done by a specialist, which turned out to be the one who serves as the
analyst for the Kansas RATES Program, gettinggreatrates.com/, “Kansas” link.

Hiawatha's analysis work started on December 3,
2012 and concluded on December 19. Thisfast turn-
around was due to the excellent work of Ms. Ladner and
her steff, as the (dlightly abbreviated) first page of the
rate analysis cover letter details below.

The analyses determined many things, importantly
including:

e Sewer rates need to go up markedly but
they only need slight restructuring.

e Thecity has been subsidizing the sewer
system by making most of its debt
payments. The recommended rates will
enable the system to make its own
payments, saving city funds for other uses.

o \Water rates overall do not need to go up.
However, those rates need serious
restructuring to make them fair.

Setting the upgrade project aside, the City till
needed rate analysis to identify and solve many issues.
Most utilities are in the same boat. The analyses detailed
all of the changes that are needed right away and for the
next 5-10 years. The analyses will serve asfinancia
road maps that Hiawatha can use to set asolid course
into the future.

Hopefully Hiawatha has shown you that sometimes
you can “wing it” just fine. Sometimes you need help.
Thetrick to getting good outcomes, then, istelling one
situation from the other.

We knew that time was running out for
getting a handle on our sewer rates. The
general fund was subsidizing the utility and
that couldn’t continue. We needed to make
significant improvements to the system and
doing so was going to require us to be
proactive about getting our rates in line
with our current operating costs as well as
understanding our needs for the future.
Our project was preparing to go to bid and
we needed to know that we fully
understood the impact of this project on our
utility and our customers.

Our water utility is undergoing long
term planning knowing that the current
water situation in Kansas is not likely to
improve significantly soon. Ground water
levels are decreasing, nitrate levels are
increasing and regulations are increasing
as well. These increase the need to
understand our system costs and structure
our rates so that they are fair to all our
customers.  Working with Carl Brown
Consulting we were better able to quantify
our costs and allocate them fairly across
our user groups. It was easy to work with
Carl and to understand the information that
he needed to complete his study, which
was also easy to understand. | really
enjoyed working with Carl.

City Administrator Lynne Ladner

Y our Association provides lots of help, including rate setting assistance. With utilities being among
the biggest “businesses’ around, the age of “winging it” on ratesis gone. To get your user ratesin great

shape, you better give the Association a call right now.

Copyright Carl E. Brown, 2013. This article may be reproduced in whole or in part so long as credit is properly given

to the author.
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Carl Brown Consulﬂng, LLC

Creating Informed Decisions

December 19, 2012

Lynne Ladner, City Administrator
City of Hiawatha

701 Oregon

Hiawatha, KS 66434

Subject: User Charge Analysis Results

Dear Ms. Ladner:

Enclosed please find the results of the water and sewer utility user charge analyses I
did for the City. Before turning to the analyses, I want to tell you this.

Most rate analyses take about six months to complete. That is mainly because cities
and districts are not able or motivated to gather data more quickly than that. A few of
my analyses have been completed in as little as eight weeks. Yours has taken about
three weeks. I am amazed! You did a fantastic job and you were wonderful to work
with. Your staff, particularly Lynette Grier and Vivian Constable, completely floored
me at how quickly and thoroughly they provided data and information and they were
always wonderful to work with, too. The City is lucky to have you all.

Turning to my findings, the report will cover the details. Key points are these:

e Your sewer rates are significantly too low on average and need to be raised
and restructured. This should be done as quickly as possible.

e Your water rates are generating sufficient revenue now and should do so for
some time to come, but those rates also need restructuring.

The report is long, detailed and technical. You, the board and others should read
through it but do not obsess over the details. Assuming I meet with the board soon I can
probably answer any question someone may have at that time. It is easier for almost
everyone to understand things when I explain them and discuss them than it is to glean
answers from the written report on their own.



Goodwill and Temperance -
The Foundation of Good Rates

I

By Carl Brown, President
GettingGreatRates.com

oodwill and temperance — our own and certainly that of everyone else —
keep us out of court most of the time. The same holds true for water and sewer
user rates. However, the heightened debate on the role of government, taxes
and fees are proof that goodwill and temperance are finite resources. More and

more, ratepaycrs want proo at increases are needed an a ey are fair.
tepay t proof that ded and that they are f:

Fail to prove your rate “case” on your home turf and you may find yourself trying to prove it in
court. What rate setting errors are most likely to have you talking with lawyers and judges?

b Being anything short of courteous and professional to everyone when setting rates. The law-
suit will list some legal grievance, of course, but it’s really because the plaintiff did not like the
way you treated them or they do not trust you.

d Violating the open meetings, open records law. This law gives ratepayers and citizens strong
leverage to “keep an eye on you.” This law is the weapon of choice for most disgruntled rate-

payers.

b Buying or selling water or sewer service on a wholesale basis. The form of the agreement,
especially the method by which future rates and fees will be set, is critical to success for you
and the other party.

V Having inclining (conservation) or declining block rates and picking a surcharge for each block
for subjective reasons, not objective ones. A case can be made for higher or lower rates for high
volumes of use, but you must do the math and stay within reason to keep it defensible.

Being sued is repugnant. But you need to think of it the same way you would think about
being held up by an armed robber. By giving him your wallet you would hope to escape
with everything else. If you fight him you may win, you may win but get injured, you may
get injured and lose your wallet or you may lose your life. There is no pat answer — each
situation is different.

A
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b Assessing multiple minimum charges or their cousins
“equivalent dwelling units” and “equivalent residen-
tial units.” There are better, fairer, more sure-fire ways
of accomplishing the goal behind these structures.

[ Assessing excessively high or low minimum charges.
Do the math.

b Assessing connection or impact fees that are exces-
sively high or low. Building base load capacity and
peaking capacity to serve water and sewer customers
is very expensive these days. But to charge for it cor-
rectly you must do some complex math, make some
serious value judgments and explain it well.

\ Raising rates across the board to balance the budget.
It’s logical from the utility’s point of view but at some
point it becomes unfair enough to warrant a lawsuit.

There are many other ways you can land yourself in court.
The best way to prevent it, or to reduce the damage if
it does happen, is to maintain good relations with your

Think of
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customers and always set rates
that you can simply, logically and
mathematically defend. Being right
is a good thing but having your
ratepayers trust that you are right
is even more important. If you
want more information on how
to accomplish these things the
Ratepayer’s Survival Guide is
available to download for free at
gettinggreatrates.com.

Get proper utility rates by
asking the right questions

Carl Brown

Finally, if you do get sued, look into mediation. Yes, you
will have to compromise in mediation but the outcome is
almost always better than letting a disgruntled ratepayer
have his day in court. l

Carl Brown is President of Carl Brown Consulting, LLC, specializingin
water, sewer and storm water system rate analysis and asset management
as well as training nationwide; and GettingGreatRates.com, home of
many rate setting tools. You can contact Mr. Brown at 573/619-3411
or carl@carlbrownconsulting.com.
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By Carl Brown, President, GettingGreatRates.com

Lawsuits: Are YOURQ®
Rates Vililnerable?

the plaintiff’s offer: “He wants an 18-year water

supply agreement, you drop the ‘three-to-one’ ratio
for minimum charges and give him $250,000 in cash.” The
water board chairman blankly looked at his board. The
board looked at the floor. The board’s attorney hurriedly
planned legal strategy. I calculated the rate effects the offer
would cause. What is going on here?

This is a rural water district in Arizona with 500
connections and a $300,000 annual budget, but it could be
any rural water district or town, even your’s. One of the
district’s larger customers, the owner of an RV park
believes the water rates and fees he must pay are too high,
so he sued the district. This is Arizona, mind you, not New
York or L.A.

It turns out this RV park owner has money, and he’s mad
— a dangerous combination.

The new board wants to solve this problem. But, they
can’t just give the plaintiff everything he wants, or even
much of what he wants, because that would hurt the other

The mediator returned to the defendant’s room with

NoTEs:

® In a lawsuit the plaintiff is the party suing
someone.

@ The defendant is the party being sued.

® Negotiation is when two parties talk directly to
each other to settle a legal dispute.

® Mediation is when negotiation is facilitated in
confidence by a third party (the mediator,
generally a lawyer) who communicates offers,
counter-offers and other information between the
parties. The parties convene in separate rooms of
the same building and do not talk directly to each
other.

@ Actual event details have been changed in this
article to preserve the integrity of the lawsuit
mediation process.

# Carl Brown, the author, is a rate analyst, not an
attorney and offers no legal advice.

106 THE KANSAS LIFELINE March 2011

Being sued is repugnant. But you need to
think of it the same way you would think
about being held up by an armed robber.

By giving him your wallet you would hope to
escape with everything else. If you fight him
you may win, you may win but get injured,
you may get injured and lose your wallet or
you may lose your life. There is no pat answer
- each situation is different.

ratepayers. The board hired an attorney to defend them. The
attorney hired me, a rate analyst, to figure out what rate
structure is appropriate in this situation to help the district
determine the rate effects of any settlement that they may
agree to and to convince the plaintiff to accept those rates
and settle the lawsuit.

The thing that landed the district in court seemed like a
non-issue. They are charging one minimum charge for every
three RV spots. That’s because RV parks can draw lots of
water at full occupancy, running up the capital cost of the
system. The district has had this policy for several decades.
The plaintiff bought into the system and has been paying
these charges for more than ten years.

The basic idea behind these fees, and their cousins
“equivalent dwelling units” and “equivalent residential
units” is sound. How the district developed them is not.
They did no math. The plaintiff knows this. As the mediator
said when he brought in his settlement offer, this man feels
like this suit is his “ticket to retire well.”

The board considered the $250,000 offer. I analyzed the
numbers to put the offer into perspective. I told the district’s
board, “If the cash settlement and your attorney fees of
$25,000 so far were spread over five years and you dropped
the three-to-one ratio fees, your system-wide average
monthly bill would have to be $9.17 higher. The eighteen-
year contract is a long time to tie your hands. If you agreed
to all these things it would probably enrage other ratepayers.
Some might refuse to pay the extra fees. Some might sue.”
The person who coined the phrase, “between a rock and a
hard place” was thinking of this situation.



After much deliberation, the board chairman gave me the
board’s counter-offer, “No cash and a ten-year supply
agreement at the best available rates in the district.” The
mediator returned to the plaintiff’s room.

Multiple minimum charges were this district’s downfall.
What other misstep might land a water system in court?

@ Being anything short of courteous and professional to
everyone when setting rates. The lawsuit will list some
legal grievance, of course, but it’s really because the
plaintiff did not like the way the utility treated them or
the customer did not trust the board or council.

@ Violating the open meetings, open records law. This
law gives ratepayers and citizens strong leverage to
“keep an eye on you.” This law is the weapon of choice
for most disgruntled ratepayers.

@ Buying or selling water or sewer service on a wholesale
basis. The form of the agreement, especially the method
by which future rates and fees will be set, is critical to
success for the city or RWD and the customers.

€ Having inclining (conservation) or declining block rates
and picking a surcharge for each block for subjective
rather than objective reasons. A case can be made for
higher or lower rates for high volumes of use, but
boards/councils must do the math and stay within
reason to keep it defensible.

@ Assessing excessively high or low minimum charges.
Do the math.

@ Assessing connection or impact fees that are
excessively high or low. Building base load capacity
and peaking capacity to serve water and

Think it couldn’t happen to you? Jackson
County, Kansas Rural Water District 3 thought
so, too. But, the town of Mayetta, a wholesale
water customer of the district, took issue with
a recent rate increase and filed suit.
Fortunately, all parties eventually sought to
resolve the dispute. The author analyzed
where rates should be set. Before long
everyone was back on the same rate setting
page. Mayetta wasn’t pleased about the
resulting increase, of course. But, they
understood how it was determined and
everyone moved forward.

After an hour, the mediator returned to the meeting with a
counter-offer. The plaintiff, who was angry, had stated that
he would not leave here today without an eighteen-year
agreement and his attorney’s fees to-date of $39,000.

I recalculated the price tag and smiled this time as I told
the group, “$2.13 per month and this would end it.”

The attorney for the district agreed and said that he
thought he could talk the district’s liability insurance carrier
into paying part of those settlement costs so it should be
even less than the $2.13.

sewer customers is very expensive these
days. But to charge for it correctly,
utilities must do some complex math,
make some serious value judgments and
explain it well.

@ Increasing rates across the board to
balance the budget. It’s logical from the
utility’s point of view but at some point
it becomes unfair enough to warrant
someone filing a lawsuit.

& 620-341-2698
V| sates mezavee B
ALl msraLeron

There are many other ways that a water or
wastewater system can land in court. The
best way to prevent it, or to reduce the
damage if it does happen, is to maintain good
relations with customers and always set rates
that the city or RWD can simply, logically
and mathematically defend. Being right is a
good thing, but utilities must go way beyond
that. Earning and keeping ratepayers’ trust is
even more important. To learn more about
how to accomplish these things, the
“Ratepayer’s Survival Guide” is available for
free download at www.gettinggreatrates.com.

B&B Services

Since 1993 specializing in water control valves like: Cla-Val, Watts,
Ames, OCV. For all your valve needs, and more! With fair pricing,

6 mo. warranty, and sizeable inventory.

Over 20 years experience on rural water systems.

Services include:

Consulting, Scheduled Preventive Maintenance

and Emergency Services.

Call Rodney today for pricing, estimates, and references.

620/341-2698 cell; 620/364-8036 home.
Or e-mail bbservices@kans.com
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Private-sector companies have the option of going
out of business if they do not serve their customers
well. This process is called “creative destruction.”

Public-sector companies like water and sewer
services owned by cities and public districts are
subject to creative destruction, too, but they should
practice it with a twist. Customers don’t want to have
their services stop so public systems need to create
and recreate themselves without service interruption.

You have probably heard the analogy of building
an airplane inflight. In the private sector, landings,
even crashes, are allowed if the plane can’t be built
inflight.

But in the public sector you not only have to build
the plane inflight, you have to continuously upgrade
it to newer models, too. All the while your
passengers get steamed because you are slow
bringing their drinks. Some will even get upset
enough to sue you over it.

One of the board members who had been quiet so far,
stood up and passionately stated his position. He announced,
“I did not come here today to pay this guy anything.” More
discussion ensued before that board member walked out.
Nearly seven hours into the mediation with no real progress,
the mediator “recessed” the session. I asked both sides to
consider how they could resolve this standoff in the coming
days. Otherwise, the court date is set and the issue will be
heard there very soon.

Babco Valves

Hydrant pressure relief valves
Patricia Baburek, owner

141 S. 3rd St.
Plattsmouth, NE 68048
402-296-4155
Fax: 402-296-4082
Email: babcovalves @alltel.net
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When a city or rural water district needs
products or services,

SHOP ASSOCIATES
FIRST

Associate Members
support KRWA.

For a current directory, with contact,
e-mail addresses and Web site information
for Associate Members, check out

www.krwa.net

(under membership)
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The
“Ratepayer’s
Survival
Guide” and
related
resources, all
free
downloads, are
available at gettinggreatrates.com

e proper “llity rates oy
G i b
vy
asking the Tight Questiops

Carl Brown

Will your system be sued?

Will your district or city be sued over rates and fees?
Rates and fees must climb in response to rising costs, but
that is only the tip of the iceberg. There are many other
events playing out on the international, national and local
scenes that make people feel they have little control. If some
ratepayers do not believe they have control on the input
side, they will pursue it through legal means. However, the
chances of being sued will remain very slim if cites and
RWDs handle rate calculations and rate setting well. Do that
and almost all of the ratepayers will understand and be
generally accepting of their rates. For those who are not so

Let such a case go to trial and there will
be one big loser, one even bigger loser
- and no winners.

trusting of a utility’s good intentions

s.
F:‘eoe.t_e 7 ;Z;e S UPPORT ASSOCl ATE for them, a good analysis is a good
defense.
M EMBERS Finally, if your utility is sued, look

into mediation. Let such a case go to
trial and there will be one big loser, one
even bigger loser — and no winners.

Carl Brown is President of
Carl Brown Consulting,
LLC, specializing in water,
sewer and storm water
system rate analysis, asset
management and training
nationwide; and
GettingGreatRates.com,
home of many rate setting
tools. Contact: (573) 619-3411; E-mail
carl@carlbrownconsulting.com or at
http://carlbrownconsulting.com/.
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SUED!

By Carl Brown

the “moments” that lead up to a lawsuit over water issues usually take years. Yet, those lawsuits still surprise us. Amazing!

It has often been said that for a two-car accident to happen, both drivers had to lose focus for the same moment. Unlike car crashes,

Ten years ago a water district purchased its water from “Anytown.” (This story is based upon actual events that have been fictionalized
to protect the litigants.) A group in that region decided to look into forming a wholesale supply system to bolster water supplies. The

district and Anytown participated. The wholesale system was finally formed a
few years ago. The district joined. Anytown did not.

The district switched to buying most of its water from the wholesale system.
Anytown then sued the district for breach of contract. You are probably think-
ing, “The district broke the agreement. It deserved to be sued.” Maybe, but there
is a twist.

The written agreement nowhere mentioned any commitment to buy. The agree-
ment only covered how water was to be priced if it was sold. But the judge ruled
that the district must continue past practices, too. That included purchasing sub-
stantial volumes from Anytown; their historical practice. Then he sent everyone
away with instructions to work it out.
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Being sued sucks! Wallow in it
today if you must, then get over it.
Your job as a decision-maker or
manager of the system is not to cry

over the awfulness of being sued. It
is to find the best way through this
new landscape for the benefit of
your ratepayers.




This story has three main points:

1. You can’t always predict outcomes, even if the “rules of the
game” are written out in plain English.

2. If you want to continue functioning after the “bad” thing hap-
pens, you need to avoid the pity party, reassess and find a good
way forward.

3. Your ratepayers judge everything by how it affects their serv-
ice and rates. You should make decisions, even legal ones, on that
same basis.

Back to the story,
there was another
twist. Before the law-
suit popped onto the
district’s radar screen
it had committed, in
writing, to purchase
the majority of its
water from  the
wholesale  system.
Some of the district’s
water purchases were
now double-commit-
ted.

You should be wondering:

* Why did Anytown not insist on
rewriting the agreement to include a
required purchase volume once it
was clear competition was coming
in? Scratch that. Why wasn't it in
there in the first place?

* Why did the district not have a
discussion with Anytown about its
intent to jump ship before doing it?

* Most important, are there
landmines in my system’s contracts
and practices?

Point number 1 is history. It’s time to move on to points 2 and 3.
With the encouragement of their attorneys, the district and
Anytown entered into legal mediation to resolve the dispute and
write a new supply agreement.

To weigh settlement options subjectively each party needed to
analyze the rate effects of each proposal. That was accomplished
with analyses for both systems that projected their finances, rates
and more, importantly including payments to be made by the dis-
trict to Anytown. Another model linked these analyses together.
Table 1 (shown on page 52), a depiction of the money part of the
final settlement, includes elements of that model.

Anytown put together a proposal that would have
had the district pay a total of $4.3 million through
2025. (For reference, the annual budgets of the dis-
trict and the water system of Anytown were about
$750,000 and $300,000, respectively.) Annual settle-
ment payments would be locked in whether the dis-
trict purchased water or not. But if the district did
purchase water, Anytown would credit those pur-
chases against the settlement payments. After all,
water sales were what Anytown wanted.

The district’s offer was, understandably, lower than
Anytown’s offer. It also placed more dollars on
water sales. While different attorneys represented
each side, one rate analyst, selected by both parties,
prepared the analyses and settlement proposals for
both parties and interpreted the effects of each for
everyone. Awkward? No.

424%S. Minnesota
Suite B

St. Peter, MN 56082
(507) 931-0930

One of the best ways to resolve a contentious dispute
is for the parties to first agree upon who will help

them resolve it. That approach helps to break down the “us ver-
sus them” divide. Using one analyst also produces “apples to

apples”  compar-
isons immediately,
saving money and
time. When parties
can agree upon who
will help them and
how to examine the
issues, they are half
way to resolution.

The alternative is
for everyone to hire
more of their own
experts to help them
fight the war more
vigorously.  That
strategy can work
fine if the demise of
your adversary
(bankruptcy for the
drunk driver who
sideswiped  your
car) will not degrade
your own future. In
this case, the suc-
cess of Anytown
and the district were
linked; they were a
team but just didn’t
know it. Team mates
must communicate

The analyst discovered that over the
first 10 years of the water supply
agreement Anytown lost $155,000
because it (unknowingly) charged the
district less than the contract
allowed. (The losses have since
grown by another $320,000.) The
statute of limitations has run out on
the first 10 years so Anytown cannot
recover those losses. Had Anytown
hired a rate setting specialist
perhaps three times over those years
for perhaps $5,000 each time, results
would have been different, including:

* Anytown would not have under
charged the district.

eIt would have kept in-town user
rates in shape.

It would have guarded against los-
ing its major revenue source — the
district.

Through 2025, by not investing
$15,000 over the years, Anytown will
end up losing at least $1 million.

As for the district, it will now have to
pay for one-third of its water twice,
spending $1 million or more extra for
lack of a few timely analyses.

and cooperate. The best time to start that is from the beginning.
The next best time is from a new beginning.

continued on page 52

Designing Projects | Building Trust www.bannerassociates.com

Water and Wastewater Planning and Feasibility Studies | Water

and Wastewater Treatment Facilities | Water Distribution Pipeline

0

Network Analysis | Water Rate Studies | Wells and Water Supply

Water Storage Systems | Control and Telemetry Systems | Wastewater

>
S

119 Second Avenue SW
Suite 5

Pipestone, MN 56164
(507) 562-2957

Suite 102

(605) 977-6342

2307 W. 57th Street

Sioux Falls, SD 57108

Collection Systems and Lift Stations | Operator Training and Assistance

Construction Administration | GIS Services | Surveying

PLANNING AND DEVELOPMENT

. WATER RESOURCES

409 22nd Avenue S.
PO Box 298
Brookings, SD 57006
(605) 692-6342

BANNER

Engineering | Architecture | Surveying
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continued from page 51

Table 1
Summarized Settlement
Year Starting Year Starting Year Starting Year Starting Year Starting

1/1/10 1/1/11 1/1/15 1/1/20 1/1/25
District
Unit Charges $28,123 $85,189 $121,779 $141,175 $163,661
Minimum Charges $0 $10,102 $11,370 $13,181 $15,280
Annual Lawsuit Payout $0 $96,212 $14,102 $16,348 $18,951
Total Payouts $28,123 $191,503 $147,250 $170,704 $197,892
5,000 Gallon/Month User Bill $74.70 $92.55 $104.17 $120.76 $139.99
City
Cumulative Payouts to City $28,123 $219,626 $783,391 $1,688,617  $2,522,095
5,000 Gallon/Month User Bill $39.93 $42.70 $48.06 $55.71 $64.59

What effect did the final settlement have?

Two...point...five...million...dollars! Ratepayers hate such numbers. But, well over half this amount was going to be spent for water
purchases anyway so the real payout will be closer to $1 million by 2025.

One...million...dollars! That is still scary to 900 ratepayers. The value of Point 3, figuring the rate effects, is inescapable. Ratepayers
needed to see the effects in terms that meant something to them — their water bills.

The bills for 5,000 gallon/month users, for example, are shown in Table 1. In the district this customer’s bill needed to rise by 24 per-
cent initially. (In fairness, the district’s then-current rates were too low by 10 percent before the settlement.) In-town the 5,000 gallon
customer’s bill went up by seven percent.

Viewed in the millions, settlement seemed like a no-go. Viewed on a rate basis, the outcome is not so scary. Still, this never should have
happened.

By now you should have concluded at least three things:

1. I must make sure that such a bad thing never happens to us. That means I need to maintain good communication and cooperation
with our customers and partners.

2. If something bad does happen, I need to move to resolve it quickly and humane-
ly, using negotiation or mediation if possible. I should sue only as a last resort PITTSBURG

because partners get hacked off when they get sued. Then they don’t play nice. TANK & TOWER
3. I need to consider the rate effects of any solution we examine. I’'m not paying MAINTENANCE CO, INC.

the bills; the ratepayers are.

SAVE!
We have a crew in

Has this story revealed that a big, black Lincoln Continental is bearing down on
you right now? Then wake up and take evasive action!

1
Carl Brown is President of Carl Brown Consulting, LLC, specializing in water, sewer and YOUR AREA'
other utility rate analysis; and GettingGreatRates.com, home of many rate setting tools. Inspections Repair New & Used Tanks
Mr. Brown serves as the rate analyst in such disputes. Contact: (573) 619-3411; Wet Clean Relocation Elevated
carl@carlbrownconsulting.com Dry Paint Erection Underground

ROV Insulation Dismantles  Ground Storage
(Robotic)
ROV inspections can be viewed on
TV console during inspection & DVD
provided. All inspections include bound
reports, recommendations and cost

http://www.gettinggreatrates.com estimates.

www.watertank.com
270-826-9000 Ext. 253
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BRIDGING THE FINANCING GAP

Sometimes projects need a boost when trying to cross over
from concept to reality. AE2S Nexus helps bridge that gap.
We focus on creating solid plans, aggressively pursuing
funding options, and assisting you with implementation to
make sure your project is on solid ground.

B seRvices

e Utility Rate Analysis

e Funding/Financing

e Project Development and Administration
*  Economic Development

*  Asset Management

=NEXUS

The Financial Link

A Division of AE2S (Advanced Engineering and Environmental Services, Inc.)
Registered Financial Advisor www.AE2SNexus.com

HIl E-Dry Store Dehumidifiers

Compare And Let Savings Begin another Other Guy company

Low Unit Cost Low installation Cost Low Operating Cost
Reduce water damage to your equipment in your pump-house and water plant.

|deal replacement for large desiccant gas fired units.
Ask for cost comparison. You will be surprised.
HI E-Dry Mod. 100 treats 15,000 cubic ft. Aprox 40 x 40 x 8 ft.
HI E-Dry Mod. 195 treats 35,000 cubic ft. Aprox 65 x 65 x 8 ft.

Replacement filters Mod. 100 (16” x 20” x 2”) Mod. 195 ( 16” x 16” x 2”) (2 per unit)

In Minnesota contact: John Szymanski 800-253-7235

See and learn from Carl Brown, author Fargo Water Equipment Company
of the Sued! article, at MRWA's training lljox 121§ID <5107
. . - argo,

session: “Water and Sewer Rate Setting” Phone: 800-437-4034 Fax: 701-237-9609  FARGO WATER EUIPENT
on October 13, 2011 in St. Cloud. You E-mail: kurt@fgoh20.com
can pre-register your SpOt now by calling Jack Hendrickson, Dean Eilertson, Kurt Losee, Tom Humphrey
MRWA'’s Ofﬁce at: 800-367-6792 or online Services/Products: A.Y. McDonald brass goods, Watts pressure reduc-
at: (u se the training ing valves and control valves, American Flow Control hydrants and

. . . valves, PVC pipe and fittings, Sensus water meters and systems, poly
Calendar). Don’t miss it! pressure pipe with TDW fusion equipment, HDPE dual wall pipe, GIL

flush hydrants. Area served: Minnesota and North Dakota
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Editor’s Note: These issues are complex and not amenable to explanation in just a few words. Readers are urged to contact the author

about specific issues of concern.

Lawsuits are awful, and a learning opportunity. They teach us
that risk is real.

We open the door to risk by taking an action, or by taking no
action. From zygote to grave, risk follows us like a shadow.

But you need not be morbid about it. Risk is manageable.
Consider the following measures to reduce your risks of being
sued, having supply agreements collapse or just plain making

“Beer is proof God loves us and
he wants us to be happy.”
— Benjamin Franklin

“Lawsuits are proof that our fellow
man thinks we took something,
and he wants it back.”

your utility ratepayers mad. — Carl Brown

Insurance
Liability insurance for managers and decision-makers does not reduce risk. However, it will turn unknown risks into a known cost — an
insurance premium. There is value in knowing. Get insured and stay insured.

Rate Analysts

Like insurance, by hiring a good rate analyst you can turn unknown risks into a known fee. Use the ana-
lyst periodically to get your rates on track. Then do incremental rate increases on your own during the
intervening years. This will give you the best blend of low cost, spot-on rates and low risk.

Cheap Rates

You should charge rates that are so cheap that all your customers will love them. Of course, that
will never happen, but get as close as you prudently can. Be diligent in wringing all unnecessary
costs from the system’s operations. This will make lower rates possible.

Continued on page 54

Field Service Technicians
Trained in All Brands

Trained Application
& Technical Specialists

Experts in Flow, Pressure, Level,
Temperature & Analytical Measurements

Valves &
Valve Automation

Instrumentation , €
Products :

Large Specialty
Product Inventory

/ Process'Actuation |

» ®
Limitorque® . FOXBORO
Brands including Val-matic, Limitorque, Blue Ribbon Authorized

Service Provider

Foxboro, Ashcroft, J&S and more!

Quality Products

Repair Certification

Quality Service

763.383.4700

www.swanflo.com

ésmnnson FLO-SYSTEMNS CO.
Innovative Process Control Solutions

@worleymidwes’r

a division of SWANSON FLO-SYSTEMS CO.
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continued from page 53

You can be cheap but if no one sees it, it will buy you nothing. You
must clearly, consistently and frequently inform your ratepayers
about the great and economical job you are doing. Make such
“bragging” a part of your job if you want to keep your ratepayers
informed and mollified — the best you can hope for.

Be Nice

People get angry and some sue because they feel cheated, ignored
or put down. Utilities are in the service business. First order of
business: be “Nice” t0 i == == m o= o= o= o - -
your customers. Second: : Not being nice will make 1!
conduct the ratepayers’ | them want to sue. Not |
business as openly and y paing open will give them 1
transparently as possible. | I
Laws don’t require “nice” ! grounds. 1
but they do require open- B
ness. Like any good relationship, you must regularly make
deposits in the customers’ “feel good bank” so that someday,
when you need to make a withdrawal, reserves will be there.
Confused? See “Men are From Mars, Women are From Venus.”

EDUs
The idea behind “equivalent dwelling units,” “equivalent residen-
tial units” and “multiple minimum charges” is sound. Some utili-
ty customers can demand more service, volume or peaky flows
than the average home. They should pay for those exceptional
services. Think manufacturing plants, food processors, football
stadiums and large apartment complexes. Unfortunately, EDUs
are risky because they are a blunt
instrument.

99 ¢

Fortunately, there is a good
alternative, usually called
“capacity” charges or fees.
Capacity fees based upon water
meter size or sewer service line
size are superior to using the
average home as the benchmark.
The meter does not care what or who
is downstream. It just measures water
and passes it along. Big meters can pass
more water than small meters. That flow
potential is a big driver of system construction costs.

That said; most systems can ignore this issue. If your system has
few large or peaky customers, you will raise almost no extra rev-
enue from capacity charges so just assess regular minimum and
unit charges.

Development Fees

Development fees are cousins to EDUs. The difference being,
they are paid in one lump sum when new customers are hooked
up. As with EDUs, if your system is growing slowly and no cus-
tomers significantly larger than average are hooking up, do not
even bother with development fees. When growth is slow, system
development costs are stretched out over a long time. Thus, exist-
ing customers, and time, will use up and wear out the system
faster than growth will consume its capacity. Your capital
improvement program will focus on replacing old, worn out facil-
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ities and not on building capacity to serve new customers. If you
do assess capacity fees, do it smartly.

Conservation Rates
Conservation is a good thing. But be honest. Conservation rates
are usually more about collecting extra revenue than they are
about saving water. That’s not entirely a bad thing. Just make sure
those rates are
rational, justifiable
and not overly
harmful to some of
your customers.
By their nature
conservation rates
tend to collect the
highest marginal
fees from those
who use the most
water, who coinci-
dentally tend to
have the most
money with which
to pay you, or to
pay an attorney to
sue you.

Get proper utility rates by
asking the right questions

Even if a plaintiff
doesn’t win you
will end up paying

| The “Ratepayer’s Survival 1

; Guide” and many other free '
large sums of : ) ) I
money and spend- | rate sgttlng tools are available :
ing many hours j at gettinggreatrates.com/. "
defending your- &e = = s e e e 4

self. A little extra revenue or a little water savings is just not
worth lots of risk.

Wholesale Supply and Other Special Agreements

Discord between parties to an agreement is SO common it seems
inevitable. Such agreements are a common source of lawsuits, too.
Before launching (or re-launching) into special agreements, invest
in an attorney and a rate analyst who know the vagaries of such
agreements. Being set up well in the beginning is the key to suc-
cess. Don’t think of such an agreement as a contract for selling a
commodity and making money. Think of it as the template for a
productive partnership because both parties need to win.

In summary, rate setting is risky business. But you can manage
that risk with good insurance, good legal and rate setting advise-
ment and smart business practices. The reward for your good
work? Ratepayers will pay little attention to you. To paraphrase
Martha Stewart, “That’s a pretty good thing.”

Carl Brown is President of Carl Brown
Consulting, LLC, specializing in water, sewer
and storm water system rate analysis and asset
management as well as training nationwide; and
GettingGreatRates.com, home of many rate set-
ting tools. Contact: (573) 619-3411;
carl@carlbrownconsulting.com




By Carl Brown, President, GettingGreatRates.com

hen setting rates, one of

the key assumptions

that must be made
concerns what a “fixed” cost is.
Fixed costs are those that don’t
change, right? Wrong!

This article is going to explode
some myths, but don’t take it
personally. The author’s intent is
to educate, not castigate.

Some costs change gradually. Some

change rapidly or erratically. But all of

them change. Thus, in rate setting you
shouldn’t think in terms of a cost’s
tendency to go up or down. Use the
following benchmarks instead.

“Fixed” costs (badly named) are
those that are related to the fact that
someone is a customer. “Variable”
costs, then, are related to the volume
of the commodity. It’s that simple,
kind of.

Bill fixed costs to customers;
bill variable costs to the
commodity.

Consider this fixed cost — the

postage stamp. The price of a stamp is

not fixed. It changes. However, every
bill — whether high or low, takes one
postage stamp — except for the bill for
that complex customer that takes 20
pages to detail. That one takes more
stamps — just a reminder that “fixed”
costs are not fixed. Everyone’s

minimum charge should cover the cost

of their stamp or stamps, plus their
other customer-related costs.
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Fair, adequate and appropriately
simple or complex utility rates:
“great rates.” These are built
upon good mathematics, good
assumptions and what some call
“salesmanship.”

Progressing upstream from the
stamp, every minimum charge should
cover the cost of the postcard or
invoice and envelope used to convey
the bill to the customer, the printer that
printed the invoice, the computer and
billing program that calculated the
invoice, the time the clerk used to
operate the program, and so on.

If a service costs the utility money,
the utility should recover that cost
from those who use that service if

that makes good business and
community administration sense.

- From “How to Get Great Rates”

That seems clear enough. Now it
gets a little fuzzy.

The clerk, the billing program,
computer, printer, paper and such must
be housed somewhere. That space
costs money. Thus, one customer’s
share of that space should be billed in
the minimum charge. That is, a
proportionate share of the mortgage or
rent for the building that staff and its
tools are housed in, including the heat,
air conditioning, electricity and upkeep

July 2012

needed for that space — and so on. If it
is related to billing it needs to go into
the minimum charge.

Stamp: Fixed cost

Electricity: Variable cost, mostly

Debt service: Mixed and
situation-specific

Now it gets fuzzier. This is where
most folks get mixed up. What about
staff time? Are these costs fixed or
variable?

Most people think about staff costs
like this: “Even if we sold no water we
would still have to pay staff.” True in
the short term, but remember,
your core business is providing
water, not being able to provide
water. Thus, most staff costs are
variable.

Most, but not all staff costs are
variable. As discussed
previously, billing and general
administration staff time is a
fixed cost. Early in the design
life of a system, when flow is far
below its design capacity but staffing
is not, you would be justified in calling
a high percentage of operations staff
time a fixed cost, too. As the service
area gets built out and use increases,
the operations staff time would shift
more to the variable cost side.

Fixed costs are easier to understand
when compared to variable costs.
Consider this example: the electricity
it takes to draw water, treat it and
pump it to your customers.



As more water is produced, more
electricity is used. Thus, electricity is
mainly related to the commodity, not
the customer. Of course, the power
company may charge less per kWh for
high volumes of electricity or off-peak
electric use. And maybe five percent
of your electricity will be used for

“Fairness” is subjective, but
good math can make rate
setting more objective and

defensible.

security lighting around the well, plant
and towers. Such complications
muddy the assignment of utility costs.
However, if the system pumps a
million gallons of water, the electrical
costs will be on a fairly level unit cost
basis. Customers should pay for the
lion’s share of electric costs as a unit
charge.

As this example shows, most costs
are a mix of fixed and variable. To
figure out how to categorize costs, ask

If a cost amounts to less than
five percent or so of your
total cost stream, don’t fret
excessively about how to
classify it. You can call it 25
percent fixed or 50 percent
fixed and it will make little
difference in most customers’
bills. That said, be consistent
in how you classify costs.

this question about each one: “What is
this cost related to?” Customer-related
parts of costs should go on the
minimum charge. Commodity-related
parts of costs should go on the unit
charge. New customer connection
costs should go on the connection fee.
Bill collection fees for those who don’t
pay on time should be recovered
through the late payment penalty fee
or the deposit. And so on.

Consideration of capacity costs,
primarily debt service, makes rate
setting very fuzzy indeed. How should
you charge off this cost?

A popular myth is that debt service
doesn’t change. Therefore, this cost
should be shared equally by all
customers in their minimum charges.
Perhaps equal sharing would be
appropriate, but not for this reason.

Capacity cost theory is complex.
Actually calculating how to divvy
these costs up is even more complex.
But this example will illustrate several
situations you might encounter.

A water system in arid Arizona is
designed, debt funded and built to
satisfy the actual flow plus the
potential flow of one customer — a 500
acre sod farm. This situation is easy —
put all the debt service on the
minimum charge.

But wait. There is a one bedroom
house next to the sod farm. Should we
divide the debt service by two and
assess each customer half of the debt
on their minimum charge? The sod
farmer would like that; the little house
owner wouldn’t. Probably 99.9 percent
of the design capacity of the system
was for the sod farm and just 0.1
percent for the house. Thus, in
fairness, the sod farm should pay 99.9
percent of the debt service, probably
by way of the minimum charge and the
house should pay the balance. There
are even fairer ways to split this cost
but they simply cannot be explained in
just a few words.

Shortcut: If the system serves
mostly residential and a few
light commercial customers,
making use and potential
demand fairly uniform
among the customers, just
divvy debt service up equally
between all the customers
and put it on the minimum
charge.
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In the case of one house and one sod
farm, the debt service load should fall
heavily on the sod farm. Over time the
service area may include 100 houses or
1,000 houses. With this shift in the
user base the debt service should be
shifted proportionately from the sod
farm to the new users.

As you can see, how capacity costs
are shared should be based upon the
nature of the user base and the
weighting will change over time. Your
goal should be to figure out what part
of the system’s capacity costs were
incurred just to provide every
customer with a base volume of flow.
That part should go on everyone’s
minimum charge. The rest should be
billed in some combination of
surcharges to the minimums of high
flow capacity customers, connection or
impact fees or unit charges. This is

Raise rates every year, at
least a little bit, unless the cost
of owning and operating the
system goes down for two or
three years - which is not
likely to happen.

complex so you should get help from a
rate specialist.

Having made a big deal about
properly assessing fixed, variable and
capacity costs, during most years you
can forget it all. During most years,
most water systems should simply
estimate what their total costs will be
in the coming year (budgeting) and
increase all rates and fees by the
percentage that next year’s costs will
exceed this year’s costs. This is a
simple inflation factor. With each

Want to learn more? Then visit gettinggreatrates.com/
and check out the rate setting guide, articles, book and
rate calculation program called SimpleRates®©.

inflationary increase, rates and fees
will become less fair. To periodically
fix that problem you can hire outside
help from organizations or a rate
setting specialist to get your rates back
on track.

Using these strategies you will enjoy
rates that are very fair right after a rate
analysis, fair enough during the early
inflationary increase years, always
adequate to pay all costs and maintain
prudent reserves, and as inexpensive
and simple as possible to achieve.

This sounds complicated. Some of it
is. But the part you need to do is pretty
straightforward. Do it well and you
will get great rates.

Carl Brown is President
of Carl Brown Consulting,
LLC, specializing in
water, sewer and storm
water system rate analysis
and asset management

as well as training
nationwide; and
GettingGreatRates.com, home of many rate
setting tools. Contact: (573) 619-3411;
carl@carlbrownconsulting.com
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By Carl Brown, President, GettingGreatRates.com

aying obligations in water (or
P sewer service, or natural gas or
whatever it is that you sell) — is
just the old barter system, right? Yes.
But it is so much more. It will save or
make your utility a lot of money, if
done right.
When should you pay in water?

@ When the city or system is sued
and loses. Or, settlement is made
out of court because that will cost
less in attorney’s fees, other costs
and “hassle factor.”

@ When purchasing an expensive
product or service locally.

@ To pay a developer to build
oversized lines and a pump station
that will serve the development’s
needs plus the needs of future
development in that area. Thus, the
system will be able to sell that
capacity at a profit while saving
future developers money.

NoTE:

The author is not an advocate
for making special “deals.” They
complicate rates and they cause
most systems to lose money.
However, sometimes that is the
best course of action so when
you do it, you should do it right.
That is the focus of this article.
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@ When the system over-charged a
customer or otherwise owes a big
refund or payment.

@ When the XYZ Corporation wants
to set up shop in the system’s
service area and employ lots of
local people if the company can
just get free or cheap utility
service.

Why not just stick with the tried and
true, “Just write them a check”
strategy? When the payout is small,
that’s exactly what you should do. But
when the payout is big, giving free or
cheap water can save the system money
or make a profit. How can you pull this
oftf?

Consider the example in Table 1.
This is a simplified presentation of an
actual lawsuit situation, with details
changed to protect the litigants. A water
customer of Wagon Trail City, let’s call
him “Mr. Gold Digger,” sued the city
for overcharging him. Mr. Digger had a
solid case so the city settled out of
court. Through shrewd negotiation Mr.
Digger got the city to pay him $50,000.
The city convinced Mr. Digger to take
that payment in the form of free water,
charged at his regular unit rate. Table 1
shows how the average and marginal
costs of production are calculated. The
difference between the two types of
costs determines the system’s cost
savings rate from paying in water.

The table shows the amount of each
operating cost item as well as the part
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of each cost that is considered fixed.
Fixed costs are rarely related to the
marginal cost of production. Therefore,
these costs should be paid by customers
in the minimum charge and not be
considered in the marginal cost
calculation.

After deducting the fixed costs (and
disregarding a few others), variable
costs remain. These go into the
calculation of the average and marginal
costs to produce water. Only part of the
variable costs can reasonably be
considered marginal costs.

As you can see in the table, in the
column with the heading “Marginal
Cost to Produce Percentage,” the item
called “Water Purchased” is considered

Average cost to produce:

The sum of all costs required
to provide the total volume of
service, divided by the total
number of units of service
provided.

Marginal cost to produce:
The sum of all costs required
to provide marginally more
units of service, divided by
the total number of units of
service provided.



