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Foreword

Water Rates and Related Charges was first published in 1986 to provide guidance
in the consideration of some of the unique services, e.g., fire protection and ancillary,
associated with the design of a total system of water rates and related charges. The
first edition of the manual also addressed the design of dedicated capacity fees as well
as system development charges associated with the capital costs required for extension
of water service to new customers.

This second edition expands on and updates the development of rates for fire
protection and ancillary services and includes a new section about ratemaking con-
siderations associated with wholesale water service. The manual also significantly
amplifies the consideration of charges for the extension of water service, including
system development charges, connection charges, and customer facility fees.
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Introduction

The American Water Works Association (AWWA) policy statement “Financing
and Rates,” first adopted by the AWWA Board of Directors on Jan. 25, 1965, revised
on Jan. 31, 1982, and reaffirmed on Jan. 25, 1987, states in part: “The AWWA believes
the public can be served best by self-sustained enterprises adequately financed with
rates based on sound engineering and economic principles.”

AWWA Manual M1, Water Rates, outlines the basic elements involved in tue
determination of the revenue requirement and in the allocation of the costs of pro-
viding service to the various classes of customers served by a water utility. AWWA
Manual M35, Revenue Requirements, elaborates on the developmental methods rec-
ognized for establishing the revenue requirement. Basic rate forms developed in
AWWA Manual M1 enable an equitable recovery of water service costs from all
classes of customers based on principles that have been generally accepted and
widely applied throughout the industry. AWWA Manual M34, Alternative Rates, con-
siders currently used alternative rate forms that also may enable equitable cost
recovery. The reader is encouraged to consider the methods and rate theory addressed
in these companion manuals as they may apply to the water rates and charges pre-
sented in this manual, particularly in considering the development of rates for fire
protection or wholesale service, or the development of miscellaneous service charges.

MANUAL ORGANIZATION

The manual is organized by topic as follows:

Section I: Water Service Extension Charges. The first four chapters of the
manual describe charges for extending water service.

Chapter 1, Connection and Customer Facility Fees. This chapter
discusses the assessment of charges designed to (1) offset the capital costs
associated with connecting a new service to the distribution main (connec-
tion fees), and (2) recognize the capital costs associated with installing the
service line, meter, and related facilities from the curb stop (property line)
to the house or designated point of service (customer facilities fees).

Chapter 2, Policies and Procedures for Water Service Extension. This
chapter discusses policy and procedural matters relating to the responsibility
for design, construction, and financing of local facilities—including booster
pumping, system storage, and distribution mains—under various circum-
stances.

Chapter 3, System Development Charges. The underlying criteria impor-
tant to the selection and development of system development charges are
described.

Chapter 4, Dedicated-Capacity Charges. This chapter discusses the
application of dedicated-capacity charges, namely, the availability charge
and the contract demand charge.

Xiii

, , , Documents
Cesilly CokeUSA USA Cola ColaCola Coke USA
Coca- USA

Full document details: AWWA Manual M26 1996 scan


http://www.avadocuments.com/doc/awwa-manual-m26-1996-scan
http://www.avadocuments.com/doc/awwa-manual-m26-1996-scan

STD.AUWA M2b-ENGL 1996 WM 0783350 0508997 239 WA

Section II: Fire Protection and Wholesale Water Service Rates. General
discussions of rates and charges for fire protection and wholesale water service
have been incorporated in AWWA Manual M1. However, both types of rates
involve distinctions and complexities influencing cost allocation and rate design
that are not adequately described in general discussion. Thus, separate discus-
sions of each subject are included in this section to expand upon the considera-
tions for appropriate ratemaking.
Chapter 5, Rates for Fire Protection Service. This chapter discusses the
" development of rates for fire protection service. The information is based on
the revenue requirement and cost allocation procedures described in AWWA
Manual M1, and is expanded to consider the distinction between rates for
public and private fire protection service.

Chapter 6, Rates for Wholesale Water Service. The discussion of the
determination of wholesale revenue requirements and cost allocation pre-
sented in AWWA Manual M1, is expanded in this chapter to consider the
factors influencing the design of rates and charges for wholesale service.
The reader also should consider the rate design alternatives described in
AWWA Manual M34, for mechanisms that may be appropriate, depending
on the local utility’s wholesale pricing objectives.
Section III: Miscellaneous and Special Charges. Two chapters discuss
miscellaneous service and special charges.
Chapter 7, Charges for Miscellaneous Services. This chapter exam-
ines factors important in unbundling the costs of certain ancillary services
from the total cost of water service. Unbundling costs associated with ancil-
lary services benefiting specific customers can be translated into charges
to those customers, thus lightening the burden on the general rate payer.
This chapter discusses the cost allocation procedures that should be recog-
nized in unbundling certain services and describes the types and variety
of miscellaneous service charges currently employed by water utilities.
Chapter 8, Special Charges. The special charges that may be necessary
from time to time to account for special customer services and individual
program initiatives are examined. Two issues important to a utility’s stra-
tegic planning—standby service and demand-side management (DSM)
credits—are described.
Appendix A, Sample Language for Ordinance Implementing Charges
for the Extension of Water Service. Illustrative language that depicts the
form for instituting system development charges is presented to assist the
water provider in constructing a municipal ordinance. Though the reader is
cautioned to consider other potential influences on the framing of a local
ordinance, e.g., state statute, prior case law, and regional practice, the sample
ordinance may provide a useful, albeit not all-encompassing, framework with
which to initiate a draft of language for further modification to consider other
externalities.
Glossary. Finally, a glossary is provided to help the reader understand the
terminology in this manual. This glossary supplements the glossaries in other
AWWA manuals.