Wagon Trail Water System Operating Costs
Marginal

% of This Cost to Marginal

Cost That Variable Produce Cost to

tem Cost is Fixed Fixed Cost Cost  Percentage Produce
Administration Salaries, Benefits, etc. $15,720 100% $15,720 $0 0% $0
Maintenance Salaries, Benefits, etc. $70,123 33% $23,141 $46,983 0% $0
Water Purchased $3,336 0% $0 $3,336 100% $3,336

Chemicals $14,850 0% $0 $14,850 100% $14,850

Plant Maintenance-Supplies $52,896 0% $0 $52,896 10% $5,290
Insurance & Bonds $11,067 100% $11,067 $0 0% $0

Electric for Pumping Water $18,206 0% $0 $18,206 100% $18,206
Telephone & Cell Phones $3,084 50% $1,542 $1,542 0% $0
Annual Payment to Replacement Fund $82,763 0% $0 $82,763 0% $0
Loan Payment $79,216 75% $59,412 $19,804 0% $0

Grand Total All Costs $351,261 $110,881 $240,380 $41,682

Per User and Per Unit Costs ,

Awerage Marginal

Cost to Cost to

Fixed Produce/ Produce/

Volume Used Cost/User/ 1,000 1,000

Number of Users on the System in Thousands Month Gallons Gallons
550 30,000 $16.80 $8.01 $1.39

to be a 100 percent marginal cost. That
is because when the city pays its
wholesale water supplier, it will have to
pay just as much for water the city will
give away as it will for water it will
sell. If, however, the city produced its
own water, some of the production
costs may not be marginal costs.

“Chemicals” and “Electric for
Pumping Water” costs are also directly
linked to the volume produced.
However, the item called “Plant
Maintenance-Supplies” is estimated as
a ten percent marginal cost item. That
means that to produce the give-away
water the city will incur a small unit
cost for this item.

Notice the item called, “Maintenance
Salaries, Benefits, etc.” This is the cost
of operations staff; it is a large, variable
cost for the city. But none of this cost is
considered to be a marginal cost in this
case. That is because the marginal
volume to be produced and given away
is small enough that the operations staff
will not have to do any extra work to
produce the extra volume.

It should be clear that different
systems have different types and levels
of marginal costs. Even the same

system’s marginal costs change with
time and production level so it is a
moving target.

Back to the calculations. The
marginal cost per 1,000 gallons is
calculated by totaling the amounts in
the right-most column of the table and
then dividing that by the total billable
units of volume used for the year. The
marginal cost for Wagon Trail City is
$1.39 per 1,000 gallons as compared to
an average cost to produce of $8.01. In
other words, the marginal cost is only
seventeen percent as much as the
average cost. This cost difference is a
big cost savings or even a profit
opportunity for the city.

The last step is to calculate the out-
of-pocket cost to the city, and to its
ratepayers, for giving Mr. Digger
$50,000 worth of water for free. That is
shown in Table 2.

If the settlement was paid out in cash
and all users’ rates had to go up for one
year to cover that cost, the unit charge
would have to increase by $2.10 per
1,000 gallons. That would make lots of
customers angry.

However, by paying the settlement in
free water at a marginal cost rate of
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$1.39 per 1,000 gallons, user rates
would only have to increase by $0.36
per 1,000 gallons. By paying with
water, the system will save $41,330 of
the $50,000 settlement. That’s a huge
savings!

Unless Mr. Digger is a large water
user, he cannot use 6,240,000 gallons of
water in one year. Therefore, this
payout will probably stretch out over
several years. If, for example, it took
five years to use this volume, the unit
charge hit would go down to about
$0.07 per 1,000 gallons. Even if Mr.
Digger could use six million gallons of
water in one year, the city still may
want to stretch out the free water
settlement for five years just to reduce
the price increase to the system’s users
or the hit to the system’s reserves if
rates are not increased.

Now, let’s consider a different
situation where you can use the same
strategy to make a profit. The XYZ
Corporation will move to town if it can
buy water at a steep discount. If XYZ’s
hotshot negotiator talked the city into a
$2.00 per 1,000 gallons unit charge the
company would save $6.01 per 1,000
gallons on a retail cost basis. The
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Pay them in water

negotiator would
probably get a big
bonus from XYZ
and the company

Table 2

Cash Outlay for
Water Given in Settlement

would consider it a
big coup to move to
your town. If the
timeframe of the deal
was short enough
and the company’s
water use was low
enough, the city
would still make a
profit of $0.61 per
1,000 gallons on a
marginal cost basis
($2.00/1,000 rate
minus $1.39/1,000
marginal cost). And,
the other ratepayers
would not be

Awerage Cost to Produce/1,000 Gallons $8.01
Volume, in Thousands, This Amount Will Buy
$50,000 / $8.01 6,240
Marginal Cost to Produce/1,000 Gallons $1.39
Total Cost of Water at Marginal Cost to Produce
6,240 Units * $1.39  $8,670

Unit Charge Increase Needed if Settlement is Paid

$50,000 / (30,000 - 6,240 Units)”  $2.10

Unit Charge Increase Needed if Settlement is Paid

$8,670 / (30,000 - 6,240 Units)”

Settlement Amount $50,000

in Cash

in Free Water
$0.36

impacted because the
costs of providing
service to XYZ would all be covered by
the $2.00 unit charge the company
would pay. Everyone wins!

Now that you have seen how easy it is
to make or save money by giving away
free or cheap water, you are probably
thinking, “OK, what’s the ‘catch?’”

Actually, there are several “catches”
and some could haunt you if you are not
careful:

@ Any time you are presented with the
opportunity to pay out a substantial
settlement or debt with free water,
or sell at a discount, there are legal
implications. You need a good
water law attorney to advise you.
Legal fees add to the marginal costs
of doing the deal so at some fee
level; there just is not enough
money to be made or saved.

@ The financial calculations will be
more complex than were illustrated
here so you need a good rate
analyst. If you are not a rate analyst,
get one. An analyst’s fees have the
same effect as legal fees.

@ Giving away free or cheap water is
a slippery slope. Do it once without
clear and hard policy limits on the
practice and lots of others will line
up for an even better deal. Should
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you go one step further and sell
water below the marginal cost to
produce? Doing so might be
warranted (economic development,
increase taxable property) but the
payback better be substantial,
measurable and sure.

@ If your system purchases water and
the cost of that water is relatively
high, the marginal cost will be
relatively high, too. That will
markedly reduce your savings
potential when giving free or cheap
water. The same is true for all other
costs that are directly linked to
production.

@ If your system has plenty of
capacity to produce and distribute
free water you can safely do so at a
cost basis above the marginal cost
to produce. However, if during the
time you will give away water you
will have to build extra capacity, the
math will change completely. Span
this event and you could end up
losing serious money if the
marginal costs jump up more than
the price you settled upon.

@ If a settlement that includes free
water will go on for several years,
inflation will also be a factor.
Inflated costs will eat into the initial
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savings or profit margin. If cost
increases are great enough and the
free water deal stretches out long
enough, it would actually be
cheaper to pay the settlement in
cash on the front end unless you
have a cost basis adjustment factor
built into the deal. Therefore, your
cost calculations need to look
forward, not backwards.

@ If you are facing a lawsuit you will
incur legal and other costs as a
result, regardless of how the issue is
resolved. Those costs will be a
blend of fixed, variable and
marginal costs. Therefore, you will
need to add these costs into your
cost mix to calculate the average
and marginal costs before arriving
at a settlement amount. Otherwise,
you could end up giving away more
than you intend.

Paying in water can be complex and
risky. But it is well worth looking into
because it can make or save tens of
thousands of dollars for small systems
and hundreds of thousands for large
utilities. It is also likely that your other
customers would prefer you pay
someone off with free water rather than
write them a big check.

Within the next five years — maybe
next month, your city or water system
will probably face a Mr. Digger or
XYZ Corporation situation. If the dollar
amount is small, just “pay the man” and
be done with it. But if the amount is
large enough and the conditions are
right, you could pay with water, give
the other party what they want and pass
big savings or even a profit onto your
ratepayers. Wouldn’t that be a nice
change of pace?

Carl Brown is President
of Carl Brown Consulting,
LLC, specializing in
water, sewer and storm
water system rate analysis
and asset management as
well as training
nationwide; and
GettingGreatRates.com,
home of many rate setting tools.

Contact: (573) 619-3411;
carl@carlbrownconsulting.com
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Quick and Easy Water

and Sewer Rates

A Slightly “Tongue-in-Cheek”
Look at a Serious Problem

By Carl Brown, President. GettingGreatRates.com

n many things, quick and easy is
good. When it comes to your water
and sewer rates, will quick and easy
be good enough? Consider:

¢ Isit good enough to take your
annual operating costs, divide by
the number of customers you have
and divide by the number of bills
you send out in a year, then charge
every customer that? Sometimes.

e Isit good enough to separate costs
into fixed and variable categories,
assess a minimum charge to cover
the fixed costs and assess a unit
charge to cover the variable costs?
Sometimes.

e Isit good enough to tabulate all
current costs; project costs into
the future to operate the system,
replace equipment, do capital
improvements, pay debt and build
reserves; project growth in the
customer base and consider risks
on the horizon; then calculate rates
that will satisfy all these needs and
divvy up the costs fairly? Sure. But
do you really need to do this?

Deciding what is good enough depends
on the size of your system; how big a
“deal” everyone thinks it is to have fair
and adequate rates; whether you are
going down the financial tubes right
now or you still have some reserves to
work with; whether THE ELECTION is
coming up in a few months or it was six

months ago, and lots of other variables.
Larry the Cable Guy’s advice may just be
your ticket to the right rates, quick and
easy do-it-yourself affairs. It certainly has
made millions for Larry. But, until you do
some thinking about your situation, you
just will not know if “Git ur dun” will get
the job done right.

Rates described in Option 1 above,
commonly called “flat rates,” work just
fine in very small systems where use is
very uniform. This is especially true for
very small, one-subdivision residential
sewer systems. In such situations almost
every household puts about the same
amount of wastewater down the drain.
What is in that wastewater is pretty stan-
dard, too. Flat rates require no metering.
The bill is known to all customers. Rate
calculation and budgeting are quick and
easy. These are all nice benefits for a
system that probably has no full-time
employees and might even have NO
employees at all, just Larry volunteering
to help out.

Option 1 above seldom works well for
water systems, though very small systems
can sometimes get by with such rates.

Option 1 never works well for large
systems and those that have a wide vari-
ance in use by different customers. It’s
just not fair to charge a car wash the same
monthly water bill as the “little old lady,

Continued on page 8
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There are even simple Continied from page 7

widowed, retired, living alone on Social
Security.” Their use and ability to pay is

programs available that will totally different,

do the calculating for you,

Option 1 rates require only a butcher
knife sort of calculation. Option 2 rates
require more of a paring knife approach.
These rates include a unit charge that is
based upon flow for each customer. Such
a rate structure works better than Option
1 in the case of the town with the car
wash and some“little old ladies...”

making it quick and easy.

The basic parts of Option 2 rates are not
that hard to calculate. There are even
simple programs available that will do
the calculating for you, making it quick
and easy. This level of complexity is still
in the “Git ur dun” category and this is
where most water and sewer systems in
the U.S. fall. You still need to consider

equipment replacement, capital
improvements, payments to build
reserves and such, but most town and
district clerks and managers can handle
a paring knife just fine.

Option 3 calculations require a scalpel.
This level of analysis can model any type
of rate structure and prepare you to face
any situation. The calculations needed
to do this are most appropriately called
“comprehensive rate analysis” but most
people just call this a“rate study.” Unless
you are a rate analyst, Option 3 is not
a do-it-yourself affair. Fortunately, no
system needs this level of help every year.
Once every five years or so is usually
good enough. For a very small system,
once during its useful lifetime may be good
enough. During the in-between years
do-it-yourself adjustments using paring
knife-quality calculations will do just fine.
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Hopefully you are figuring out that “Git
ur dun”is good enough for most systems
during most years. But it’s definitely NOT
good enough during some years. Which
years are those?

e Inyears when your system
is flat broke,

* Inyears when, in the course of
planning for capital improvements,
you are estimating rate needs and
seeking funding options for those
improvements,

* Inyears when your ratepayers may
complain strongly about the fairness
of the rate structure you might
propose —“Why are you charging
me X when you are only charging
themY?”

¢ Inyears when you want to get
elected or re-elected (cynical
but true),

¢ Inyears when you want someone
else to get blamed for the rate
increase proposal (see previous
bullet point), and

e In the fifth year after you had a
comprehensive rate analysis done
and your system has more than
about 500 connections.

Actually, during years when your system
is broke you need to use the paring knife
right away and the scalpel soon after
that. Why?

*  You need money, now! There is
no time to prep for surgery.

* Being broke, by definition, is a crisis
and people just want you to end it.

¢ During a crisis the”Git ur dun”
crowd is tuned in and they just want
you to... well, you know.

After you announce, “Were broke so
we're raising your rates,” don't stop
there. The next step is a comprehensive
rate analysis. Why? Once the crisis has
passed, “Monday morning quarterbacks”
are going to ask why this happened in
the first place, if the “fix” really fixed the
problem and if the”fix”was fair. (Actually,
during the crisis the “back seat drivers”
will have already pestered you with
these questions.) The comprehensive
rate analysis will answer such questions.
Those answers, by the way, will probably
be, “This happened because we followed
your directions before and kept rates low
— too low. The ‘fix’ didn't go far enough —
we need more. The current rates are not
exactly fair — but the analysis has shown
us how to make everything right.”

Now it’s time for you to take stock. Are
you at a “Git ur dun” moment in time?
Well, then...

Editor’s Note: Want to learn more about
ratesetting, asset managementand capital
improvement planning? Mr. Brown will
lead a full-day session on rates setting
and an hour on the rest at our annual
conference on February 15 and 16, 2010,
respectively. You can also pick up a copy
of his book,“How to Get Great Rates” at
one of those sessions. Join us. «&

Carl Brown is President of Carl Brown
Consulting, Lo Specializing in water, sewer
and storm water system rate analysis, asset
management and training nationwide. He
is also President of GettingGreatRates.com,
home of the book, “How to Get Great Rates,”
SimpleRates© and other rate setting tools.
M. Brown may be contacted at: Phone (573)
619-3411,E-mailcarl@carlbrownconsulting.
com, Web sites: http://carlbrownconsulting.
com and http://www.gettinggreatrates.com.
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By Carl Brown, President, GettingGreatRates.com

Every city and rural water district needs to have rates that are
adequate, fair and defendable.

erhaps you have met or Despite the horror stories, you can get a great rate analyst
heard about a service at the right time for reasonable fees with almost no risk. You
provider who is well- just need to go about it properly.

meaning but he or she is just not suited to this line of work.
There are also some pretty good service providers out there. What is proper?
Regrettably, great rate analysts are scarce, but they do exist.
Whether someone is a full-blown crook or just a bad
service provider, this is a big problem. Yes, there are some
utilities that get taken to the cleaners. But because of the
horror stories that circulate, there are many cities and water
districts that shy away from having their rates analyzed at
all. That leads to bad rates, which leads to angry ratepayers
and poorly funded systems.

Talking very little, specifying even less;

Listening carefully to prospective rate analysts;
Making it easy for them to propose to you;

Critically evaluating their proposals; and

Checking their references, guarantee and proposed fees.

Download this free Rate Analyst Guide at
carlbrownconsulting.com

What is not proper?
Mailing a 10-page written Request For
Proposals to every service provider you
can find;
Not verifying that your prospects are
actually rate analysts;
Not talking with prospects;
Taking two months to get the analyst on-
board, and;
Paying a fortune.
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KRWA Shortcut to Great Rates

KRWA has initiated the Kansas RATES Program to help
cities and water districts get their rates set properly,
simply. Through the program, KRWA provides basic rate
reviews, FREE OF CHARGE! Most of the time, that is all that
is needed. But when the situation is more complex, KRWA
will refer those systems to the author’s firm to get a
service and fee proposal. If the city or RWD then wants to
proceed, the firm will do an analysis and assist in getting
rates, fees and everything else set up properly.

In addition to rate reviews and analyses, KRWA will be
sponsoring five-hour training sessions entitled “Getting
Good Rates for Cities and Rural Water Districts.” By the
time this article is printed, sessions will have been
conducted in Salina, Tonganoxie and lola. Additional
sessions are in the planning stages. If your city or RWD is
interested in learning how to logically set water rates, let
KRWA know. The Association will do everything possible to
schedule rate setting training in your area.

The bottom line is this. Every city and rural water district
needs to have rates that are adequate, fair and
defendable. By providing rate reviews, analyses and
training, KRWA can get you there. Please consider making
the Kansas RATES Program your first step toward getting
the rates you need.

As you might imagine, soliciting and selecting the
right rate analyst requires attention to more why,
when and how-to details than this. Those details can
be found in the “Rate Analyst Guide,” a free
download at carlbrownconsulting.com/. You don’t
even have to register, give your e-mail address or
anything else to get it. This guide is written by a 19-
year veteran of rate analysis. The guide also includes
a link to a free model request for qualifications and
proposals in Microsoft Word format. Use the guide
and the RFP to get this critical task right.

In closing, consider this thought. When utility
ownership costs were low, rates were low, so unfair
rate structures were no big deal. Costs are no longer
low. Rates must go up. That means fairness now
counts.

Water systems often need higher but fair and
appropriate rates at reasonable cost. Select an analyst
properly or just take advantage of the Kansas RATES
Program and you will get there just fine.

Carl Brown is President of Carl Brown
Consulting, LLC, specializing in water,
sewer and storm water system rate analysis
and asset management as well as training
nationwide; and GettingGreatRates.com,
home of many rate setting tools.

Contact: (573) 619-3411;

carl@carlbrownconsulting.com
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Fees paid for rate studies are frequently too high, primarily because of
how those services are solicited. Fees can be reduced by simplifying the

service acquisition process.

By Carl Brown
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opened the mail — another request for qualifications

for a water and sewer rate study. This one was from

a city, population approximately 10,000, located

within a three-hour drive of my office. The docu-

ment was 15 pages long — bad sign, they’re looking
for way more than they need.

The deal breaker — it specified several kinds of liabil-
ity insurance that a small rate setting specialty firm can-
not get for a reasonable premium. I tossed the paper into
my recycle box.

This article is about cost containment. However, fees
should be no higher than No. 3 on your “good rate ana-
lyst attribute” list. First should be the capability of the
analyst to solve your rate setting problems. Anyone can
double your rates. But it takes a good rate analyst to
double your rate revenues with a high level of confidence
while creating a rate structure that is demonstrably fair
to your ratepayers. Second on the list should be how well
the analyst fits you, professionally and personally. Fees
should come in third. This article will help you get a
good rate analyst who fits you well and won’t cost you an
arm and a leg.

This article will show you what drives fees upward.
That will help you figure out what drivers you can elimi-
nate and still get the services you need.

Keep in mind:

* Every utility and every rate study is different from

every other.

* Fees should be commensurate with services ren-

dered.

* Services rendered should be appropriate for the situ-

ation encountered.

Buying rate study services can be likened to hiring a
tax accountant. Your top priority should be getting an
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accountant who will get you every tax break worth taking.
But if you have to pay an excessive percentage of your
tax savings to the accountant you would be better off
doing your own taxes.

In the rate setting arena it makes sense to do your
own rate setting during most years. You should only
call in the analyst when big or complex things are
going on or it has been several years since your last
rate study.

Back to the request for qualifications story; it didn’t
actually end in the recycle box, yet. A few days later an
engineering firm called and asked me to partner with
them on that same rate study. I agreed. We worked up
a proposal — it took a week. We got selected as one of
the top three responders. We attended an interview.
We just knew we were the best team for the project. We
lost to another engineering firm. Here’s the interest-
ing part.

If this city had solicited simply, allowed each analyst
to specify what needed to be done and did not require
the extraneous insurance, I would have done this study
for around $8,000 including one trip there to present
my results and recommendations to their council.

Partnering with the engineering firm to respond as
specified; adding their overhead, insurance and response
costs; and then adding fees to cover my response costs
pushed our proposed fee to $25,000.

The winning firm estimated their total costs at around
$70,000. However, they were willing to cap their charges
at $35,000.

Perhaps this city will actually get $70,000 worth of rate
analysis but $8,000 would have bought what the city
really needs.

Do you think the winning firm “ripped the city off?”
Slow down. Consider it from the proposer’s point of view.
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The winning firm incurred costs
(marketing and acquisition) just to
get this project. Its costs included
staff time, response production, trav-
el (one member of the team flew in
from Florida), etc. These costs may
have totaled $5,000. If this firm wins
one out of five such responses (a
strong winning rate), the firm needs
to make $25,000 ($5,000 times five
tries) on this project to pay the acqui-
sition costs. Add $8,000 for rate
study work and $2,000 for additional
profit and the total is $35,000. Thus,
the fee is made up of acquisition
costs; the lion’s share of the fee; rate
study work and profit. The level of
the fee is a direct result of how the
city went about soliciting these ser-
vices. The city got what it (perhaps
unknowingly) asked for — a very
expensive rate analysis.

If your system is much smaller and
simpler than the example city you
will, of course, be looking at lower
tees. But you could be looking at far
lower fees if you will just solicit in a
way that will allow proposers to keep
their acquisition costs low. Following
is a checklist of things to do. Some
will sound like heresy but the expla-

nations that follow the list should
clear that up.
Ditch the RFPQ (request for
qualifications and proposals).
Instead,
Decide what outcome you want
to achieve. That should boil
down to a simple statement like,
“We want our rates to be ade-
quate to fund our utility prop-
erly for the long term while
being fairly structured for our
ratepayers.”
* Gather some basic information
about the system to be analyzed.
* When you have the rate setting
goals in mind and system infor-
mation at hand, canvass pros-
pects by phone. Solicit responses
only from those you determine
to be rate analysts.
Require responders to carry auto,
health and general accident
insurance coverage, if you care
to bother with it, but do not
require liability coverage, often
called “errors and omissions”
insurance.
* Before hiring an analyst require
an excellent guarantee and check
their references thoroughly.

Average Fee for One Rate Analysis for Systems
Gauped by Population Sesved

=K 13K 35K 510K 10-20K 20- 1K

When compared to services as solicited by a
typical request for qualifications, the fees above
usually fall in the middle of the bottom third of
the range so they are a reasonable estimate of
the fee “floor” you may expect. Fees stay flat
until the population hits 10,000 or so. Generally
smaller systems have simpler rate needs
largely because they have a simpler customer
base — mostly residential and general com-
mercial. However, it takes a minimum of work to
produce any proper rate analysis. Thus, each
analyst's fees can only go so low regardless of
how small the system is.

Ditch the RFPQ? Yes! You should
not assemble pages and pages of
requirements and specifications
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(expensive and time consuming on your part), mail them
in a RFPQ to everyone you can find an address for,
receive boxes full of response materials and have a com-
mittee wade through them for weeks trying to decide
which firm would be the best to serve you. The

more you specify about rate study techniques

the more it will cost because you will always

ask for things that are not necessary.
A written rate study RFPQ, if

you use one at all, should be

about two pages long. f
Much more than that and '
you are unnecessarily run-
ning up your costs. Keep it
simple.

If you don’t mail
out a long written
RFPQ, or even a
short one, how
then can you tell
rate analysts what "

. y
you want them to
do? That’s just it.
You don’t need to
tell them what to
do. In their responses
they will tell you how they intend to conduct your
analysis. Let them use all the rope they want to either
climb to the top of the mountain or hang themselves.
Don’t tell them ahead of time how to do the former
and avoid the latter.

The trick to getting a great rate study at reasonable
cost is not the RFPQ. It is finding one or more rate
analysts to solicit. If you must have a RFPQ, just use it
as your “script” for talking with prospects on the
phone. When you talk to a prospect you should first
ask, “How do you make money?” That will separate the
analysts from the pretenders. If they are not a rate ana-
lyst there is no need to waste more of your or their
time. You wouldn’t ask a lawyer to design a water tower,
would you?

Continue talking with those you determine to be ana-
lysts, telling them your rate setting goals, project time-
frame and such. To scope your project they will also need
basic information drawn from sources like these:

* Income and expense statement, balance sheet and

balance trends,

e Capital improvement and equipment replacement

plans,

* Current rate chart and rate adjustment history, and

* Expected events that will impact the financial health

of the utility.

J
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Receive responses from analysts by e-mail. Phone and
e-mail contact are how most facets of the rate study will
be handled anyway so use them from the start. You can
call prospects, solicit three or four rate analysts from
among them, review their responses and call references
using about a day’s worth of time. This method is quick,
easy and cheap.

You might think that saving on acquisition costs is
most important for large systems because there are large
sums of money to be saved. The opposite is actually the
case. A large system is likely to end up raising rates
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enough to gener-
ate, say, $1 million
more each year. If
the analysis costs
$20,000 the pay-
back period will be
7.3 days. That
means the system
will raise its rates
and use 7.3 days
worth of its extra
rate revenues to pay
the analyst. If the
analyst charged
$40,000 the pay-
back period would
still only be 14.6
days.

If, however, a
small system ends
up raising rates
enough to generate
$35,000 more per

‘4o year and the analy-
sis costs $3,500, the
payback period will

be 36.5 days. If the analysis costs $7,000, the payback
period will stretch out to 73 days. Thus, $3,500 in extra
fees for a small system is worth five times more to that
system than $20,000 in extra fees to the large one. Fees
are still only No. 3 on the small system’s list of analyst
attributes, but they are a very strong No. 3.

Almost never should you hire a rate analyst on an
hourly basis. Pay for results, not hours.

Finally, rate setting carries risk. You need protection
against the risk of hiring a firm that may look good, but
cannot deliver the goods. You should not do that with
layers of expensive insurance coverage. Collecting dam-
ages from an insurance policy is a pain, it can be costly
and it is not a sure thing. Besides that, the consultant is
not paying those insurance premiums, you are. They
only serve as the collection agency.

Instead of superfluous liability coverage you should
require a guarantee from your responders that reads
something like this, “You will be satisfied or you pay us
nothing.” You should also require extensive references
and check references thoroughly. No one is in a better
position than a past client to tell you if a rate analyst is
good.

Now that you know how to eliminate extraneous fee
drivers, what should a rate study cost your water or
sewer system? The chart on page 35 depicts fees for
analysis of one utility without the extraneous fee drivers.
In the chart find the population range served by your
system. To that fee add between $400 and $1,000 to pay
the analyst to appear before your board or council to
present their results and recommendations if they can
drive there in a reasonable time. If they have to get on
an airplane, tack on $1,500 instead.

Small systems frequently require no onsite visits.
Seldom do they need more than one. Larger systems
and those with multiple utilities being analyzed some-
times require two or even three visits. If there will be
controversy about the rate adjustments, usually because
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they are going to be large, an on-site visit by the analyst is
money well invested. It is better that the analyst take the
arrows than you.

A cheap or even free alternative to the onsite visit is to
have the analyst participate remotely by speaker phone.
(Someday we may do this by online video conference or
video phone conference even for small systems.) The
upside to speaker phone participation is the analyst can do
rates for any system anywhere without once leaving their
office. The downside, for those of us who love to go face to
face with naysayers as we “educate” them, is that the speak-
er phone is not nearly so satisfying or “educational.”

If you want the analyst to examine a second utility; for
example, analyze water and sewer rates; you should boost
the dollar figure in the fee chart by 75 percent before add-
ing the travel costs. In other words, the second analysis
should be about 25 percent cheaper than the first.

Finally, whatever dollar amount you got when you did
the simple math above, subtract 20 percent and add 40
percent to get the range of fees that may be reasonable for
your situation. Why subtract a little and add a lot? You are
probably under-estimating, not over-estimating, just how
bad your situation is.

To demonstrate the math above, consider the systems in
the 1,000 to 3,000 (1-3K) population group. The average
system in this group paid $4,105 for its rate analysis. It also
got a $400 onsite visit which brought the total fee to
$4,505. Therefore, a fee range of $3,604 on the low side
(20 percent less) to $6,307 on the high side (40 percent
more) would be reasonable for a system of this size located
close to the analyst. Spread over the five years that this
analysis should comfortably carry such a system’s rates, this
fee range is roughly equivalent to paying $721 to $1,261
per year.

From another perspective, a fee of $4,505 would cost
each person in such a system 3.8¢ per month for five years
to get and keep rates that are adequate for the system and
fairly structured for the ratepayers. That s a cheap cheese-
burger once every five years.

You now know how to estimate the range of fees you can
expect to pay for a rate study if you will eliminate the
extraneous fee drivers before soliciting analysts. If you will
make these simple changes you might reduce the fees you
have to pay by 50 percent or more compared to traditional
solicitation methods. More importantly, your rate setting
results are bound to be better. The key to getting these
results is not “holding out” for the right fee offer. The key
is soliciting properly so prospective analysts can deliver
what you need at the right fee.

You can get the right rate study at the right fee that will
give you rates that are right for your system and right for
your ratepayers, if you will just do it...right.

AUTHOR’S NOTE: Fee data and information referenced through-
out this article is from the author’s practice. Some might view this
information as promotional. However, it has been cited here as a
means to educate, not promote.

Carl Brown is President of Carl Brown Consulting LLC, special-
izing in water, sewer and storm water system rate analysis,
asset management and training nationwide; and
GettingGreatRates.com, home of many rate setting tools.
Contact: (573) 619-3411; E-mail carl@carlbrownconsulting.com
or at http://carlbrownconsulting.com/.

WATER UTILITY INFRASTRUCTURE MANAGEMENT

Webinar

2010 Educational
Webinar Series

Watch these educational webinars from the
comfort of your own office. It's simple and FREE
for all attendees. Go to www.uimonline.com/
index/webinars to register and to view archived
webinar sessions.

March
Leak Detection

sponsored by
VADSE- -

May

Safety in Sewers

sponsored by
PADSE

September

Flow Monitoring

sponsored by
D

MARSY SIGMA

Upcoming Webinars to
be announced

For more information about these sessions
and to view archived sessions, please visit:

www.uimonline.com/
o L]
index/webinars
Call 330-467-7588 if you have any questions
regarding the UIM Webinar Series.

Itis free to attend a UIM webinar. If you would like a CEU
certificate for attending there will be a $10 administrative fee.
It is the responsibility of attendees to contact their state approval
boards to verify whether they accept webinars for credit.
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Getting Great Rates

Taking

a

ith all due respect
to the sages of
advanced asset
management
(AAM), it’s not about the equip-
ment. It’s all about the money.

It always has been all about
the money. If it wasn’t all
about the money, we would
have no need for free service
providers. Engineers wouldn’t
do engineering reports and
other front-end work for
“free.” Grant and subsidized
loan agencies and all the
other “freebies” aimed at
keeping systems functioning
would be gone. We would have
nothing but well funded, self-
sustaining water and sewer
systems cranking out great
service 24/7 into the distant future. And how would they come
to be well funded? Great rates.

We should set level of service goals, set up means of satis-
fying them, deal with risks responsibly and handle all the
other issues that fold nicely into AAM. We really should.
However, even if we don’t do those things, we still need to set
rates that will pay our operating costs, keep the doors open
and keep the services coming. Rate setting is a must-have.
AAM, though smart, is still just nice-to-have.

Fortunately, the analysis process that leads to great rates can
also reveal opportunities to productively (read “save money”) use
AAM strategies. If you want to advance the asset management
performance of your hometown’s utilities or those utilities you
help, convince them to get great rates first. That will pave the
way for AAM.

You have choices when it comes to getting great rates.
You might do a rate analysis yourself. Or, you might hire a spe-
cialist to do the heavy lifting for you. Be aware, rate analysis/rate
setting is a risky sport, but it’s easy when you have a tag-team to
help you. Let’s start with the easiest part —a few cold, hard facts.

Fact: Water and sewer rates don’t get out of whack
overnight. It usually takes years. You probably won’t get great
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By Carl E. Brown

alysts

rates overnight either. And, to
keep your rates great you
need to examine your finan-
cial performance and
impending needs regularly
and adjust rates every year, a
little bit.

This is the part of the tag-
team sport you need to han-
dle. Small, inflationary rate
increases are easy for ratepay-
ers to swallow. It’s the 25 to 75
percent increase that really
gets their hackles up. As a
commercial on TV says,
“Don’t agitate the dots.”

Fact: Most water and sewer
rates are currently 20 to 45 per-
cent too low right now. To be
clear, your rates probably need
to go up 20 to 45 percent right now.

Getting great rates from this position could involve agitating the
dots. You might get fired or lose your elected position if you agi-
tate the dots. In fact, someone’s desire to not agitate the dots prob-
ably got you into this predicament in the first place. Getting out of
this predicament is problematic. This is the part of the game you
need an outside specialist to handle. They will do the math cor-
rectly for you and they, not you, will take the heat for the big
increases they propose. Their function here is simply to propose a
financial course of action that makes good business sense.

Fact: Utilities are businesses regardless of what entity owns
and operates them. All businesses must cash flow well or they will
cease to do business.

Fact: All decisions are investment decisions. You are making
them all the time — sometimes well, sometimes not.

Fact: All investment decisions boil down to three basic
questions: What must I invest? What return do I expect?
What is the risk I won’t get what I expect and how do I feel
about that?
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Rate Setting in
Pine Haven, Wyo.
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Pine Haven is a small
town in the northeastern
corner of Wyoming near
Devil’s Tower and the
Black Hills. Retirees,
summer homebuilders

| and buyers, and energy
y field workers have dis-

covered Pine Haven so it
is now growing at about
12 percent per year.

With all this growth in
customer base, are Pine
Haven’'s water and
sewer systems rolling in
cash? No. Their rates
have been too low for
many years. Twelve per-
cent annual growth also
means they are outgrow-
ing their systems rapidly,
bringing more debt for
upgrades. Ratepayers
thought their rates would
go through the roof.

Analyses of the water
and sewer rates by the
author revealed that
recent rate increases
generally fixed the finan-
cial problems on a
gross revenue basis.
However, the city wasn'’t
getting the right amount
of revenue from users of
various sizes. In other
words, the rate struc-
tures were not equi-
table. Rates still needed
to go up for the high-
end users but down for
some low-end users.
The analyses proposed
new rates that will now
be adequate for a long
time, fair to the ratepay-
er classes and afford-
able. Best of all,
assured adequate fund-
ing will enable the city to
continue providing good
service and accommo-
date growth.

Underground Infrastructure Management

This set of questions is at the heart of AAM.
Investment decisions should be supported with
data and estimates of outcomes. Otherwise, you're
just shooting in the dark and that will lead to
friendly fire casualties.

Getting the Rates Right

The pressure to under-invest in infrastructure, management
prowess and financial capability is great. You or your predeces-
sors may have already succumbed to that pressure. Why? Simple,
really. On a current cost basis (read “keeping rates low”) it’s
cheaper to under-fund.

Ratepayers know with near certainty that they will have to
pay their water bill every month and they would rather do
something else with that money. However, they don’t have a
clue (no slight intended) about the risk of service outages or
poor service they might receive if they starve the water sys-
tem with inadequate rates. Thus, they won’t storm city hall
demanding that you reduce the risk of outages because that
is not on their radar screen. But, they will string you up if
you propose big rate increases because that is on their
radar screen.

User charge analysis is nothing more than a decision-sup-
port tool that places investment, return and risk in proper
perspective. The analysis doesn’t set your rates for you. You
still have to do that. But, it does give you the information so
you can make and execute good investment decisions for your
system and your ratepayers. While the specific techniques of
user charge analysis get very complex, the underpinning is
just that simple.

Rate setting is risky business. If you don’t have a strong
background in rate analysis, you run a moderate risk of
doing the math wrong. However, you run a huge risk of mak-
ing some wrong assumptions along the way, some of which
can be troublesome.

Here are a couple of simple rules to keep in mind:

Rule 1: Don’t do your own rate analysis.
Rule 2: Never make a big rate adjustment without a rate analysis.

Breaking either of these rules can kill your elected or profes-
sional career. As with all rules there are exceptions:

1. If your system is very large (more than 50,000 connections)
and you are the director of the finance and rate analysis
department, sure, do your own analysis. Your analysis would
probably be better than an outsider’s because you know many
things about your situation that the outsider may never get to
know or that would cost lots of money for them to get to know.

2. If your system is very small (less than 100 connections),
again, do your own analysis (or get a free service provider to
do it). The harsh fact is, being very small entails lots of risks
that you just can’t escape and with so few ratepayers, you can’t
buy your way out of it.
a. An exception to this exception: If you are plan-
ning to build or upgrade expensive infrastructure,
spring for the insurance of a professional rate analy-
sis. You want to ensure that your decisions lead to
good long-term investments. Make the wrong choice
and it could cost you hundreds of times the cost of
an analysis.
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Rate setting is a tag-team sport. Each team member has the
following responsibilities:

1. You hire a user charge specialist.

2. The specialist analyzes your current and future finan-
cial condition under various scenarios, including differ-
ent rates.

3. The specialist proposes a course of action. Usually key to
the specialist’s service is “selling” your ratepayers on what
the current situation is, where the system and they will be
if changes are not made, and where they will be if changes
are made.

4. You take over again. You tell your ratepayers that YOU did
not analyze the rates, the specialist did. (Blame the specialist.
Weasely, yes, but it works.) Then adjust rates appropriately.
This is the big, initial rate adjustment. If you don’t step up
here and get the job done, your system may never climb out of
the hole — game over for the system. Do the big rate increase
without the cover of a specialist’s analysis and you are exposed
to the risk of involuntary departure — game over for you.

5. You track your system’s financial results against the
results predicted in the rate analysis. Key to this tracking
is calculating your operating and coverage ratios.
Consider including these ratios in your financial statements
so decision-makers can track the system’s performance.

6. You make small rate adjustments annually for a few years
based upon comparing the system’s actual financial per-
formance with the performance predicted in the analysis.

7. Probably in three to five years the system’s perform-
ance will diverge widely from the predicted performance.
When that happens it’s time for you to get another analy-
sis — you reset the game. Or, you may decide to build a
new treatment plant or replace some lines and this was
not foreseen by the analysis. Again, you reset the game.

The 12-Step Plan to Rate Analyst Selection
Examine your existing acquisition process. Compare it to the
foIIowmg steps. As needed, revise your processes to make
them work better.

2. Get advice on what kinds of rate analysis services (scope of
service) you need.

3. Develop a probable scope of services.

4. Ask service providers for firms and others that do rate studies.

5. Prepare a request for qualifications (RFQ) that includes the
scope of services.

6. Talk with prospective rate specialists and give them the RFQ.

7. Review responses.

8. Select a responder with whom you want to discuss doing the
project and talk it over.

9. Check references.

10. Have the specialist give you a firm proposal for what they will
do, what you need to do and what they will charge you.

11. If the proposal is acceptable to you, present it to your deci-
sion-making body for approval or disapproval. If they
approve it, proceed. If not, go back to Step 7.

12. As your specialist does the work, ask questions, be involved and
assure yourself that things are going well. If they are not, and your
specialist can’t fix the problem, fire them and use another analyst.
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Selecting a Rate Analyst

You are probably not even ready for responsibili-
ty No. 1, selecting a rate analyst. How do you get
started and do it well? Fortunately, this part of the
game is easy and pain-free for anyone who has the
authority to do it, who has their heart in the right
place, who is well reasoned and who can follow a step-
by-step process.

A rate analysis done by a specialist will probably give you
a higher return on investment, on a percentage basis, than
anything else you can do for your water or sewer system.
Now you’re thinking, “OK, what is this high return going to
cost me?” That depends but the following should give you a
basic idea of what to expect in a professional rate analysis.

Return on Investment

A professional rate analysis may result in the fees collected
by a 500-user water or sewer system to go from $150,000 per
year to $202,500 during the year after the analysis. That is an
increase of $52,500 or 35 percent. The system would pay the
specialist about $4,000 for the analysis, or 7.6 percent of the
first year’s extra revenues. After paying the analyst, the system
would net an additional $48,500 in its first year after rate
adjustment and the full $52,500 each year after that until the
next analysis is done.

The first year return on investment would be 1,212 percent
and go up by 1,312 percent each year after that.
These returns do not include any future inflationary increas-
es the analyst would probably recommend. (The first year
return on investment for smaller systems is normally a few
hundred percent.) In other words, the system will pay to the
analyst for about 28 days the additional rate revenues that
the analyst enabled them to collect. From Day 29 forward the
system will “pocket” the rest of the additional income. Thus,
the system is not “out” $4,000. It is “in” by $48,500 the first
year and more after that.

Put another way, for every week the system procrastinates
doing the analysis and consequently doesn’t raise its rates, it
loses $1,007. Put yet another way, if the analyst can shave
one week off of the time it takes to start rate increases as
compared to the time it would take for a free analysis, the
analyst gains the system an additional $1,007. If the analyst
gets them to their rate increase 29 days sooner than they
could have done it using some free method, the professional
rate analysis is then cheaper than the free method.

Now, of course, there is no free lunch. The ratepayers pay the
cost whichever way you go. However, as a result of the analysis,
the ratepayers get a system that is more assured of proper fund-
ing and that makes excellent operations and service to them
possible. You don’t spend a month or two of your time doing a
rate analysis and many more hoping it’s right. And, you get to
keep your job or elected position. Those are some nice returns
all by themselves.

Rate analysis and appropriate rate adjustment is critical to
the performance of your system. You will invest your time
and money somewhere. Do it where you can get the best
return possible.

Carl Brown is President of Carl Brown Consulting, LLC; specializing
in water, sewer and storm water system rate analysis and rate set-
ting, asset management program development and training nation-
wide. Mr. Brown may be contacted by phone at (573) 619-3411, by
e-mail at carlbrown@mchsi.com. Or, visit his Web site at www.carl-
brownconsulting.com.
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It’s Not in the Budget

L

If you make decisions for a water, sewer, stormwater,
or other utility service, you need to be focused on mak-
ing money—probably more than you are making right
now, even if you think you are well funded. You must
make more money than just enough to cover your operat-
ing costs because your operating costs are going up. And
that doesn’t even count the unexpected costs that are
going to pop up and surprise you.

Let’s put some numbers to this situation.

Say you have a water system with an annual operating
budget of $75,000. (I'll get to you big guys later.) You're
breaking even—code for “you have no money in the
checking account after you pay this month’s bills.” Picture
taking all of your ratepayers with you up on a high wire
with no safety net. That's what breaking even is. You
need a safety net of approximately $26,000. Your ratepay-
ers might say they don’t want a safety net, but trust me,
they do. You probably need even more cushion than that
to cover equipment replacement costs, and you need to
make sure your rates are fair to all your customers. But
let’s keep it simple and only consider the $26,000.

You have about 315 customers paying an average bill
of $20 per month. To raise the $26,000 in one year would
require a rate increase of about $7 per customer per
month. That won’t be popular, and it may not be advis-
able depending on your situation. But it is do-able if you
sell it right. After all, the ratepayers’ affordability index
will only go from about 0.8 percent now to 1.1 percent
after the increase. That’s close to the national average.

To successfully clear the $26,000 in a year your system
needs to invest about $3,000 in a good rate study. What
do you do? If your system is like most, you forgo the
$20,000 net cash increase because you don’t want to
spend $3,000 to get it. As you view it, you are losing
$3,000, not setting yourself up to gain $26,000.

Let’s personalize this. Assuming there was no risk,
would you give your stock broker $3,000 of your own
money now if she would give you back $6,000 (your
$3,000 plus $3,000 more) in one year? You probably
would, because you would be doubling your money in a
year. What if she would give you back $29,000 (your
$3,000 plus $26,000 more)? Almost certainly. You would
be multiplying your investment about nine times in one
year—a remarkable rate of return. What if you didn’t even
have to give her the $3,000 to get started? If you could
just wait for the results of her work to earn the first
$3,000 for you, then would you pay her $3,000 after the
fact to net the $26,000? Surely you said, “Yes.” Well, you
can have it that way with your rate analyst.

By Carl Brown
President, Carl Brown Consulting

Back to your water system. You would spend about
one-and-one-third months worth of your additional first-
year revenues to pay your analyst, then you would
pocket the rest. Saying that another way, every month
you procrastinate in raising your rates costs you about
$2,000 in lost revenues. A good rate analysis will carry
you for about three years, and you will net about 96 per-
cent of the new revenues after paying your analyst.

Now, to state the obvious: you're not giving your analyst
$3,000 that he will invest in the market to earn your return.
He’s going to get it from your customers. Thus, what you
pay him, in all fairness to your customers, should only be a
small part of the increase in their rates. Otherwise, you
should just figure out your funding shortfall percentage,
boost everyone’s bill by that percentage and hope that
nothing bad happens. Keep it simple and cheap.

Now, back to you large-system guys. If your annual
operating budget is five to 10 times that of the small sys-
tem above, your return on investment is in the thousands
of percent the first year. You spend maybe a quarter-of-a-
month’s worth of your additional revenue to pay your
analyst, and then you pocket the rest. Every month you
procrastinate and don’t raise your rates costs you $10,000
to $20,000. You will net about 99 to 99.5 percent of the
new revenues over three years after paying your analyst.

The early adopter in you says, “Let’s go,” but the timid
side of you is looking for stop signs. You think first of the
standard, “We can’t fund a rate study because it’s not in
the budget.” Remember that $26,000 gain waiting for you?
You think, “We’re too busy to mess with a rate study right
now.” Then, you are too busy! You think, “Let’s save the
$3,000 to $6,000 investment in having a specialist do a
rate study, do it ourselves and net all the money.” That is
good thinking. Run the numbers, all the numbers, on
doing it in-house versus having a specialist do it. Doing
your own rate studies may be your best option. Even if it
is, you may need the help of a specialist to get you
started. You think, “Let’s get a cheaper analyst.” Yes, your
analyst’s fee is a cost. However, it is also an investment
toward great rates for your system. Quality takes time and
it costs money. Invest wisely.

Carl Brown is President of Carl Brown Consulting, LLG;
specializing in water and sewer system rate analysis,
asset management program development and training
nationwide. Mr. Brown may be contacted at (573) 619-
3411, E-mail carlbrown@mchsi.com.

Web site: www.carlbrownconsulting.com.
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Why Are OL

By Carl Brown

ater utilities, and many other utilities for that matter,
s }s / have a problem — under-funding. Translation: our rates
are too low. How did we get here? There are lots of

reasons, most notably this one.

Ratepayers say loudly, “We want cheap rates.” They say softly,
“We want fair rates, too.” And, ratepayers just assume that good
service will happen at whatever rate they pay. (Hey, we’ve been
delivering it to them for years, on borrowed time, of course.)

The call for “cheap” drowned out the call for “fair” so we went
with cheap. What we should do is go with a fair rate structure
first. Then see if the ratepayers are willing to pay rates that are
high enough to provide the level of service they want. If not, we
provide a lower level of service because, sorry, the free lunch is
over.

This is a game of “chicken” that the ratepayers have been win-
ning so far. But, the ratepayers don’t want substandard service,
especially when it costs so little extra to get good service. We just
haven’t given them their real options before. If you will prove to
everyone that everyone is being charged fairly structured rates,
just about everyone (notably excluding “CAVE” people) will
accept fair and adequate rates.

There are several ways you can prepare to prove up your rate
case:
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*You can use standard politics. Just keep telling everyone, “Rates
are fair and square regardless of what it looks like. And, besides
that, we just know our Senator is going to get us an earmark to pay
for upgrades so you won’t have to pay for those anyway.” Wake up
and smell the deficits!

*You can use a free rate calculation program you find on the Web,
plug in your data and set cookie-cutter rates like it tells you to.
Cookie-cutter works for some, but most folks think they are not
cookie-cutter (and they’re right).

*You can do or get a
comprehensive rate
analysis  that looks
specifically at your sys-
tem’s needs as well as
your ratepayers’ needs
and desires and set rates
accordingly. You are
probably concerned that
this is going to be
painfully complex. For
do-it-yourselfers it is,
but you can just hire it
done. Hiring it done will
be wildly expensive,
right? Actually, for most
systems a good comprehensive rate analysis costs the equivalent of
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one cheap cheeseburger per person every five years. Who can’t give up one cheeseburger every five years?

There are various ways you can get started in learning how to prove up fair and adequate rates. A good one is to download the free
“Ratepayer’s Survival Guide©” at http://gettinggreatrates.com/.

Whatever you do, don’t just stand there. Your rates are almost certain-
ly unfair and too low right now and they are getting worse by the day.

@
Editor’s Note: You can purchase Carl’s book “How to Get Great mm\ﬂ
Rates” (graphic shown at left) from Minnesota Rural Water -!L
Association for $25.00 plus shipping by calling our office at: 800-367- : o Utlllty

6792. \ Service

Carl Brown is President of Carl Brown Consulting, -

LLC, specializing in water, sewer and storm water [ANSal-Igloz R FTo] @V ETIa1 (=g E:Tale-W 0% 1 g o 10\ A S
system rate analysis, asset management and training
nationwide; and GettingGreatRates.com, home of EWESREI €T

many rate setting tools. Contact: (573) 619-3411; RNV ETCTRRlIE gl NI otol 1o RN CIa =Yg LR Tgle Y (V] RSIVaV ()

| .
| carl@carlbrownconsulting.com asset management programs ,
« Delivers true sustainable solutions and peace of mind

* Provides site management services for antennas on existing
and new tanks

Utility Service is the premier provider of professional

Pete MacPherson

District Manager A water quality management toonRaghtMe‘rc"MWX
* Minimize organics
\é/ I TT ITT Water and « Stabilize disglznfectant residuals
* Eliminate thermal water stratification
Wastewater U.S.A. « Maximize filter media efficiency
Flygt/WEDECO Products
] . . _ Call your local Utility Service Representative today...
T Offlce: 218-564-5840
Fax: 218-564-5842 Lamont Roth « 612.719.6481

Cell: 320-292-1310 Iroth@utilityservice.com
peter.macpherson@itt.com Minneapolis, MN

utilityservice.com

IN THESE ECONOMIC TIMES
IT PAYS TO COMPARE PRICES

SA¢ FIX IT FAST

SA¢ FIX IT RIGHT

NORTH STAR PUMP SERVICE

MOST EXPERIENCED — LOWEST COST

4 HOIST TRUCKS SERVING ALL OF MINNESOTA
WWW.NORTHSTARPUMPSERVICE.COM
CALL FOR ESTIMATE OR 24 HOUR SERVICE: BOB @ 612-597-7373 MIKE @ 612-597-2284

CARL @ 651-398-1049 KENT @ 612-382-3717 RUSS @ 612-597-2269 AL @ 612-597-0685
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Until Next Time

To Meter or Not Meter:

That is the Question

By Carl Brown, President, Carl Brown Consulting, LLC

Most public water and sewer systems in the U.S.
are metered. That is, customers pay fees based
upon the metered volume of water or sewer service
they receive. However, some systems, particularly
the smaller and more rural ones, do not meter for
their service. Instead, they charge customers a flat
fee or bill them through property taxes.

Generally, unmetered systems “graduate” to
metering at some point in their maturation. The
decision of when to graduate should be based
upon several important factors. Perhaps the easiest
way to determine when a system should graduate is
to know when it makes more sense to not graduate
and remain unmetered.

Not metering makes the most sense when most
of these conditions exist:

e The system is small and probably serves fewer
than 100 users.

e It is fairly new and watertight so little volume
is lost to leakage.

e The source water requires little or no costly
treatment.

e All users are very similar, probably residential
of about the same family size with no industri-
al or large commercial users.

e All the users draw on water and sewer servic-
es in about the same way.

e There is a functional “peer pressure” system in
the community that serves to encourage those
who otherwise would waste or use lots of
water to conserve.

e The water supply is adequate to handle some
wasteful or excessive use.

e Although the system is well-run and main-
tained, the rates are relatively inexpensive,
probably below $15 per month or about 0.3
percent of the median household income. For
a community that averages $30,000 in house-
hold income per year, the monthly water or
sewer bill would then be $7.50 or less.

Like a Kid in a Candy Store

A water system can be likened to a candy store.
The normal business model for such a store is basical-
ly this: Customers browse the merchandise. They
bring their purchases to the counter. A clerk totals the
sale, and collects payment based upon what the cus-
tomers buys. There is a cost to the checkout process,
but that process equates the volume and value of
each customer’s purchase with their payment. The
storeowner may suffer some petty shoplifting, but
wholesale theft is unlikely. This model keeps control
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of the operating costs in the hands of the storeowner,
a necessary step if risks are to be managed well.

This candy store owner could also choose a dif-
ferent business model to avoid the checkout cost.
The owner could take monthly flat fee subscriptions
from customers to shop at the candy store as often
as they like, taking as much candy as they like each
time. While the checkout costs have been eliminat-
ed, loss of product, a major operating cost, is a very
real concern.

Without the price signal to cease taking candy,
some customers would be wasteful. The storeowner
could raise the subscription price to cover excessive
use by some customers. However, the stereotypical
“little old lady, widowed, on social security” who
just wants one to two pieces of candy each month
will have to pay the same fee as the customer who
takes candy by the bagful everyday.

Water, at least in the eastern U.S., is free. As
long as you can find access, you take a bucket to
the river and dip out all you want. But, if you want
it pumped out of the ground or the reservoir, treat-
ed, stored, and piped into your home ready to use
whenever you want, that will cost you. If a water or
sewer system is to remain financially sound, it usu-
ally needs to meter the volume of service it pro-
vides to each customer.

What should your system do now?

If your system is unmetered, but it doesn’t satisfy
most of the criteria listed at the beginning of this
paper, you should find help to get meters installed
and to place a metered water and sewer rate struc-
ture into operation. This is a larger task than it
would appear because you would be moving your
business model to a much higher level of operation.
Fortunately, many assistance providers, such as
Rural Community Assistance Partnership, Rural
Water Associations, private consultants, engineers,
and others can help you do that. Contact a service
provider and be careful to get the assistance
required to make this change successfully.

For more information contact Carl Brown at 1014
Carousel Drive, Jefferson City, MO 65101. You also
may call bim at (573) 619-3411 or e-mail him at
carlbrown@mchsi.com.

Carl Brown is president of Carl Brown
Consulting, LLC, specializing in water
and sewer rate analysis and rate set-
ting, asset management program
development and training nationwide.




y Carl E. Brown, President
Carl Brown Consulting, LLC
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g Us all about the money. It has always been all
about the money. If it weren’t all about the
’J money, all water and sewer systems would run
7 great all the time. We would have no need for
National Environmental Services Centers, grant and
subsidized loan agencies, rural water associations, and
all the rest. We would have nothing but well-funded,
self-sustaining water and sewer systems cranking out
great service round the clock. And how would they
come to be well funded?

Great rates.

If rate setting were easy, all systems would have
great rates. Well, I'm here to tell you that you can
have great rates and it doesn’t have to be hard, on
your part.

This article will outline a thought and action process
that uses hard facts for making good decisions about
how to set rates properly. Maybe you will end up
doing the analysis yourself, especially if you represent
a very large or a very small system. Otherwise, you
will hire a specialist to do the heavy lifting for you.

Just the Facts

Whether you decide to analyze rates yourself or use
outside help, here are some facts to consider:

FACT:

Water and sewer utilities are businesses. If
run and financed well, they become invisi-
ble wonders providing excellent service. If
not, they become very visible sources of
trouble for a community.

All decisions are investment decisions. You
are making them all the time—sometimes
well, sometimes not.

FACT:
FACT:

All investment decisions boil down to three
basic questions: What must I invest? What
return do I expect? What is the risk that I
won't get what I expect? Such decisions
should be supported with data and esti-
mates of outcomes.

According to the U.S. Environmental
Protection Agency, water and sewer utilities
in the U.S. are facing a funding shortfall of
bundpreds of billions of dollars by 2020. The
federal and state governments will bail out
a few ailing systems, at least temporarily.
Some systems will actually fail. (Failures
will probably occur over a long time so we
won't really notice it.) Some will be gob-
bled up by other systems or companies.
Some will do the gobbling.

Your system is going to (and maybe already has)
hit a funding shortfall. Unless you have been calling
the shots for your system for 20 or 30 years, it’s not
all your fault. But the final failure will be blamed on
whoever is in charge at the time. Will that be you?

FACT:

Gaining the Proper Perspective

Accept for now that you, or people who came
before you, made decisions to under-invest in infra-
structure, management prowess, and financial
capability. Why did they do this? Simple, really. On a
current cost basis—read “keeping rates low”—it’s
cheaper to under-fund. We human beings normally
give current cost and the risk of losing something
plenty of attention. But we give the potential for
future gains little attention. That is why a few people
got rich investing in Wal Mart, Microsoft, and other
big winners while the rest of us haven’t invested
enough, early enough in our retirement programs so
we can just enjoy our golden years. We manage our
water and sewer utilities the same way. Some people
have figured out how to place investment, return, and
risks in proper perspective. Most of us haven’t, but we
can learn. That brings us to user charge analysis.

What is user charge analysis? It is nothing more
than a decision-support tool that places investment,
return, and risk in proper perspective. The analysis
doesn’t set your rates for you, but it does give you the
information you need so you can make good invest-
ment decisions for your system. While the specific
techniques of user charge analysis get very complex,
the underpinning is just that simple.

If you analyze your rates regularly, adjust them a
needed, manage the systems well, and continually
look for opportunities to make improvements, you
headed for success. Do less and you are headed for
problems, maybe terminal problems. However, this i
not to say you need to learn how to analyze your
own rates.

The articles “Proper Rates are Critical for
Financial Health” and “Increasing Water
Rates: How are Public Service Comm-
issions Involved?” are available on the
National Environmental Services Center
o Web site at www.nesc.wvu.edu/ndwec.

Rate Setting Is Risky Business

If you don’t have a strong background in rate
analysis, you run a moderate risk of doing the math
wrong. More significantly, you run a huge risk of
making some wrong assumptions along the way,
some of which can be crippling or fatal.

How do you reduce your risk of loss? Control and
reduce your big risks by having an experienced anal
do the big, all-encompassing analyses for you. Most
small- to medium-sized systems need this level of an
sis every two to five years. In years following the bi
analysis, simply compare your actual financial perfo
ance with what the analysis predicted, then adjust y
rates accordingly. Voila! You just achieved the best o
worlds: low investment, low risk, and high return.
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If you are a single person with no
heirs and no one who would be
affected by your death, you really have
no need for life insurance. We buy insur-
ance to protect from the risk of loss those
we would leave behind.

A father and mother of five small children have a
large need to protect their heirs. While they are
not at high risk of dying, the potential cost to their
children is great. If they happen to be wealthy, they
don’t need insurance.They are self-insured by their
own means. If these same parents and children have
little wealth, life insurance is exactly what they need.

Water and sewer systems have much at risk. These

systems are expensive to build, operate and maintain.

They have many “heirs” (current ratepayers and one or
more generations of ratepayers to come) who depend
on those systems. Setting your rates incorrectly is not =
a fatal action in itself but it can lead to other fatal or
crippling actions.

Now you’re thinking, “OK, what is this high return
going to cost me?” Of course, that all depends on
your specific situation, but the following should give
you a basic idea of what to expect in a professional
rate analysis.

A professional rate analysis may result in the fees
collected by a 500-user water or sewer system to go
from $150,000 per year to $202,500 during the year
after the analysis. That is an increase of $52,500 or 35
percent. The system would pay the specialist about
$4,000 for the analysis, or 7.6 percent of the first
year’s extra revenues. After paying the analyst, the
system would net an additional $48,500 in its first
year after rate adjustment and the full $52,500 each
year after that until the next analysis is done.

In this scenario, the first year return on investment
would be more than 1,200 percent and would go up
by more than 1,300 percent each year after that.
These returns do not include any future inflationary
increases the analyst would probably recommend.
(The first year return on investment for smaller sys-
tems is normally a few hundred percent on the low
end.) In other words, the system will pay to the ana-
lyst for about 28 days the additional rate revenues
that the analyst enabled them to collect. From day 29
forward the system will pocket the rest of the addi-
tional income.
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Of course, there is no free lunch. The ratepayers pay
the cost whichever way you go. However, as a result of
the analysis, the ratepayers get a system that is more
assured of proper funding, and that makes excellent oper-
ations and service to them possible.

The Pain Threshold

A few of you got stuck on the “fee increase of 35 per-
cent” statement above. Here is why many systems need to
raise their rates and fees about 35 percent.

The typical small- to medium-sized water or sewer sys-
tem’s management operates on the “pain threshold”
principle. All people have several thresholds of pain.
Water and sewer systems are run by people so they have
thresholds, too. Most decision-makers will try to “suck it
up” in the form of making their operators scrimp on oper-
ating costs, equipment repair and replacement, and the
like before they will consider undergoing the pain of
pushing through a rate increase. For many small systems
that threshold equates to about a 20 percent rate increase.
The upper threshold is about 45 percent. Beyond that,
most managers just can’t stand the pain of scrimping any
longer, so they fix the problem: they raise rates.

When management finally succumbs to the pain and
raises rates, they usually don’t raise rates all the way up to
where they need to be. They stop 10 percent or so short
in an effort to go easy on the ratepayers, salvage their re-
election bid, or whatever. In addition, everyone smarts so
badly from the rate increase pain that no one wants to go
through that again for several years, if ever. Inflation hap-
pens and new things need to be built, and, thus, the
downward spiraling cycle never really stops. We need to
break this cycle and chart a new rate setting course.

How can you achieve low investment, low risk, and
high return in a user charge analysis? You must select the
right specialist, invest wisely (pay an appropriate fee), and
guide and support them well. Fortunately, this part of the
process is easy and pain-free for anyone who has the
authority to do it, who has their heart in the right place,
who is well reasoned, and who can follow a step-by-step
process.

The Politics of Rate Increases

Why don’t systems already have great rates? Consider
this final fact. Attempting to do the analysis and propose
the big catch-up rate increase on your own could end
your office tenure or career. This risk is real. The mayor
of one of my recent client cities got voted out of office
over a rate increase he proposed a few months ago.
Trying to serve his city to the end, he hired me to do rate
studies to get to the bottom of their rate problems before
he left office. I had the benefit of lots of data, number
crunching, and experience to determine the proper struc-
ture for this city’s rates and fees. But the mayor actually
got the funding level about right in the adjustment he pro-
posed. Thus, my results proved him to be mostly right on
the rate adjustment issue, but he was still wrong on the
getting re-elected issue.

How do you get great rates and not get voted out of
office or get fired? Try this. (It's weasel but it works.) Get
the right specialist with broad shoulders to analyze your
rates, then blame him or her for the rate increases they
say you have to adopt. Raise your rates all the way up to
where the analyst says. At the same time, tell your

Continued on page 35.
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| [ Jine Haven is a small town in the northeast corner of Wyoming near Devil's Tower and the Black Hills. Over the last few
-+ years, Pine Haven has been discovered by retirees, summer home buyers, and energy field workers, and the population
has grown by a whopping 12 percent per year.

You might think that Pine Haven's water and sewer systems are rolling in the cash: rapid growth to fuel tax receipts and rate
revenues, but you'd be wrong. Their rates have been too low for many years. In fact, they are not even high enough to cover
all their current operating costs. Twelve percent annual growth also means flow through the water and sewer systems dou-
bles about every six years. Just try to keep your system providing a respectable level of service faced with that kind of
growth. Pine Haven'’s debt service to fund new construction is slated to balloon.

Things looked dire for the town. The ratepayers thought they would really take it on the chin with unaffordable rate increases.

A water and sewer rate analysis revealed the facts of the situation and pointed the way to solutions. Recent rate increases
generally fixed the financial problems on a gross revenue basis, but they weren't getting the right amount of revenue from
users of various sizes. In other words, the rate structures were not very equitable. Rates still needed to go up to the high-end
users. But some low-end user’s rates actually needed to go down.The analysis proposed new rates that will now be adequate
for a long time, fair to the ratepayer classes, and affordable. Best of all, assured adequate funding will enable the city to con-
tinue providing good service and accommodate continued growth.

After the analyses were complete, Pine Haven officials remarked that several other towns they know of are worse off than Pine
Haven was before rate adjustments, but those towns show no interest in fixing those problems. Alas, they have experienced a
most common situation—cities and districts are in bad shape and they don't know it, or they sense it but they don't want to
face the cold hard facts. This problem won't fix itself, as another client discovered the hard way.

This city, which will remain nameless, was facing financial ruin, literally. Its total annual budget was about $12 million. Toward the
end of fiscal year 2006 it became clear the city would bring in only about $10 million.The numbers are big but the math is easy.
Emergency analyses showed many things that needed to be changed in this city. Chief among them, their water and sewer rates
were too low.Their operating costs were about $3.5 million per year but revenues only totaled about $2.6 million.That's a shortfall
of about $1 million every year to cover operating costs and several hundred thousand dollars more to cover debt service for
future capital improvements that are needed. So, rates had to go up substantially, but they remained affordable.

Between those rate increases and some cost saving measures, the city will be fine in about two years. Unfortunately, many
city employees had to lose their jobs, and lots of needed projects have been postponed to get the city out of this fix. The
ratepayers always pay. In this case it will be in reduced service for several years.

Read more about Pine Haven at www.carlbrownconsulting.com/PineHaven.htm.
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Continued from page 19.

ratepayers that each year you will look at what hap-
pened last year and what is on the horizon for next
year. Inform them that they need to plan on rate
increases to meet rising needs every year. Most years
those increases will be an inflationary increase in the
range of two to four percent. That will amount to per-
haps $0.50 to $1.00 per user per month. An increase
that small is basically unnoticeable and completely
understandable to ratepayers. Few will come out to a
public meeting to discuss a $1.00 per month rate
increase anyway.

How does our story conclude? If you hire a good
analyst, “blame” him or her for the rate increases
needed, adjust your rates appropriately now and
adjust them appropriately each year, your rate
increases will be a snap, your systems will remain
continuously well funded, they will serve the ratepay-
ers well, you will be a hero, you will get re-elected or
retain your staff job and all will live happily ever after.

More Information

To learn more about rate setting, visit Carl Brown’s
Web site at www.carlbrownconsulting.com. The site
has information about rate setting, asset management,
and other topics, and tools to help systems under-
stand and calculate good rates.

The National Environmental Services Center (NESC)
maintains a Manufacturers and Consultants Database,
a list of companies and consultants that offer products
and services to small community water and waste-
water utilities. Call NESC’s technical assistance staff at
(800) 624-8301 and select option “2” to help you
located a rate specialist in your area.

NESC also has several products to help systems
with rate setting.

¢ “Show-me Ratemaker,” part of the Environmental
Management Suite CD, is a free water and sewer
user charge analysis program developed by Mr.
Brown. Request product number DWCDMG57.

e The “Small System Guide to Rate Setting” helps
decision makers keep track of a system’s
finances, make changes in rate structures, and

gain customer support for rate increases. Request
product number DWBLMGH49.

e The booklet “Water Rates: Information for
Decision Makers” provides an overview of four
different rates structures. Request product num-
ber DWBLTRO5.

To order these products, call (800) 624-8301 or e-
mail info@mail nesc.wvu.edu.

The Environmental Finance Center at Boise State
University offers Plan2Fund, RateCheckup, and other
asset management and rate analysis programs. Visit their
Web site at htip:/sspa.boisestate.edu/efc/ to learn more. &

Carl Brown is President of Carl Brown
Consulting, LLC; specializing in water, sewer
and storm water system rate analysis and
rate setting, asset management program
development and training nationwide. Mr.
Brown may be contacted by phone at (573) 619-3411,
by e-mail at carlbrown@mchsi.com.
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Analyst Selection Process

ting a rate analyst can be done in a series of steps.

[SS

Examine your existing acquisition process.
Compare it to the following steps. As needed,
revise your processes to make them work better.

-advice on what kinds of rate analysis services

; (scope of service) you need.

Develop a probable scope of services.

Ask service providers for firms and others that do
rate studies.

Prepare a request for qualifications (RFQ) that
includes the scope of services.

ith prospective rate specialists and give
the RFQ.

Review responses.

Select a responder with whom you want to dis-

* cuss doing the project and talk it over.

Check references.

Have the specialist give you a firm proposal for
what they will do, what you need to do, and what
they will charge you.

If the proposal is acceptable to you, present it to
your decision-making body for approval or disap-
proval. If they approve it, proceed. If not, go back
to step 7.

As your specialist does the work, ask questions, be
involved and assure yourself that things are going
well. If they are not, and your specialist can't fix
the problem, fire them and use another analyst.




Q ate analysis is a very spe-
cialized field. You may not
have the time or expertise to do
your own rate analysis.
However, there are three simple
calculations— operating ratio,
coverage ratio, and affordability
index—that you can do to find
out if your rates are adequate
and affordable to your ratepay-
ers. These indicators can help
you decide if you can simply
make small rate adjustments to
keep your revenues adequate
and your rates affordable or if
you need a full rate analysis to
get back on track.

If you calculate and track
these three indicators regularly,
you will get a good sense of
the financial health of your util-
ities and how easy it is for your
customers to pay their bills.

For More Information

To make this task even sim-
Dpler, there is a Microsoft Excel
spreadsheet template for a basic
financial statement that will
calculate these indicators for
you. Download the template
[free at www.carlbrownconsult-
ing.com/Tools.htm.

AFFORDABILITY INDEX

Example:

What it does:

nd Affordabilit
+X-X/X*,

*Not including debt expenses

OPERATING RATIO

How it is calculated:
Operating Income / Operating Expenses*

Example:
$150,000 operating income / $100,000 operating costs = 1.5 operating ratio

What it does:
Indicates how easy or hard it is to pay your operating expenses.

A ratio of 1.0 means you have just enough income to pay your operating costs. Less than
that and you cannot pay all those costs during the time period being considered. Less than
zero and you cannot pay any of those costs. From one year to the next your operating ratio
should remain fairly stable or grow slightly but it can vary widely over shorter periods. Small
systems (a few thousand connections or less) should have an operating ratio of 1.25 or
higher.Very small systems (a few dozen connections or less) may need an operating ratio as
high as 2.0 to get through short periods when income dips or costs jump.

COVERAGE RATIO +X-X/X*

How it is calculated:
Funds Available to pay Debt* / Actual Debt Costs

*Generally includes operating income not needed to pay
operating costs plus any funds dedicated to debt expenses.
Example:
$50,000 funds available to pay debt / $20,000 actual debt expenses = 2.5 coverage ratio

What it does:
Indicates how easy or hard it is to pay your loan payments, closing costs and other debt
related expenses.

If you have no debt, you have no coverage ratio. As with operating ratio, a coverage ratio of
1.0 means you have just enough funds to pay your debt related costs. And, as with operating
ratio, from one year to the next your coverage ratio should remain fairly stable or grow slight-
ly but it can vary even more wildly than operating ratio. Most systems should have a coverage
ratio of 1.25 or higher. Generally a strong operating ratio will result in a strong coverage ratio
as well. Having both may get your system better terms and interest rates on loans and bonds.

0O 00O

P

How it is calculated:
Monthly Bill for 5,000 Gallons of Residential Water or Sewer Service / Monthly Median Household Income Within
the Area Served at Those Rates

$20 average residential bill for 5,000 gallons of water / $2,000 median household income = 1.0 affordability index

Indicates how easy or hard it is for your residential water or sewer customers to pay their utility bill.

A ratio of 1.0 means your residential customers are using, on average, one percent of their household income to
pay their water or sewer bill. This rate level is fairly common across the U.S.and is considered affordable. As a refer-
ence point, the U.S. Department of Agriculture’s Rural Development Utilities Program targets an affordability index
of two percent as the threshold for issuing grants to a system.
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Quelling the Ratepayer Revolt

By Carl Brown

The “Commentary” piece in the March/April 2010 issue
of UIM discussed utility resilience. If there is a short list of
public services that should be resilient, water utilities must
be on that list. What service is more critical than water?

The resilience commentary discussed financing of infrastruc-
ture construction with “other people’s money.” Using other
people’s money works well (for the user) so long as that money
keeps flowing, but it puts the utility in jeopardy. Future cash flow
from the federal government is starting to look risky, at best.

Any discussion of utility resilience must lead to a discussion
of user rates. In case you missed it, ratepayers and tax payers
are seething these days. In recent newspaper headlines
around the country, water and sewer rate increases have been
treated with ... well, let’s just call it “disdain.” If you recently
proposed a water or sewer rate increase you may have been
named in such a headline. The rate increase made all the
sense in the world, to you. To your ratepayers ... well, let’s just
say they said “no.” At that point you had a choice to make:

A. Do the rate increase anyway,

B. Do a smaller, inadequate increase,

C. Forget it, or

D. Do more “education” and try again.

The newspaper article about you probably ended badly
because you let the ratepayers or the media frame the argu-
ment. That must change.

First, recognize that you are in good company. These
stories are playing out all over, at all levels — sometimes
fairly, sometimes not. Second, recognize that, while the
outcome of your rate increase is in doubt, the story’s end-
ing should not be. Confused? That will pass.

Your rate-setting job needs to include these steps, com-
pleted honestly and openly, in this order:

1. Gain consensus (or something close to it) on service
and rate structure goals for the system,

2. Determine how the system needs to be run, and what
the cost will be, to satisfy the service goals,

3. Determine how high rates need to be set and how they
need to be structured to satisfy the already-decided service
and rate goals,

4. Make the case to the ratepayers about the required
rates, and

5. Adjust rates as “directed” by the ratepayers.

Step 1: Before doing any rate setting, discuss with the rate-
payers what kind of service they want. It’s going to boil down
to: “We want healthful water with good pressure, 24/7.” Still,
you can’t just assume that. Your ratepayers need to be involved
in that discussion so they can “own” that goal set. They need
to know that this kind of service is not a given, it’s a choice.

Also talk about what makes a rate structure “fair” in the
ratepayers’ eyes. It probably will boil down to: “Whatever
costs each user causes the system to incur, each user needs to
pay those costs back.” This one is harder for ratepayers to
put their finger on, but they need to be involved.

Step 2: Decide how to run the system. This statement sounds
strange. After all, wasn't this issue decided when the decision
was made to build the system? Probably. But, you may have to
run the system cheaper if your ratepayers really don’t want to
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pay the extra cost needed to get good
service. Think about what you would
have to cut to keep the rates lower.

Step 3: Crank the numbers on
rates. If a small, inflationary increase is all the system needs
and the current rate structure is considered to be fair
enough, the system clerk, finance director or manager
should do this number crunching. If big rate structure
changes are needed, you need help. Such issues typically
pop up every few years. By having a specialist do this once-
every-several-years analysis, you can assure that it is done
correctly and you can assure your ratepayers that you did not
“fiddle” with the numbers.

Step 4: Make the rate adjustment case. The word “case” is
used intentionally. In the minds of your ratepayers, the pro-
posed rates are on trial. The ratepayers are both the judge
and prosecutor. A strong advocate (you or your rate analyst)
must convince the ratepayers that the numbers are sound,
the rates will be fairly structured and they will not seriously
harm anyone. In other words, the proposed rates are inno-
cent. If the rate increase is going to be small, there is lots of
reasonable doubt so you don’t need to mount much of a
defense. However, if the rate increase will be large, you need
a rate-setting “Johnnie Cochran” on your side.

Ratepayer reluctance to pay more will happen. You just
don’t want it to turn into refusal. When ratepayers say they
don’t want to pay more, you need to give them service alterna-
tives that don’t require you to perform utility management
magic. Ratepayer refusal takes you back to Step 2.

Assuming your numbers are good and you present the case
well, ratepayer reluctance will yield to financial reality. You will
not be viewed as a manager run amok because the facts of this
business case were out of your hands — it costs what it costs.

Step 5: Adjust rates. Using the formula described above, the
final step is not difficult. It is even anti-climactic, if done right.
If your ratepayers say, “We want healthful water with good
pressure, 24/7 and rates that are fairly structured,” you adopt
the calculated rates. If they opt for lesser service, you adopt
appropriate lesser rates. Pretty easy.

If you are thinking, “It’s not really that easy,” you're
right. There is more to it. Visit www.gettinggreatrates.com,
click on the “Products” link and download the free
“Ratepayer’s Survival Guide” to start learning more. And
give the guide to your ratepayers — they need it.

How do alternatives A through D from earlier stack up?

e Awill lead to your failure.

* B and C will lead to utility failure, slowly or quickly.

That is certainly not resilience.

e D will lead nowhere, if you don’t have a destination in

mind and the determination to get there.

Follow steps 1 through 5 and you will almost certainly get
adequate and fair user rates. Your utility will run well, maybe
even resiliently. You will be the focus of no more disdainful
articles. And, the ratepayer revolt will be quelled.

Brown

Carl Brown is President of Carl Brown Consulting LLC and
GettingGreatRates.com. He can be reached at carl@
carlbrownconsulting.com.
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Great Rates
C‘For the People” _
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( \ '\> Rate setting drives people crazy!

k N \\ Utility decision-makers fear adjusting rates. They
N fear even bringing the topic up. Well, except for
\ r,.-\ . those candidates for office who decided to run on

, . a platform of slashing rates.

N |

\ S’/ Ratepayers hate paying higher rates and they can
\‘ { \ / get vocal about it. Ratepayers love voting elected

/ officials out of office if they think those
N\ r “politicians” raised their rates unfairly...

From the Forward to “How to Get Great Rates”




Great service is what your customers want. Great rates are what
you need to fund that service and treat your ratepayers fairly. Rate
setting is just one of the business functions you need to accom-
plish to provide great service. It shouldn’t be done under the fear
of bad repercussions.

Baseball has four bases and it’s a complex sport. Great rate setting
has many more bases. This article borrows heavily from “How to
Get Great Rates” to cover just one of those bases, the “for the peo-
ple” issue.

Your task:

You have done your rate calculations. They show that rates need
to go up, a lot. Now your board or council must discuss the
impending rate increase in one or more public meetings. This is a If you, the board or council, set rates wrong in any way,
hard message for ratepayers to hear and decision-makers to pres- the hotheads will blame you. If you leave it up to your
ent. Deciding if and how to proceed can become a wedge between users to set their own rates and they keep rates so low
members of the board or council. This wedge can kill the rate that you can’t run the system right, the hotheads will
increase, injure the decision-makers’ relationships and put the blame you. As the hotheads see it, this is a beautiful
decision-makers in a terrible light in front of the ratepayers. system.

The critical thing the board or council must decide early on and Don’t worry about the hothead popularity contest — you
with little if any dissent among them is this. Either the board or can’t win that one. Just provide good service at a fair
council will take actions it considers beneficial for the ratepayers rate and your cool heads won’t have reason to blame
(raise rates), or the board or council will simply execute the will you. As the saying goes, “It don’t get any better than
of the people. The board or council needs to drive this train for the this.”

benefit of the passengers or the passengers need to drive it them-

selves. Either way the train is headed down or off the tracks. The  Ejected officials are legitimately torn between Path One and Path
following example puts this issue in terms of rate setting. Two, either of which potentially can work if done right. While

most elected officials feel they were elected to follow the first
Specifically, your water rate revenues need to go up 25 percent to path, many perform as if they are following the second path. That
adequately fund.the system. You must go down one of two paths  kinq of thinking has led to rates that are inadequate in most water
toward this rate increase. and sewer systems today. That’s because ratepayers got the idea

that system funding and rates are negotiable, so they negotiated a
Path One: You may or may not try to convince your ratepayers that better deal. As they see it, you just didn’t hold up your end of the

it is in their best interest to pay 25 percent more. You may or may bargain by operating the system well with the money they gave
not succeed at that. But at the end of the day, acting in their best you.

interest as their elected representatives, you raise their rates by an continued on page 52
average of 25 percent. (This is representative

government.) N ] N
Designing Projects | Building Trust www.bannerassociates.com

Path Two: You try to convince your ratepayers that it
is.n their best interest to pay 25 percent more. You
may or may not succeed at that. At the end of the day

Water and Wastewater Planning and Feasibility Studies | Water

and Wastewater Treatment Facilities | Water Distribution Pipeline

you leave the rate increase decision up to them. Network Analysis | Water Rate Studies | Wells and Water Supply
(This is direct democracy.)

Water Storage Systems | Control and Telemetry Systems | Wastewater
Collection Systems and Lift Stations | Operator Training and Assistance

Construction Administration | GIS Services | Surveying

A word of warning
If you choose the direct democracy path a

make it clear to your ratepayers that is

exactly what you have done, and stick to it. -

If they choose the ‘wrong’ rates, fine. You PLANNING AND DEVELOPMENT
have told them what outcome they should

expect so let them suffer the consequences - A

they have chosen. But don’t double-cross 1 IEﬂ E I\l R E
them and as a board or council impose a ' :

higher rate on them that they have already
demonstrated they don’t want. That is a no-
win action.

\‘l-’) ® 0

424%S. Minnesota | 119 Second Avenue SW | 2307 W. 57th Street | 409 22nd Avenuess.
Suite B Suite 5 Suite 102 PO Box 298 BAN N E R
Sioux Falls, SD 57108 | Brookings, SD 57006

St. Peter, MN 56082 | Pipestone, MN 56164
(507) 931-0930 (507) 562-2957 (605) 977-6342 (605) 692-6342 Engineering | Architecture | Surveying
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continued from page 51

In this country we are proud of our heritage of government that is
“of the people, by the people and for the people.” People natural-
ly want their utility services to be cheap if not free. However, util-
ity management is more a business function than a government
function. Thus, the business must be funded properly or the “for
the people” part just won’t happen.

And, a word of reassurance

Whichever path you choose, if you will thoroughly
research the outcomes you can expect from various
rates and you (or your analyst) clearly and convincingly

lay that information out to your ratepayers, ratepayers
will almost always choose (or let you choose) the right
course. If they don’t the results will probably be evident
soon and they will correct their course.

Your solution:

As a united board or council, choose Path One or Path Two. Then
make it absolutely clear to your ratepayers which of the two paths
you have chosen. If things go wrong they need to know who to
blame, you or themselves.

It happens so commonly that it is almost standard. Three or four
of the five board or council members will choose Path One and the
other one or two will choose Path Two. The Path One choosers
end up doing the hard, unpopular work of funding the system
well, usually raising everyone’s rates in the process. The Path Two
choosers get to be the “for the people” populists. They question
the rate increase and their fellow council or board members. They
point out how it will hurt the fine citizens or your town or district.
But, they get to enjoy the success created by the rate increase.

Human nature being what it is we are stuck with people who want
to play it both ways. However, the utilities that provide appropri-
ate service at reasonable cost are usually those that have united
boards and councils. You, the board or council members, need to
work this issue out “behind closed doors” before considering rate
adjustments so you can serve your ratepayers as well as possible
and not eat each other up.

Unfortunately, some Path Two choosers also like to “blindside”
their fellow council or board members by not revealing their intent
in pre-meetings and workshops where the nuts and bolts of the
rate analysis are discussed. They prefer to wait until the public
meeting, with the press there in force and then they will side with
the “poor ratepayer whose rates are going to be jacked up so ruth-
lessly.”

There is no absolute cure for this behavior. However, you should
set up a defense beforehand. Your board or council should adopt a
resolution something like this.

The (council/board) of resolves to set
and maintain utility rates and fees that are fairly
structured for the ratepayers and high enough to
adequately fund the system on a sustainable basis.

This goal statement tells everyone, including board and council
members, how the board or council will decide rate setting issues.

52 MRWA TODAY ¢ Spring 2011

Then, before launching into a public discussion of the rate analy-
sis and proposed rates, remind everyone of the council’s or
board’s stated goal. You might even want to read it out loud for all
to hear before you start the rate adjustment discussion. In that
way, the analysis that was done and statements people make can
be measured against this objective criteria. If a board or council
member seems to advocate for a rate that won’t satisfy that crite-
ria, they should be asked to defend their position.

You will have the rate adjustment discussion with your ratepayers
either in a public hearing format or a public meeting format. The
public hearing format works best with Path 1, the representative
government style. The public meeting format works best with
“direct democracy,” Path 2.

“The last liar always loses.”
— Unknown

Consider this to be a rule — never open the floor to dis-
cussion until the rate analysis and possible actions to be
taken have been covered to the satisfaction of the deci-
sion-making body. If a ratepayer, or a board or council
member wants to argue against rate increases, that’s
OK. But make them argue against the facts after they
have already been presented, not the other way around.

Regardless of the path you choose, you want to get this basic mes-
sage across to your ratepayers:

If we keep our current rates, which are unfairly
structured and inadequate, the system will run out
of money in 20___, or, we won’t have the money
needed to build the new , or, we won't have
enough money to replace failing equipment so we
will start to have service outages or (whatever the
consequence is for your ratepayers.) If we adjust
rates as proposed they will treat all ratepayers
fairly and enable (great, good, just good enough)
service to continue (or start.)

Do that well and you’re home free.

Your charge:

Your goal should be adopting adequate
and fair rates. To get there you need to use
a sound process. That process must cover
many issues including keeping your board
or council members on the team and in
line so you can present a unified story to
your ratepayers. Whatever your story is,
tell it to them. Good communication is
largely in the telling of the story.
Ratepayers don’t like the “rates need to go
up” story. But, if you tell it well, tell it
together and back it up with good analysis, they will understand
and generally go along. As the saying goes, “It don’t get any bet-
ter than this.”
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ou can have great rates and great assets. Or you can have
great rates and bad assets. But you can’t have bad rates and
great assets. At least, not over the long haul.

That is the crux of our asset management problem — our rates are
just too low. To use the “which came first, the chicken or the egg”
barnyard analogy, rates are the chicken, assets are the egg. I don’t
know which came first, but I do know where assets come from.

If you are to set great rates for your system, or if you are to
help your client do so, there is a facet of human nature that you
need to respect. That is, given the choice between forward-
looking asset management at responsible current and long-term
rates and short-term adequate management at a cheap current
rate, ratepayers will usually choose cheap. Why? You can put it
many ways but to put it bluntly, we all want what we can get or
keep now more than what we can get or keep later; even if later
is better for us. We are “me” and “now” centered. That’s not a
slam on human nature. All of nature has that outlook.

It actually takes books full of psychology to explain this and
related principles, but you understand them intuitively. Does
human nature preclude us from selling the notion of advanced
asset management? No. But, we must prove to ratepayers that it
is in their own self interest to fund well managed assets.

Most ratepayers are quiet and cool-headed and will follow a
reasoned approach fairly willingly. Some — the CAVE people —
want to organize the cool-heads against you and kill whatever you
have in mind. (CAVE: Citizens Against Virtually Everything.) To
prevent them from doing that you need to use a well planned and
executed approach to rate setting. Here is a strategy to consider.

Rate setting needs to happen in two distinctly different parts.
Part 1 is analysis. Part 2 is the political process of passing an
ordinance and all that goes with it. The same people can do
both parts, but if they do, some of the ratepayers will think the
“fix 1s in.” Many will think and some will even ask, “Were the
proposed rates cooked up to serve some under-handed pur-
pose?” Your answer must be this:

“The rate analysis and rate setting processes were two distinct
parts of the rate setting puzzle. They were done by completely
different people. The rate analyst did the ‘math.” We, your elected
officials, did the rate setting based on the analysis results.”
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Only the board or council can pass the rate ordinance. They should
do so based upon information and advice provided by the rate analyst
who is not a member of the board or council. The analyst might be an
actual rate setting specialist, a consulting engineer, an accountant, a
free service provider from an association or state agency or even the
city or district clerk or finance director. Choose this person based on
the system’s needs and their ability to fulfill them, not just on availabil-
ity. Rate analysis is complex and you want to get it right. It will be the
underpinning for everything else you do.