xiv
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The AWWA Manuals M1, M26, M34, and M35, Revenue Requirements, offer guid-
ance to procedures and practices generally recognized as acceptable for establishing
revenue requirements, allocating costs of service, and designing rates and charges. How-
ever, the influence of local conditions; legal, political, and regulatory constraints; and other
factors that may limit or alter the applicability of the methodologies in a particular setting
must be considered. Thus, this manual provides guidance in the development of capital,
fire protection, wholesale, and miscellaneous service charges but does not purport to
encompass all local, state, and regulatory policies or interpretations of tax regulations.

XV
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Section

Water Service
Extension Charges

The costs incurred in constructing lines and facilities to dedicate, expand, or
extend service capability and to connect new properties to a water system are appro-
priate to recoup through capital cost recovery mechanisms. Over the years and
throughout the United States, capital cost recovery has been handled in various
ways. Charges to dedicate a portion of the capacity to future and existing customers
in the form of an availability charge or a contract demand charge are used in certain
settings. Connection and customer facilities fees are assessed by many water utilities
to offset the costs of connecting new properties to the water system. A growing num-
ber of water utilities employ system development charges to harness and assign the
capital cost responsibility of future customers for existing reserved capacity in the
system or for future expansion. Finally, contributions in aid of construction and cus-
tomer advances are assessed by utilities to cover the construction of specific lines and
facilities.

In viewing capital charging practices of a water system, the source of supply,
treatment plant, system storage, mains, and other facilities can be classified as cus-
tomer facilities, connection facilities, and system facilities as shown in Figure I-1.
Customer facilities include the service line, meter, and other facilities that must be
constructed on the property to be served, from the installation site (house or build-
ing) to the property line or curb stop. Customer facilities fees, which address this
portion of capital cost recovery, are discussed in chapter 1. Connection facilities are
defined as the line, tap, and other facilities that must be constructed from the prop-
erty line or curb stop to the main in the street or right-of-way. Connection fees also
are discussed in chapter 1.

The balance of the plant and equipment as components of the water system can
be collectively referred to as system facilities. System facilities include source of sup-
ply, production, transmission, storage, and distribution facilities. Separate discus-
sions of capital charge practices related to system facilities and capacity are included
in this section. Policies and procedures for extension of water service to new areas or
to areas under redevelopment are discussed in chapter 2. System development
charges applicable to both existing system capacity and to incremental system
expansion are discussed in chapter 3. Dedicated-capacity charges, which describe the
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2 WATER RATES AND RELATED CHARGES
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Figure I-1  Typical water system components

use of an availability charge and the application of a contract demand charge, are

discussed in chapter 4.
At the time of publication, fully half of the states have in effect statutes that

govern the system development and impact fee practices of municipal agencies. Some
state public utility commissions have rules of practice concerning capital cost recov-
ery for the jurisdictional rate-making purposes of investor-owned utilities (and, in
certain states, for publicly owned water systems). The reader should
» study state statutes or state public utility commission rules of practice
* review the relevant case law for docket decisions influencing capital charge
practices
¢ consult legal authority when litigation risks are uncertain
e evaluate the underlying criteria important to a specific water system or
jurisdictional environment when considering the pertinence of standard or
recommended practices
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AWWA MANUAL

Chapter 1

Connection and
Customer Facility Fees

As water rates increase because of inflation, new plant investment require-
ments, and more stringent environmental regulations and water quality standards,
separate capital charges are often considered as a way to relieve, reduce, or forestall
general rate increases. Typically, capital charges are used where costs and revenues
are significant, specific beneficiaries or customers can be clearly identified, and
associated costs can be reasonably and accurately determined. Examples of special
capital charges include fees related to costs for facilities installed between the water
main and property line or for facilities located on the customer service site.

It is common policy for government-owned utilities to recover directly from the
customer the costs of installing a tap or connection to a water main, the service line
to the property, and the water meter. Many utilities have developed a standard
connection and customer facility fee schedule based on meter or connection size.
Other utilities develop customized charges based on site-specific costs. Still other
utilities use a combination of standard and customized fees. In most cases, the fee is
assessed when the customer or agent applies for new or expanded water service. In
general, such fees increase with the size of the meter or connection and, in the case of
customized charges, with the complexity and conditions of the service site.