Rate analysis is voodoo to ratepayers. It’s almost as unknow-
able to many city and district decision-makers and staff, too.
That’s OK. There are specialists who know how to do rate analy-
sis. Rate setting — the political process — is viewed by many rate-
payers as dark, mysterious, even clandestine. Some boards and
councils don’t do a good job of dispelling that impression. But
they need to if they want to be successful.

The best way to bring ratepayers around to accepting higher and
restructured rates is to make the analysis as mathematically defen-
sible yet as easy to understand as possible while making the rate
setting process as transparent as possible. Ratepayers can’t accept
what they don’t know. They can’t know what is hidden from them.

There are many aspects to great rate setting. One key is this. Set
your rate setting goals before trying to set your rates. Why bother
with working out goals ahead of time? If you don’t set goals first and
have (almost) everyone buy into those goals, you WILL have people
try to shoot down proposed rates later. They might succeed.

Consider adopting an ordinance or resolution that makes this
goal statement: “The [council/board] of [your city] resolves to
set and maintain utility rates and fees that are fairly structured
for the ratepayers and high enough to adequately fund the
system on a sustainable basis.”

By adopting such a goal statement you will have something to
point to if someone tries to highjack the rate setting process or
balk at paying rates that will adequately fund the utility. And,
here’s a helpful hint: You can’t wait until you hit a rate increase
logjam and then try to adopt the goal statement after-the-fact.
Those who don’t want their rates to go up will simply see this as
an “end around” play. You must adopt your goal statement
BEFORE setting out to analyze and adjust rates.”
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We need to teach our ratepayers how to
best satisfy their selfish interests concerning
utility services. The first step is acceptable
rates. The second is advanced asset manage-
ment or something close to it.

Rate setting includes these four basic
phases: goal setting, analysis, initial adjust-
ment and future incremental adjustments.
Simple to state and simple in concept, these
steps cover critical and sometimes complex
issues that need to be executed correctly.

It seems like many people want to dumb
down rate setting by skipping many impor-
tant issues. They just want to boot up a
simple tool or spreadsheet, plug in a few
numbers or answer a few basic questions
and, BAM, they've got great rates. It just
doesn’t happen that way. While some of
these tools can do the number crunching
well, you need to plug in the right numbers
and you need to understand the rate set-
ting process and your ratepayers to actually
get that rate increase passed. Your goal may
not be headline-making, rate setting suc-
cess. But, there is no alternative to learning
some basics about rate setting even if you
only want to keep your name out of expose’
articles about rate setting shenanigans.

Time is your enemy. Time robs rate set-
ters of their momentum to get the rate set-
ting job done. Time robs rate increases of
their ability to boost net revenue. Time is
exactly why we have a funding gap in water
and sewer that is measured in the hundreds
of billions of dollars.

Rate setting is a thankless job. No board
or council really wants to do it. Thus, they
put it off. Even when they get started they
discover troublesome issues, like the need
to raise rates big time and how ratepayers
feel about that. They have lots of reasons to
not start on this task.

Other reasons pop up to halt the task
midway. Even when boards and councils
know what rate adjustments are needed
they feel hesitant about “pulling the trig-
ger” on a rate increase. Every time one of
these time wasters pops up remember this
mantra, “Just get on with it.” Put your head
down and charge ahead.

If you pass a rate increase ordinance after
six months of deliberation you will feel jus-
tifiably relieved. You will be thinking,
“Finally we have solved our income prob-
lem.” Not completely. If you need rates that
will generate an annual revenue increase of,
for example, $520,000, by waiting six
months to get it done you will cost your
system $10,000 per week of deliberation
and $260,000 all together.

Before “deliberating” about rates you
need to ask yourselves, “Will we improve
the quality of our decision by more than
$x,xxx per week or are we just putting off a
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distasteful task?” (Your analyst should tell
you what your time cost is.) Usually boards
and councils are not actually refining their
decisions during that time lag. They are
just not pulling the trigger on a decision
that has already been made or that could be
made quickly if they just got on with it.

Thus, time costs you money. You've
heard that before.

Once you pass that big increase the next
thing you think is, “I sure am glad that is
done. T hope I don’t have to do that
again.” If you pass an inflationary rate
increase next year and each year that there
is inflation in the cost to run the system,
you probably WON’T have to do a big
increase again. But if you don’t keep your
rates current with inflationary increases,
after only five years of inflation at 5 per-
cent you will need a rate increase of 27.6
percent due to compounding. At 10 years
the increase becomes 62.9 percent. And
these increases don’t cover new needs like
system upgrades and expansions. Do infla-
tionary increases annually and you will
probably never preside over a big increase
again. Your ratepayers will like that.

In summary, there is much more that you
need to know to get and keep great rates —
rates that are adequate and fair. But always
keep the basics in mind. You need to set
goals, analyze rates, make the initial big

Water Utility Infrastructure Management

Rate Setting Phases
Phase 1 — Decide your rate and fee goals —
your destination.

Phase 2 — Develop your own or “buy” a com-
prehensive rate analysis — a map — that leads
to your goals. Usually this requires large initial
rate adjustments and rate structure changes.
Phase 3 — Actually make those initial rate
adjustments.

Phase 4 — Make incremental rate adjustments
in future years — course corrections that are
almost always small increases — to keep net
revenues and other financial indicators on
track with the projections from the compre-
hensive rate analysis for as long as possible.

increase and restructuring, and keep rates
current every year. Educate and bring your
ratepayers along and you will have great
rates. Great assets will soon follow.

Carl Brown is president of Carl Brown
Consulting, LLC and GettingGreatRates.com.

EDITOR’S NOTE: This article is based upon
the author’'s soon-to-be-published book,
“How to Get Great Rates.” To be notified by
e-mail when the book is available, visit http://
carlbrownconsulting.com/ and sign up for
the “Tool Shed.”
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by Carl Brown, Carl Brown Consulting, LLC

How to get great rates
(and not get beat up)

he caller ID said
‘Kansas City Kansan,’
an on-line newspaper. [ said,
“Hello, this is Carl Brown,
Carl Brown Consulting...” It
was Nick Sloan, a staff writer.
Nick had read in the Bonner
Springs, Kansas newspaper, The
Chieftain that the Council recently
voted to increase water and sewer
rates. I think he used the term,
‘RATE HIKE.” Nick read that I
was the city’s rate analyst so he
wanted some quotes from me for
an article he was writing for his
paper. Nick and I had a nice
conversation, he got his quotes and
I went back to the rate analysis I
was working on at the time.
Nick’s article, and the Bonner
Springs Chieftain article, both read
very well. They even sounded
complimentary.
The city and its

Carl Brown Consulting, LLC

management were
portrayed as they
really are — sharp
managers planning
for the future of
the systems and
their ratepayers.

A ratepayer from
Bonner Springs

Y| who read those
articles would
think, ‘Our
systems are doing
OK right now. But, they’re headed
for financial failure pretty soon
and it won’t take much of a rate
increase to keep them in good
shape. Hmmm...’

Your hometown newspaper
writer should be writing that kind
of article about you, or your
system and or your system’s
finances every year. That’s right.
You should be adjusting your rates
every year — incrementally. Then,

56

you should do a thorough analysis
and rate and fee restructuring
every few years to get, and keep
your rates, on track.

When was the last time your
local paper ran an article about rate
increases that your council or
board passed? Last month? Last

©0000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000 00

Give newspaper writers good,

well. Now, they didn’t exactly
agree on what that would look like
— we all have a point of view. But
after careful consideration, the
Bonner Springs City Council
adjusted rates appropriately.
Bonner Springs’ water and
sewer systems are well managed

hard facts to report and

they will. Don’t, and they are left to interview ratepayers
worried about how they are going to pay their water
bill because they didn’t get the facts either.

year? Ten years ago? Did the
article pass along solid, factual
information about the increases
and the financial condition of the
system? Or, did it read more like a
smear of your management? Give

newspaper

they will.
Don’t, and
they are
left to
interview
ratepayers
worried
didn’t get the facts either.
Adjusting rates in a public system
is a political decision. But that
decision should be based on the
facts.

The articles brought back for
me these facts. The Bonner Springs

writers good,
about how

they are going

staff and Council were great to
work with. They all wanted to do

hard facts to
to pay their water
the right thing — run solid water

report and
bill because they
and sewer systems and fund them
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and funded like most others. You

could expect your rate adjustment

needs to be something like theirs.

Bonner Springs’ rate studies

showed that the water rates needed
to go up an average of 33

percent. (Most of
my clients end
:

up raising rates
20 to 45
percent with
the range
going from six
: percent to 330
b percent.) The
' affordability
«% index of the new
v ' rates would be
“ 0.65 percent (see
sidebar on the next
page for a description of
financial capacity indicators). The
sewer rates needed to go up an
average of only 11 percent. The
affordability index of the new
sewer rates would be 0.58 percent.
Without an increase the systems
would be deep in the hole in 10
years. With the increases, reserves
will be about $3.7 million in 10
years and the systems will have the
funding to operate well and do
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How to get . ..

needed capital improvements in
the meantime. Quite a turn around
for $10 a month. Staff and I
presented the rate and fee increase
‘case.” The Council considered the
facts and voted for the increases.

How should you present your
rate increase ‘case’? Start by
learning and appreciating these
facts:

1. While a spreadsheet
program or even a printed
workbook can help you
estimate your rate and revenue
needs, it will not analyze your
rates for you.

2. Every system needs to
estimate its rate and revenue
needs every year. This is basic
budgeting. But, it is not rate
analysis.

3. Every system needs to
analyze its needs for revenues,
rate and fee adjustments, debt
service and rate restructuring
every few years or whenever
something big happened (you
went broke) or something big

Rate analysis training
scheduled for 2007

JJJJJJJJJJJJJJJJJJJJJJJJJJJJJJJJJJJJ

is getting ready to happen (you
need to build a new water
tower in three years). This
analysis is a giant word math
problem, with lots of political
and social studies and business

©00000000000000000000000000000000000000000000000000000000000000000000000000000000000000000

system to tens of thousands of
dollars for larger systems.

Next, where can you learn how
to do rate analysis? Or, where can
you learn how to get someone else
to do it for you?

The key is, you or someone else must start the rate
analysis process and then keep it going. This is an
ongoing task like annual budgeting, reading

meters and pulling water samples.

planning thrown in. There is no
substitute for either you doing
lots of learning and lots of
work, or hiring a specialist
who has already learned how
to do this work.

4. Time is money. If you
postpone increasing rates,
every month that goes by costs
you in terms of uncollected
rate revenues. This monthly
cost ranges from a few
thousand dollars for a small

44444444444444444444444444444444

User charge analysis is a technique for determining if rates are
adequate and fair today and how to keep them so in the future. Water and
wastewater utility managers and decision-makers need to analyze rates
regularly, or have a specialist do that for them.

The Kansas Rural Water Association wants all Kansas water and
wastewater systems to be well-funded. Increasing rates will either be the
THE most difficult thing a board or council will do, or it will be close to the
top of that list. However, with a solid rate analysis, adjusting rates goes
smoothly and incremental increases in subsequent years will be a snap.

KRWA will sponsor workshops this summer to train on rate analysis
and other financial issues. These have tentatively been scheduled at:

1. June 5, Manhattan
2. June 6, Wichita
3. June 7, Chanute

Check the KRWA Web site for
further updates:
www.krwa.net/training

4. August, Management Conference, Topeka

Here's the bottom line. If the system's bottom line is not strong, then
the system's future is at risk. KRWA wants to help all systems stay strong.
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Second question first, visit
http://carlbrownconsulting.com/H
owtogetaRateStudy.htm for a step-
by-step process. This site includes
document templates that will
make the process easier and surer
for you.

First question, know that do-it-
yourself rate setting will take lots of
patience, work and mistake-making.
Some of those mistakes could be
costly to the tune of tens of
thousands of dollars for a small
system and more for larger systems,
but don’t let that stop you. Learn to
eliminate many of those errors and
make your time as productive as
possible by attending training like
the workshops discussed below.

The key is, you or someone
else must start the rate analysis
process and then keep it going.
This is an ongoing task like
annual budgeting, reading meters
and pulling water samples. But,
proper rate setting is also different
from all other tasks in this way. If
you don’t do this task right,
someday you won’t be doing the
other tasks at all.

If that happens and you are an
optimist, you can enjoy this silver
lining. You won’t have to worry
about a newspaper reporter
interviewing you for an article
called ‘RATE HIKE.’



Water, sewer rates to increase;

average bill up $10 a month

By Jesse Truesdale, Reporter, Bonner Springs Chieftain

Wednesday, December 20, 2006

The Bonner Springs City Council
voted to bite the bullet Monday night
and hike water rates by about 33
percent, or $8.43 a month for the
average residential ratepayer.

As drastic as the increase may
sound, at $9 for a minimum charge
and $4.20 per 1,000 gallons for less
than 70,000 gallons a month, Bonner
Springs' water rates will still be
lower than those of nearby systems
like Basehor and the Kansas City,
Kan., Board of Public Utilities,
which charge $5.63 and $6.64 per
thousand gallons, respectively.

The rate increase will mean an
extra $8.43 per month for the
average residential customer, who
uses about 5,900 gallons each
month. The rate will increase by
much smaller increments after the
first year, at about 4.5 percent yearly.

The impact fees — money
charged to tap into the system — for
both utilities were also raised.

A short workshop session had
been held before the meeting, after a
much longer one and a crash course
on rate setting last week, to discuss
the findings of a study by Carl
Brown, of Carl Brown Consulting,
LLC.

calculations, the city would be in the
hole $7,841,411 in 10 years.

But, with the water rate increase
the Council approved, Brown said
the city would be able to pay for
needed improvements and
equipment replacement, and build

Without the rate adjustments, by Brown's calculations, the city
would be unable to pay for planned capital improvements, needed
equipment replacement, or to accommodate growth.

Brown was hired by the city to
look at the financial health of its
water and sewer services and to
determine what rates should be set at
to ensure the continued solvency of
both utilities for the city.

Without the rate adjustments, by
Brown's calculations, the city would
be unable to pay for planned capital
improvements, needed equipment
replacement, or to accommodate
growth. Without the water rate
increases, according to Brown's

up a capital of $2,174,535, which
could be used as security against
unforeseen costs.

The Council approved the water
rate increase by a vote of 5-3, with
Council members Scheidt, Amber
Sechrist, and Jerry Jarrett dissenting.

The Council approved the sewer
rate increase by a vote of 7-1, with
Council member Wendy Scheidt
dissenting.
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Rate Adequacy,

When it comes time to consider adjusting your water, sewer, or other utility rates,
there are several issues that need to be on the top of your priority list.

Number one is rate adequacy. Without adequate rates the utility will sooner or later fail.

mber two is rate structure fairness. Without (enough) fairness you will sooner or later fail.

imber three is risk. There is risk in everything we do and we can never manage it down to zero. But if the
me from the “bad thing” happening is serious, you should reduce the risk of it happening to a low level.



Rate adequacy is your top priority and, fortunately, it is a fair-
ly simple condition to determine. If, based upon next years pro-
posed budget, the system’s operating costs are projected to go up
by five percent and you’re only breaking even now, you know that
you need to draw from reserves, reduce costs by five percent,
increase revenues (usually rates) by five percent, do a combination
of these or plan to borrow to cover the shortfall. Assuming you
can’t reasonably reduce costs any more, you can simply raise all
rates by five percent at the first of the year (and maybe another
half percent or so just in case customers try to conserve) and
you’ve closed the gap. This is what boards and councils do every
year at budget preparation time.

Rate adequacy is the condition where
rates and fees are set high enough to pay
all known and reasonably expectable
operating and other costs as they occur.

Risk is ever-present because upsets can and often do happen. For
that reason all utilities should maintain reserves so they can tem-
porarily cover shortfalls. The amount you should keep in reserve
depends on the size of your utility and your aversion to risk. For
example:

*If your system has 100 connections (inherently risky) but your
ratepayers have no worries about bad things happening (not risk
averse), total reserves that amount to 10 or 20 percent of your
annual operating budget will be enough.

*If your system has 10,000 connections (low risk) and your
ratepayers hate the idea that their water might be out of service for
a day (highly risk averse), you might need to amass total reserves
of 100 percent of your annual operating budget.

Upsets include things like capital improve-
ments, a recession, a drop off in use or fee
collection or anything that will cause costs
to go up markedly or revenues to go
down.

If, for example, your reserves are currently 25 percent of your
operating costs but they need to be 35 percent (a 10 percentage
point shortfall), you can build reserves by raising rates two per-
cent per year for five years. If you also need to cover five percent-
age points in operating cost inflation your total annual rate
increases will need to be seven percent this year and probably
about that much for four more years. Such increases are doable for
perhaps three years without a rate analysis (study) to back them
up because the cumulative rate increases will amount to slightly
over 21 percent by that time. After that you really need a rate
analysis to substantiate your proposed rates. If your reserve short-
fall is 25 percentage points you need a rate analysis right now to
justify increases that will be that severe.

Rate adequacy has nothing to do with rate structure fairness. For
at least a short time, and maybe even a very long time, you can

have very adequate rates that are very unfairly
structured, so long as the ratepayers will stand
still for it. However, the reverse is usually not
true. Whether the rates are fairly structured or
not, systems move toward failure when they
are poorly funded.

Rate structure fairness is in a different
realm from adequacy. While determining ade-
quacy is simple enough, it takes some analysis 3

to get at fairness. Fortunately, fairness is in the

eye of the beholder and most ratepayers don’t

demand absolute fairness 100 percent of the time.

Therefore, you don’t need to worry about this issue every year. If
your rates are fair enough for now and your operating and other
costs are only projected to go up by five percent next year, with no
big upsets on the horizon, you can probably raise rates across the
board by five percent and still have fair enough rates. You may be
able to do this five years in a row before your rate structure gets
sufficiently out of whack that you need a rate restructuring.

Eventually, though, you will need to restructure. To support your
rate structure choice you need evidence. A comprehensive rate
analysis serves that function, usually by giving you three pieces of
the puzzle:

*Puzzle piece one is a mathematical model (normally done in a
spreadsheet program) that accurately depicts your customers’
usage, the rate schedule, costs of operation, replacement and cap-
ital improvements, starting balances, future balances under the

continued on page 54
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continued from page 53

current rates, future balances under adjusted rates and more. Such a model will accurately pre-
dict your financial future under nearly any set of circumstances you might like to consider.

*Puzzle piece two is a report in plain words that gives the analyst’s adjustment recommenda-
tions, their interpretation of circumstances and events that are important to the system and the
like.

g e *Puzzle piece three is an in-person presentation by the analyst to the board or council so issues
UV, ] “/C” | can be discussed and ratepayers can hear for themselves what the rate adjustments will mean to
them.

This analysis could be done by the city or district clerk, finance director or other staff person who
has been appropriately trained and armed with good rate calculation tools. Otherwise, you should
have a rate setting specialist do it.

The analysis substantially reduces the risk of adopting inadequate and unfairly structured rates.
A side benefit, but it is often considered by some to be the major benefit, is that the analyst now gets the blame for recommending rate
adjustments. (These are almost always rate increases for at least some of
the users.) The mayor or board chairperson and other officials get to
sidestep blame because the analyst is the one calling for rate adjust-
ments, not them.

Visit http://gettinggreatrates.com/ click
the “Products” link, then the “All
Products” link to download the free
Sidestepping blame will still not be enough to get a 25 percent or more | Ratepayer’s Survival Guide. E-mail this
rate increase through the ratepayer gauntlet. It helps if you can get link to your ratepayers and post it on

ratepayer“s involved ’consm.tctlvely: T(’)’ faahtgte .that you should down- your Web site so they can download to
load the “Ratepayer’s Survival Guide” and give it to any ratepayer who . ,
their heart’s content.

cares to read it. This free guide includes a set of questions your ratepay-
ers can ask you about their rates. Therefore, it makes very good sense
for you to read the guide, too, so you will be able to answer those questions and put their minds at ease.

Rate adequacy, fairness and risk — If you can get these down you’ve got it made.

Author Bio and Contact Information

Carl Brown is President of Carl Brown Consulting. LLC , specializing in water, sewer and storm water system rate analy-
sis, asset management and training nationwide. He is also President of GettingGreatRates.com, home of many rate set-
ting tools. Mr. Brown may be contacted at: Phone (573) 619-3411, E-mail carl @carlbrownconsulting.com, Web sites:
http://carlbrownconsulting.com/ and http://www.gettinggreatrates.com/

EI Ii O Designing Projects | Building Trust www.bannerassociates.com

COMPANIES Water and Wastewater Planning and Feasibility Studies | Water

For over 40 years Ellingson Companies has been and Wastewater Treatment Facilities | Water Distribution Pipeline

providing our customers quality projects on
budget and on time.

Network Analysis | Water Rate Studies | Wells and Water Supply
Water Storage Systems | Control and Telemetry Systems | Wastewater

q . . Collection Systems and Lift Stations | Operator Training and Assistance
Ellingson Companies provides a number of

trenchless technologies and design-build
opportunities to help save your community time
and money including:

Construction Administration | GIS Services | Surveying

- Community Sewer + Pressure Sewer Systems
- Engineering Services - Directional Drilling

« Static Plowing « Sewer Line Repair (CIPP) PLANNING AND DEVELOPMENT

« Pipe Bursting « Vacuum Excavation

Contact Ellingson Companies today at
888.527.2294 or visit us online at
www.EllingsonCompanies.com to get an estimate

- 424 % S. Minnesota 119 Second Avenue SW | 2307 W. 57th Street 409 22nd Avenue S.
and to schedule your next project. Suted Suite5 Suite 102 PO Box 208 BANNER

St. Peter, MN 56082 | Pipestone, MN 56164 Sioux Falls, SD 57108 Brookings, SD 57006
(507) 931-0930 (507) 562-2957 (605) 977-6342 (605) 692-6342 Engineering | Architecture | Surveying

'WEST CONCORD, MINNESOTA () HARWOOD, NORTH DAKOTA www.EllingsonCompanies.com

54 MRWA TODAY ¢ Winter 2012



How to Adopt New User Rates

' By Carl Brown, President
GettingGreatRates.com
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All good stories have a beginning, middle, and
an end. Stories with sequels—and that includes
rate-setting stories—have a beginning, middle, and
an end; and then more beginnings, middles, and
ends.

In the beginning, there were no water rates, no
sewer rates, or rates of any kind. That's because
there were no water systems, no sewer systems, or
any other constructed systems. But as soon as
humans decided to pipe water into their homes and
pipe wastewater out of their homes, they needed to
find a way to pay for those
services. This was the dawn-

Do you know what data y
ing of user charges.

you need to gather for rate
calculations? How to do
those calculations? How to
adopt rates successfully?
Or how to do this over and
over again

Unfortunately, the genesis
of user charges didn’t come
with data upon which water
systems could base fees. That
made setting rates something
of a shot in the dark. Once
enough systems were up and
running, they started to generate data upon which
future rates could be calculated. But now the
ancients were presented with a new problem—how
to capture the right data.

Fortunately, we now have enough experience to
figure out what the right data are. First of all, you’ll
need an idea of what kind of rates you want. That
should be based upon how diverse your customers
are (residential, commercial, high volume, low vol-
ume and more) and how closely you want to tailor
rates to your customers’ needs and desires. The fol-
lowing will help you decide what data you need to
gather.

If you want the simplest possible flat rates, you
only need estimates of:

e How many cutomers will be on the system
next year;

e What it will cost to own and operate the sys-
tem next year, including payments to reserves;
and

e How many billing periods there will be next
year.

With so few data points to consider, the math is
easy. That makes for a short, sweet rate-setting
story, in theory. However, most utility customers
want more out of their rates than a flat structure
will allow.

Let’'s move up the rates ladder. If you want the
simplest possible proportional-to-use rates, you
need to breakdown the costs into “fixed” and “vari-
able” categories. The resulting rate calculation math
is still fairly easy.

Proportional-to-use rates are just one rate struc-
ture that has a uniform unit charge. Other rate
structures that have a uniform unit charge plus no
usage allowance are equally easy to calculate. But
they will be harder to sell to ratepayers. If you want
rates that are not proportional, expect a few more
plot twists.

If flat, proportional, and other uniform unit
charge rate structures won'’t satisfy your ratepayers’
needs, you will need to gather some very serious
data. And, the number crunching will be complex.
Your rate-setting story will not be a dime-store
drama. It will be a high-end novel.

Let’'s move up the rates ladder again. There are
conservation rates, declining rates, true cost-of-serv-
ice rates, usage allowances, and other rate structures
where the revenue to be generated is dependent
upon who uses what volume and when. For these
rate structures, you will need the data already dis-
cussed. But this time the usage data will be for
each customer, and it must be detailed. If you use a
billing program to generate each customer’s bill,
you already posess this detailed data (for last year —
your base for estimating next year’s use). If you do
not use a billing program, you probably should -
stick with flat or uniform rates.

Usage data comes out of billing programs in vari-
ous formats, but this is what you need to end up
with:

e The identity of each customer type — residen-
tial, commercial, etc.—to whom you plan to
charge different rates, and

e The volume that each customer used during
each billing period of the test year.

Therefore, the data string or table of data you
get out of your billing program will tell you that:

e Customer R00001, a residential customer,
used 5,340 gallons last January, in
February they used ..., and so on,

e Customer C00001, a commercial cus-
tomer, used ..., and so on through .
every customer and every billing S
period.

Don’t despair at the impending number
crunching. There are some simple do-it-
yourself methods you can use to
completely avoid gathering detailed
usage data. That will follow soon
enough.

Once you have the data
in hand, you can do some
simple calculations for flat
and proportional rates, or
more serious calculations
for several other rate
types. That brings us to
the middle of the story.

Flat Rates: A set fee buys
unlimited water use. This rate
structure is used where water
is unmetered, where most
customers want to keep it very
simple or the customers simply
don’t know there are fairer
ways to pay user rates. Flat
rates are not about fairness.
They are only concerned with
funding the system in the
quickest, easiest, cheapest way.
And that’s no slam.

Calculating New
User Rates

Let’s do the easy rate
structure first—flat rates.
Flat rates are a fourth
grade math problem.

Question: 1If a water
system will cost $24,000 to
own and operate next

www. vu.edu 19
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Conservation Rates:
Unit charges go up as usage goes up.

Declining Rates:
Unit charges go down as usage
goes up.

Cost-of-Service Rates:

Rates that collect from each class of
users the costs that those users caus
the system to incurr on the behalf.

Usage Allowance:
A volume “given away” with the
minimum charge.

=

Proportional-to-Use Rates: Rates
where the minimum charge recovers
all fixed costs, the unit charge recovers
all variable costs, the unit charge is the
same—"uniform”— for all volume
sold, and there is no usage allowance
in the minimum charge. This structure
works great for most sewer systems
and lots of fairly small and simple
water system too.

lap Spring/Summer 2012

year, including payments to reserves, and there will be 100
users who will be billed monthly (12 billings per year), what
should each user be charged?

Answer: $24,000 in costs /100 users /12 bills per year =
$20.00 per user per month

Wouldn't it be nice if they were all that easy? But wait, pro-
portional rates are not much tougher. With proportional rates,
you divvy costs up as “fixed” and “variable.” The fixed cost
part of everyone’s rate is calculated exactly like the flat rates
above. The variable costs part of everyone’s rate (called a unit
charge) is calculated based upon the total volume to be sold.
The problem, and its answers, will look like this:

Question: If a water system costs $24,000 in fixed costs to
own and operate next year and $18,000 in variable costs, and
there will be 100 users who will use six million gallons of
water, and unit charges will be billed for each 1,000 gallons
used, and each user will be billed monthly (12 billings per
year), what minimum and unit charges should each user pay?

Minimum charge answer:

$24,000 in costs/100 users/12 bills per year = $20.00 per user
per month

Unit charge answer:

$18,000 in costs / (6,000,000 gallons /1,000 gallon billing
units) = $3.00 per 1,000 gallons

Therefore, if a customer will use 5,000 gallons during one
month, their bill should be:

$20.00 minimum charge +(5,000 gallons/1,000 gallon billing
units * $3.00 per unit) = $35.00

That was pretty easy, too. But there’s a catch. Separating the
“fixed” and “variable” costs is tricky. Just about everyone gets
this part wrong. Miss this and you can do the math correctly
but arrive at terribly wrong rates. To avoid that, get these defi-
nitions in your mind before you try to separate costs:

Fixed costs are those related to the fact that someone is a
customer. These are not costs that do not change. All costs
change over time. These are costs incurred on the behalf of
customers just so you can get the “first drop” of water to them
and bill them for the opportunity to use that drop.

Variable costs are those that are related to the volume of
service (generally a physical volume, like gallons) provided by
the system. The fact that these costs change over time is irrele-
vant; all costs do that. These costs are incurred because the
customers actually used the service; they drew water from their
spigots.

To make this even more complex, most costs are partly fixed
and partly variable, so you must make reasonable judgment
calls about each. There are other judgment calls that really
should be made, but do-it-yourselfers should stop here.
Remember, you must prove the rate adjustment case to your
ratepayers. If you go beyond your ability to provide this proof,
your ratepayers will detect that immediately and call you on it.

There are several other rate types that fit the needs of most
ratepayers better than those that are flat and uniform. These
include the examples of conservation, declining, and cost-of-
service rates, plus rates that include a usage allowance.
Cost-of-service rates are complex, and there are no shortcuts
for these. However, there are do-it-yourself methods you can
use to solve conservation, declining, and usage allowance rate
calculation problems. Start by calculating proportional to use
rates as described above.



Then, for conservation rates, at whatever rate blocks you
choose boost the unit charge by some percentage. Thus, at
5,000 gallons of use per month you might increase the unit
charge by 25-50 percent. At 10,000 gallons of use you might
boost it another 25-50 percent. Two such “surcharges” totaling
100 percent or so is about as high as you should go. But
remember, by arbitrarily adding these surcharges without usage
data to calculate them against, you are shooting in the dark.
But, by starting with proportional rates, you will err on the
financially conservative side.

For declining rates do the opposite. At 10,000 gallons and
above charge the regular unit charge. Between 5,000 and 9,999
gallons boost the unit charge by a smaller percentage, probably
25 percent or less. From zero to 4,999 gallons boost the unit
charge another 25 percent or less. Why smaller rate increases
for declining rates? For most primarily residential water systems,
this kind of rate structure will yield 2-3 times more extra rev-
enue than the equivalent conservation rate structure. The extra
revenue will come from the lowest volume customers, who
tend to be the least able to pay. Thus, they will end up paying
the highest marginal rates, and that can get lots of ratepayers
and voters mad at you.

For a usage allowance, just assume that each user will use at
least that much volume during each billing period of the test
year. Therefore, the total of the usage allowances would be the
allowance amount times the number of customers times the
number of billing periods per year. Subtract that volume from
the total the system will produce during the test year and calcu-
late unit charges based on this lower volume.

The effect of an allowance is this. With a usage allowance of
2,000 gallons on an average use of 5,000 gallons, for example,
you will be giving away 40 percent of your billable volume.
And that means that your unit charges will have to be 40 per-
cent higher to make up that revenue loss and/or you will have
to boost your minimum charge to cover the difference. There
are more precise ways of doing usage allowances, but stick
with this simple one.

If you want any rate structure, especially a more complex
one, tailored to your ratepayers’ needs, you really need to get
the help of a rate-setting specialist. And, if you have other
issues, like wholesale supply agreements, impending capital
improvements, equipment replacement scheduling to work out
and cost changes coming in the near future, you really need
specialized help.

All told, most system managers and decision-makers can do
most of the rate calculations they will need during most years.
That will get you to the beginning of the conclusion of your
rate setting story—getting new rates accepted and adopted.

If you are thinking, “Maybe | need more training than just
reading this article.” you're on the right track. Call your
rural water association to see what they offer.

For More Information

To learn more about user rates, visit:

The National Environmental Services
Center website at www.nesc.wvu.edu.
Search using the term “rate setting” to
review several free articles.

The American Water Works
Association (AWWA) website at
www.awwa.org/ and search for the
manual titled, Principles of Water Rates,
Fees and Charges. AWWA has other
related manuals you may find useful if
you are serious about doing the calcu-
lations yourself.

The GettingGreatRates.com website
at www.gettinggreatrates.com/ to down-
load the free Ratepayer’s Survival
Guide© and purchase the book How
to Get Great Rates©. Some rural water
associations also sell this book at a dis-
count.

Disclaimer: The author is not an
attorney and the information in this
article should not be considered legal
advice. State laws and local policies
vary, so consult your attorney to avoid
running afoul of these. In addition, the
calculations in this article are the com-
mon denominators. There are whole
volumes of manuals on rate calcula-
tions that teach you these methods. And
there are software programs that do
most of these calculations for you. But
you need to know the basic calculations
so you will understand what needs to
be done and wbhy.

Carl Brown is President of Carl Brown
Consulting, LLC, specializing in water, sewer
and storm water system rate analysis, asset
management and training nationwide; and
GettingGreatRates.com, home of many rate-
setting tools. Contact: (573) 619-3411; E-mail
carl@carlbrownconsulting.com or at
carlbrownconsulting.com/.
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Getting your proposed user rates accepted by your
ratepayers is critical but not always easy. Adopting new user
rates is akin to flying a plane: Hours of workmanlike activ-
ity, many landings without a hitch, and then the rare but
terrifying event happens. In the old days—before disinfec-
tion by-products, Cryptosporidium, facilities weating out, and
multi-million dollar upgrades—workmanlike rate setting was
enough. Rates were dirt cheap, so fairness was not an issue
either. Now, every rate adjustment can become a disaster.
Because you want your story to have a happy ending, you
must make plans every time to avoid disaster or to deal with
it if it happens.

The best way to avoid disaster is to be completely
upfront with your ratepayers. They will not come to you
to inquire about their rates. That is, not until you propose
big changes. At that point they’re just mad and you’ve lost
them. You must go to them. But, what does that mean?

First it means that you must put together a good rate
calculation or analysis. Importantly, it must include some
visuals that will show ratepayers—using color, lines and
such—what the proposed rates really mean to them. Start
with what they care about most: their money. They really
don’t want to mess with this rate adjustment stuff so you
must show them quickly and clearly that the new rates
won’t hurt and prove that those adjustments are needed.

One of your visuals needs to be a simple table of the
bills that different types of users will pay at different vol-
umes of use. From this table users can find their current
average bill and what will happen to that bill because
of the new rates. Chart 14 is part of a full-page table
pulled from a rate analysis. Notice, for example, that the
low-volume residential customers’ rates will actually go
down, and the high-volume ones won’t go up much. If
you leave it to the rumor mill to spread the word, the rate
reduction part of the story won’t get told.

Another useful visual shows the affordability index of
the current rates compared to the proposed rates. You
need something like Chart 9 to show ratepayers that,
even with the proposed increase, the average residential
customer’s water bill will only cost them 0.05 percent
of their household income more than the current rates,
going from an affordability index of 0.23 percent in 2010
to 0.28 percent. That amounts to one cheeseburger out
of their monthly budget! And besides that, the average af-
fordability index in the U.S. is about one percent so these
rates atre dirt cheap now, and they will still be dirt cheap
after the increase.

To prove to ratepayers that the adjustments are real-
ly needed, you must show what will happen if rates are
not increased. Do that with something like Chart 11.
This chatt shows that if the current rates are continued,
the system will go broke in a few years. If it’s financially
broke, it won’t operate. Ratepayers don’t want that. With
the increase, reserves will stay in the black so the water
service can keep coming. The best choice is clear.

Of course, it will not be enough to simply flash some
nice charts up on the screen to convince ratepayers that
a rate increase is in their best interest. You also need to
apply a bit of salesmanship to accomplish that. Fortu-
nately, salesmen are not born. They learn how to sell their
wares just as you can learn how to sell rate adjustments.
To do that you can read about rate setting or you can ask
your association for some rate-setting training provided
by a rate-setting specialist. Then you can avoid becoming
a bad newspaper headline. Do this well and your rate-set-

ting story will have a happy ending —you will adopt fair
and adequate rates. Then, like all successful Hollywood
movies...

Foley, MN, Water Rates Scenario 3
Chart 14 - Old Rates, New Rates and Changes
CBGreatRates© Version 5.2
This chart compares current and proposed rates.
Median or Bill Increase Percent
Actual Proposed or Increase or
Average use Average Bill (Decrease) Decrease (-)
in 1,000 Current Startingon  After Rate After Rate
Gallons Average Bill 12/31/10 Adjustment  Adjustment
I 0.123 $29.40 $22.38 -$7.02 -24%
= 1.547 $29.40 $26.42 -$2.98 -10%
S 2.505 $29.40 $29.13 -$0.27 1%
é 3.460 $29.40 $31.84 $2.44 8%
11.991 $50.35 $57.88 $7.53 15%
@ 5.000 $29.40 $36.21 $6.81 23%
o 15.000 $62.99 $64.56 $1.56 2%
E 25.000 $104.99 $92.90 -$12.09 -12%
S 35.000 $146.99 $121.25 -$25.74 -18%
< 46.878 $196.87 $154.92 -$41.95 -21%
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Your Fans will be Clamoring for a Sequel

Actually, no, your ratepayers don’t want a sequel, but
there is no way around it; this must be done again. But as in
Hollywood, you will be under pressure to make the sequel
better than the original. Use some of the following sto-
rylines to make that happen.

Chart 9 - Affordability Index
0.35% -

0.30% -
0.25% -
0.20% -
0.15% 1 <Proposed Rates
0.10% «+Current Rates

0.05% -

0.000/0 1 1 1 1 1 1 1 1 1

simply cannot disprove them. They may not like it, but the
truth is the truth.

The initial rate adjustment should have fixed your rate
structure and increased overall rates. This was the hard
adjustment. Adjustments that you will do for the next
several years only need to raise revenues incrementally, on
the order of three to five percent across the board each
year. These increases are no big deal. Don’t make them into
one. All they do is match your projected income with your
projected budget needs.

Let this phrase be your mantra: “Raise rates every year,

at least a little bit.” For all practical putrposes, inflation is

a law. When inflation happens, you need more revenue

to cover it. Ratepayers understand inflation; it happens to
them, too. But if you go five or 10 years without
a rate increase, they get used to that. When you
finally ask for an increase, and it will be a big
one, they get mad. And there you go. You've lost
them again.

Of course, you should always look for ways to
cut costs so rates won’t need to go up so much:

* Form a purchasing co-op with neighbors so
you can make bulk purchases of chemicals,
supplies, etc. at cheaper prices.

* Form cooperative agreements so yout system
and neighboring systems can share rarely used
equipment like backhoes, dump trucks, jetter

| trucks and the like. Why should a small system

pay for a backhoe that sits around in a storage
lot 300 days out of the yeat?

* Consider what you own and what you do in
light of the utility’s mission — to provide safe,
dependable drinking water or provide sanitary

Affordability Index: The monthly charge for (typically) 5,000 gallons of residential service wastewater collection and treatment service.

divided by the median monthly household income for the area served by the system. An If an activity or piece of equipment does not
index of 1.0 means a household pays one percent of its income to pay its bill for 5,000 substantially contribute to accomplishing the
gallons of service. mission, axe it. And then “brag” about axing

The first time around you probably will fight an uphill
battle to arrive at fair rates. After all, “fair” is in the eye of
the beholder, and no beholder thinks their rates should go
up. You can get a leg up on that battle by adopting a reso-
lution that is something like the following goal statement
concerning fair and adequate rates.

“The (council/board) of

resolves to set and maintain utility rates
and fees that are fairly structured for the
ratepayers and high enough to adequately
fund the system on a sustainable basis.

— From the “Ratepayer’s Survival Guide®©”
Having such a statement on the books before making

adjustments will put the naysayers at a disadvantage when
they try to disagree with a reasonable adjustment. If they
think the proposed rates are too high or unfair, they must
prove that the analysis or the goal statement, or both, are
flawed. A great saying by an unknown author lends clarity
to this situation: ““The last liar always loses.” If you have

a good goal statement and a sound analysis, the naysayers

22 OnTap Fall/Winter 2012

it. Your ratepayers need to be told that you
are continuously looking out for them.

Considering what you own, and what you need to own
in the future, is a must if you want to adopt adequate rates.
You must set rates that include the costs to repait, refur-
bish and replace equipment (commonly called “R&R” for
short), and the costs of building new facilities in the next
five to 10 years. R&R costs commonly run about 15 pet-
cent of the total costs to operate and maintain the system,
excluding administration costs. Capital improvement costs
(debt service) in a fairly new system can easily run total
costs up by 50 percent. Disregarding these two items when
setting rates will quickly get you into the same shape the
federal government is in right now. R&R needs to be mod-
eled using a present value calculation, something that few
people know how to do.

For most residential ratepayers the
incremental increase will amount to
50 cents to 75 cents per month, not
worth attending a meeting for.



Finally, take stock of the effort it took to
do basic rate calculations and to convince

the ratepayers of the wisdom of making rate $600,000 - <At Proposed Rates
adjustments: $500,000 - At Current Rates
* Would your time have been better spent $400,000 -
doing something else? $300,000 -
* Would you have enjoyed doing some- , |
thing else more than doing rate calcula- $200,000
tions? $100,000 -
* Did your simple calculations serve the $0 T
ratepayers _$100 000 ] g O «~ AN MO - 1B O© M~
better than a comprehensive rate analysis ’ S s os s s s & 5
would have? -$200,000 1N N N N N N N N
* Did you end up netting more revenue -$300,000 H
than a rate setting specialist would have -$400,000

gotten you?

* Did you avoid lawsuits and disgruntle-
ment from your ratepayers?

Not surprisingly, the last issue is a big one. Ratepayers
are angry these days. Anger doesn’t help you. Sometimes
that anger even leads to lawsuits. But after-the-fact and in
court is the wrong time and place to be addressing these
issues. It should always happen on the front end and on
your home turf. None of this is to say that you must hire
a rate-setting specialist. But, when you do need a special-
ist, no one else will do.

We’ve come to the conclusion of your rate-setting
story. By restructuring and raising your rates as described

here you will bring in the money your system needs and
do it fairly.

For More Information
To learn mote about user rates, visit:
The National Environmental Services Center website

at www.nesc.wvu.edu. Search using the term “rate set-
ting” to review several free articles.
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The American Water Works Association (AWWA) web-
site at www.awwa.org/ and search for the manual called,
Principles of Water Rates, Fees and Charges. ANWWA has other
related manuals you may find useful if you are serious about
doing the calculations yourself.

The GettingGreatRates.com website at Www.gettinggre-
atrates.com/ to download the free Ratepayer’s Survival
Guide®. You also may purchase the book How fo Get Great
Rates™. Some rural water associations also sell the book
at a discount. You can also download the free Equip-
mentScheduler™ spreadsheet. Plug in your equipment
replacement needs and the spreadsheet will spit out the
amount you need to set aside each year for these items.
Then you simply plug this amount into your operating and
ownership costs list. Also add in the annual costs of debt
service and payments to your capital improvement reserves

fund.

Carl Brown Consulting to take advantage of the free
request for qualifications and proposals template (RFQ
Model in Microsoft Word format) linked at the bottom of
carlbrownconsulting.com/.

Disclaimer: The anthor is not an attorney and the information in
this article should not be considered legal advice. State laws and local
policies vary, so consult your attorney to avoid running afoul of these.
In addition, the calculations in this article are the common denomi-
nators. There are whole volumes of mannals on rate calenlations that
teach you these methods. And there are software programs that do
205t of these calenlations for you. But you need to know the basic
calenlations so yon will understand what needs to be done and why.

Carl Brown is President
of Carl Brown Consulting,
LIC> Specializing in water,
sewer and storm water
system rate analysis, asset
management and training
nationwide; and Get-
tingGreatRates.com, home
of many rate-setting tools.
Contact: (573) 619-3411;

E-mail carl@carlbrown-

consulting.com or at http://
carlbrownconsulting.com/.

www.nesc.wvu.edu
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Rate Design

Carl Brown, President

Carl Brown Consulting, ¢

Calculate your proposed rates poorly and
you could read local newspaper headlines like
those in the sidebar. If you will set them
correctly and present a solid “case,” you should
read headlines more like this: “City (or District)
Prepares Water System for Sustained, Strong
Growth.”

City to Adopt Industry-friendly Water Rates
Seniors Choose Between Water and Prescriptions

Sewer District to Adopt Business-killing Rates
Is Your Job at Risk?

This illustration is not far-fetched. Experience has shown that if you do the rate calculation and
presenting job poorly you will be in for some very rough water. Do it well and while you may get a bit
wet, you won’t sink.

Introduction

This guide was written specifically to help GettingGreatRatesNow© subscribers to develop all the
basic rate structures they may want to consider. However, the methodologies illustrated can be used with
any other rate calculation method, as well. You should just be aware that the computer adage, “Garbage
in, garbage out” applies to rate setting, too. If you start with a bad basic rate calculation, regardless of the
quality of the conservation or declining rate structure you overlay on that, you will still have bad rates.

GettingGreatRatesNow© calculates proportional to use' rates as well as across the board percentage
increases of your current rates. Proportional rates are simple and fair for most small systems. Across the
board rate increases are very quick and simple to
calculate — they are great for emergencies (which are
going to get you some headlines, t0o).

Sewer Rates — Seldom are sewer rates set
up in a conservation rates structure.
Generally you don’t want to discourage

customers from putting their used water
down the drain so it can be treated. Most
sewer rates are set up as proportional to use.
If that's what you want, once you finish
calculating your sewer rates  with
GettingGreatRatesNow®, you're done.

While proportional rates are generally
superior, some sewer rates are set up in a

However, you and your newspaper editor, not to
mention your seniors, businesses and employed
people, may like a different rate structure. This guide
will show you how to design declining” rate and
conservation® rate structures, the two most useful rate
structures after proportional to use. You will simply
layer one of these rate structures over the proportional
rates that GettingGreatRatesNow®© calculates for you.

declining rate structure. Most small and  This guide will show you how to do it.
simple sewer systems can use the procedure

in this guide to set up SUGHIEICE Though rate and fee structures can get very

complex”, they all start off based on a conservation,

! Proportional to use rates for water are rates where the minimum charge recovers all fixed costs, the unit
charge recovers all variable costs, the unit charge is the same for all volume sold, and there is no usage
allowance in the minimum charge. For sewer, unit charges are based upon each pollutant, as well.
Proportional to use rates are a special but common type of uniform rate, meaning the unit charge stays
the same for all levels of use. Proportional rates are very straightforward, fair for most small systems and
defensible.

2 Declining rates are rates where unit charges go down as the volume used goes up.

® Conservation rates are rates where unit charges go up as the volume used goes up. They may have
other features, such as little or no minimum charge and surcharges for high-flow capacity, as well.

A thorough discussion of the various rate structures and issues surrounding them can be found in the
article, “The Right Rate” available at http://www.gettinggreatrates.com/.
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uniform’ or declining rate structure. As volume use goes up, unit charge rates go up, stay the same or go
down, respectively. Each of these pricing strategies has a different effect on users and on the system’s
income and expenses. This guide will help you to understand these effects and how to set such rates.

Water conservation doesn’t just happen. People conserve because they decided on their own to
conserve or because they were given an incentive to conserve (conservation rates). Job creation and
economic development can happen naturally but sometimes communities like to give them a boost by
offering cheaper rates for higher volumes of use (declining rates). Your system may have unused capacity
that you want to take advantage of or it may be approaching its design capacity and you want to keep
from having to build an expensive expansion. Your system and your users are unique so you must assess
them and decide what rate structure will satisfy them the best.

Whether you are concerned about volume use or not, you MUST be concerned about the financial
well-being of your utility. Too little income and the issue won’t be high use or low use. It will be no use
at all because below a certain income level, the system will not operate. Putting volume use aside, maybe
you just want to use one of these rate structures to boost revenues. As Martha Stewart, who is no stranger
to making money might say, “That’s a good thing.”

Before you embark on setting a particular rate structure, put this thought in your mind. No rate
structure is inherently

wrong or immoral. Eachis | Table 1: Flow Chart for Conservation or Declining Rates
a pricing strategy, nothing
more and nothing less. Step Description When
Each can work well in ;  Calculate proportional to use rates using As soon as
certain situations and not so GettingGreatRatesNow®. possible
well in others. However, 5 Add surcharges to base unit charges from Step 1 and 3 months after
there are people who adopt these rates. Step 1
believe that “their” rate 3 Watch current position to make sure it is strong and/or 3, 6 & 9 months
structure holds the high growing after Step 2
moral ground. Thus, those 4 Compare year-end financials to see if rates are After close of first
who believe in those performing well fiscal year
“other” structures are 5 If actual current position comes up short, start over After close of first
devils. Don’t fall for that with Step 1 fiscal year
thinking. If current position under conservation rates is positive

Your job is simply to 6a but needs to be stronger, raise conservgtion _ 3 months after
find the rate structure that surcharges by .double the percgptage difference in the Step 5
will serve your community actual and desired current positions.
best at this time. Later, 6b If current position under conservation rates came in 3 months after
another structure may turn higher than needed, wait and see. Step 5
out to be best. Don’t get 6c If current position under declining rates came in higher 3 months after
caught having to explain than needed, wait and see or lower rates. Step 5
why you.saic.l ﬁve years 7  Cycle back through Steps 3 through 7. 3 months after
ago that inclining rates Step 6
were evil but now you say 8 Begin again at step 1. Within 3 years

they are exactly what the
community needs.

GettingGreatRatesNow®© is a simple, quick tool for calculating proportional to use rates or across the
board percentage increases of existing rates. The beauty of proportional to use rates is that you don’t need
to know the volume of water used by individual customers to calculate rates accurately. You only need to
know the total volume that registered through (or that you estimate will register through) all of your

® Uniform rates are rates where the unit charge is the same for all volumes of use.

2
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customers’ meters for a one-year period — your “test year®.”

Proportional to use rates don’t require you to collect extra volume data. They are considered by
many to be fair and they are required for the Clean Water State Revolving Fund (SRF) loan programs for
waste water systems. There are lots of good reasons to have proportional to use rates.

All those wonderful attributes aside, proportional rates still may not be the most desirable in your
situation. Conservation rates or declining rates may suit your needs better.

Procedure for Adjusting Rates

Conservation rates and declining rates are mirror images of each other. It can be simple to design
such rates. However, without individual customer usage data’ with which to calculate revenue generation
at different user rates and usage allowances®, it is impossible to say exactly how conservation or declining
rates will affect your bottom line in the future. Fortunately there is a simple “work-around” you can use to
set up one of these rate structures and still guard against having your net revenues drop below a desired
level. Just follow this procedure, which is also summarized in Table 1:

1. Use GettingGreatRatesNow®© to calculate the proportional to use rates needed to cash flow the
system properly. “Proper cash flow” means bringing in the revenue that is needed to run the
system properly now and in the future, including funding equipment replacements as they are
needed, capital improvements as planned and building
reserves that are strong. Teaching all of that is well beyond
the scope of this guide so you should read the book, “How to
Get Great Rates” to learn more about these issues.

Key results that GettingGreatRatesNow®© will generate for
you include:

a. Calculating your base minimum charge and base
unit charge rates. You will set no rates below these
levels, and

b. Calculating your system’s current position'® for the
next five years under those rates. You will use
current position as a gauge of the performance of
your rates.

2. You will adopt the minimum charge that
GettingGreatRatesNow®© calculated for you without
changes. However, before adopting unit charges you will add surcharges to the unit charges that
GettingGreatRatesNow© calculated. Surcharges are simply extra fees that will make your rates
into conservation or declining rates. For conservation rates you will surcharge the high-volume
user classes. For declining rates you will surcharge the low-volume user classes. Much more will
be said later about how big to make these surcharges.

Carl Brown

® Test year is the one-year period from which you will gather data and information to do your rate
calculations.

" A comprehensive user charge analysis collects and uses individual customer usage data. With such an
analysis almost any rate structure can be designed and the resulting rate revenues accurately predicted.
¥ Usage allowance is a volume of water or sewer service “given” to each user with their minimum charge
each billing period. Usage allowance is sometimes called a “give away volume.”

% How to Get Great Rates is available at http://www.gettinggreatrates.com/.

'% Current position is calculated by subtracting all outstanding current costs and other current liabilities
from the cash and cash equivalents balance at the end of an accounting period, like the test year. Current
position does not include the value of the facilities or long-term debt owed beyond the current year on
those facilities. There is no need to do a special calculation to get this figure — it is included in your
balance sheet for the test year and GettingGreatRatesNow®© projects it for future years.

3


http://www.gettinggreatrates.com/

Rate Design, Carl Brown, Carl Brown Consulting, ¢

3.

In the months after adopting conservation or declining rates you should watch your current
position change. If your current position is positive and hopefully growing, which it likely will
be, you probably do not need to revisit rates until the end of the first fiscal year. (If your current
position is declining and especially if it is headed for zero soon, give us a call right away for our
advice on how to proceed. You may have entered some wrong data or assumptions into
GettingGreatRatesNow© for growth, expenses, user rates or other important things.)

At the end of the first fiscal year, after your accountant or other financial person has assembled
your balance sheet and income and expense statements, you should compare the system’s actual
financial performance for that year with what GettingGreatRatesNow© projected it would be for
that year. You will be looking for large differences between actual and projected financial
performance. Key things to compare include:

a. All incomes, especially rate revenues and connection fees,
b. All expenses, especially the largest ones, and
c. All reserve balances, especially the combined reserves that make up current position.

If, after making the comparisons above you find that the actual current position is less than the
current position projected by GettingGreatRatesNow©, or that there are wide variances between
projected and actual incomes or expenses, you should start at step 1 again. That means do
everything over. Why should you start over? Even without the surcharges you added to make
rates into conservation or declining rates, your actual current position should have exceeded that
which was projected by GettingGreatRatesNow®©. That is because we built conservative factors
into several of the calculations. Thus, if your actual current position came up short, it is almost
certainly because you made some wrong assumptions, growth was lower than you hoped for or
you used some erroneous data. Because of these variances, your basic rates need to be raised to
be adequate and they need to be restructured to be fair to your ratepayers. Only after making your
basic rates fair and adequate should you overlay them with conservation or declining rates.

Let’s assume you don’t need to start over as described in step 5 above. However, your current
position is still not as strong as you wanted it to be. Or, maybe it came in way too strong (not
likely but it could happen). In either case you can do a simple adjustment to your rates to get them
on track a step at a time by doing one of the following:

a. If the actual current position under conservation rates or declining rates came in lower
than you intended, calculate the percentage by which it is too low and then raise the
conservation rate surcharges or declining rate surcharges again by about twice this
percentage. For example, if you wanted a current position of $100,000 at the end of this
year but the actual current position was $75,000, you came up 25 percent short. That is
($100,000 — $75,000) / $100,000 = 25%. In that case, raise your surcharges by 50
percent.

Why raise your rates by double the percentage shortfall? In all likelihood, conservation
rate surcharges will not account for more than 15 to 30 percent of your total rate
revenues. Declining rate surcharges shouldn’t raise more than 30 to 40 percent of your
rate revenues. Thus, raising the surcharges by double the shortfall percentage will
probably have you come up somewhat short of your goal next year, too. However, it is
better to work your way gradually to the conservation or declining rates you need rather
than overshoot and make your ratepayers very mad about that “mistake.” Remember, by
this time you will need to raise all your rates by whatever percentage
GettingGreatRatesNow®© indicated anyway so that will be in addition to the special
adjustments you will make to your surcharges. The book, “How to Get Great Rates” has
an entire chapter on how to calculate such incremental rate increases.
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b. If the actual current position under conservation rates came in higher than projected, just
wait awhile. High-volume users may start to conserve and bring down those extra
revenues. (However, the urge to conserve usually passes. People conserve early on and
after a few months or a year they usually go back to, or close to their previous water use
levels. They figure out pretty soon that the conservation rates only cost them the price of
a case of soda pop each month and for most that is a small price to pay to keep a beautiful
green lawn.)

c. If'the current position under declining rates came in higher than projected, low-volume
users probably can’t conserve and bring their bills down much. You may want to reduce
the declining rate surcharges using the method described in bullet point 6a above. That
will make water bills more affordable, especially for the low-volume users. Alternatively,
you may want to keep rates where they are for now and just raise rates less than
originally planned for the next year or two and let inflation bring down the excess
reserves. Or, you may want to build something sooner than planned or pay more with
cash rather than loans. In reality, having “too much” money is not a common or bad
problem for a utility to have.

7. In the months following this first one-year cycle, repeat Steps 3 through 7.

8. If nothing special happens to your system you should renew the entire process by doing a new
rate calculation with GettingGreatRatesNow© within three years of the last one. You should do a
new rate calculation even sooner than that if:

A single large cost changed, like debt service for a new capital improvement,
b. Several smaller costs changed, like fuel, electricity and chemicals, or

c. Anincome stream changed dramatically, such as your connection fee revenues. Many
systems learned this in 2008 and 2009 when construction starts plummeted due to the
mortgage “meltdown.”

It is important to recalculate your base rates fairly frequently because your costs change with time
and events. As they change the mix of fixed and variable costs change. That changes the balance
you should have between minimum and unit charges. Sometimes this change is dramatic, as in
the case of new debt service. Thus, for reasons of fairness, and possibly rate adequacy, you need
to recalculate your base rates fairly frequently. In fact, recalculating rates annually is the best way
to maintain adequate and fair rates while preventing “sticker shock” by keeping each rate
adjustment small.

By setting rates in this way — with no rate less than the proportional to use unit charge that
GettingGreatRatesNow®© calculated — you will not charge anyone less than the rate needed to fully fund
your system. (In all likelihood, the proportional unit charge rate will be close to but greater than your
marginal cost to produce''.) Thus, you will almost certainly build a stronger current position than your
proportional to use rates model says you will. You just don’t know how much stronger until you have
collected at those rates for awhile.

That is the basic rate setting procedure. It is probably more difficult to visualize this procedure
reading the explanation than it will be to actually do it. An example will make it easier to understand and
give you an idea of how much extra revenue to expect from inclining or declining rates.

" Cost to produce: There are several ways to calculate cost to produce. Each is acceptable for different
purposes. Generally, cost to produce is the total of all variable costs required to get service to a utility’s
customers during one year divided by the total units of service delivered during that year. In a proportional
to use rate structure, the unit charge will usually be close to the cost to produce rate.

5
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Conservation Rate Setting Example

How can you set surcharges that are just about right, right out of the box? For conservation rates,
consider the situation described in the adjacent text box and illustrated in Table 2 on page 7.

Notice in the first
two columns of Table 2
that there are few users
above 10,000 gallons per
month (“10” in the table).
(You will not know how
many users you have in
the various classes
because you did not
collect such usage data
but your users will
probably be spread across
the classes something like

area, is modeled in Table 2.

Rate Setting Situation: This system is located in a rural area or in a
smaller city in an otherwise rural setting where weather and soils are not
very droughty. Growth has been slow (less than 0.3 percent/year) for 30
years or more. The current rates are considered by users to be
affordable. The users are almost all single-family residential (few
commercial and no industrial users), household income is moderate — not
too many are very well off and not too many are very poor, and everyone
has turf grass lawns. Their monthly use year-round averages about 5,000
gallons. In the summertime their monthly use is 20 percent higher than
average (lawn watering). In this situation few households use more than
10,000 gallons per month even in the summertime. This situation, which
is fairly typical for systems located at least 40 miles from a metropolitan

this example.) The next two columns show the proportional to use rates. (These rates were calculated by
GettingGreatRatesNow© based upon data entered by the clerk for this system.) There is no usage

allowance.

The next two columns of Table 2 are highlighted green. They depict monthly customer bills and
revenue generation from proportional rates for each level of use. Rate revenues total $31,501/month

(bottom of the table).

The three yellow highlighted columns depict
conservation rates with a single block unit surcharge of
$2.22/1,000 gallons (50 percent of the base unit charge)
starting at 10,000 gallons (center of the table). These rates
will only generate an extra one percent in user fees
(bottom of the table).

A single block structure that starts at such a high
level of volume will usually generate little extra revenue.
It is not worth getting
ratepayers riled up about.
If this system really needs
the extra one percent in
revenues they should stay

What can you conclude
from this example? If you
plan to set two blocks of
surcharges that escalate
by 50 percent each time,

expect revenue increases  with the proportional to
of perhaps 15 percent if use rates but raise the
your users are like those rates in

described in the example. GettingGreatRatesNow©

by another one percent.
Or, they should lower the volume level at which the
conservation rates start to perhaps 9,000 gallons to boost
revenues significantly.

Look at Table 2 again. This time concentrate on the
blue highlighted block of columns on the right side of the
table. These columns depict a two-block surcharge rate
structure. The first surcharge block of $2.22 (50 percent of
the base unit charge) will start at 5,000 gallons of use and
a second surcharge block of $4.45 (100 percent of the base
unit charge) will start at 10,000 gallons.

Conservation Rates — This is What
Really Happens:

When faced with severe
conservation rates industry will
find ways to permanently use
less water.

When faced with severe
conservation rates “rich people”
who water their lawns heavily
may or may not cut their use. It
depends on how much they love
their lawns versus how much
peer pressure they feel to not
water their lawns.

When faced with mild
conservation rates industry and
‘rich people” will just pay their
higher bills and keep using what
they used before.

Faced with any reasonable
conservation rate  structure,
“poor people,” most of whom use
the least water, will be affected
little if at all.

Thus, you can institute mild or moderate

conservation rates and most people will
continue using water as they had been
and you will bank more unit charge

revenue.
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Table 2: Comparison of Rate Structure Alternatives
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26 1 $742 $445 $11.86 $308 $0.00 $11.86 $308 $0.00 $11.86 $308
62 2 $742 $445 $16.31 $1,011 $0.00 $16.31 $1,011  $0.00 $16.31 $1,011
95 3 $7.42 $4.45 $20.76 $1,972 $0.00 $20.76 $1,972 $0.00 $20.76 $1,972
125 4 $7.42 $4.45 $2520 $3,150 $0.00 $25.20 $3,150 $0.00 $25.20 $3,150
300 5 $7.42 $445 $29.65 $8,894 $0.00 $29.65 $8,894| $2.22| $31.87 $9,561
150 6 $7.42 $4.45 $34.09 $5114 $0.00 $34.09 $5114 $2.22 $38.54 $5,781
96 7 $7.42 $4.45 $38.54 $3,700 $0.00 $38.54 $3,700 $2.22 $4521 $4,340
80 8 $7.42 $4.45 $4298 $3,439 $0.00 $42.98 $3,439 $2.22 $51.88 $4,150
19 9 $7.42 $445 $47.43 $901 $0.00 $47.43 $901 $2.22 $58.55 $1,112
10 10 $7.42 $445 $51.88 $519| $2.22| $54.10 $541| $4.45| $67.44 $674
8 11 $7.42 $4.45 $56.32 $451 $2.22  $60.77 $486 $4.45 $76.33 $611
7 12 $7.42 $4.45 $60.77 $425 $2.22 $67.44 $472 $4.45 $85.22 $597
6 13 $7.42 $4.45 $65.21 $391 $2.22  $74.11 $445 $4.45 $94.11 $565
5 14 $7.42 $445 $69.66 $348 $2.22  $80.77 $404 $4.45 $103.00 $515
4 15 $7.42 $445 $74.11 $296 $2.22 $87.44 $350 $4.45 $111.89 $448
3 16 $7.42 $445 $78.55 $236 $2.22  $94.11 $282 $4.45 $120.79 $362
2 17 $7.42 $4.45 $83.00 $166 $2.22 $100.78 $202 $4.45 $129.68 $259
1 18 §$7.42 $4.45 $87.44 $87 $2.22 $107.45 $107 $4.45 $138.57 $139
1 19 $7.42 $445 $91.89 $92 $2.22 $114.12 $114  $4.45 $147.46 $147
0 20 $7.42 $445 $96.33 $0 $2.22 $120.79 $0 $4.45 $156.35 $0
1000 Total Users Total Rev = $31,501 Total Rev =| $31,893 Total Rev =| $35,703

Extra Rev Compared to Proportional to Use Rates = 1%

Extra Rev Compared to Proportional to Use Rates = 13%

7
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Notice that this structure will generate an extra 13 percent in revenue from the conservation
surcharges. This kind of revenue is worth taking some heat for and it may cause some users to be more
conservative, if only temporarily. Keep in mind, not everyone is paying an extra 13 percent. Only a small
percentage of users are paying more and to average 13 percent in extra revenue overall, those users are
paying 50 to 100 percent more.

If your system is not quite like the example system, consider the following variations that may match
your situation better. If one situation listed below describes yours closely, you might collect 20 percent in
unit charge revenues in addition to the 13 percent in the two-block conservation structure depicted above.
If two or more situations match yours, you might collect an extra 40 percent altogether. Extra revenue
generation will tend to max out at 40 percent or so because at that level some users will seek ways to use
less water to reduce their bills. Following are situations where you might collect these extra fees:

e Your system is located in an arid region or your soils are droughty but many residents try to
maintain turf grass lawns. People have to water turf grass lawns heavily just to keep them alive
in such conditions.

e Your weather and soils are good for growing turf grass but your customers are fairly affluent and
they like that “18™ green at Augusta” look. Green lawn lovers who are affluent can afford to
spend what it takes to keep their lawns that way, and they will.

e Your weather and soils are good for growing turf grass and more than 10 percent of your homes
have been built since 1990. It is becoming common practice in much of the country for builders
to install in-ground turf grass lawn irrigation systems in new home construction. Such automatic,
large-area irrigation systems can boost water use by a single family home to 50,000
gallons/month or more during the irrigation season while off-season use will probably be less
than 10,000 gallons/month.

e Your customer base includes a high percentage (25% or more by flow) of industrial users.
Industrial users will probably raise the price of whatever they sell by 0.05 to 0.25 percent to
cover the additional water cost. (It is easy for both users and water system management to be
cynical about rates charged to the high-volume users but the reality is this. If a plastics plant
grosses $5,000,000/month and it pays $5,000/month for water, the water bill amounts to 0.1
percent of gross receipts. If the water bill is doubled, it will then amount to 0.2 percent of gross
receipts, still a small percentage of gross receipts. Energy and other material inputs probably
account for 25 to 40 percent of gross receipts and labor for another 25 to 40 percent. Unless
water is a major input for an industry the water bill probably accounts for less than 0.25 percent
of gross receipts. Such businesses have bigger fish to fry than the water bill.)

In the last variation there is lots of industrial water use. If your system has many industrial or large
commercial users and you try to adopt conservation rates without a separate (lower) rate structure for
them, you are going to encounter resistance:

e If you currently have uniform unit charge rates and you propose to switch to moderately
aggressive conservation rates the “captains of industry” are going to try to get you voted out of
office if you are an elected official, or fired if you are a staff person. They don’t want any of their
operating costs to go up, even if a cost is a minor one.

e [f their rates go up too much some of these high-volume users are going to find ways to
conserve:

o Ifthey have leaky valves, washers and other system components (likely), or they are
simply wasting water (likely), they will fix (much of) that.
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o Ifthey are irrigating large expanses of lawn they will set their timers to irrigate less often,
they will install metered shut off valves or they will skip a cycle after a nice rain shower.
(In many communities banks are the big summertime water users. How many times have
you driven by a bank in a downpour and seen those sprinkler heads pumping out water
right on schedule?) Or a few businesses, if looks are not that important, may stop
irrigating altogether and just let the lawn go brown in the summertime. Or, they may
change their landscaping to get rid of most if not all of the turf grass lawn. None of these
are bad results but company presidents and managers will grouse about them until they

have gotten ‘t;helr,, Table 3: Monthly Bills Under Declining Rates
water using “act

together. R é ; <

o Ifthey use high E > g ° ) = o 2 -0 é = 9
volumes of water in o3 E 2 g "36 5 o 2 228
their processes they % s g 5 S 99 02F £2 g -8
will pay consultants -6 3 € 5 82 sPm 9292 Q°>:’ g
to find ways to use gg % E 2 ”8%,3 35% 535 §E§
less water. And, 2 3 =S 8 23 833 f23 L83
they will find ways. 26 1 $7.42 $4.45 $445  $8.89  $16.31 $424

© guylﬁli zﬁiﬁgéﬁﬁ) . 62 2 $7.42 $445 $445  $8.89 $2520  $1,563
likely) they will 95 3 $7.42 $4.45 $445  $8.89 $34.09  $3,239
shut down or
change their 125 4 $7.42 $445 $4.45 $8.89 $42.98 $5,373
business so they 300 5 $7.42 $4.45 $2.22 $6.67 $49.65 $14,896
won’t have to use as
much water. Again 150 6 $7.42 $4.45 $222  $6.67 $56.32  $8,448
Wwater conservation 96 7 $7.42 $4.45 $2.22 $6.67 $62.99  $6,047
is not a bad thing
but conservation is 80 8 $7.42 $445 $2.22 $6.67 $69.66 $5,573
not free so you will 19 9 $7.42 $445 $2.22 $6.67 $76.33  $1.450
get complaints.

You now have a good idea of 10 10 $7.42 $4.45| $0.00 $4.45 $80.77 $808

how to design conservation rates 8 11 $7.42 $445 $0.00 $4.45 $85.22 $682
using GettingGreatRatesNow®©.
You also have a good idea of what

kind of revenue generation to expect 6 13 $7.42 $4.45 $0.00 $4.45 $94.11 $565
from those rates. Declining rates are

7 12 $742 $4.45 $0.00 $4.45  $89.67 $628

the same except they run in reverse, 5 14 $742 $445 $0.00  $4.45 $98.56 $493
Declining Rates 4 15 $7.42 $4.45 $0.00  $4.45 $103.00 $412
To set and reset declining rates 3 16 $7.42 $445 $0.00  $4.45 $107.45 $322

you will use the procedure described
above, except the surcharges will go 2 17 $742 $4.45 $0.00 $4.45 $111.89 $224
in reverse of those used to create
conservation rates. Thus, the unit
charge calculated by 1 19 §$742 $4.45 $0.00 $4.45 $120.79 $121
GettingGreatRatesNow®© will be
your cheapest rate and that will

apply to the highest volume classes 1000 Total Users Total Monthly Revenue =[  $51,383
(rate block). As you go down the
scale in volume (up the page on

1 18 §$7.42 $4.45 $0.00 $4.45 $116.34 $116

0 20 $7.42 $4.45 $0.00 $4.45 $125.23 $0

Extra Rev Compared to Proportional to Use Rates = 63%
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your rate chart) you will increase the unit charges. Those using the least volume will pay the highest unit
charge rates, on average.

As an example, Table 3 uses the two-block rate structure and the same rate breaks from Table 2, but
in reverse. The monthly bill for 5,000 and 20,000 gallons would be $49.65 and $125.23, respectively.
Compare that with the same volumes under the two-block conservation rate structure in Table 2 at $31.87
and $156.35, respectively.

In almost all systems the extra revenue generated from declining rates will be greater than the
revenues from conservation rates if the price breaks are the same for both rate structures (but in reverse).
Why is that? In most systems billable use above 10,000 gallons/month declines rapidly. Thus, you can set
very high rates for 50,000 gallons of use per month but if few people use that much water, you will not
generate much revenue. However, most users use at least 4,000 gallons/month and almost all use 1,000
gallons/month. Thus, just a slightly higher rate for everyone’s first 1,000 gallons will generate more
revenue than a wildly high rate for 50,000 gallons/month for just a few users.

To generate 20 percent more revenue from a conservation rate structure might take two blocks of
surcharges that graduate up by 50 percent each time, as shown in Table 2. But, a declining rate structure
could generate the same revenue with surcharges that are only 10 to 20 percent higher than the previous
(higher volume) rate block. You should not use that fact as a reason for adopting declining rates rather
than conservation rates. If

conservation is what you need to Table 4: Estimating Adjusted Unit Charges to Make
encourage, you need conservation up for Sales Losses Due to Usage Allowance

rates. Just be awgre that conservation Step Description, Formula and Example for Each Step

rates probably will not generate huge 1  Estimate total volume to be delivered to customers

windfall profits and some years (wet

years) your reserves may not grow at A
all. 100,000,000 gallons
. 2  Estimate the total volume to be given away
Under conservation rates some B

customers will use less water and
10,000,000 gallons

reduce their bill. Under declining

rates, those paylng the highest 3 Calculate volume to be sold

average rates are the low volume A-B=C

users. There is little potential savings 100,000,000 gallons - 10,000,000 gallons = 90,000,000
to be had by such users because they gallons

are already using very little volume. Calculate the dollar loss in sales because of the give

Beyond trying to reduce their away
bﬂls; I}OW customers will respond to B / 1,000 gallon units * the base unit charge calculated by
declining rates depends on what type GettingGreatRatesNow®© (For example, from Table 2
of user they are: above, that is $4.00/1,000 gallons) =D
e The “little old lady, 10,000,000 gallons / 1,000 gallon units * $4.00/1,000
widowed, retired, living gallons = $40,000
alone on Social Security” is 5 Calculate unit surcharge rate needed to cover sales loss
going to conserve water due to volume given away
regardless of the rate D/ C * 1,000 gallon units = E
tructure sh . Sh ’
structure she pays. She came $40,000 / 90,000,000 * 1,000 gallon units = $0.444/1,000
of age in a time when water
. . gallons
conservation was just what
you did. 6 Total up the adjusted unit charge
. . E + Base unit charge calculated by
e The family of four is usually GettingGreatRatesNow®

going to be your bread and
$0.444 + $4.00 = $4.444 or $4.44/1,000 gallons
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butter customer, using a strong volume of water regardless of rates. However, if you adopt a
drastically declining rate structure and your operating costs are low, this user might install an in-
ground lawn irrigation system to get that lush lawn look since water is so cheap.

e If your base rates are low, your rates decline drastically and you aggressively court industrial
development, a few heavy water using companies might move in to take advantage of your low
water rates. Heavy water users like a good deal.

o Ifyou sell more water to these users at a reduced but still “profitable” rate, that will
reduce the need to collect higher rates from your existing customers. Thus, sometimes
reducing the water rate to certain users will let you reduce, or at least not raise rates, to
other customers. But, you won’t know if you can do that and you won’t be able to
convince your ratepayers of that unless you do or get a comprehensive rate analysis'? to
prove up your case.

With declining rates complaints will come from the low volume users. Be aware that many of these
users have the least ability to pay. Don’t be surprised if the local newspaper does a story on how you are
sticking it to the “little old lady, widowed, retired, living alone on Social Security” with your “industry-
friendly” declining rates. YOU DO NOT WANT THAT so keep it reasonable.

Usage Allowance
One final item you may want to consider as you design new rates is a usage allowance. A usage
allowance can be used with any rate structure.

As discussed in the declining rates section, the first 1,000 to 2,000 gallons of use are the most
important gallons to the utility and to the low volume users. Almost all users use 1,000 gallons/month.
That first 1,000 gallons is the most expensive volume most systems will produce'®. When you “give it
away” you are giving away the prime real estate when it comes to rate revenues. Actually, volume that is
“given away” is not really given away. The cost of that volume is simply transferred to other customers
who don’t get to use that volume. That could be a good thing or a bad thing. It all depends on your
situation and your rate structure.

You have options concerning a usage allowance:
1. Don’t give away any volume.

2. Transfer all of the cost of the give away volume to the unit charge, as demonstrated in Table 4
above. That means you will start with the minimum and unit charges calculated by
GettingGreatRatesNow©. You will keep the minimum charge at that level and recalculate only
the unit charge needed to make up the loss in sales because of the give-away volume. This pricing
scheme transfers the cost of the give-away volume from low volume users to higher volume users
because the unit charge affects higher volume users the most.

3. Transfer all of the cost of the give away volume to the minimum charge. Again, you will start
with the rates calculated by GettingGreatRatesNow©. You will keep the unit charge at that level
and recalculate only the minimum charge needed to make up the loss in sales because of the give-
away volume. To do that you simply divide the dollar loss due to the give away volume by the
number of customers and divide again by the number of bills to be sent out in one year. Add this

' A comprehensive rate analysis, also called a user charge analysis and by some, a rate study is a very
thorough examination and modeling of a system’s rates and finances, equipment replacement and capital
improvement needs and all other important issues that will affect the system for five to perhaps 20 years.
Comprehensive rate analysis, being a specialized exercise, must be done by a rate setting specialist.

'3 There are exceptions. When the system must be expanded at great expense to serve the next 1,000
gallons, that volume will become the most expensive to produce. Similarly, if an operating expense is
pushed higher by higher production, such as the need to hire one additional operator, that volume will
become the most expensive to produce.

11
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amount to the minimum charge calculated by GettingGreatRatesNow© and you have the adjusted
minimum charge you need to adopt.

This pricing scheme transfers the cost of the give-away volume from higher volume users to low
volume users because the minimum charge affects the low volume users the most.

4. Transfer some of the cost of the give away volume to the unit charge and the remainder to the
minimum charge. This calculation will be a combination of the calculations done in steps 2 and 3
above. This pricing scheme spreads the cost of the give away volume across the high and low
volume users in proportion to how you weight the transfer. This calculation can be complex and
also hard to “sell.”

What scheme should you use? We recommend number 1 above. It is the simplest —
GettingGreatRatesNow®© calculates it for you. It is the fairest — it has everyone pay for the actual volume
of service they receive. And, it requires no guess work about how much “free” volume will be used by
your customers.

This you can count on. If your unit charge rates are high, you want your usage allowance to be high
and you have many users, your revenue loss from that usage allowance will be very high.

Closing Thoughts

Rate surcharges for conservation rates or declining rates can be year-round or seasonal, severe or
mild, “across the board” or applied only to individual users or user classes. Whatever you do, keep it
defensible.

To institute seasonal conservation rates you simply set up two rate schedules. One has the
conservation rate surcharges. You use that one during the conservation season (summer). The other,
generated by GettingGreatRatesNow©, does not have the surcharges. You use that one the rest of the
year.

If declining rates will serve your users and system better, start with the rates generated by
GettingGreatRatesNow© and then add declining rate surcharges to the lower volume classes. If you adopt
declining rates, you should use them year-round, not seasonally.

A usage allowance can help the system by increasing its base revenues, if the minimum charge is
structured to include the cost of the volume being given away. Conversely, such a structure would hurt
low volume users, many of whom have the least ability to pay.

Strategies and methods described in this guide are fairly basic. Generally speaking, the further “out
there” you get with special rates, surcharges and allowances, as well as special issues concerning capital
improvements, equipment replacement, debt service, growth in the user base and such, the more you need
a comprehensive rate analysis performed by a rate setting specialist. In that case, call us to talk about your
situation. We want you to ditch the headline, “City Takes Beating Over Rates” and replace it with,
“City Hires Expert to Get Rates Right.” Self-promotional, yes, but it really works out that way.

Copyright Carl E. Brown, 2009. This article may be reproduced in whole or in part so long as credit is
properly given to the author. Editing by Jeremy Neugebauer, jkneugebauer1@cougars.ccis.edu.
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Carl Brown is President of Carl Brown Consulting, | ¢, specializing in water, sewer and storm water
system rate analysis, asset management and training nationwide. He is also President of
GettingGreatRates.com, home of the book, “How to Get Great Rates,” GettingGreatRatesNow®© and
other rate setting tools. Mr. Brown may be contacted at: Phone (573) 619-3411, E-mail
carl@carlbrownconsulting.com, Web sites: http://carlbrownconsulting.com/ and
http://www.gettinggreatrates.com/
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S —
by Carl Brown

Minimum charge concept for
water and wastewater systems

inimum charges have
been set in many ways.
Your situation is
different from that of all
other systems so how
you set your rates must
be tailored to your needs. Thus,
this article is not a rate setting
cookbook but it will give you
ideas for setting your minimum
charges advantageously.

The minimum charge concept
applies to all utilities — electric,
gas, telephone, storm water, trash
service and so forth but it will be
discussed in this article in
reference to water and sewer
systems. Some services, especially
storm water and trash, go so far as
to pay for their costs with rates
that are commonly the same for all
users — a minimum charge only.

The part of a

) 0000000000000 0000000000000000000 o

water or sewer bill
that is commonly
called the
minimum charge,
flat fee or base
charge ranges
from zero dollars
each billing cycle
(no minimum
charge) to 100
percent of the bill
(a flat fee to all
users). These two
rate structures are
at the extremes and they are rare.
Most systems have a minimum
charge plus usage charges. The
minimum charge may be the same
for all users or it may be different
for different user classes or even
individual users. That difference
might be based on meter or
connection size, potential demand
each customer can place on the
system to provide flow, or other

Carl Brown
Carl Brown Consulting, LLC

factors that are measured or
estimated. Or, the difference might
just be arbitrary. The minimum
charge may include a usage
allowance or it may include no
‘give-away’ volume at all.

3. They recover part or all of the
expected capital improvement
costs the system will incur to
provide high-volume flow
capacity and other exceptional
services for users (large

In the ideal world all users would reimburse the
utility for all of the costs they cause the

utility to incur.
—

In the ideal world all users
would reimburse the utility for all
of the costs they cause the utility
to incur. Keep that ideal in mind
as you set your rates but do not
fixate on it. It’s a good goal but
you probably won’t be able to
fully achieve it.

Minimum charges always do a
couple of things well:

1. They establish an
essentially guaranteed base
revenue stream for the
system, thereby making
budgeting for the system
easier, and

2. They establish a certain
base charge that your
ratepayers know they need
to pay every billing period,
making their budgeting
more predictable (if not
easier), too.

If set up correctly, minimum
charges also do several other
things well:

1. They recover fixed operating
costs from all ratepayers on
an equitable basis,

2. They make potential lenders
feel more secure that they will
be paid back. Consequently,
the interest rate to the
borrower may be reduced and
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customers) that need
those services.

Generally, the fewer users
there are in a system, the higher
the minimum charge will need to
be. Fixed costs generally don’t go
down in proportion to the number
of connections. Economists like to
say that small systems lack
‘economies of scale.” Fixed costs
in small systems will commonly
comprise one-third to one-half of
the system’s total operating costs.
In a very large system perhaps
only 10 percent of its costs will be
fixed.

Regardless of size, if a system
recently borrowed substantial
money for capital improvements,
it will likely have a higher
minimum charge. That is because
the system is paying all or much
of those debt payments with
minimum charge revenues.

How should your system go
about setting its minimum charge?
Minimum charges may be set to
recover some, all or even more
than the total of the fixed costs
that all users cause the system to
incur. They may also be set to
recover potential demand-based
costs that certain users cause the
system to incur.



Basic minimum charge
calculation

To do the most basic minimum
charge calculation, system
decision-makers need only know
three things:

1. The costs (generally fixed
costs) for a known period of
time, probably one fiscal year,
to be recovered in the
minimum charge,

2. The number of customers
connected to the system for
that period of time, and

3. The number of bills to be sent
out during that period of time.

Thus, if budget projections say
the fixed costs for a small system
will be $12,000 next year, there
will be 100 customers during that
year and bills will be sent out
monthly, the most simplistically
calculated minimum charge would
be $10.00 per month. That is:

312,000 in fixed costs,
divided by 100 customers,
divided by 12 months

The smallest, simplest systems
can get by with calculating their
minimum charges in this way.

All systems including the
smallest need to do a fixed cost-
based minimum charge calculation
as described in the following.

Fixed cost-based minimum
charges

Recovery of fixed costs is the
minimum charge money-maker for
most systems. Generally you should
strive to recover an equal share of
all fixed costs from each customer.
However, it is likely you will need
to stray a bit from that course.

What is a fixed cost? It is not a
cost that never goes up. Fixed
costs do vary through time.
‘Fixed’ refers to what the cost is
related to. If a cost is related to the
volume of service received, it is a
variable cost. If a

from year to year, the function of
administration is almost
exclusively a fixed cost.

Use this thought process as
you consider all of your costs and
delineate them as ‘fixed’ or

cost is instead
related to the fact
that someone is a
customer, it is
fixed. In reality,
many costs are a
blend of fixed
and variable but
let’s keep it
simple for now.

The easiest
illustration of
fixed costs is
this. If you print
a water or sewer
bill for each

customer and you put those bills
in envelopes, you must affix one
first-class stamp to each envelope
to mail them to your customers. It
makes no difference to the Post
Office if one customer was billed
$10 and another was billed
$10,000. Your fixed cost for
postage for each bill is one first
class stamp. (Notice I didn’t state
the amount of the first class stamp
because that would imply that the
price of a first class stamp is
fixed.)

Of course, the envelope and
the paper the bill was printed on
are also fixed costs. The computer,
the billing software program and
all the things and actions it took to
create and process that bill are
fixed costs. Though the amount
and cost of staff time and
administrative supervision vary

‘variable,” or some percentage of
each. Once you have done that,
calculating your fixed cost-based
minimum charge is straightforward.
Add up all the projected fixed
costs for the year you want to set
the minimum charge for and use
the simple calculation method
described above.

This concept is easy. The
actual calculation is usually easy,
as well. However, some of the
assumptions around this
calculation are complex. Growth
or loss of customers will come
into play for future years.
Assumptions you make about how
much of which costs are ‘fixed’
versus ‘variable’ will affect your
minimum charge dramatically.
Some costs are real but you may
not have considered them. For
example, it takes administrative

Note 1: While a system can analyze and set its minimum charges, unit charges and other fees and charges separately, in actual practice that does not
work well. Rates should be set using a three-phase approach. In ‘Phase 1’ you decide your rate setting goals. In ‘Phase 2’ all rates, fees, incomes,
expenses, capital improvement needs and so forth should be analyzed and adjusted comprehensively. In most cases a rate setting specialist should do
‘Phase 2’ analyses or provide guidance and advice if the system does its own analysis work. ‘Phase 3’ covers incremental adjustments during years
following the initial adjustments. This is a do-it-yourself phase where system decision-makers compare the system'’s financial indicators to those
generated by the comprehensive analysis and adjust rates and fees on a percentage basis as needed to stay on track financially. To teach the concepts
of the minimum charge, this article disregards these phases but you should not do that when it comes time to adjust your rates.

Note 2: If your system is not very small or very large, you should have a rate setting specialist do your minimum charge calculation as a part of a
comprehensive rate analysis. Even small systems should get advice from a rate specialist if they do this cost delineation themselves. To learn more of
the rate analysis process and a methodology for successfully getting such help, visit: http://carlbrownconsulting.com/HowtogetGreatRatesGuide.pdf.
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work, such as calculation of each
customer’s bill, mailing, keeping
the books and such, to keep a
utility running. That work must
occur in a physical place like city
hall or the district office. Each
utility user should rightfully pay
for that portion of the cost to own
and operate that place. Likewise,
the time the city or district
manager, finance director, clerk
and other staff spend on utility
business should be charged to the
utility. Generally, these items are
fixed costs and they can affect
your minimum charge dramatically.

Potential demand-based
minimum charges

Why surcharge large customers
for the potential demand they
place on your system? Simple.
The more you rightfully charge
them, the less you rightfully need
to charge your other, primarily
residential, customers. The rate
effects can be substantial.

Most small systems do not
have users that warrant a special
minimum charge. For example, a

Some Generalities:

e Systems with fewer than 500
connections and few
commercial customers should
keep it simple and calculate
their minimum charge using

small rural town or a water district
will tend to have primarily
residential customers and only a
few commercial customers. Few if
any of the commercial customers
will have meters larger than those

The more you rightfully charge them (large customers),
the less you rightfully need to charge your other,
primarily residential, customers. The rate effects

can be substantial.
E—

serving residential customers.
Thus, their potential demand is
reasonably similar to that of the
average residential customer. And
since there are so few commercial as described in the “Policy
customers in most small systems Considerations” section that
there is little extra revenue to be follows.

gained by charging them a special °
minimum charge. The cost of

doing a study to determine what to
charge those few customers may

be greater than a whole year’s

worth of the extra revenues to be

gained.

the simple fixed cost-based
method described above as
long as doing so does not
create many ‘bad’ customers

Systems with more than
5,000 connections and a mix
of residential, commercial,
industrial and maybe even
some wholesale customers
should study the costs of the
potential demand that the

® Well Head Protection
® Tregtment Facilities

Design & Construction
Engineering Services

for Water & Wastewater
m Sybsurface Explorafion

Pioneering New Technologies for Kansas
Reverse Osmosis, Ozone, UV Disinfection and Sludge Management.

large customers can place on
the system and charge
graduated minimum charges
if potential demand, and
revenues to be gained,
warrant it.

e For systems in-between these
two sizes, to charge or not to
charge depends on the
numbers and sizes of large
customers. If the users are

™ Distribution Systems uniformly residential, charge
® Pymping & Telemetry Systems one minimum charge to all. If
® Computer Hydroulic Madels there is a lot of variability in

user size, study the costs and
charge graduated minimum
charges if potential demand,
and revenues to be gained,
warrant it.

® Any size system with one or
more industrial customers
with very large meters or

Professional Engineering Consultants, 11
WICHITA 3162623691 * TOPEKA 785.233-0300 = LAWRBICE TH5 8426464 = PTTSBURG 4202350195

connections should study the
potential demands those
customers place on the
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system. Potential demand
surcharges for such
customers can be substantial.

e Finally, if the system was
funded with State Revolving
Fund loan funds, the former
EPA Construction Grants
program or some other
funding source that dictates
how rates must be set, you
may have little latitude in rate
setting. Your loan or grant
agreement and bond covenants
will include rate setting
requirements. Look them up
and follow them.

Variations on the minimum
charge theme

Some systems assess minimum
charges based upon equivalent
dwelling units (EDUs). In other
words, each connection is rated
against the flow capacity of a normal
household. To illustrate, a single
family home would be rated at one
EDU. A condominium complex with
100 condominiums all billed to the
complex through one master meter
would probably be rated at 100
EDUs. A large water-using industry
might be rated at 20,000 EDUs.
When decision-makers base their
minimum charge on EDUs, they
often are attempting to recover from
those large users the capital that it
cost to build an ‘oversized’ system to
serve those large users. In effect,
they are trying to recover the
potential demand-based costs from
the ‘potential demanders.” However,
EDU-based minimum charges are a
very inexact way of doing that. Most
systems, however, are simply trying
to recover their fixed costs from as
large a user base as possible and to
collect as much revenue as possible
from those users that are most likely
to be able to pay — the large ones.
That will reduce the minimum
charge they must assess to smaller
users. Some would consider this to
be an underhanded tactic but it can
work well.

Some systems provide a usage
allowance or ‘give away’ volume

with the minimum charge. That
volume can be either constant for all
users or vary depending on user
classes. If the true value of the ‘give
away’ volume is included in the
minimum charge, this can be a
useful revenue generating and
revenue smoothing tactic, though it
will not be fair to those customers
using less than the give-away
volume. Minimum charges that
include a give-away volume are a
cousin to the EDU method. Rather
than taking more from the larger
users by charging a higher minimum
charge, the give-away volume
method gives more to the small
users for ‘free.” Again, this is an
inexact way of helping needy users
because not all small users are needy
and not all needy users are small. If
the give-away volume is kept low,
the inequities will be minimal.

Examples of minimum charge
variations

A minimum charge that
includes fixed costs, potential
demand-based costs, EDUs and
perhaps other components can be
calculated one component at a

P
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time, then added together for a
total minimum charge for each
class of user. This concept is
simple. The calculation is complex
and the appropriate methodology
depends on your circumstances.

Policy considerations

You must weigh several issues
against each other to arrive at an
appropriate minimum charge for
your system. While a rate setting
specialist can do calculations
accurately for you, provide
valuable guidance and support and
do the ‘selling’ of the proposed
rates for you, your decision-
making body must make the final
rate setting decisions. As your
decision-makers do that they
should consider these issues:

1. Water, sewer and all other
utilities are businesses,
regardless of who owns them.
Businesses must cash flow
properly if they wish to
survive, much less thrive.

2. In addition to functioning in a
business-like manner, a utility
has a responsibility to its
customers to nearly guarantee

PONZER-YOUNGQUIST

Consulting Engineers & Land Surveyors
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its long-term prosperity for
their benefit. Customers
depend upon the service
being there whenever they
want to use it. Thus, a utility
must err on the conservative
side by maintaining strong
reserves that will enable it to
weather financial storms.
Those reserves should be
built with utility (rate)
revenues unless the
ratepayers and taxpayers are
aware of and generally
approve of doing otherwise.

. If a service costs the utility

money, the utility should
recover that cost from the
most logical ‘person’ if that
makes good business and
community administration
sense. For example, generally
‘growth should pay for
growth.” Developers should
fairly pay for their
consumption of utility
services during the
construction process.
Likewise, those users that
have the capacity to place
high demands on the utility
cause the utility to pay extra
for that higher capacity to
provide service. Even if those
users never actually use that
extra volume, they should
pay the utility for the added
expense of making it
available. Consider this
analogy. A company operates
taxi and limousine services.
A potential client requests
limousine service but only
wants to pay a taxi cab fare.
Would it be fair to the taxi
cab riders if the company met
his demand, in effect
transferring the extra
limousine service costs to the
taxi cab fares? Clearly the
limousine rider should pay
the limousine fare.

. If adjusting a rate, fee or

policy will turn currently
‘good’ customers into ‘bad’
customers, decision-makers

should consider the necessity
of the change carefully before
making it. Two contrasting
examples illustrate this
dilemma:

A. While it may be warranted
on a cost-to-serve basis,
raising the minimum charge
markedly may make it
difficult for fixed, low-
income customers like the
stereotypical ‘little old lady,
widowed, retired, living
alone on Social Security’ to
pay their utility bill. That
may cause more of them to
pay late or not pay at all.
That may trigger your
attorney, at high expense, to
write threatening letters to
those customers. Eventually
you may even shut off their
service. Thus, in the attempt
to generate more revenue by
raising rates and enforcing
them, net revenues may
actually go down. Certainly,
your local newspaper will
run articles detailing how
your utility ‘beat up’ some
disadvantaged citizens over a
piddling amount of money.
B. On the other hand, while
in fact it is rare for water
and sewer rates to
significantly figure into a
major employer’s decision to
move to or remain in a
particular community, it can
happen. Thus, it is possible
that, by raising the minimum
charge to all users and
lowering their unit charges,
thus lowering the total bill to
a large employer, a system
can help that employer to
create or retain jobs in a
community. Those jobs may
be filled by people who
would otherwise not be able
to pay their water and sewer
bills or would have to move
out of the community to
seek work elsewhere.
Therefore, the system would
retain more ratepayers and
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those ratepayers would have
income with which to pay
their bills. The community
would also retain more
property taxpayers and all
the other economic activity
associated with them. This
is the economic development
school of thought for rate
setting. Heed this caution
before pursuing this course.
If the financial capability of
a business is so tenuous that
a miniscule reduction in its
net revenue (reduced water
or sewer rates) is the
difference between surviving
and collapsing, look for the
collapse to happen soon
anyway. As an investor in
economic development, the
community should be
looking for businesses that
don’t depend on bargain-
basement utility rates for
survival.

5. Including a usage allowance

or ‘give-away’ volume can
have the same effect as
described in point 4 above. A
usage allowance can make it
more difficult for customers
that use less than the allowance
to pay their bill, easier for
customers that use slightly over
the allowance to pay their bill
and it will effectively lower
the bills of large users.
Allowing 2,000 to 5,000
gallons of use per month with
the minimum charge may
make rates more affordable

for the 5,000 gallon

residential user, the nationally
recognized ‘benchmark’ for
affordability. However, it will
likely make rates less
affordable for the stereotypical
‘little old lady’ because she
uses far less than 5,000
gallons/month. If you give
away any volume, strive to not
give away so much that you
make if excessively difficult for
this person to pay their bill.

6. You should look toward the



future when setting rates so
you can project trends and
prepare for them. For
example, with few exceptions
inflation is a fact of life. In
recent years inflation in water
and sewer systems has been
higher than the general rate
of inflation. Thus, you should
not increase your rates now
and have no plan for future
increases. Go ahead, bite the
bullet and tell your ratepayers
you are increasing rates now
because they need to be
increased now. And, forewarn
them that rates will need to
be increased, a little bit, each
year in the future to keep up
with inflation, too. Thus, they
won’t have illusions that your
current increase is a one-time
fix. You will find that making
small increases every year in
the future is understandable

and palatable to your ratepayers.

Conclusion
Small systems and those with
fairly homogenous users should set

minimum charges that collect the
system’s fixed costs evenly from all
users. The relatively small boost in
revenue that graduated minimum
charges might generate is generally
not worth the hassle and expense to
pursue. These systems may be able

effects that various rate structures
would have on ratepayers. The
system needs to be managed like a
well-run business and that includes
treating the ratepayers with
compassion and respect. If you do
all of this well your minimum

Throughout the rate setting effort, the system’s decision-makers
must balance the financial needs of the system against the
effects that various rate structures would have on ratepayers.

to calculate an appropriate minimum
charge with little outside help.
Larger systems and those with many
commercial, industrial or wholesale
customers should engage a rate
setting specialist to analyze the costs
that such users are causing the
system to incur. If those costs are
significant, the system should adopt
appropriately graduated minimum
charges along with other rate and fee
adjustments. Throughout the rate
setting effort, the system’s decision-
makers must balance the financial
needs of the system against the

charges will be become, and remain,
just right.

Editor s Note: Mr. Brown is
writing a set of comprehensive water
and sewer rate setting guides for
small, medium and large systems. They
should be published in 2008.This
article, reprinted here by permission,
is one chapter from those guides.
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The Right Rate

Carl Brown, President

Carl Brown Consulting, ¢

Water conservation — just use less water, right? Economic development — just lower all
rates, fees and taxes, right? As much as we would like for these things to be easy, they are not.
This article will discuss rate structures and their uses, starting with rates that encourage
conservation and ending with those that encourage use. You need to understand what each rate

structure does, and requires, before picking one.

Water Conservation and Conservation Rates

Water conservation is a good thing in situations like these:

e Demand is approaching the supply limit of the water source or the system’s ability to

process and deliver it.

e Environmental, wildlife, plant life and other resources would suffer degradation at

unchecked water usage levels.

e Higher demand would force expensive system upgrades so costs to produce would rise,

increasing user rates.

Conservation rates encourage water
conservation but rates are not the only tool in the
box. Water conservation can be accomplished by
the following means:

Conservation rates charge incrementally
higher fees to those who use more water.

1. Technological — Use of equipment, software and other technology-based ways to
improve water use efficiency and to find and fix water leaks.

2. Legal — Use of ordinances, rules and other legal methods to force alternating-day
outdoor watering or ban outdoor watering altogether, etc. These techniques are
especially useful when you are in the middle of a seven year drought and the reservoirs

are going dry.

3. Education — Just like in other efforts,
educating users on how to conserve water
is important.

4. Monetary — If you price water to
encourage users to conserve water, many
will.

The monetary technique, which is effectuated
with conservation rates, usually accomplishes a mix
of two basic outcomes:

1. Less water gets used by the customers and
2. More revenue gets collected by the utility.

Side trip: Those of you who are “liberal”
leaning are thinking, “Ah Ha, conservation
rates, yet another way we can soak the
rich!” Those of you who are “conservative”
leaning are thinking, “Oh great, yet another
way government can transfer wealth.”
Congratulations, you are both right, to a
degree. But the richest part of conservation
rates may be this. There are
“conservatives” who don't like conservation
rates and there are “liberals” who love rates
that are conservative. Language is
wonderful.
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The following story about Minnie, Minnesota, fictitiously located in the Minneapolis
metropolitan area, illustrates a common situation that makes adopting conservation rates useful.

The property owners in the “Aspenwood Club” subdivision all have million dollar
homes on one-acre lots with in-ground lawn irrigation systems that soak lawns to
the tune of 200,000 gallons per month during the spring, summer and fall. The
Club members all revel in their lawns that look like the 18™ green at the Augusta

National Golf Club.

Meanwhile, the elderly “Clapboard Village” homeowners across town, all of
whom grow gardens out back so they can supplement their food supply, scrimp on
2,000 gallons per month in the winter and carefully apply another 2,000 gallons

per month to their gardens in the summer.

Because the Aspenwood Club homeowners are taxing the system’s capacity so
severely the city will soon need to sink two new wells and build two new 500,000
gallon water towers to supply their demand. The Aspenwood Club homeowners
say, “Let’s do it.” But the Clapboard Village homeowners say, “But, that will
raise everyone’s rates by 50 percent. Why don’t we just conserve water?”

Is it fair for the Aspenwood Club members to run Minnie out of water? Most would say it is

not.

Conservation rates might cause those who waste water to waste less, although the savings
will probably be far less than you would think. Many high-volume users are affluent. You could
triple their water bill and it still wouldn’t dint their income or curb their water use. Thus, even if

conservation rates don’t cause conservation,
they will end up collecting more money
from those who generally can afford to pay
more. That will lower the rate revenues the
water system will need to collect from all
other users, like the Clapboard Village
residents. And, that gets at the main issue
they have — keeping their rates low.

Those of you who manage and make
decisions for water systems must balance
rate setting value judgments like those
discussed against these realities: Your water
system is a business. All businesses must
cash flow properly or they will soon be out
of business. Then, no one will get any
benefits. Viewed in this light, conservation
rates can do some nice things for your
system and your ratepayers.

Rate Setting Phases:

Phase 1 — Decide your rate and fee goals — your
destination.

Phase 2 — Develop your own or “buy” a
comprehensive rate analysis — a map — that
leads to your goals, usually requiring large initial
rate adjustments and rate structure changes.

Phase 3 - Actually make those initial rate
adjustments.

Phase 4 — Make incremental rate adjustments in
future years — course corrections that are almost
always small increases — to keep net revenues
and other financial indicators on track with the
projections from the comprehensive rate
analysis for as long as possible.
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Consider this advice before you enact any rate structure. You should analyze your rate
setting needs and calculate what your cost to produce water is. You should rarely sell any
volume of water below your cost to produce. If you do, you should maintain very strong
reserves.

Maintaining strong reserves is even more important if you adopt aggressive conservation
rates. Why? Your rate revenues, especially those high-volume sales, are extra sensitive to sales
fluctuations. Your conservation rates may actually cause users to conserve in a big way. Or it just
might rain a lot next year. Either way your sales volume and especially your sales receipts will
go down and that could break your system unless you have sufficient reserves to weather the
downturn. Lest we forget, there are (and were) some Wall Street investment banking firms that
tried to operate without sufficient reserves and we all know where that got them, and us!

Everyone intuitively understands that water conservation is one of the things we need to do
to live sustainable, but it is good to actually discuss such issues before setting rates. That gets
everyone onto the same rate setting goals page.

Increasing Block Rates: As use goes up, Simple and Targeted Conservation Rate
rates go up within specified “blocks” of volume.  Stryctures
The increase in rate’ DERNCCHEES NN The following two conservation rate types
should be significant enough to encourage .

are easy to develop and administer. More

conservation. - ‘

complex types will be discussed after these.
Example: I ina block rat
Volume Rate ncreasing block rates encourage
0-6,000 gallons $2.50/1000 gallons conservation all the time by all those affected by
6,000-12,000 gallons  $3.15/1000 gallons the higher rates. They are a blunt instrument in
12,000-24,000 gallons  $4.00/1000 gallons that they tag the high-end users all the time, not
Above 24,000 gallons  $6.00/1000 gallons just during the peak water use season when you

really need conservation.

To illustrate, consider these two user types. A grocery store uses lots of water all the time.
Thus, the grocery store raises the base flow of the system, not the peak flow. However, those
folks in the Aspenwood Club subdivision use lots of water during peak water use season but far
less the rest of the year. Turn them around and you’ve really made some progress.

On the up side, increasing block rates are Average
usually only moderately difficult to calculate. Unit
On the down side they can discourage those ChaLin:et Total Bil gl?rﬁi
types of development that use lots of water all Usein per 1080 tor This  Level of
year long unless you have a separate class and Thousands  Gallons Volume Use
different rates for them. 1.0 $2.50 $2.50 $2.50

As to the percentages you should increase 5.0 $6.10 $20.52 $4.10
rates by and the number of blocks you should 100  $18.63 $83.13 $8.31
set up, there are some practical limits. If, for 150  $56.84 $274.22 $18.28
example, you set the first block at 1,000 gallons 200 $173.47 $857.36  $42.87
of use and the rate for that block at $2.50, and 250 $52040 $2,636.98 $105.48
you raise the rate 25 percent over the previous Table 1

rate every 1,000 gallons, the resulting unit
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charge bills will come out as summarized in Table 1.

Unfortunately you can’t get away with charging excess users an average rate that is 42 times
higher than the 1,000 gallon user, as shown in the last column of Table 1. Besides that, 1,000
gallon rate blocks just make the rate chart too complex. If someone questions their bill you can’t
talk them through calculation of their rate on the

phone and have them understand it very well. AverS%ﬁ
A reasonable approach would be to set Unit . Charge
rates for blocks of about 5,000 to 10,000 gallons Use in p;hfggg T%t?ITEi'g [Z:/ZPC')‘::
of use, depending upon how your ratepayers use Thousands Gallons  Volume Use
water. Stop the increases by about 40,000 1.0 $2.50 $2.50 $2.50
gallons of use/month for residential users, 5.0 $3.13 $17.54 $3.51
higher for large users like the industrial class. In ' ' ' '
this case using the same rate escalations shown 10.0 $4.88  $44.94 $4.49
above, except having each new rate take effect 15.0 $7.63  $87.76 $5.85
every 5,000 gallons, your rates would be as 20.0 $11.92  $154.67 $7.73
shown in Table 2. 250  $18.63 $25921  $10.37

With rate increases at every 5,000 gallons Table 2

you will still pull revenue from a water waster at
four times the average unit charge rate as compared to the 1,000 gallon user. That is still a pretty
exorbitant rate and you probably can’t get it passed but you are getting closer. For practical
reasons you normally shouldn’t have more than four rate blocks for each user class. Three or
even two would be better. Each of those blocks should start at a natural break point in use.

For example, you should find the average use of the “little old lady, widowed, retired, living
alone on Social Security” in her Clapboard Village home. She probably uses about 2,000
gallons/month except in the summer when she’s growing a garden and flowers. Then she still
doesn’t exceed 5,000 gallons/month. It is logical to set the first rate block from zero to perhaps
3,000 or 5,000 gallons/month to protect this user from exorbitant rates. After all, she is already
conserving water and she really can’t afford to pay much more. You don’t want the local paper
doing an exposé article about how you are “sticking it to the little old ladies...”

Seasonal Rates: Unit rates go up in the summer, The next natural rate block would take
the peak demand period for outdoor water use. in the stereotypical family of four that uses

Seasonal rates can increase for all volumes of use
(a surcharge on all use) or just on higher volumes of 5,000 to 10,000 gallons/month unless they

use (separate rate schedules for summer and Ifrigate their lawn.

I Then you set a usage block to capture
Examples: the reasonable lawn irrigators.

Surcharge method — Between May 1 and October 1 Finall ou set a rate block to penalize
all unit charges go up by $1.00/1000 gallons. th | 3{’ y ¢ Y
Two-schedule method — In the winter the unit € real water wasters.

charge for all volumes of use is $2.50/1,000 gallons. Seasonal conservation rates may be

During the summer the first usage block is still
$2.50/1,000 gallons but higher usage blocks have
incrementally higher rates.

of the same structure as the increasing
block rates described above except the
escalating rates only apply during the heavy
water use season (summer for most systems). This structure requires two rate schedules, one that
is in effect during the heavy water use season and one that applies during the rest of the year.
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Seasonal conservation rates tag only the seasonal high volume users so they target those
who generally have the greatest opportunity to conserve. These users generally are the most able
to pay, as well. In practice, the primary effect of the two-schedule method is to collect extra fees
from the high-volume users while leaving the low-volume users alone.

Seasonal conservation rates can also be done using a surcharge on all volumes of use during
the heavy use season. This structure tags all users during the peak use season whether they use
lots of water or not. Thus, it is not targeted like the two-schedule method. The primary effect of
the surcharge method is to collect extra fees from high and low-volume users alike. In its
defense, the surcharge method enlists users large and small in the conservation effort so it is not
only about collecting more fees.

With either the surcharge or the two-schedule method, during the “off” season your unit
rates would probably be of the uniform structure, as described in the next article installment.

Seasonal conservation rates, especially the two-schedule method get at the heart of the
problem for most communities. Two-schedule, seasonal rates are generally the most useful and
targeted of the conservation rate structures. They are most likely to accomplish water
conservation during the peak use season.

Time of Use Rates: These rates are higher
during the times of day when water demand
is greatest. This structure requires
specialized meters that can monitor water
use during specified segments of time, such
as every 15 minutes.

Example:

Water rates are increased by $2.00/1,000
gallons for all use over 100 gallons/15
minutes during defined times of day of the

If increasing block rate and seasonal rate
structures can be thought of as shotgun blasts, time
of use rates are a rifle shot. In theory time of use
rates are perfect. This structure is commonly used
in electric utilities where time of use (during the
day) can be critical to the capacity costs to serve
users. Electricity cannot be economically stored so
peak use sets the system capacity that is needed
and the cost to meet it. The basic idea is this. It
costs more to build enough system capacity to

Peak waler USEISEE. supply the peak demand than to supply the average

demand. Thus, the more the peak can be shaved,
the less it will cost to produce electricity, or water. If charged more for peak use, some users will
reduce their peak use and save themselves and the system money.

Fortunately, few water systems have facility needs that are so severe that such a rate
structure will pay for itself. While electricity cannot be stored economically, water can. (In fact,
the power industry stores water behind hydro-electric dams for peak power generation.) It takes
sophisticated metering equipment and billing programs, staff to manage the program and access
to specialized consultants to design time of use rate structures to make such a program
manageable. Unless the volumes and dollars involved are high, the revenues generated by this
sophisticated technology will not pay off for most water systems. And, complexity itself is
rejected by most ratepayers. Their thinking is, “If I can’t understand it, it is too expensive so |
don’t want it.” Most of the time, they are right.

On the education front, you can still inform and teach your ratepayers when it’s beneficial to
conserve water. We are all familiar with the power company’s “peak demand” alerts that appear
on TV. Managing peak electricity demand also reduces peak water demand, to a degree. It takes
electricity (and water) to run washing machines, dish washers, car washes and other electricity-
based machines. Postponing use of these machines postpones water use, too.
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While your water system probably does not have an income stream near that of the typical
power company, you can still afford cheaper media to get your conservation message out. Run a
few radio spots or place a short message about water conservation on everyone’s bill a month of
two before peak use season hits. Do it again when the season is in full swing. Develop a good
relationship with your local newspapers. That will give you the opportunity to feed them
information and do interviews on water conservation. In that way you and they can provide a

valuable public service — educating people.

Individualized Goal Rate (Water Budget Rate): A rate
schedule tailored to the use of each customer. This is
essentially an increasing block rate for each customer.

Example:

A family of four used 6,200 gallons in January. Summer
use is higher than January use so a factor, like 1.5, is
applied to their use like this: 1.5 x 6,200 gallons = 9,300
gallons. Their resulting rate schedule may look like this:

Rate
$2.75/1000 gallons
$4.00/1000 gallons

Volume
0-9,300 gallons
Above 9,300 gallons

Like time of use rates, the
individualized goal rate structure is
a rifle shot — very accurate but very
hard to pull off. If your system is
savvy, technologically sophisticated
and financially well off, consider
using it. Otherwise, keep it simple
and avoid this structure.

The individualized goal rate
structure also carries the risk of
landing you in court. Let’s say you
set rates so one of your residential

users, Mr. Thurston Howell, 111, will pay $4.00 per 1,000 gallons for use above 9,300 gallons.
You set rates to another residential user, Mr. Ben Matlock, so the $4.00 per 1,000 gallons rate
kicks in at 4,000 gallons because he uses less water on average. Being forced to pay high rates
sooner than Mr. Howell, Mr. Matlock says he feels discriminated against. After all, he says, he is
already conserving twice as much water as Mr. Howell. Can you convince Mr. Matlock his rates
are fair? What if Mr. Matlock happens to be a dramatic and successful attorney? And, what if,
instead of $4.00/1,000 gallons we’re talking about $10.00/1,000 gallons? People can get hot

about rate fairness.

Excess Use Rates: Cost per unit increases greatly above
an established level in order to trigger a strong price signal
that discourages excessive use. This rate is similar to an
increasing block rate but with much higher charges for the
higher volume blocks.

Example:

Rate

$2.50/1000 gallons
$5.00/1000 gallons
$7.50/1000 gallons
(Excess Use Rate)

Volume

0-6,000 gallons
6,000-12,000 gallons
Above 12,000 gallons

Excess use rates are just the
increasing block rates structure
(discussed in Part I) on steroids. A
rate structure that is this aggressive
might just be zoning in disguise, not
that that is a bad thing.

If your high-volume rates are
unreasonable you will invite serious
problems using this structure. You
may well pass this rate ordinance
now. However, later, when it comes
time to get the support of the

Aspenwood Club members to do some good civic deed that requires their money, they will balk.
To avoid future problems and to just sleep well at night, don’t do class warfare or stealth zoning.
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Non-conservation Rates

Following are several rate structures that do not encourage conservation and some even
encourage use. If you want to use one of these rate structures it does not mean that you are trying
to destroy the planet. Where you are, water may be plentiful and using it productively can make
good sense. These structures may give your customers the idea, “Conservation is not that big a
deal around here.” Maybe that is appropriate, and maybe its not, you have to decide.

Uniform Rates: The cost One of the great features of a uniform unit charge is
per unit is the same simplicity. If a ratepayer calls you up and says, “I think my water
Li%adrd'ess of the volume )| js\wrong,” this rate structure makes it easy to calculate their bill
' while they wait on the phone. Their bill is simply the volume they
used (less any usage allowance) times the unit charge rate plus the minimum charge.

While any unit charge will cause some conservation, uniform rates are considered to be use
neutral. Uniform rates are fairly common in water systems, especially smaller ones. Uniform
rates are probably the most common structure for sewer systems. That is mainly because the
State Revolving Fund (SRF) loan program and its predecessor, the Construction Grants Program,
both require rates that are commonly called “proportional to use.” Such rates have uniform unit
charges. Almost all municipal sewer systems were at least partially built with SRF or
construction grants so technically, almost all municipal sewer systems are required to have
proportional to use and, therefore, uniform rates.

" _ Declining rates make sense in the right situation, but you
gec“”_'”g (Decreasing) Block ™ q,1q not adopt such rates unless they are based upon the
ates: The cost per unit of . i . .
water goes down as water use  esults of at least a simplified cost of service rate analysis.
increases. Otherwise, you run the risk of selling some water volume at a
price that is below your cost to produce. Besides determining
this key cost, your analysis should show that the system enjoys significant economies of scale to
supply higher volumes of water and rate reductions are based on those cost savings. Otherwise,
you can end up giving one user class a great deal that is subsidized by other user classes.

Inclining rates and declining rates are mirror images of the same rate structure. One rate
goes up with use. The other goes down. Thus, declining rates tend to encourage use.

Declining rates may encourage high-volume users to come to and stay in your community.
High-volume users can create economic development. Economic development is good for many
things, especially creating jobs for people and raising the tax base for local governments.

In all likelihood you do not need to have declining rates to attract and keep good employers
and a high taxable property base. Outside of steel mills, beverage bottlers, canneries and other
large water using industries, few employers actually consider water rates to be a major factor
when deciding where to locate. Availability and cost of labor, tax rates and other costs are more
important for most businesses. Almost all water rates being charged almost everywhere in the
U.S. are truly cheap and employers know it.

Flat Rates: AR Flat rates area minimum charge only,_which _

unlimited water use. This rate €ncourages excessive water use. However, if the system is

structure is used where water is small, the users are very uniform (a single family home

unmetered. subdivision where the home values are all about the same)
and there is strong peer pressure to not waste water,
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unmetered water sales work just fine.

Flat rates are simple to understand. For example, a developer can call you up for an estimate
of the water rate for a house he wants to build. You will not have to do any calculations to figure
that rate. That rate will be the same as everyone else’s rate. Flat rates make rate revenue
projections dependable, in turn making budgeting simple. It’s like being paid on a salary basis
rather than on an hourly basis. You don’t get to rake in lots of overtime when business is good
but when sales are down you are going to bring home the same pay.

Generally the only communities that have flat rates are small. Trailer courts, RV parks and
small rural subdivisions are the most common, and most appropriate, users of flat rates. When
these water systems were put in, cost was a big factor in deciding what to install — initial cost and
the cost of billing later on. Thus, almost all flat rate systems have no customer meters.

While simplicity is nice, especially for the utility, flat rates are unfair to that half of the users
who use the least water. They also encourage users to waste water. Unmetered systems of 50 or
more connections should consider installing meters and billing on a metered basis to slow down
water waste, lower system operating costs, help identify and locate water leaks and to bill more
fairly.

Minimum Charge That Includes a Usage Water volume allowed for “free” each billing

Allowance: Including a usage allowance in  period is usually called a “usage allowance” or

the minimum charge (base rate) “give away volume.” This is not a rate structure

discourages conservation, especially if the = jtse|f. |t js only one part of some rate structures. Flat

3!‘;‘3’:”‘36 exceeds the average customer  o.oq jnclude an unlimited usage allowance — use as

much as you want and the bill is still the same. All

other rate structures include a limited volume (which could be zero) that is given away with the
minimum charge.

The “little old lady, widowed, retired, living alone on Social Security” in her Clapboard
Village home may take a hit if she has to pay for all of her use (zero usage allowance). However,
in actual practice, it rarely turns out that way. Because most systems build part or all of the cost
of the “give-away” volume into their minimum charges, such structures generally favor the
higher volume users by giving them lower rates than they otherwise would get.

. : : : Including a usage allowance with the
Multiple-family Dwellings: Total water use in - h k ti
a multiple-family dwelling which has only one minimum charge makes revenue generation a

water meter will usually exceed that of a MOresure thing for the system. Why? The
single-family  dwelling. To  bill  fairly, system simply adds some or all of the cost of
conservation rates should take this into  that “free” water to the minimum charge. In that
EICEOUT. case the “little old lady...” has to pay a higher
Example: Using the rates in the Excess Use ~Minimum charge to get her “free” water, even if

Rates example above but applying them to a  She doesn’t use it all.
four-plex would yield the following rate table: A give away volume encourages higher use.

Volume Rate When you encourage someone to do something,
0-24,000 gallons $2.50/1000 gallons they often will.
24,000-48,000 gallons $5.00/1000 gallons Multiole-family dwelli I
Above 48,000 gallons ~ $7.50/1000 gallons ultiple-family dwellings (usually
(Excess Use Rate) apartments) are a troublesome detail of rate

setting. Usually the thing that defines a water
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customer is the meter. That works fine for single family homes, businesses and industries. It
doesn’t always work for apartments.

Multi-family is not an issue when the unit charge is the same for all volumes of use. With
that structure the total unit fees charged will be the same whether they are billed to one meter or
100. Likewise, if unit charges go up or down only slightly with higher volumes of use, it’s not a
big deal. However, if the unit charge rate goes up or down markedly with higher volumes of use
and if some multiple-family dwellings have many housing units, it will be an issue. There is no
getting around doing individual rate calculations for apartments, condominiums and similar
housing units if you have aggressive conservation rates.

A final caution: Unless you learn about rate setting and do or get a comprehensive rate
analysis done you can have the best of intentions but miss your revenue target badly when you
go “live” with your new rates. That is no way to run a utility so
make sure an analysis is completed to reduce your risk of
making huge revenue and rate fairness mistakes. You can
count on this. If the public sees that you are just shooting in the
dark they will hang you out to dry.

There you have it, Rate Structures 101. Get your rates set
right and your system will boost rate revenues and maybe
encourage water conservation, economic growth and other
good things, too. To learn more about rate setting read the
book, “How to Get Great Rates.” It is available for preview
and purchase at http://www.gettinggreatrates.com/.

Copyright Carl E. Brown, 2009. This article may be reproduced in
whole or in part so long as credit is properly given to the author. -~
Editing provided by Jeremy Neugebauer, R\ Corl Brown
jkneugebauerl@cougars.ccis.edu.
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Editor's Note: The author is
not an attorney and these
comments are not legal advice.
The author is a rate analyst so
these comments address the
practical and financial effects
of conservation rates.
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Water conservation—just use
less water, right? Wrong. It’s not
that easy. This article will briefly
discuss the issue of water con-
servation to lay the groundwork
for a discussion of conservation
rates. Some conservation rate
structures are simple to adminis-
ter. Others are hard. You need
to understand what each struc-
ture does, and requires, before
picking one.

Water Conservation and
Conservation Rates

Water conservation is a good
thing in situations like these:

e The water supply is limited
relative to demand. Either
the water supply will run
out for that system (unsus-
tainable supply) or such
use will deprive other sys-
tems of their water supply
(interference),

e Environmental, wildlife,
plant life and other
resources would suffer
degradation at unchecked
water usage levels, and

e Higher demand would
force expensive system
upgrades so costs to pro-
duce would rise.

Conservation rates encourage
water conservation. But conser-
vation rates are not the only way
to accomplish that goal. Water
conservation techniques include:

1. Technological—Using
equipment, software and
other technology-based
ways to improve water use

efficiency, find and fix
water leaks, etc. Advanced
technologies are becoming
increasingly more available
in the water industry.

2. Legal—Using water conser-
vation ordinances and other
legal based ways to force
people to use water more
conservatively. This tech-
nique works best when there
is a long-term drought and
the reservoir is running dry.

3. Education —Teaching water
conservation. This technique
always makes good sense
and for the other techniques
to work well, they must
should include a strong
education component.

4. Monetary—Pricing water so
customers will try to reduce
their costs by using less
water. This technique works
best when billing is fre-
quent enough that users can
see “cause” (watering the
lawn) and “effect” (the
water bill jumps).

Conservation rates might cause
water wasters to waste less,
although the savings will proba-
bly be far less than you would
think. Many of those water
wasters are affluent, and they
love their beautiful green lawns
so much that their water bill
could triple —and it still wouldn’t
curb their water use. However,
even if conservation rates don’t
cause conservation, they will end
up collecting more money from
those who generally can afford to
pay more.



Those of you who manage and
make decisions for water systems
must balance rate setting value
judgments against these realities:
Your water system is a business.
All businesses must maintain
cash flow properly or they will
soon be out of business. Viewed
in this light, conservation rates
can do some nice things for your
system and to some degree, your
ratepayers.

It is important to have very
strong reserves if you adopt
aggressive conservation rates.
That is because your rate rev-
enues, especially those
high-volume sales, are extra sen-
sitive to sales fluctuations. Your
conservation rates may actually
cause users to conserve in a big
way. Or it just might rain a lot
next year. Either way, your sales
volume and especially your sales
receipts will go down and that
could break your system unless
you have sufficient reserves to
weather the downturn.

Everyone intuitively under-
stands that water conservation is
one of the things we need to do
to live sustainably, but it is good
to actually discuss such issues
before setting rates. That gets
everyone on the same page in
rate setting.

Conservation Rate
Structures

Increasing block rates encour-
age conservation all the time by
all those affected by the higher
rates. They are blunt instruments
in that they tag the high-end users
all the time, not just during the
peak water use season when you
really need conservation the most.

On the up side, increasing
block rates are only moderately
difficult to calculate. On the down
side, they can discourage those
types of development that use lots
of water all year—and employ lots
of people—unless you have a
separate class for them.

As to the percentages by which
you should increase rates and the
number of blocks you should set
up, there are practical limits. If,
for example, you set the first
block at 1,000 gallons of use and
the rate for that block at $2.50,
and you raise the rate 25 percent
over the previous rate every
1,000 gallons, the resulting unit
charges will come out as summa-
rized in Table 1.

Now, you may not like water
wasters, but you can’t get away
with charging a 25,000 gallon
user a unit charge that is 128
times higher that the 5,000-gallon

user. Besides, 1,000-gallon rate
blocks just make the rate chart
too complex for most to calculate
or explain.

A reasonable approach would
be to set rates for blocks of about
5,000 to 10,000 gallons of use,
depending upon how your
ratepayers actually use water.
Stop the increases by about
40,000 gallons of use/month for
residential users, higher for large
users like the industrial class. In
this case, using the same rate
escalations from Table 1, except
having each new rate take effect
every 5,000 gallons, your unit
charges would be as summarized
in Table 2.

With 25 percent rate increases
at every 5,000 gallons you will
pull unit charges from a 25,000
gallon user at a rate that is eight
times higher than the 5,000-gallon
user in this table. As compared to
the rates in Table 1, their rate
would only be five times higher.
You will encourage some conser-
vation with such rates, if you can
get them passed.

For practical reasons you nor-
mally shouldn’t have more than
four rate blocks for each user
class. Three is better. Each of

.

Table 1 Table 2 =
Charge per 1000 | Total Unit Charges Charge per 1000 | Total Unit Charges noboo@LA;
Use in 1000’s | Gallons at This for This Volume Use in 1000°s | Gallons at This for This Volume ’ ey
Usage Level of Use Usage Level of Use Onet 5 ;gc * a

1.0 $2.50 $2.50 1.0 $2.50 $2.50

2.0 $3.13 $5.63 2.0 $2.50 $5.00

3.0 $3.91 $9.53 3.0 $2.50 $7.50

4.0 $4.88 $14.41 4.0 $2.50 $10.00.

5.0 $6.10 $20.52 5.0 $3.13 $13.13

6.0 $7.63 $28.15 6.0 $3.13 $16.25

7.0 $9.54 $37.68 7.0 $3.13 $19.38

8.0 $11.92 $49.60 8.0 $3.13 $22.50

9.0 $14.90 $64.51 9.0 $3.13 $25.63

10.0 $18.63 $83.13 10.0 $3.91 $29.53

25.0 $529.40 $2636.98 25.0 $7.63 $107.72
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Consider this general advice before

you enact any rate structure.

Analyze your rate setting needs and
calculate what your cost to produce
water is. Never sell any volume of
water below your cost to produce.

30 OnTap Spring/Summer 2010

those blocks should start at
a natural break point in
use. For example, you
should find the average
use of the “little old lady,
widowed, retired, living
alone on Social Security.”
She probably uses about
2,000 gallons/month
except in the summer
when she’s growing a gar-
den and flowers. Then she
still doesn’t exceed 5,000
gallons/month. It is logical
and defensible to set the
first rate block from zero to per-
haps 3,000 or 5,000 gallons/
month to protect this user from
exorbitant rates. After all, she is
already conserving water and she
really can’t afford to pay more.

The next natural rate block
would take in the stereotypical
family of four that uses 5,000 to
10,000 gallons/month, unless they
irrigate their lawn.

Then you set a usage block to cap-
ture the reasonable lawn irrigators.

Finally, you set a rate block to
penalize the real water wasters.

Seasonal conservation rates are
like the previous style except that
the escalating rates only apply dur-
ing the heavy water use season.
That is the summer in most com-
munities. During the “off” season,
your unit rates would probably be
the same for all levels of use.

Seasonal conservation rates get at
the heart of the problem for most
communities. It is generally the
most useful and targeted conserva-
tion rate structure for communities
that are mainly residential.

There are other, less com-
monly used conservation rate
structures, but they are usually
too complex for smaller systems.
Stick to the basics and you will
do well. One issue that hits even
many small systems is rates for
apartment buildings, mobile
home parks and the like. If your
conservation rates climb very
rapidly and you have any large
multi-dwelling users, you will
need to normalize rates for them
back to the average rate of use
per dwelling.

There you have it,
Conservation Rates 101. Get your
rates set right and your system
will boost rate revenues and
maybe encourage water conser-
vation, too.

Carl Brown is President
of GettingGreatRates.com

LLG, specializing in water,
: sewer and storm water
system rate analysis and related issues.
Mr.Brown may be contacted at:

Phone (573) 619-3411 or by e-mail at:
carl@carlbrownconsulting.com.

and Carl Brown Consulting,
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Beyond the Binge

Carl Brown, President

GettingGreatRates.com

The day after the big “bender” one college frat rat saysto hisbuddy, “I’ll never do that again.” His
buddy says, “Next weekend... isthat before or after never?’ And, he's not joking; he really needs
clarification.

Millions of citizens, taxpayers, business owners and homeowners are waking up from the most
prolific debt-fueled bender they have ever known. They are thinking, “We will never let that happen
again.” Now, you may bethinking, “That’s national palitics. | just run this nice little water system or this
finelittle town. Thislarger crisiswon’'t impact what | do.”

Wrong! Thiswill impact you. If you don’t deal with it you may become a casualty of the larger
crisis. Here' swhy and how you can avoid that.

Thelarger crisis makes many tax payers and ratepayers say, “ Stop spending my money, period.”
Being pressed to spend more on debt payments and other obligations, tax payers and ratepayers are
looking to spend less elsewhere. If that means lower water rates, they'll takeit.

Tax payers and ratepayers still have money to spend but they want to spend it on cheeseburgers,
sodas, CDs and other things. Not water. Not sewer. Y ou have some teachable moments ahead.

All utilities must get their financial housesin order. For most water and sewer systems that means
rates need to go up right now on the order of 20 to 45 percent. That sounds awful but it’s not.

In most communities water rates are in the $25 to $40/month range. (Sewer rates are usually a bit
more.) Household incomes run from $50,000 to $70,000/year in most of the states. Let’s be conservative

and use $40/month rates and $50,000/year incomes as our basis.
The affordability index of such ratesis 0.96 percent ($40 * 12 Percent of Income Left
months / $50,000). That means the “average” family illustrated After Paying Water Bill
here must spend just less than one percent of their income to pay

their water bills. That situation is represented by the first bar in 120.00%

the bar chart. Considering the life and job-supporting properties

of water, that’s agood deal. 100.00%
If this system needsto raise rates by 45 percent the

affordability index will riseto 1.39 percent. The income left over 80.00%

after such an increase is represented by the second bar in the
chart. Asaresult of such anincrease, thisfamily’s “after paying
the water bill” income will go from 99.04 percent to 98.61 60.00%
percent. On a spendable income basis, even thisworst case rate
increase doesn’'t amount to much and the “picture” makes that
pretty clear. 40.00%

Y our key to getting and keeping adequate rates will be
capturing teachable moments like this. Do not highlight the fact 20.00%
that rates need to go up 45 percent. That is an ugly picture. Focus
on the fact their spendable income will hardly change. In

exchange the value of their homes and businesses will hold 0.00%
steady or go up. Jobs will be retained or created in the Before  After45%
community because investors and home buyers want to invest Increase  Increase

where the water system is sound, not weak or failing.
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Distrustful ratepayerswill reply with, “Well, you only need an extra $18/month so just cut it out of
the budget.” Thisis another teachable moment. Using your rate calculations or a comprehensive rate
analysis you can show such ratepayers where the money goes. Y ou can show them the improvements and
investments that are needed to keep their water service coming. For the utility that $18/month increase
works out to $18/month times 12 times the number of users on the system. That’salot of “waste” to cut
each year and your calculations will show that it just is not there.

_"‘W o
Up to this point we have been considering the “good cop” sideof the | o= -

equation — leading and teaching ratepayers using only the positive. Y ou
might also need to work the “bad cop” side. Why? Y our

ratepayers are wondering if water will really stop coming TN : ,' J S
out of the tap if they don’t pay an extra $18/month. They o | A g er.s
arewondering if it will really be untrustworthy to drink : : h, SuViIval
without the higher investment. oS : Guide

The bad cop technique includes showing your S I
ratepayers all their options, even the ugly ones. The ugliest i- of | Ui
isthe “not having drinking water delivered to their homes
2417, dways pure’ option. Help your ratepayers compare
$18 worth of water to $18 worth of CDs, cheeseburgers or
whatever they like. Let them decide where investing their
$18 makes sense. Be clear, if they don't invest in water, §
the service will be poor. If funding is woefully inadequate 1 .
the system may pe shut down_ someday. Make'it clear_ that ;gg\llsefor;sh . j\/(\)/gil Gistheo?hug?e ?lelsbozl;
your personal wishes are not in play. You arejust tryingto - htp://gettingareatrates.com/ and
serve them as well as their funding choices will allow. http://carlbrownconsulting.com/. Most of

In reality, water in the U.S. would be dirt cheap at BN o1e free downloads.
twice the price but such rates are unnecessary amost everywhere. Hereisthe rea question. Will you, the
manager or a decision-maker for your water system be believed and respected by your ratepayers for the
information you give them about the rates you propose to charge them?

It all boils down to this. You need to determine how high rates should be and how they should be
structured in order to provide service fairly and sustainably. Tell ratepayers the truth and back it up with
the facts. Be kind but firm. Teach them what they need to know to understand the impact rate increases
will have on them, and the system. Be sober in all your dealings with them.

Carl Brown

While your ratepayers may not invite you to their next party, they will believe and respect you. They
won't love paying higher rates but they will understand why it must be so. As aresult the system will be
well funded and it will serve the ratepayers well for aslong as they desire. Then they can focus their
attention on solving the larger crisiswhile they let you run their nice little water system or fine little town.

Copyright Carl E. Brown, 2010. This article may be reproduced in whole or in part so long as credit is
properly given to the author.

Carl Brown is President of Carl Brown Consulting, ¢, Specializing in water, sewer and storm water
system rate analysis, asset management and training nationwide; and GettingGreatRates.com, home of
many rate setting tools. Contact: (573) 619-3411; E-mail carl@carlbrownconsulting.com or at
http://carlbrownconsulting.com/.
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Federal Help is on the Way

Carl Brown, President

Carl Brown Consulting, ¢

Problem 1: Building an upgrade with local funds = higher rates.
Solution: More federal grants.

Problem 2: More federal grants for an upgrade = loss of local control.
Solution: see Problem 1.

Here’s your problem. You want to build a new water or sewer system. Or, build an upgrade.
Actually, you probably don’t really want to do either of these. But, federal water quality or water
pollution control standards, which have gotten much tighter in recent years, are making you do it.
You think, quite logically, that since the “Feds” are making you do it, the “Feds” should pay for
it. In regulatory lingo, “The responsible party should pay.” It’s a straightforward problem with a
seemingly straightforward solution and that solution may be on the way.

With a new administration and a change in the complexion of Congress, new federal funding
for water and sewer infrastructure is being seriously discussed. We, those of us in the water
(including sewer) industry, may be looking at more than $10 billion per year in such funding,
much of it grants. Finally, Washington has come to its senses IRty ou wish for,
and now realizes the burden they heaped on us. Finally, you might get it.” — Unknown
Washington just might help us out.

The water “problem” is more complex than almost all others we face. Issues that are a part
of this problem include technology, general economic conditions, local economic conditions,
system management and rates, agendas of every direct and indirect stakeholder, local governance
and sovereignty versus federal funding and authority, and the existence of and the effects of
climate change, or not, depending on your persuasion.

Enter $10 billion in federal funding. Federal funding, even if it is all grant money, is not
without its problems:

1. Itis not free. It costs something to collect and then redistribute $10 billion.
Alternatively, if $10 billion is “borrowed” from a future generation, that “loan” must
be repaid with interest.

2. This money would not come evenly or “fairly” from those who “contribute” it, at
least in the eyes of those who contribute the most. That unevenness is at the
individual and state levels as well as the generational level if the money is borrowed.
Quite simply, some individuals, states and future generations will contribute more
than others.

3. These funds would not go back to individuals and states in the same proportion that
they were collected. Thus, some individuals, states and generations would subsidize
others’ water systems.

4. Togetin line for grant and loan money one must apply, costing more money.

To actually claim the money each applicant must satisfy federal requirements,
costing still more money.
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In the end, “free” federal money is very expensive. Keeping the money local in the first
place would cut out lots of “middlemen” and probably save lots of money. However, giving to
and getting back from the federal government lots of money, even at high cost, may still be
worth it. By way of analogy, if you don’t have the discipline to watch your diet and exercise
more (who among us really have this down pat?), it will be worth it to pay a dietician to tell you
“no” and a surgeon for a heart by-pass to keep your heart ticking. At the local level we focus best
on keeping more of our money (keeping user rates low) so funding capital improvements with
federal money is an attractive option. It seems we need the dietician and surgeon, even though
they are expensive.

If you have ever Seenio To make matters worse tf_]ere i§ the very real
trough you understand why they call this ~ Phenomenon that if we don’t jump in and scramble
funds distribution process “pork.” for what federal money we can get, we will get left
out. The fact that we might show discipline and not
request federal money does not mean that less tax money will be collected and spent by the
federal government. It will be collected and spent. But the funds will go to the trout producers
council of Florida or the citrus growers association of Montana. If the money is going to be
spent, we reason, it may as well be spent on us.

On the surface it seems unfair to have some people and states subsidize clean water and
prevention of environmental degradation for others. In reality, we’re all in this together. Even if
we wanted to adhere to an “every man for himself” attitude, human health and disease problems
and environmental degradation do not respect our boundaries. Disease that breaks out “over there
where they don’t invest in public health” doesn’t stay “over there.” Disease or its consequences
can migrate “over here.” At the least, when those folks go to the emergency room “over there”
without insurance to pay for it, the hospital company, which operates hospitals “over there” will
pass those costs along to us “over here.” Even if you feel no moral compulsion to care for your
fellow man, for very practical reasons, “We ARE all in this together.”

We need and want national standards on water quality.

The critical questions surrounding those standards, then, Itis reasonable in a nation like the
are these: United State to assume that you

can take a road trip from Raleigh,

1. How deep do we want these national NC to Yakama, WA and you can
standards to go? trust that the water you drink along
the way will not harm you.
2. How much of this cost do we want to bear at

the federal level versus the state and local level?

3. How much sovereignty do we want to retain at the local level versus how much
control do we want to give to the federal government?

Our national standards already go deep and we’re not going back so Issue 1 is only a
question of “deeper” or “deepest.”

For Issue 2 we could have the federal government pay for some (where we are at now),
much of or all of the costs of building and upgrading systems. If the Feds give us the $10 billion,
they will be paying at the much of the cost level.

Page 2
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Issue 3 is intertwined with Issue 2. Federal money rightly carries federal requirements. If
you want to get federal money for a water system upgrade you will have to acquire services as
mandated, require your contractors to pay wages as mandated and keep lots of records as
mandated to prove that you adhered to all the other mandates. These mandates run up the cost of
the construction project, arguably most of them for good reasons. Some of these mandates even
run up the ongoing operating costs of the system, forever.

For the “Black Helicopter” crowd: Finally, if the federal government
At the extreme, if the federal government essentially steps up to the plate to pay for much or
purchased every water system in the nation by funding all of our infrastructure upgrade needs,

et consitconand econticton at100ETTLME | xectte federal government o lyer
point we could just roll all of our rural water associations On_ still more requirements. That’s only
into one big water workers union because we would no fair. _After all, he Who dug the well has
longer be in control. We would just be hired help. the right to tell you if, when and how

you may drink from it.

Copyright Carl E. Brown, 2009. This article may be reproduced in whole or in part so long as credit is
properly given to the author. Editing by Jeremy Neugebauer, jkneugebauerl@cougars.ccis.edu.
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Over the last decade the federal government has been
reducing its water and sewer grant footprint, replacing :
some of that funding with State Revolving Fund (SRF) ;"g;r\?:gtrﬁgn?mizf arz A%eég\)'erérggg
loans. More recently SRF loan volume has been going your system may have captured the
down, too. Overall, federal spending on water and sewer last big federal grant it will ever see.
has been on a downward trend until 2009. If this
reduction has not affected your system, it is the rare exception.

If your water or sewer system was

In response to the recession of 2008-09 the federal government stepped up water and sewer
grants and loans to spur economic recovery. That extraordinary spending will end soon. When it
does the federal government will almost certainly pull back on other spending, as well.

While the federal government could pull back on Medicare, Medicaid, Social Security,
National Defense and other large and growing obligations, politically, substantial cuts in these
programs are not likely. Water and sewer are prime candidates for cuts.

Cuts to water and sewer could actually benefit the sector. Why? Lower outside funding
could force systems to become more

“resilient.” Resilience includes sustainability but it goes farther.

Resilient systems are able to cope successfully with

. The federal gove_mment Sends_ operational and financial upsets, as well. Read more

mixed messages but it has been tryingto = about resilience in the article posted on the

wean water and sewer systems from Government Finance Officers Association Web site at

financial dependence for years. Consider  hitp://gfoa.org/downloads/financiallyresilientgovernment
EPA’s notion of the four pillars of B el

sustainable infrastructure: better

management, efficient water use, watershed approaches and FULL-COST PRICING. Full-cost
pricing just means that the system must pay its full cost to exist. USDA Rural Development’s
mission is a bit different from EPA’s, but even that agency is in favor of infrastructure asset
management. A major tenet of asset management is full-cost pricing.

It is good strategy to use the federal government as a funding tool for as long as that tool is
useful. But if that tool becomes a crutch, the system will be at risk. Many U.S. water and sewer
systems are now dependent, not resilient.

When ratepayers must pay the full cost of everything, including capital improvements, they
become very “interested” in what leaders propose to build, the service they receive and what that
service costs. When system leaders hire a consulting engineer, a grant writer and other assistance
providers, they will not task those service providers with doing whatever it takes to pull down as

With doubled rates, almost Much grant money as possible. Instead, leaders will task them
all systems could cash-flow with delivering the most appropriate improvements at the best
themselves resiliently. Most  expectable long-term cost to the system. That would be the most
can do it for a lotieSS economically efficient strategy.

That strategy (and the results it will yield) is far different from the “maximize federal
grants” strategy. For some systems that will mean higher costs will be paid by ratepayers.
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However, it is more efficient to keep dollars and decisions local rather than filter them through
the federal government, so most ratepayers who are also tax payers will see a net drop in total
outlay. At least, that is the expectation.

Systems serving small, rural, declining communities Below some level, water funding can
are still likely to get federal help. Some of those will end Ler?éjtrt“; fae d%l:gl"; thf;‘r']t::]ef;]at‘tgzterolonhoet
g - -, . V S
up fgllmg despite the help. Most com_munltles are IRl vill probably ahvays
destined to prosper because local businesses and people be some level of funding for truly
want them to. Such communities will be served best by needy systems.

resilient utilities.

How then can a community or system pursue resilience? There are many components to
resilience — decision-making, operational, capital improvements execution, staffing and
succession, and the like. Reading a short article will not get you there. Your system might benefit
from outside professional help for some of this but you cannot “sub out” most of this. Resilience
is something YOU must figure out and do yourself. The best starting place for most systems is to
develop adequate and dependable funding. Even non-resilient systems need to get this task right.

Adequate and dependable funding comes primarily as a result of smart rate setting. To
achieve that you must calculate rates well. If do-it-yourself is not practical for you or your
system’s situation at this time, get the right rate analyst and have them calculate rates well.
(During most years, do-it-yourself rate adjustments are the best way to get this task done.)
Present the rate adjustment (increase) message well. Readjust rates on a regular basis. These

tasks are reasonably easy to accomplish once you get
Creative destruction is at work in the cycle in motion.
business. It is at work in government and

utility service, too. Resilience enables a There are lots of programs, tools, workshops,
system to avoid total destruction by assistance providers and more out there related to rate
creatively remaking itself on the fly. setting. Many give bad results and advice but you

must sort through them anyway. Talk with your
Association to get guidance and help. Ask your Association to provide or sponsor training on
rate setting. One good starting place for do-it-yourselfers is GettingGreatRates.com. This site
(operated by the author, therefore, he is biased) includes articles, a rate setting book,
spreadsheets and programs for rate calculation, equipment replacement scheduling and more.
Most items are free. Fees are charged for the most powerful items and services.

The bottom line is this: You must start the rate examination and adjustment cycle and keep it
going. Good rate setting and budgeting will pave the way to any destination you desire. But,
“resilient” is where your system should be headed.

Copyright Carl E. Brown, 2010. This article may be reproduced in whole or in part so long as credit is
properly given to the author.

Author Bio and Contact Information

Carl Brown is President of Carl Brown Consulting, . ¢, specializing in water, sewer and storm water
system rate analysis, asset management and training nationwide. He is also President of
GettingGreatRates.com, home of many rate setting tools. Mr. Brown may be contacted at: Phone (573)
619-3411, E-mail carl@carlbrownconsulting.com, Web sites: http://carlbrownconsulting.com/ and
http://www.gettinggreatrates.com/




Asset Management

Do’s and Don’ts

Carl E. Brown, President
Carl Brown Consulting, LLC

Everyone is weighing in these days about
asset management. Most experts are saying that
just about every water and sewer system needs to
develop a comprehensive asset management
program as soon as possible. The author begs to
differ for two reasons:

1. It's just too ambitious, and

2. Almost no small systems are doing it anyway.

Well, then, what'’s a small system to do? The
author believes small systems need to start out
gradually and build their way into more complete
asset management programs. Following are some
do’s and don’ts for small systems considering
advanced asset management (AAM).

Don'tstarta comprehensive AAM program
all at one time . That is too ambitious!

Do adopt an AAM policy statement, such as,
“It is the goal of the city council and
administration of Kansasville to provide utility and
infrastructure-based services to its users and
citizens as well as possible for as long as possible
within the confines of funds available. Strategies
for performing in this way are commonly called
advanced asset management. It is the policy of the
city council and administration to grow in its use
of advanced asset management strategies in order
to better serve the city’s users and citizens.”
Advanced asset management has been defined by
the American Public Works Association as, “A
comprehensive and structured approach to the
long-term management of assets as tools for the
efficient and effective delivery of community
benefits.”

Do inventory assets and their needs.

Do consider all reasonable options to try to
assure that investment decisions will produce the
best possible life-cycle outcome when considering
major capital improvements or infrastructure
upgrades, or the funding of such improvements.
Translation: you want the cheapest option that will
serve you well over the long-haul.

Do mine knowledge from your key operators.
Most small water and sewer systems in the U.S.
now have key operators that will soon retire. In
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most cases it took years for these operators to
build a base of knowledge and understanding of
how their systems work. When these operators
leave they will carry with them (in their heads)
storehouses of information and knowledge about
the systems they manage and operate. You need
to capture that knowledge before it goes away.

Do part on good terms with key, long-term
operations staff. The system will occasionally have
problems that this now retired or resigned staff
person will know how to handle. When you hit
such a problem, pay the former staff person to
help your new staff to troubleshoot the problem.
That fee will be money well invested.

Do pursue asset management when the city
or district’s decision-makers, management AND
staff are ALL ready for it.

Do analyze or have a rate setting specialist
analyze the utility’s rates and fees to assure that
revenue generation will be adequate to properly
fund the utility and maintain adequate reserves,
and to assure that the rate structure is fair to the
ratepayers. Such analysis is usually needed once
every five years.

Do examine the financial needs (budgeting)
of each utility every year and increase rates and
fees as necessary to satisfy those needs. Such
financial examinations are done during the years
in between comprehensive rate analyses.

Do the right things and don’t do the wrong
things and your advanced asset management
program will come together nicely.

Author Bio and Contact Information

Carl Brown is President of Carl Brown
Consulting, LLC, specializing in water, sewer and
storm water system rate analysis, asset
management and training nationwide.

Carl may be contacted at Carl Brown
Consulting, LLC, 1014 Carousel Drive, Jefferson
City, Missouri, 65101,

Phone (573) 619-3411,
E-mail carlbrown@mchsi.com
Web site www.carlbrownconsulting.com



KRWA Asset
Management VWorkshops

Who should attend?

Board and council members, managers, city administrators, finance directors,
clerks, utility chief operators and key staff. This training is most useful when a
team from your system attends together. Operators receive certification credit.

When, where, how to register?

July 16, Wichita, Best Western North July 17, Chanute, Holiday Park
July 23, Salina, Holiday Inn July 24, Topeka, Holiday Inn
Mark your calendar now and register for a session at: www.krwa.net/training

Who is the trainer?

Carl Brown, http://carlbrownconsulting.com/, will surprise you —

by showing you just how much asset management you are already
doing, how much more you need to do and how you can do that in
the best way possible. Carl Brown is a nationally recognized expert
in water system operation, maintenance, regulatory and financial

issues. He developed the “Show-me Ratemaker” rate analysis

programs for water and sewer systems and has authored a book,

"How to Get Great Rates", as well as numerous articles on rate

setting and asset management. DON'T LET THIS TRAIN LEAVE WITHOUT YOU!

July2008 THE KANSAS LIFELINE
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By Carl E. Brown

ore and more large urban water and sewer systems are

formally adopting asset management strategies or head-

ing that way fast. Where does that leave the small and

rural systems? Behind, as usual. That should not be the
case. In fact, small systems actually have several advantages over
large systems when it comes to adopting asset management strate-
gies. And, they often have more to gain.

Most small rural water and sewer systems are in trouble now or
they soon will be. Most don’t even know it. They may well be cash-
flowing adequately on a current cost basis but there are costs and
needs that they don’t see yet. Even when rural community leaders
perceive these shortcomings, they may not have the tools they need
to convince the ratepayers — the ultimate deciders — of the need to
perform better. Therefore, many country towns and districts are not
managing their infrastructure on a sustainable basis. Asset manage-
ment techniques can solve many, if not all, of these problems.

Asset management, or advanced asset management (AAM) as
many call it, is intimidating to small water and sewer systems and
small communities in general. They have read and heard accounts
from the big cities — multiple planning meetings over months or
years of time, specialized software and computers, GIS, GPS, expen-
sive consultants, RFPs, RFQs and more. Small community leaders
know that won’'t work for them.

Small community leaders should forget what they have seen or
heard of AAM in large systems. Small communities and systems are
not small versions of large cities and large systems. They are funda-
mentally different. AAM will be different and far simpler for small
systems. But it will still yield a great bang for the buck.

Why Do AAM in the Country?

AAM is a planning and execution process that enables an infra-
structure system, such as water or sewer; to provide desired services at
the lowest long-term cost. There is now a gap between water and
sewer asset and service needs and what is being built and funded.
The total gap between now and the year 2020 is measured in the hun-
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dreds of billions of dollars and growing. The gap for small systems is
only a small part of that total, but on a per user basis it will be a larg-
er gap to close than the large system gap. If water and sewer systems
are to close the gap, they must manage and fund themselves better.

Everyone intuitively understands the AAM concept. Most people
practice AAM with their cars, homes, investments and other valu-
able assets. If you asked 100 people if they were in favor of AAM,
you would probably get 98 to say yes — there are always some out-
liers. If you then told them it would cost money to start an AAM
program, many would fall off the bandwagon. We need to get
across to people that AAM is not just a cost, it is an investment.
Investments produce returns. The AAM investment produces the
returns of better service, lower risk, greater protection of public
health and the environment, improved manageability and lower
long-term cost. Tell people all that, if they will stand still long
enough, and many will climb back on the bandwagon.

Rural System Tools, Training and
Assistance
Small water and sewer systems are just at the beginning of the
AAM journey. Few have even heard of the term asset management.
They need and are seeking the most basic of training on the topic.
That was one of the author’s findings in research he recently com-
pleted for the National Environmental Services Center (NESC) on
the practice of asset management in small communities. The project
also documented that there are tools and resources available to small
communities to do AAM, and the volume and quality is growing rap-
idly Several notable tools are:
* “A Guide to Asset Management for Small Water Systems”
produced by NESC — visit www.nesc.wvu.edu/netcsc/
nelesc_tresource.him
* Guides provided by U.S. EPA — visit www.epa.gov/owm/ and do
a search for asset management
¢ “Jotal Electronic Asset Management System (TEAMS),”a pub-
lic domain asset management spreadsheet program produced
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by the Maryland Center for

Environmental Training — visit
www.meel.org/
* “Show-me  Ratemaker” public

domain water and sewer user
charge analysis programs devel-
oped by the author and distributed
by the National Drinking Water
Clearinghouse — call (800) 624-
8301 and request product number
DWCDMG57, the Environmental
Management Suite CD
“Plan2Fund,” “RateCheckup” and
other asset management and rate
analysis programs produced by the
Boise Environmental Finance Center
—visit www.sspa.boisestate.edu/efc/

The research findings are helping NESC
to plan future service delivery to small
communities. One of those services will be
to produce a three and a half day asset
management  track  within  the
Environmental Training Institute, which
will be to be conducted at West Virginia
University July 25-28. For more informa-
tion on the institute, visit
www.nesc.wou.edu/nesc/institute. htm.
The author also knows from his own expe-
rience in conducting dozens of workshops
around the United States that few systems
are familiar with AAM, but that is changing
rapidly. Last April, 158 small community
representatives from Wyoming, the U.S.
least populous state, attended an AAM and
rate-setting workshop sponsored by the
Wyoming Association of Rural Water
Systems. People want to learn about AAM.

Many organizations are gearing up to
produce asset management and rate-setting
workshops for rural systems. Workshops
have or will be sponsored this year by the
rural water associations of Kansas,
Nebraska, Minnesota, Wyoming, Montana
and Missouri; the Iowa Association of
Municipal Utilities; and the Environmental
Finance Center at the Maxwell School of
Syracuse University. These are just work-
shops involving the author. There are many
others springing up elsewhere. Some of
these organizations are also providing or
moving toward providing other AAM assis-
tance to rural systems. This includes help in
developing AAM tools, programs and
model plans. Small community representa-
tives need only ask around and search the
Internet, and they will find training and
assistance opportunities.

Conclusion

Many rural communities lag far behind
their urban counterparts in how their sys-
tems are managed and funded. It is pre-
cisely because of that lag that many rural
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systems will actually get a bigger bang for
the buck invested in AAM than will their
urban counterparts. For many of these sys-
tems, adopting appropriate AAM tech-
niques will be simpler and quicker. When
your system is small and simple, your AAM
techniques also should be small and sim-
ple. Generally speaking, small and simple
is cheap and quick to implement.

The bottom line for small communities
that adopt AAM practices is that they will
enjoy better service, lower risk and lower
long-term cost. Adoption will take work but
it will be well rewarded and time and dollars
invested to start AAM programs need not be
measured in years and six-figures.

If U.S. water and sewer systems are to
close the infrastructure needs and fund-
ing gap, there is no way around manag-
ing infrastructure better. Those who are
currently losing the most, on a per user
basis, have the most to gain, on a per
user basis. And that is how water and
sewer systems please their customers -
one user at a time. This bodes well for
country systems that adopt advanced
asset management.

Brown

Carl Brown is president of Carl

Consulting LLC, specializing in water and sewer
system rate analysis, asset management and
training nationwide.
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sewer systems do not age like fine wine

Some things get better with age. A city’s sewer system isn’t one of them.

That's why communities across the country today turn to Sprayroq.

Our durable,spray-applied polyurethane coatings provide

structural enhancement and chemical resistance to aging

manholes and other underground structures,

giving them a whole new lease on life.

Because our solutions are installed with out digging up the original structure,

they're also less disruptive to the people who live and work nearby.

So, yes, getting old is hard on a sewer system.
But Sprayroq is here to make it easier.

Visit our website for more information.
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LIBOR: London Interbank
Offered Rate. It's the rate
of interest at which banks
offer to lend money to one
another in the wholesale

money markets in London.

— Bankrate.com

Refinancing: Do You

Feel Lucky”?

Carl Brown, President, GettingGreatRates.com

Executive Summary: Interest
rates will almost certainly rise
in the next few years. Utilities
and communities that have
adjustable rate loans or leases, and those
that have relatively high interest fixed
rate loans and leases can save substantial
sums in loan and lease payments if they
refinance before rates start up. This article
illustrates likely savings a relatively small
system can expect if it were to convert a
$2.4 million adjustable rate loan to a fixed
rate loan. The payback period from this
conversion is estimated at 3.4 years with
a total net savings of $193,767. Systems
with larger loans or higher interest rate
loans can expect greater savings and
quicker payback periods. This example
should help you decide whether you
need to discuss your situation with an
investment banker to see if you really can
save money. If you cannot save money
you will just ride out your current loan.

Table 1: User Rates Needed to Cover a Medium Sized Adjustable Rate Loan

User Bill  User Bill

Loan terms: $2,420,090, Fixed Mini- for 2,000 for 7,500

20 years, 3.4% current Cost mum Unit Gallons  Gallons

interest rate Annual Cost % Charge Charge /Month /Month

Existing Loan Payments $168,743 75% $15.81 $0.70 $17.22  $21.08

Grand Totals $506,229 $25.58  $5.02 $36.71 $52.46
INTRODUCTION
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For many years, interest rates have been
stable and during the last few years they
have also been at or near historic lows.
All in all it has been a great decade for
loan financing of capital improvements.

After a“normal” recession, interest rates
and inflation rise. That increase is usually
manageable. The 2008-09 recession has
been anything but normal. Many econo-
mists believe interest rates and inflation
will rise dramatically as the economy
recovers from this recession. This, in turn,
will dramatically affect tax exempt bond
and lease rates.

John Harris, Vice President of Country
Club Bank Capital Markets Group,
specializes in municipal finance so he
tracks interest rate trends. Harris believes,
as do many others, that the 3-month
LIBOR (and other interest rate indica-
tors) will rise from 0.25 as of this writing
to about 1.50 by mid-2011.

Municipal bond and lease rates that are
tied to these indices are projected to rise
by the same amount. It is less certain what
will happen to rates beyond 2011 but many
believe that interest rates will not level
off after just a one percentage point rise.
Some believe rates will continue upward
for a total increase of two percent or more
and stay relatively high for some years.

If your system has an adjustable interest
rate loan or lease, you are probably
looking at large debt payment increases as
interest rates rise. By using a small water
system with a $2.4 million adjustable rate
loan as an example, this article will give
you an idea of what payment increases
might mean for your system and how
refinancing with a fixed rate loan can
prevent your costs from rising too much.
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A SMALL SYSTEM EXAMPLE

Consider the following typical small water
system with 667 users where each one
averages 7,500 gallons of use per month.
This system has an adjustable rate loan.
The amount is equivalent to 50 percent
of the total of all non-debt costs, a typical
debt level for a system that has recently
built something substantial. Debt costs
and user rates are summarized in Table 1.

The existing loan payments are for a
20-year adjustable rate lease or loan that
will be paid off in 18 more years. (To save
space only debt costs are shown.)

Usually the bill for a user of 2,000 gallons/
month and less is the critical one. That is
because most systems assess all or most
of their debt service to the minimum
charge, which affects low-volume users

Table 2: User Rates Needed to Cover a Medium Sized Adjustable Rate Loan After Interest

Rate Goes up
Adjusted loan terms:

$2,244,230 remaining User Bill  User Bill
balance, 18 remaining Fixed Mini- for 2,000 for 7,500
years, 4.75% adjusted Cost mum Unit Gallons  Gallons
interest rate Annual Cost % Charge Charge /Month /Month
Existing Loan Payments $188,254 75% $17.64 $0.78 $19.21 $23.52
Grand Totals $525,740 $27.41  $5.11 $38.70  $54.90

the most. In the case above, the 2,000
gallon/month user’s share of the loan
payment is $17.22.

If household incomes in this community
are strong (especially those of the low-
volume users) and the improvements for
which the debt was incurred are generally
appreciated by the users, these rates will
be tolerable to most.

Continued on page 14
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Motorola ACE3600

Advanced Control Equipment

PROVEN COMPANY PERFORMANCE
Global Data Specialists, Inc., has over 30 years experience with the Motorola SCADA Remote Terminal Unit (RTU)
family of products including ACE3600, MOSCAD/MOSCAD-L, and INTRAC. Along with Sales of the Motorola SCADA
products, Global Data Specialists provides Central Computer Database Programming, Application Programming,
Engineering Support, On-site System Integration, Equipment and Programming Training, and Warranty and Non-
Warranty Depot Repair.
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For additional information please contact our Sales Department at
800-451-3464 x223 or via email at Duane@gbl-data.com.

Visit us online at www.gbl-data.com
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ADVANTAGES FOR THE WATER/WASTEWATER INDUSTRY
Communications for the ACE3600 is designed and engineered for use with radio.
Other communications options are also available such as TCF/IP and RS232/485.
The ACE3600 also has the processing capability to handle complex control tasks
requiring quick response, like PLCs do in a large treatment plant.

A Flexible, Expandable, Integrated Solution with Unparalleled Communicafions,
Maximum Connectivity, and Proven Performance. That's GDSI and Motorola.
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Table 3: User Rates Needed to Cover a Medium Sized Adjustable Rate Loan When

Refinanced to a Fixed Rate

Refinanced loan terms:
$2,244,230 remaining
balance plus 2% closing
costs, 18 remaining years,
3.6% adjusted interest

rate Annual Cost

Fixed Mini-
Cost mum Unit Gallons  Gallons
% Charge Charge /Month /Month

User Bill  User Bill
for 2,000 for 7,500

Existing Loan Payments
Grand Totals

[14 ‘ Future of Water . Spring 2010 j

$174,995
$512,482

75% $16.40 $0.73 $17.86 $21.87

$26.17  $5.05 $37.35 $53.24

Continued from page 13

The interest rate on this loan is now 3.4
percent. The rate and payment will adjust
upward as the indicator the loan is linked
to, like the 3-month LIBOR, goes up.Table
2 illustrates what will happen if the rate
goes up to 4.75 percent and holds there
for the remaining 18 years of the loan.

The payments for this loan went up by
almost $20,000/year. The 2,000 gallon/
month user’s bill went up by right at
$2.00 for an increase of 12 percent. This is
before inflationary increases to any other
costs. Including those cost increases,
this user’s bill will likely rise by 16 to 18
percent during the next year. This user’s
total bill could easily go up to $43.00/
month with the combined cost increases.
That will stress more of these users. If
interest rates continue upward in subse-
quent years, user rates will have to follow,
compounding the stress. Users will push
back against the system or community if
they see many such increases.

This is a grim picture and it simply cannot
be brought all the way to“rosy”regardless
of what management does. Operating
costs are going to rise. Debt payments
will rise, too. However, the picture might
be made a little brighter by refinancing
the remaining balance. Table 3 illustrates
how refinancing might help this system
and its ratepayers.

Loan payments and user rates will be
lower after refinancing than if the adjust-

able rate loan were allowed to ratchet up
to4.75 percent as demonstrated in Table 2.
In fact, the savings created by converting
to a fixed rate loan are great enough
that after 3.4 years the loan closing costs
will be paid for by those savings. This
“payback” period and the net payment
savings are illustrated in Table 4.

These savings assume no additional
adjustable interest rate increases in future
years beyond the initial one percent
increase. Considering that we are at
historically low rates now, and recovery
will create inflationary pressure, John
Harris and others feel that it is unrealistic
to expect no more interest rate increases
during the next 18 years. If rates go higher,
the payback period and net savings from
refinancing will be even better.

If your current adjustable interest rate is
close enough to the fixed rate, your system
would save money by refinancing. The
mechanics are the same as refinancing a
home loan. You have to pay some closing
costs (usually built into the new loan) to
do the refinancing but those costs are
paid back by the savings created by the
lower, locked-in rate.

If your system has a larger loan than the
example or your current interest rate
is higher, the savings from refinancing
should be greater. At some smaller loan
size there would be no net savings from

Table 4: Payback and Savings from
Refinancing

Inflation-adjusted Existing

Loan Payments $188,254
Fixed Payments After
Refinancing $174,995

Annual Payment Savings $13,258
Cost of Refinancing $44,885

Payback Period in Years 3.4

Net Savings Over

Remaining Life of Loan $193,767



refinancing because the closing costs
would over take the interest rate savings.
(If your system has a relatively high fixed
interest rate loan that is eligible for refi-
nancing, now is the time to take care of
that, too.)

As you decide to either keep your existing
adjustable rate loan or refinance to a
fixed rate there are a few critical things
to consider: the payback period, the
expected savings, the comfort level you
feel for having a locked-in rate versus the
adjustable rate and timing of refinancing.

Savings are pretty straightforward
considerations. Timing is harder to pin
down. The watch word here is“risk.”You
are entrusted with public funds. You have
a duty to treat those funds conservatively.
It is reasonable to prepare all the paper
work and have bonds ready to sell on a
moments notice. Then you can wait for
what looks like the best day out of a two
week or so window to catch the market
just right before you sell those bonds.
But do not wait too long. In this era of
recovery, the best bond sale day is more

. = ; : . .
Full-Spectrum Water Solutions

f

* Groundwater exploration and development

= Water quality evaluation and managemeant

* Water use and supply suditing (balancing and conservation)

* Local, basin, and reqional flow mwestigation and modaling
s Aquiler recharge, storage, and recovery madeling and design
* Advanced geophysical logging and intespretation

likely to be today rather than this same
day next month. As Harris says,”Get your
ducks in a row and leave sale timing up to
your finance team.”

CLosING

The example cited in this article shows
that many adjustable rate loans and leases
should be refinanced very soon to prevent
payments from going up as interest rates
ratchet up. The higher the outstanding
loan balance and the higher interest rates
go, the greater will be the savings and
the shorter will be the payback period for
refinancing. -

Carl Brown is President of Carl Brown
Consulting, LLC, specializing in utility
user-rate analysis, asset management and
training nationwide. He is also President of
GettingGreatRates.com, home of many rate
setting tools. Mr. Brown may be contacted at:
Phone (573) 619-3411, E-mail carl@carl-
brownconsulting.com, and web sites http://
carlbrownconsulting.com and http://www.
gettinggreatrates.com.
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Run it Like a Business

Carl Brown, President

GettingGreatRates.com

This article explores the differences and the similarities of private and publicly-owned businesses
such as water, sewer, solid waste and electric systems. The goal is to help you improve the function of the
government-owned businesses for which you are
responsible. This article will discuss public water utilities Definitions used in this article:

as representatives of all other publicly-owned businesses. e Private utility — One owned by a
Most of the principles discussed also apply to government private concern and may or may not
in general. serve the public

. it busi | o Public utility — One owned by a city,
Private utilities are businesses. Most people agree on water district or other government

that, though some balk at the rates needed to sustainably and serves the public

keep them in business. Public utilities are businesses, too.

In a few respects publicly-owned businesses (most commonly utilities) should conduct themselves
differently than private businesses. But for the most part, business is business. The nature of the owner
doesn’t change that.

If you are an elected official or staff person of a city, you may have noticed that your accountant lays
out your financial statements separating “business-type activities” — water, sewer and other utility
services, from all other governmental activities. In the accounting world these concerns are recognized as
businesses. (Single service districts, like water districts, probably do not have such a separation of funds
in their financial statements because ALL of their activities are “business-type activities.”) Some cities
have established their utilities as “enterprise funds,” formally designating them as business concerns.

Why is it important that decision-makers and staff of public utilities understand the nature of these
“business-type activities?” They need to know how to make the business create value like any other
business should. But, they need to be open and responsive to their constituents, too, like any other
governmental function should. This duality makes for an interesting balancing act.

Webster’s Dictionary has several definitions for “business.” In the context of this article the relevant
definitions include:

e “Animmediate task or objective.” We have goals we want utilities to achieve, ways that we want
them to serve us.

o “A particular field of endeavor.” Some government businesses, like a water district, have only
one field of endeavor — serving water. Cities, however, are involved in multiple endeavors. In the
business world such an enterprise is called “diversified.”

o “Ausually commercial or mercantile activity engaged in as a means of livelihood.” There are
those among us who make their living governing or running public utilities.

Both private and public businesses succeed when they identify a niche that needs filling, they are
capitalized and staffed to fill the niche well, they make customers and prospective customers aware that
they fill that niche well and they do it all at reasonable cost.

All businesses are subject to two basic financial realities.

o Number 1: If there is not enough money to run the business, the business won’t run.
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o Number 2: The higher the price of the good relative to the value of the good, the less volume of
the good customers are willing to purchase.

The bottom line is this. Government can only sustainably do what citizens and taxpayers are willing
to pay government the full cost to do.

With these basic tenets laid out, consider how your public utility currently conducts its business and
how it perhaps should change its business model.

Pricing
Most public water utilities are not being sustainably funded right now (Reality Number 1). Rates
generally need to go up, markedly so for many utilities. There is debate about whether the federal

government should increase, decrease or even eliminate its subsidies to utilitiest. The fact remains, most
water systems cannot go on at the levels they are now being funded.

Interestingly, public water utilities actually have a leg up on other functions that are in serious
jeopardy. Witness the current state of the national debt, deficit spending, under-funded entitlements and
more. All of these issues are headed toward monumental change of some sort. In the context of these
problems, our water systems are a rounding error.

That said, the longer we wait to fund adequately Table 1
and build what we need, the more it will cost. That |Cost to Build a New $1,000,000 Water Plant
extra cost will be a big burden for communities Annual Cost at End of  Cumulative
because they are the primary funders of utilities. Year Inflation Year Cost Increase
. - 1 4%  $1,040,000 $40,000
Most public water utilities need to move 5 4%  $1,216,653 $216.653
toward self-sufficiency. Why? Some, including the 10 4%  $1,480,244 $480,244
author, believe that when the federal government 15 4%  $1,800,944 $800,944
finally starts to tackle the under-funding problem 20 4% $2,191,123  $1,191,123

that is spread everywhere, there simply won’t be
much left for utility subsidies. Fortunately, water systems, like most utilities, are capable of generating
their own sustainable income stream. Social Security, Medicare and many other programs, due to the
demographics of an aging population, probably cannot. This is yet another example of Reality Number 1.

The gross level of funding of your water system is critical to its success. But just as critical to some
of your customers is rate structure fairness. Some customers are subsidizing other customers on a cost-to-
serve basis. In other words, their rates are not fair.

The only way to determine a fair basis for rates is to perform a comprehensive rate analysis®.
Analysis generates defensible math, the base upon which good rates should be built. Without
comprehensive analysis it is difficult to know if the overall level of the rates is adequate or not and it is
impossible to know if a particular rate structure is fair or not.

Such analyses are rarely done. There are many reasons for this shortfall. Two big ones are perceived
low value of analysis relative to its cost and the sentiment of many that, “We don’t need it.” (Some would
cynically add, “Because it would just show you in black and white and multi-colored line graphs just how
bad off you really are.”)

Pricing fairness does not only apply to user fees; what people pay for water they consume. It also
applies to how much the utility will charge for a new service connection, for excess volume or other

! Admission: The author believes that in all but the rarest of cases the federal government should not
subsidize utilities. They are businesses and have the capability to pay their own way. That is not to say
gour utility should turn down “free money” if offered but be prepared for the “free money” to dry up.

Disclosure: The author is a rate analyst and, therefore, has a bias in favor of more systems taking
advantage of analysis.
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capacity attributes required by unusual customers, for shut off of service for non-payment and for myriad
other “details” the utility must deal with. If these fees are set too low the difference must be made up by
customers of other services and that is not fair. For most systems, because they are small and relatively
simple, the “details” involve very little money so overall rate fairness is skewed very little even when
pricing of the “details” is way off. But in other systems the “details” are a big part of making rates both
fair and adequate.

This notion of fairness runs into a stubborn fact — competition. If, for example, new connection fees
are set too high relative to the competition (a nearby town), developers will tend to go to the other town —
Reality Number 2. Similar effects constrict if and how other fees and policies can be tailored to fit a
system’s actual needs. The pros and cons of policy options always play against each other and the right
choice depends on the conditions surrounding your system.

Rate setting encompasses math, politics, business strategy of the community at-large and “public
relations.” Public relations deserve further discussion.

In respect to rate setting, public relations should not be thought of as “selling” an increase. Rather, it
should be about demonstrating the need for rate adjustments so the public will generally be willing to
accept the premise of higher rates (for most). The public needs to be convinced that the proposed rates are
fair and justified. If the public is not convinced, the utility may well pass the rate increase now but doing
so will erode the public’s trust and willingness to accept increases in the future.

To illustrate public relations and probability in a whimsical way, consider the unfaithfully married
man. If this man convinces his wife to trust his faithfulness while he secretly has affairs that his wife
never finds out about, he will still have her trust. But, you just know she will find out and there goes the
trust. Table 2 shows various probabilities that our subject can successfully hide his infidelity. Even if he

can achieve an improbable 99.9 percent

. Table 2

daily secrecy rate for a whole year, at the - , ,

end of that year the probability of ngrall Probability of K(_é(_epmg an_Affalr Secret Under

maintaining the secret is down to 69 Daily Secrecy Probabilities Starting on Day 1

percent — not good!) Running Running Running Running

. . Secrecy Secrecy Secrecy  Secrecy

The wronged wife might go so far as Day Probability Probability Probability Probability

to sue the errant husband for divorce, just 1 99.9% 99.0% 95.0% 90.0%

as some ratepayers have started to sue 2 99.8% 98.0% 90.3% 81.0%

their utilities for rate increases they don’t 22 97.8% 80.2% 32.4% 9.8%

like. For sure, the less you shock them 45 95.6% 63.6% 9.9% 0.9%

with pricing surprises, the less likely it is 73 93.0% 48.0% 2.4% 0.0%

they will sue. 149 86.2% 22.4% 0.0% 0.0%
The under-handed or clumsy rate 230 79'42/" 9'9:/0 0'02/0 O'OZ/"

setter, like the unfaithfully married man, 365 69.4% 2.6% 0.0% 0.0%

better be good at the fast talking brand of “public relations” because they will need that skill. For the rest
of you, hopefully this example illustrates that the honest and transparent way is the better way if not for
moral reasons, then for risk avoidance reasons.

Performance

There is a common perception that government is inefficient and wasteful. Sometimes that is true.
However, it is also true that we citizens have built safeguards into government to keep it accountable to
us. Among other things:

e We require public meetings to discuss government business and open records so we can research
and verify that government is doing the right things.
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o \We require open procurement processes to assure that political or personal favors will not tilt
contracts and resulting payments to those who would like to “fix the game” at our expense.

e We require due processes for government actions like the taking of private property for public
purposes and hiring, disciplining and firing of public employees.

All such requirements add extra work to government employees and decision-makers so we can keep
them on the “up and up.” Their private counterparts do not experience these verification measures nearly
so much. (In fairness, it must be acknowledged that government, mainly by way of laws and regulations,
places due process and other burdens on private business and, private business must deal with tax and
reporting issues that dwarf some government accountability burdens. Thus, the burdens are not a one-
sided affair.)

It is frequently said, “Perception is reality.” Your performance and the public’s perception of your
performance can be very different. You need to continuously seek ways to make good impressions
because the public has few opportunities to develop such impressions. When everything goes right and
their water service happens on cue, that flawless performance does not register in the consciousness of the
public. It is invisible. With years of such performance, which is the norm, the public just assumes that
when they turn on the tap, water will flow out and it’s no big deal. Thus, most things that can leave a
positive impression are not seen by ratepayers and citizens at all.

It’s much easier for citizens to get bad impressions. That happens when rate increases are proposed
or when they see an employee leaning on a shovel, sitting on a backhoe taking a break, driving around
town in a dirty truck or going into a convenience store. There can be good reasons the public witnessing
each of these events but the impression left is almost always bad, ambivalent at best.

Public employees must be vigilant in the impressions they leave with people, some they never even
see. Their dress, grooming and behavior must be appropriate. They must care for and use equipment and
vehicles not as if they are their own but as if they borrowed them. Public relations need to be a part of
every employee’s job description and actual performance. They must view themselves as ambassadors of
their employer, the government that the public is paying for.

Instead of trying to quietly slip into a convenience store to buy lunch and a soda, the water system
employee should take the opportunity to engage people in conversation while standing in line. He should
tell them, “A contractor with a backhoe cut a water line down on Second Street. We got the break fixed
this morning. After lunch we’ll fill in the hole and patch the street so it’s just about good as new. We
looped those lines five years ago so only four homes had their water shut off and that was only for 90
minutes. | feel pretty good about that.”

Employees may feel having this kind of dialog with people is hokey but it’s necessary to reach out to
them. Public employees need to take satisfaction in their service to the public and they need to talk about
it. And yes, there are a few elected officials who need to toe the line, too if we are to turn the bad
impressions around.

Creative Destruction Creative destruction: The constant churning of
business by the marketplace. Based upon

Creative destruction is a fact of life in the perceived value, buyers of products and

private business world. In other words, creative services choose winners and losers. Winners
destruction takes Reality Number 2 to its logical succeed. Losers change their business or they
conclusion, removing under-performing businesses go out of business.

from the ranks.

Some people think that government is immune to creative destruction. It is not. Governments can
postpone creative destruction or transfer its downside effects elsewhere but they cannot escape it.
Creative destruction should, however, play out differently for governments than for private businesses.
We, the citizens and customers of government, don’t really want our governments to go out of business.



Run it Like a Business, Carl Brown, GettingGreatRates.com

Therefore, government should remake itself on the fly rather than go out of business entirely. This is how
that should work.

If the public wants a service, is willing to pay the cost of that service and prefers to have government
provide that service, a new government service may be born. As government performs the service it
should endeavor to improve how it delivers the service, lower its cost or do both, if possible. Continual
improvement should be a part of every government program for the life of the program. If, after some
time, the public changes its mind or private business or technology changes, making it possible to get the
service in a different and better way, government should recognize the change and “roll with it.”

This strategy may lead government to change how or at what cost it provides a service. Or, it may
signal to government that it is time to get out of a business entirely. Thus, government programs are born,
mature and die, but the overall delivery of government service continues in other areas. The story of the
Post Office illuminates this phenomenon.

Long ago people in this developing nation recognized a need to get messages to others far away.
Early on private couriers carried letters. In 1775 Benjamin Franklin was appointed as the first Postmaster
General by the Continental Congress; the Post Office was born. The telegraph was invented by Samuel
Morse in 1837, competing with the Post Office. In 1860 the federal government started the Pony Express.
It lasted 19 months (creative destruction acted quickly in that case). The telephone was invented in 1876
by Alexander Graham Bell — more competition to land mail soon followed. In more recent times private
couriers evolved into Federal Express, UPS and other carriers (creative destruction of the earlier letter
carrier model), competing fiercely with the Post Office. By the 1990s e-mail supplanted much of the need
for land mail. The pace has quickened even more with the advent of Facebook, Twitter and other
electronic venues.

Thus, the Post Office was born, thrived for a time but now is struggling against the pressures of
competition and technology. Creative destruction is playing out. If the Post Office does not “roll with it,”
it will go out of business. That result may even be inevitable because of changes in technology and
competition. It would be (kind of) sad to see the Post Office disappear but change happens.

Competition and other forces are exerted on government in many areas. That should signal
government to change. The key then to making government successful is not to fight change but to lead
change when that is appropriate and to roll with it the rest of the time.

Investment

Related to the previous three attributes is investment. We, the people, invest in many things and in
many ways. We invest time, effort and especially money in government. We want to get a strong return
on that investment. We cannot control government business decisions directly. (In totalitarian forms of
government the people have little if any say in matters that affect them, but those forms of government
are disregarded here.) Instead, we elect officials and they hire staff to invest for us, hopefully well. Thus,
those in government are, in many ways, like mutual fund managers. They make investment decisions for
us, using our money.

In our representative form of government the people have a voice, though imperfect, in investment
decisions. We elect officials to do our bidding. But even our form of government is subject to a
phenomenon that vexes all other governmental forms, too. That is, by its nature, government pokes its
nose into people’s business, exerting some level of control. That is a good thing when the effects are not
onerous and they provide strong public benefit (return on investment). But it can easily become a bad
thing when we, the people, lose too much control.

There is a natural tug of war between the extremes of excessive government control — autocracy; no
control — anarchy; and all the variations in between. Most people do not want either extreme but finding
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the right balance is difficult. And the desired balance is a moving target through time. Still, it’s better to
be tugging on the rope than to be tied up with it.

These overarching issues may seem far removed from your utility
management or decision-maker duties. After all, you are just trying to run a
public water utility, not forge new frontiers in governmental forms. But you
must consider these issues as you go about business. Many of your
ratepayers and tax payers are continually measuring what you do against the
“big-government” model they have in their minds. To them, if what you do
looks like excessive, overbearing and wasteful government, they will
consider it a bad investment and resist or even work against you.

Utility staff and decision-makers make lots of investment decisions for
us. If they do so, ever aware of realities 1 and 2 and keeping the public well
informed, they will probably perform well and be well thought of. But if
they come up short in any important respect, or if it just looks like they are
performing poorly, it will not go well for them.

. . . . The “Ratepayer’'s Survival Guide,”

In private business it is often vastly more important to available for free download at

achieve stellar performance (contribute to high profits), even on | http://www.gettingareatrates.com/,

a short-term basis, than it is to do it in an open, user-friendly, explores the relationship  of

sustainable way. In the public business arena, however, the customer and service provider
reverse is more commonly true, though the people will grouse when rates are at issue.

about your slow pace and inefficiency. You can’t win them all.
Conclusion

The over-arching theme to this discussion of pricing, performance, creative destruction and
investment is this. Government-owned business is responsible to its investors — for the most part,
ratepayers. It is also responsible to those it serves — also for the most part, ratepayers. We citizens and
ratepayers are both the owners of and the customers of these businesses. That dual relationship is different
from private business where the owners are one group and the customers are generally a different group.
This difference puts a serious burden on government-owned businesses to serve everyone well,
economically, transparently and fairly.

Aside from the protection/transparency differences, a government-owned business is just another
business. Pricing of your services needs to be acceptable to your customers yet you need to make enough
money to keep the doors open, hopefully sustainably. And your customers, most of them anyway, need to
be well satisfied with what you do for them — they need to perceive that they are getting good value.

If you will run it like a business, you will be successful.

Copyright Carl E. Brown, 2011. This article may be reproduced in whole or in part so long as credit is
properly given to the author.

Carl Brown is President of Carl Brown Consulting, . ¢, specializing in water, sewer and other utility rate
analysis; and GettingGreatRates.com, home of many rate setting tools. Contact: (573) 619-3411;
carl@carlbrownconsulting.com
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Decisions, Decisions

Carl Brown, President

GettingGreatRates.com

We all make decisions every day. Most are small and fairly inconsequential. A few are
really big deals.

Some people seem to have a knack for making great decisions. How do they do that? They
use a great decision-making process. This article will show you such a process for making
decisions that require an investment. And, it will show you a tool that will make your evaluation
work easy.

Issues Matrix You are probably familiar with the four quadrant issues
Not Urgent but matrix like the one here. Classifying issues like this works well
Critical for clearing your desk, in basket or to-do list. You knock out the
urgentbutnot | | Urgentand Critical issues real fast, hopefully. Completing that,
Critical if you ever do, you should spend most of your time on the Not

Urgent but Critical issues and little time on the Not Critical
issues. Unfortunately, this matrix does not very well fit decisions that are investment-based.

Utility managers and decision-makers make their share of “in basket” decisions. More
importantly, they make investment decisions on behalf of their ratepayers. That creates a large
burden on decision-makers to show ratepayers the merits of those decisions.

Ratepayers and tax payers care about debt, rate and spending questions because it’s their
money that will be spent. Their default response to such questions is “no.” Thus, your job as the
leader of this pack is to make a sound decision, prove up the correctness of the decision and
convince them to say “yes,” or at least go along.

Investment decision-making involves two phases: gathering and
evaluating pertinent information, then making and carrying out the
decision. Most poor decisions happen because, in our impatience, we
short change the first phase.

Investment decisions involve these criteria:
Investment required,
Return expected,

1

2

3. Probability of getting that return,
4. Risk of getting something else,

5

Consequence of getting something else, and

Don’t like math? The tables in this article
were adapted from a spreadsheet called

.. . . DecisionMaker5®. It is available for free
Good deC|S|on-mak|ng requires some math. N0W1 download at http://gettinggreatrates.com/. The

don’t get worked up about that. Simple multiplication free Ratepayer's Survival Guide and other
. . . decision tools can also be downloaded there.

and percentages will be the most difficult calculations

you need to do for most decisions.

6. Your aversion to getting something else.
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From the list above criteria 1, 2 and 3 are the “upside” criteria — what you expect or hope
for. Criteria 4, 5 and 6 are the “downside” criteria — what you hope will not happen, but might.

Criterion 6 makes every decision personal. Just remember, when you are making a decision

for others you need to use their values as much as possible so the decision will match their

values. Now, if your ratepayers’ values need adjusting, meaning they need to stop clinging to
inadequate rates, the “Ratepayer’s Survival Guide” will help them make that decision.

Think of your ratepayers in this baseball metaphor. There are singles and there are
homeruns. Extreme risk takers go for homeruns a lot but they strike out a lot, too. Risk-averse
people like nice, safe, consistent singles. While some of your utility customers are risk takers in
their personal lives, they are risk-averse when it comes to utility service. They don’t want you to

Risk-aversion: The degree
to which one rejects or
dislikes a risk.

strike out with their service or their money.
Let’s first consider the risk of downsides in personal decisions.

Each decision places us at risk for various bad consequences. Most are survivable. But some
could cost you your life, liberty or ability to live and function well in the future. For example,
most people would rate death as an extremely high-consequence decision outcome — they are
very death-averse. For them the potential gain from an activity with a 50 percent chance of death
would need to be extremely high to overcome that downside. Most just won’t knowingly take

such risks.

High-consequence activities include things like committing serious crimes, cliff diving and
free rock climbing. The last two are a partial double count in that free rock climbing occasionally

turns into (involuntary) cliff diving. A small group of people even like to combine free rock

climbing, cliff diving and parachuting. One risk is just not enough for them. Of course, one can
do research and train for these activities to reduce the risks and consequences. Some risk-takers

do just that, notably the old ones.

The death example is extreme but many people
make decisions that carry other severe downside risks.
Let’s consider extra-marital affairs as shown in Table 1.
The return on investment of an extra-marital affair will
remain un-described here. But on the negative side the
potential consequences are big: loss of the partner, loss
of family, upheaval for children, loss of net worth,
income, reputation and more. Some serious
consequences ride on maintaining secrecy.

Someone who is really good at keeping such a
secret may be able to achieve a probability of secrecy
for one day of 99.9 percent. That is near certainty that
they will not be found out for one day. For two days the
probability of secrecy will then be 99.9 percent times
99.9 percent which equals 99.8 percent, still a very high
probability of secrecy. However, one year in the
probability drops to 69.4 percent.

Overall Probability of Keeping an Affair Secret
Under Various Daily Secrecy Probabilities

> > > >
[8] [&] (6] (6]
o o o o
82 82 82 8,
C C C c
. £3 £3 £3 £%
T 5 2 S5 9 5 9 5 9
[a)] X o ¥ o ¥ o ¥ o
99.9% 99.0% 95.0% 90.0%
99.8% 98.0% 90.3% 81.0%
22  97.8% 80.2% 32.4% 9.8%
45 95.6% 63.6% 9.9% 0.9%
94  91.0% 38.9% 0.8% 0.0%
194 82.4% 14.2% 0.0% 0.0%
230 79.4% 9.9% 0.0% 0.0%
365 69.4% 2.6% 0.0% 0.0%
Table 1
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Now, if this person over estimated by just 0.8 percent, making the real probability of secrecy
an even 99 percent, their probability drops dramatically. If a person is relatively lackadaisical on
the secrecy front at a 95 percent rate, by day 45 they have less than a 10 percent chance of
maintaining secrecy. And if they are a secrecy buffoon with a 90 percent rate, by day 22 they
have less than a 10 percent chance of maintaining secrecy. One should weigh the probability of
serious loss against the potential gains of an affair before proceeding. Mysteriously, running the
numbers is not on our minds when we take up such activity.

Now that your attention is fully engaged, you are ready to move on to utility decision-
making.

Return on investment: The earnings produced by an All decisions that lead to making an
investment over a specificdiIEECEE, investment produce a return on investment
and a payback period. These, and the
Payback period: The time needed for an investment or venture potential downsides. are the primary decision
to return in total earnings the original amount invested. . !
criteria you need to focus on.

Consider this common water system situation. You manage a water distribution system. It
springs a leak. You need to figure out if you should fix the leak at all, how you should do it and
how quickly you should do it. You need to calculate the payback period and return on investment
for your decision options and adjust these criteria for your aversion to risk.

In tables 2 and 3 decision options are called “scenarios.” The formula for each calculation is
shown in the center of Table 2.

This is how you should proceed to make such a decision. Measure or estimate how rapidly
you are losing water. Calculate or estimate your cost to produce water. Estimate the cost to fix
the leak, including the cost of the water you will lose until it is fixed, using the various options
available to you. There are many possibilities but just consider the four in the tables for now.
Once you have all your options laid out side by side, compare the payback period, return on
investment and downsides of each option. Based on your aversion to risk, your best option may
now be quite clear and the decision easy.

Consider the cheap water situation in Table 2. It assumes that your water only costs $2.00
per 1,000 gallons to produce. Under this and the other criteria assumptions the do-it-yourself
scenario will yield the quickest payback period, the highest return on investment and the lowest
risk of things going wrong — which is the “Bad Consequence Adjustment.” Payback and return
on investment for the “Don’t Fix” scenario cannot be calculated because no investment will be
made to fix the leak. However, in only one year’s time $18,000 worth of water will have run out
of the pipe so this is an expensive option.

Some investments enjoy a quick payback but yield a low return. That is because the dollars
invested are low and the earnings or savings generated are also low. These options aim too low.
Another investment may yield a slower payback but higher return. That is usually the better
investment option.

For utility decisions you should use a high percentage for the item in tables 2 and 3 that is
called “Aversion to Getting Bad Consequence.” That will give more weight to the downsides
part of the equation to match your ratepayers’ high aversion to sustaining losses.
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Line Leak Fix, Cheap Water Situation
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Fix it w ith
city staff 25,000 $2.00 $50 90 $4,500 $2,000 $6,500 10% $1,000 75% $75 $6,575 132 278%
Fix W ith bid
contract 22000 $200 $50 60 $3,000 $4,000 $7,000 20% $2,000 75% $300 $7,300 146 250%
Fix with
negotiated 25,000 $2.00 $50 15  $750 $5,500 $6,250 20% $2,750 75% $413 $6,663 133 274%
contract
Don't fix 25,000 $2.00 $50 365 $18,250 $0 $18,250 0% $0 0%  $0 $18,250 N.A. NA.
Table 2

Some would say, as Table 2 suggests, “Well of course it’s cheaper to do it ourselves so

that’s always the best way to go.” Wrong. Consider the situation in Table 3 where water is more

expensive to produce.

Line Leak Fix, Expensive Water Situation
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city staff
. . . r r
Ez‘n‘;‘:;:tb'd 25,000 $5.00 $125 60 $7,500 $4,000 $11,500 20% $2,000 75% $300 $11,800 94 387%
Fix with 7 F F F
negotiated 25,000 $5.00 $125 15 $1,875 $5,500 $7,375 20% $2,750 75% $413 $7,788 62 586%
contract
Don'tfix 725,000 7$5.00 $125 365 $45,625 $0 $45,625 0% $0 0%  $0 $45,625 NA. NA.
Table 3

In this case the cost of lost water mounts up quickly. Therefore, getting the fix done quickly
with a negotiated contract is the better option, even though the cost of that contract is higher than
the other options. At this cost to produce level the return from a bid project lags that of the

negotiated contract and the do-it-yourself option lags even more. It boils down to this. If the

value of time is very great at all, you can’t afford to waste it with long bidding cycles or “getting

around to it” cycles.
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Think about how you normally handle line leaks and other cost saving opportunities. You
probably have a consistent way of doing it — such as always do-it-yourself or always bid it out.
The above demonstration should bring home this point — it is your decision-making process that
should be consistent. Then, your actions should execute each decision accordingly.

The math is dependable but what goes into the equation is not:

e You might know for certain that the water loss rate is 25,000 gallons per day. Then
again, you might not.

e You should know, pretty closely, what your cost to produce is, but you may not.
e You are probably just guessing the number of days it will take to do each fix.
e You are definitely guessing about the cost to fix using each option, at least early on.

In utility management many things are uncertain. But you still have to make a decision —
water is running out of the pipe. What to do?

Run scenarios. Run each of the “givens” up and down in the range that you think is
reasonable. Your best option will be the one that gives you a good return and payback with an
acceptable level of downside risk through a wide range of given criteria. That means that even if
you are off by a lot on one or more criteria, that option is still likely to serve you well.

But what if you need to fix some leaky lines,

Some investments, like fixing water leaks, are intended to

fix some pumps, replace some meters, build a save money. Others, like the decision to analyze and
water tower and build a new clarifier? How do B ifiended o make money. A

. ’ , separate worksheet in the DecisionMaker5™ application
you decide where to spend the ratepayers calculates the value of decisions that make money.

money? The beauty of this method is that you can

compare apples, oranges and dump trucks side by side. It doesn’t matter what the decision issue
is so long as you can reduce its costs and returns to the same units of measure, such as dollars.
Run the numbers until you get a good sense of how each option will perform under stress. Then
do the “winning” option first and progress down the list from there. This should sound familiar.
This method simply takes the issues matrix and measures with dollars instead of a subjective
“criticality” rating.

In truth, such situations are complex to evaluate. Because they affect user rates, the more
effective way to evaluate them is to comprehensively analyze user rates and use the effect on
Reduce the risk of paying too much for a rate analysis by rates as your guide to making gOOd decisions.
downloading the article, “What Should a Rate Study Cost?” at Rates have a wonderful way of C|arifying
http://carlbrownconsulting.com/general/RateStudyCost.pdf. things. With that analysis in hand you can also
prove up your case for raising and restructuring rates, getting grants and more.

Finally, the decision-making methodology outlined in this article, with some refinements,
can be used to choose between options that will require a long time to show their value. During
that time each option will incur various ownership and operating costs so the time value of
money and other things will come into play. Situations where this level of analysis is useful
include such things as:

e Deciding what type of sewage treatment plant to build, when to build it and how to fund
it;

e Deciding if, when and how to adopt advanced asset management strategies; and
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e Deciding if, when, and under what terms to enter into a water supply agreement.

Such decisions leave legacies — you can’t undo them quickly or cheaply. Again, a
comprehensive rate analysis works best but you can use the long investment model in the
DecisionMaker5® tool, as well.

Having learned this new way of evaluating issues, are you going to use it for all future
decisions? No. Like everyone else, you’re in too big a hurry. But, when you encounter a big
issue or one where you must “prove up your case” to someone, this method will really show its
value.

Decisions are about the future. The future carries risks. Many an actor has been offered and
turned down a part because they thought it would not advance their careers. Some of those parts
made new stars out of nobodies. Such are the risks actors take. However, the smart actors who
turned down those parts became stars through other vehicles because they thoughtfully
considered their moves. They used sound decision-making strategies. Thoughtful decision-
making will help you beat chance over the long haul, too.

There it is, decision-making from a simple situation to the complex. After reading this
article hopefully you are now saying, “Ah ha, | have been doing that all along in my head.”
That’s great. In-your-head evaluation works fine for most decisions.

Unfortunately, in-your-head evaluation doesn’t work well for complex investment decisions.
In those cases the math is hard to do in your head. That will encourage you to gloss over the
math and get overly influenced by feelings — yours or your ratepayers’. Don’t let that happen.

Follow through with good research and calculations. Your ratepayers will be well-served
and feel confident in the investment decisions you make for them. They will come to think of
you as a person who has the “knack” for making great decisions. And, they will be right.

Copyright Carl E. Brown, 2010. This article may be reproduced in whole or in part so long as credit is properly given
to the author.

Carl Brown is President of Carl Brown Consulting, (.c, specializing in water, sewer and storm water system rate
analysis, asset management and training nationwide; and GettingGreatRates.com, home of many rate setting tools.
Contact: (573) 619-3411; E-mail carl@carlbrownconsulting.com or at http://carlbrownconsulting.com/.
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Vake Things Happen

By Carl E. Brown, President, Carl Brown Consulting

ssume that you are the mayor

of a small town or water district.

Your water system was built

any years ago. After all these

years, with little upgrading and spotty

maintenance, your water system now

needs serious capital improvements. Your
rates are antiquated, too.

Why are you in this fix? Inertia. As any
physicist will tell you, a body at rest will
tend to stay at rest, a body in motion will
tend to stay in motion, and a moving body
will tend to continue moving in the same
direction in which it is now moving.

You will tend to continue in the same
direction you have gone before.”You,” in
this case refers to you personally, every
individual in your city or district and the
whole community collectively. That is a

lot of inertia to overcome. On the occa-
sions you have bucked that system, you
probably felt how strong inertia can be.
As Richard Watson, CEO of Global Inno-
vation Network said,”The main enemy of
ideas is not risk but inertia.”The fact that
you haven't solved the problem yet may
predict that you will not solve it in the
future, unless someone or something big
intervenes. We all want to evolve toward
better, but it usually takes a revolution to
get it done.

There is good reason why we are investing
far too little money and upkeep in our
water and sewer systems each year to
keep them sustainable. We lack informa-
tion for making good decisions, motiva-
tion to change and locomotion to sustain
the effort.

* Groundwater exploration and development
* Water use and supply suditing (balancing and conservation)
» Water quality evaluation and managemant
* Local, basin, and reqional flow mwestigation and modaling

s Aquiler recharge, storage, and recovery madeling and design
* Advanced geophysical logging and intespretation
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INFORMATION: OVERCOMING
INERTIA

Information abounds, but you need to get
the right information for your needs. Do
not rely only upon yourself, one assistance
provider or one source of information.
Multiple information sources will help
you guard against making wrong choices
and suffering from inertia. For example,
when you need to make a major upgrade
to your system, you will need an engineer
to design it for you. However, and this is
not a slight to the engineering community,
you should ask your chief operator, your
funding provider, your rural community
assistance agency, your state’s technical
assistance program and other assistance
providers what they think of the design
options your engineer is considering.
Ask funding sources what they think it
will cost. Ask a rate analyst if they think
the rates the engineer estimated seem
reasonable. Better yet, have the rate analyst
handle that part and ask others about the
rate analysis they provided you.

Engineering is only one example
concerning information. The same is true
for your rate analyst, source of funding
and any other service providers, free or
otherwise, that you engage. Ask others
if they think you are getting the right
system, the right service, the right rates
and the right answers to satisfy your
needs. There are two things for you to
keep in mind as you do this:

* Almost everything has been done
before somewhere.You only need
to find out where and talk to those
people about how it was done.
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e Know when to call it quits. Gather
information only as long as you are
continuing to productively learn
how to solve your problem. Once
that information seems to point to
a good solution, stop studying and
start doing.

MortivaTion: Use CRITICAL

Mass TO YOUR ADVANTAGE

To change your status quo you must
be motivated, and motivate others. To
their credit, enforcement agencies will
eventually motivate you, but don’t wait
for external motivation. Get yourself
motivated. Then motivate your whole
community.

The fact that you have not yet motivated
your community to make a change

may indicate that you need help doing
it. Consult many of the “information”
people and assistance providers to get the
motivation job accomplished. Informing
people with the facts is important; it
is the base upon which you can build.
However, a certain amount of salesman-
ship is usually needed, too. Find great
champions and cheerleaders to help you
with that aspect. People must be charged
up about the changes they will be asked
to make or pay for.

Don't be discouraged when visible move-
ment does not happen right away. In
the same way that an explosive volcanic
eruption occurs, your critical mass may
build gradually but when you reach it,
action will occur with an explosion.

LocomMoTtioN: BE PREPARED

FOR THE EXPLOSION

Before the explosion happens, get
prepared to move people, and keep them
moving, in the right direction all the way
to completion. Before the ball gets rolling
identify those who can help you and get
their commitment now to help.

Building a new treatment plant or
analyzing and adjusting rates can be
likened to going to war. You better figure
out how to win that war before it starts.
Otherwise, you may lose.

Proper goals and tactics can help you
complete your project. Good organization
is a plus. However, time is a formidable
enemy. Take too much of it and people will

Continued on page 20
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Continued from page 19

run out of steam. Your project could die
from apathy or fatigue. Once your project
dies, it is harder to bring it back to life than
it was to give it life the first time. It took
good will, motivation and energy to get
started, but once you have used up that
energy, it is not available for a second try.

Locomotion is the final and most critical
stage. Getting the right outside help at
the right time will be the key to your
success. Find those assistance providers
who have successfully been through this
before because they will know what to do
and when to do it.

Success is built on these keys: Get
informed, get motivated, get moving,
keep moving and do not slow down until
you are done. &

Carl Brown is President of Carl Brown
Consulting, LLC, specializing in water, sewer
and storm water system rate analysis, asset
management and training nationwide.He
is also President of GettingGreatRates.com,
home of the book, How to Get Great Rates,
GettingGreatRatesNow® and other rate
setting tools. Contact Mr. Brown at (573)
619-3411 or email at carl@carlbrowncon-
sulting.com, Web sites: http:// carlbrown-
consulting.com and http.//gettinggreatrates.
com. ©Carl E. Brown, 2009. This article
may be reproduced in whole or in part so
long as credit is properly given to the author.
Editing was provided by Jeremy Neugebauer
(jkneugebauer@cougars.ccis.edu)
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Successful Workshops

Carl Brown, President

Carl Brown Consulting, ¢
This guide has one purpose — to help you more successfully and quickly arrange and promote
workshops. Frequently | write in the first person to make it easier to read the guide.

I have conducted around 150 workshops and spoken at dozens of conferences, workshops and other
events put on by others. | have presented at some events that were wonderful in every respect and some
that were hard to find something good to say about. My own events include some from each category,
though in more recent years participants consistently tell me very good things about my presentations,
workshops and other events. And, they keep coming back.

This guide assumes that you have fairly limited experience in organizing workshops so the guide
covers some basic material. If you have extensive experience, please don’t think | am being
condescending toward you.

Before launching into the checklists, | want to draw some distinctions between training sessions,
conferences and workshops.

Compared to workshops, training sessions are usually smaller, shorter, more “nuts and bolts how-to”
focused events. Often they are conducted only for in-house staff and the organization handles session
costs internally.

Conferences are generally larger, longer, more formal, broader ranging events with more speakers.
Logistical and promotional issues for such events exceed the following considerations, often markedly.

It is elementary but important to state that creating successful workshops is not a matter of simply
doing the things in the following checklists. You need to spend some time before you start planning a
particular event and figure out several things:

1.  What do I want to accomplish (goals)?

2. How might | go about it (methods)?

3. Am | and is my organization capable of seeing a particular method all the way through?
4. Who, within and outside of my organization, can help me with this project?
5

What resources, including funding from within and outside of my organization, might be available to
help make the project successful?

6. Are there things that I should do before, during and after, or completely separate from, this event to
more fully accomplish my goal?

As Stephen Covey likes to say, “Begin with the end in mind” and you are likely to succeed.

Consider the following as you plan your event.
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Advertising and Education Suggestions

v" Do promotion in person. There is no better advertising than personal, verbal contact, done face to
face when possible. Talk with people about your workshop on the phone or when you meet them at
other events. Call prospects on the phone if you have a few staff hours to do it. People respond well
to personal invitations when they may not notice print advertising at all.

0 Personal promotion is especially important when the topic of the workshop is different than your
usual fare. For example, your usual workshop may be on water system operation targeting
operators. About all you need to do to promote the next such workshop is tell operators when and
where the next workshop will be. However, if this time you are doing a workshop on rate setting
you need to get the message through to city and district managers, clerks and board and council
members that this workshop is for THEM. Personal contact, though time-consuming, is the best
way to do that.

o0 For user charge analysis workshops your target audience will include clerks, managers and
decision-makers for cities and sewer and water districts, assistance provider agencies, consultants,
sewer and water funding agencies, regional planning commissions and councils of governments,
environmental finance centers, rural community assistance programs, rural water associations and
similar entities. The people you want to contact are those who will actually go to this training or
those who will make the decision for their organization about whom to send.

v Seek referrals. It is very effective if you can get others who your workshop prospects trust to
promote your workshop. Spend time in advance educating these potential promoters about your
training so they can effectively promote it when the time comes.

v' Write articles to educate readers on your topic. In such articles include a sidebar announcing your
workshop so readers will have the opportunity to attend and learn more. Generally you need to get
your article copy to the publisher 3-4 months before your workshop session if you want publishers of
monthlies to get material into their publications and still allow about one month time between
publication and the date of your workshop.

v Direct e-mail, mail and broadcast faxes can be effective. They are usually quick. Give your readers
all the information they need to make a decision to attend and include a registration form so they can
pre-register. If you have the capability, post the information on-line and allow participants to register
on-line, too. This is especially effective with e-mail because you can give them a hyperlink to your
Web site for registration, making the whole process quick and easy.

v" Contact potential participants four to six weeks before a workshop. This allows most people time to
get the workshop into their schedules before they fill up but not so much time that they put it off and
forget about it.

o Ifyou are going to conduct several workshop sessions on the same topic on different but fairly
close dates, you should list all locations and dates in the same brochure or message and send them
to all workshop candidates. This will allow each person to choose the location and date that
works best for them.

o If you are going to conduct several workshop sessions but the dates are widely spaced out, you
should send separate brochures for each session. Don’t send one brochure covering all the
workshop sessions coming up during the next year. Few people plan that far out. Generally, you
should do a mailing for each session and target those candidates who are closest to that session
location.

v If location space and finances allow, contact neighboring states and sister agencies and organizations
to encourage their staff to attend and to publicize your event as well.
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v' To your Web site add a section about water and sewer rate analysis and asset management. Include
hyper links to http://carlbrownconsulting.com/ and http://gettinggreatrates.com/ as well as others
sites with pertinent information so people can access useful material.

v The next three bullets concern “branding.” It’s hard to get the word out too much or in too many
venues. Many people will see a workshop announcement several times in several places before it
dawns on them that it would be good for THEM to attend. There is good reason why Coke, Ford,
Nike, et al run their ads repeatedly. They are “branding” — making people aware of who they are, not
just their products.

0 Asyou plan your first workshop, think about future workshops and spin-offs. One thing you
should do during this workshop is document and photograph it well. That way you can write good
newsletter articles about this workshop, including photos that will help readers “see” the event. In
doing so you will remind workshop participants about the training they attended, show others
what they missed and make everyone feel more inclined to attend the next workshop because of
this positive “brand” you have established.

0 You may have a topic that simply “must” get trained but you are not quite ready to do it well.
Postpone such a workshop until you are ready, conditions are right and you have the right trainer
for the event. Otherwise, you will get branded negatively for conducting substandard workshops.
Such negative branding is hard to overcome.

0 Some topics are simply so specialized that you should not train them with anyone who does not
possess such specialized expertise. Rate analysis is such a topic. If you want to be branded well
for coverage of such topics you need to develop a reputation for bringing in the best trainers for
specialty topics. In this way you can still be known for presenting the best training. You just
won’t always do it with your own staff.

Logistical Considerations and Suggestions

v' Many workshops, including those on user charge analysis and asset management, should qualify for
water and wastewater operator recertification credit and engineering continuing education credit.
Contact your state’s water and wastewater operator certification agency and your state’s society of
professional engineers to check into continuing education credit. Recertification and continuing
education credit motivates most water and wastewater operators, and many engineers and other
professionals to attend workshops. Fortunately, there is federal money for operator training.

v' A few states have similar funding for decision-maker and management training on rate setting, asset
management and similar topics. But generally, to fund training for the right people on such topics
you probably need to charge a registration fee, and that’s OK. When people prepay for a rate setting
workshop they WILL show up.

o If you acquire a grant to pay for your workshops, by all means let people attend for free.
However, in your advertising and elsewhere be clear that you worked hard, put together a great
grant application, it was accepted and that is why they are able to attend at no charge. The
workshop is free to them, but it took work on your part to make it so. If you don’t toot your own
horn, no one will hear the music.

o If you cover all your workshop costs, including your presenter’s fee through a registration fee, a
one-day workshop should run about $90 on the high end down to about $45 on the low end.

v' Require, and advertise that you require, pre-registration with a set deadline of about five days before
the workshop. However, if you have room, you should still allow late registrations and walk-ins.
Some people in your target audience will have planned something else for that day but it will fall
through late and now they will want to squeeze into your workshop. Let them.


http://carlbrownconsulting.com/general/homepage.shtml
http://gettinggreatrates.com/
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v

Use a sign-in sheet at the workshop, preferably pre-filled with each pre-registrant’s contact
information. Pre-registrants should verify that their information is correct and check off their name.
If someone did not pre-register they will sign in on this form. Gather e-mail addresses on this form
so you can provide follow up information to participants. This is a “value added” step and it helps to
brand your workshops as more than just “seat-time.” You or your presenter should follow-up with an
e-mail to spur them to take the actions that the workshop was about, give them links to resources and
otherwise make your workshop that much more effective. A workshop should be about causing
appropriate action on their part, not just giving them some “nice to know” information.

If possible, give participants name tags and perhaps certificates for participating. If you have a
standard certificate format, you can use that. Some people like certificates. Some show them to their
employer to verify they actually attended.

Use a meeting hall that will accommodate the number of people the workshop is intended for.
Training tables are usually preferred by most people. Have enough room for one additional table for
registration and other tables as needed for handout and display materials. Those may include relevant
give away materials — funding information, budgeting and user charge analysis booklets and guides,
“promo” materials for the host and other relevant organizations, materials pertaining to current hot
issues, business cards, etc.

Regardless of the fact that most federal funding programs will not allow you to serve break
refreshments or food, this is a must. For break refreshments provide ice water all the time. For the
morning provide coffee, tea and/or juice with bagels and/or pastries (%2 to 1 per person) as your
participants may prefer. For the afternoon provide sodas (1 per person) and/or tea, cookies (1 to 1 %2
per person), granola snacks or whatever your participants may prefer. Most people don’t eat much at
workshops but the food and beverages give them something to do during breaks, make them feel
more at ease so they will get into conversations with other participants and just generally help them
have a better time. If they feel at ease, they will participate and learn more and feel valued. After all,
workshops and such sessions are all about delivering value to participants. The feeling of value is as
important as the fact of value.

If the workshop is more than a half-day, you should provide lunch, on-site if possible. Eating an
actual meal together helps participants to get much more comfortable with each other and they
participate more in the afternoon. It also assures that the afternoon session will start promptly
because you have a captive audience.

If your workshop will take a couple of days, and the timing is right, it would be advantageous to also
serve a continental breakfast on the second day. At some point multi-day workshops become
conferences, adding many other logistical considerations not covered here. Plus, there are
impediments for people to attend multi-day workshops (few people can sit through rate setting for
more than a day regardless of how exciting the presenter is) so your workshops should generally last
no more than one day.

You will need a projection screen. For rate analysis the screen can never be too big. A tall white wall
is ideal. A large ceiling or wall mounted screen is not as large but it will be brighter. If you have one
of these types of screens the participant limit can be quite high. If you are using a floor standing
screen, no more than 55 people will be able to easily view it so 55 is usually the upper limit for such
workshops. For the comfort of participants, fewer than 55 is usually preferred anyway.

For most of my workshops, an easel and paper are also handy. This lets me personalize the
presentation more.
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v

I can project my voice all day in a lively room that comfortably sits 50 people. If there are more
people than that, the room is not acoustically lively or your voice is not so resonant, use a
microphone, preferably a lapel mike and a good quality public address (P.A.) system. Most hotels
and meeting facilities with large rooms have their own P.A. systems but check to make sure they
work well. Many are poor quality.

Provide a PowerPoint compatible projector and cable, preferably a cable long enough to place the
projector in the center of the room and the laptop at the front of the room. Thirty feet of cable will
usually suffice. If possible, use a projector model with high resolution. I use my own laptop but
check with your presenter to make sure who is providing the laptop.

If you have one available, provide a back-up laptop with a CD drive. Make sure your presenter
brings their presentation and every file they might use on CD or a USB “thumb drive.” If failure
happens, you must be able to recover.

As a fail-safe backup, you or your presenter should always print out the presentation slides, in slide
format and bring them. Generally, copies of these go in the participant folders, too. If all the
electronics fail your presenter can still use the printed out slides. In the early days of electronic
presentations technology I reverted to this backup several times, usually eliciting great participation.
In hindsight, these were some of my most enjoyable workshops, perhaps because the audience
“pulled for me” when they saw that | was dealing with adversity.

Provide power cords, tape and if available, at least one surge protector. In fact, you should assemble
a boxful or duffle bag full of useful things like scotch tape, duct tape, stapler, staples, pens, pencils,
paper, clipboard, cash receipt book and about anything else you think you might need at a workshop.
Carry this box or duffle to every workshop and restock it after each workshop.

Signage comes in handy at locations, such as hotels and conference centers, where there are multiple
meeting rooms. You should at least print out some arrow signs that you can tape on walls (with
permission) pointing the way to your workshop. Better yet, create a foam board sign with the name
of your workshop on it. Place this sign on an easel at the most visible spot to point the way to your
workshop room, if you are in a large hotel or similar building. Otherwise, place it outside the door to
the workshop room. Even better, if you can spare a person, have someone stand near the building
entrance and direct people to the room. These steps help people feel more at ease even before they
get to the meeting room. This will help them open up and start learning more quickly.

Set up the projector, screen and presenter’s location so they won’t block anyone’s view. Provide a
stand or table for the presenter’s laptop. A podium is OK, too but podiums tend to make the setting
too formal for a workshop. You want as little between your presenter and audience as possible.

Provide a stand for the PowerPoint projector. Often the corner of a middle table will work fine, too.

Provide a table for registration near the room door. Have someone welcome each person, get them
signed in and give then handouts.

Provide tables for give-away materials, book sales and such. One large registration table will
probably handle all these things just fine. It is most effective to place these tables at the back of the
room near the break/refreshments area. This will encourage participants to snack, browse the give-
away materials, have discussions with other participants and generally feel more at ease.

If participants will sit at training tables, and that is preferable, try to use narrow tables. Arrange
tables so each faces as directly toward the screen as possible. This will have the tables arranged in
rows in a curved or horseshoe shape. Large folding tables also work well so long as there are not so
many participants that those in the back cannot see the screen well. This happens at about 45
participants in most rooms.



Successful Workshops, Carl Brown, Carl Brown Consulting, ¢

0 Though round tables create a problem for those in the front because they have to turn their chair
backs to the table, team exercises work great with round tables. They also encourage people to
talk and get to know each other better before the session starts and during breaks.

o0 Chairs without tables arranged “theatre” style are the worst configuration because participants
cannot review their material or take notes well and the arrangement discourages discussion
among participants. Peer-to-peer discussion is an important way for adults to learn.

v Have someone handle on-site issues and refreshments, registration of participants as they arrive in
the morning, introduce the presenter and the workshop and to engage in discussion from the host
organization’s perspective (why you brought the presenter here, what you want participants to learn,
what they should do after the workshop, etc.)

Participant Folders

v If you have many handout materials, give each participant a folder that includes those materials. If
you only have a few handouts and slide reprints, you can give them to participants loose or all
stapled together. Folders are best, especially if you will have additional materials they may want to
pick up. If you have a standard folder your organization uses, that should work great. Again, think
branding.

v' Copy and assemble the folder items. Include any of your own materials relevant to this group. Your
presenter should send you overhead slides and handout originals plus other items in plenty of time
for you to copy and assemble participant packets or folders.

v Include a simple feedback form in the folder. Make sure the form has space for participants to write
thoughts in their own words. Most won’t take advantage of this but I find these comments to be more
useful than the checkboxes where they indicate that they thought the training will be “moderately
useful” and the room was “comfortable.” Try to elicit quotes from satisfied participants for use in
advertising future workshops. Again, this goes to branding. Conduct this survey as the presenter
wraps up because as soon as they stop talking, many participants want to get on the road.

v USE the feedback you gather. No one can tell you better how to improve a workshop for future
sessions than someone who attended that workshop. Of course, if your workshop is a one-shot deal,
just get a good presenter.

Do you Have Questions? If not, you will. I have included many issues for you consider in this guide
sheet. However, each workshop, location and sponsor is different so feel free to call me to discuss your
workshop in detail.

Copyright Carl Brown, 2010. This guide may be reproduced in whole or in part so long as credit is
properly given to the author.
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Carl Brown is President of two companies: Carl Brown Consulting, ¢, specializing in water, sewer
and storm water rate analysis, asset management and training nationwide; and GettingGreatRates.com,
home of many rate setting tools. Mr. Brown may be contacted at: Phone (573) 619-3411, E-mail
carl@carlbrownconsulting.com, Web sites: http://carlbrownconsulting.com/ and
http://www.gettinggreatrates.com/
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	If, for example, your reserves are currently 25 percent of your operating costs but they need to be 35 percent (a 10 percentage point shortfall), you can build reserves by raising rates two percent per year for five years. If you also need to cover five percentage points in operating cost inflation your total annual rate increases will need to be seven percent this year and probably about that much for four more years. Such increases are doable for perhaps three years without a rate analysis (study) to back them up because the cumulative rate increases will amount to slightly over 21 percent by that time. After that you really need a rate analysis to substantiate your proposed rates. If your reserve shortfall is 25 percentage points you need a rate analysis right now to justify increases that will be that severe. 
	Rate adequacy has nothing to do with rate structure fairness. For at least a short time, and maybe even a very long time, you can have very adequate rates that are very unfairly structured, so long as the ratepayers will stand still for it. However, the reverse is usually not true. Whether the rates are fairly structured or not, systems move toward failure when they are poorly funded. 
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	The analysis substantially reduces the risk of adopting inadequate and unfairly structured rates. A side benefit, but it is often considered by some to be the major benefit, is that the analyst now gets the blame for recommending rate adjustments. (These are almost always rate increases for at least some of the users.) The mayor or board chairperson and other officials get to sidestep blame because the analyst is the one calling for rate adjustments, not them.
	Sidestepping blame will still not be enough to get a 25 percent or more rate increase through the ratepayer gauntlet. It helps if you can get ratepayers involved constructively. To facilitate that you should download the “Ratepayer’s Survival Guide” and give it to any ratepayer who cares to read it. This free guide includes a set of questions your ratepayers can ask you about their rates. Therefore, it makes very good sense for you to read the guide, too, so you will be able to answer those questions and put their minds at ease.
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