This chapter addresses policy, cost, and pricing assumptions and concerns
related to establishing customer facility and connection fees in the following areas:

¢ allocation of costs
e capital cost component
e calculation of charges

A key step in determining customer facility fees is the appropriate allocation of
costs. In most cost-of-service analyses, the basis for allocating costs is cost causation,
by recognition of the key parameter or parameters most influencing the level of cost
incurred. Determining the appropriate method of cost recovery, whether through the
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4 WATER RATES AND RELATED CHARGES

general rate structure or an up-front charge, is critical. Also, costs associated with
appurtenances that are on site, or customer specific (rather-than off site, or common
to all customers), need to be considered in the allocation process.

When identifying the capital cost to be recovered through customer facility and
connection fees, the utility needs to define what portion of the cost of the installation
of the facilities between the utility main and the customer’s property is allocable to
the utility and what portion is allocable to the customer. Also, the utility needs to
determine the variation in capital costs of installation due to the differences in
material costs and methods of construction.

Example calculations of a basic model for both a connection fee and a customer
facilities fee are provided. The specific method of calculating these fees, however, will
vary from one utility to another because of the unique circumstances of each utility.
When fees are established for an investor-owned utility, the taxable nature of fee
revenues needs to be recognized.

ALLOCATION OF COSTS

The purpose of a cost allocation process in rate setting is to assign, as much as is
practical, costs to the customers who benefit from or cause those costs to be incurred.
In allocating costs associated with installing customer connections, the utility must
first address these questions:
¢ Should the costs of connecting new customers be included in the system
revenue requirements for allocation to all customers through general water
rates?
o Should these costs be allocated specific to a customer class and recovered
through rates for that class?
e Should the cost be recognized as an incremental capital cost and recovered
directly through a specific customer connection fee?
Utilities may choose to allocate and recover all, or a portion, of such costs through the
general water rates rather than through a specific connection or customer facilities fee.
To determine whether a specific capital fee should be established for a new
connection, the utility should consider the following issues:
¢ Frequency—Is the number of occurrences significant enough to justify a
specific connection fee?
e Data availability—Is there reasonable and sufficient information available to
support a charge for the installation?
e Justification—Are costs sufficient to justify creating such a fee?
e Affordability—Is the magnitude of the calculated charge cost-prohibitive to
customers who are economically disadvantaged?
o Consistency and predictability—Are the material costs and labor require-
ments relatively consistent and uniform?
o Equity—Would isolating of customer-connection costs significantly increase
equity among customers?
After evaluating these key issues, the utility may determine that a separate capital
fee to recover the cost of new connections is not needed. Alternatively, the utility may
determine that a policy for collecting all or some of the costs associated with new
connections is justified through either a standard or a customized system of charges.

Or, the utility may determine that a separate standard fee is justified only for
residential, small business, and other small service connections. The policy for
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CONNECTION AND CUSTOMER FACILITY FEES 5

customers with larger connections, on the other hand, may require customized fees or,
alternatively, recovery of the actual cost of installing customer facilities.

Standard Versus Customized Fees

Connection and customer facility fees for small customers are standard because the
installation of smaller connections tends to be more frequent; thus, the cost is
generally affordable and relatively consistent from one installation to another. These
fees can be standardized with limited financial risk to the utility and without undue
equity burdens on individual customers. However, the utility may determine that
certain large connections do not satisfy the criteria for standard fees. In such cases, it
would be more appropriate to charge the customer for the actual cost of the service
connection and meter installation, thereby customizing the fees based on site-specific
conditions. Because of the high cost often associated with larger installations, it also
may be appropriate to require payment of an advance deposit based on the estimated
cost of installation. A similar deposit may be required of a developer who is
concurrently applying for service to several smaller properties.

CAPITAL COST COMPONENT

After a utility has determined the need for separate capital fees to recover new
connection costs, it needs to delineate the capital costs to be included in such fees at
the point where responsibility for installation shifts from the utility to the customer.
Factors that may affect the actual cost of a service connection include the size of the
service connection, requirements for backflow or cross-connection protection, and
meter location (on a public right-of-way or private property). In addition, building
restrictions, such as local building code requirements or pressure problems related to
a building’s height, may have a cost impact.

Another important consideration is whether it is necessary to install water
meters. Measuring water consumption is essential to the financial planning of many
water utilities and is usually required for new service connections. Metered services
provide:

e an equitable basis to charge customers for services

® 3 history of water consumption

¢ the means to evaluate growth and changes in water use patterns

* the means to measure conservation

e an indication of water loss or leaks

e a method of establishing long-term consumption trends

e a method of establishing seasonal consumption trends
Nonetheless, some utilities do not currently meter individual customer water
consumption. The decision to install a metered service connection may have
ramifications when establishing connection and customer facility fees. The cost of
metering needs to be balanced against the benefits and the increased equity in billing
customers. In some cases, regulatory orders, local ordinances, or resolutions require
the installation of meters for all customers.

Additional factors related to the installation of service line appurtenances may have
a significant bearing on the proposed installation pricing structure. One factor is
determining where the utility’s responsibility for the cost of the installation ends and

where the customer’s responsibility begins. Often, the responsibility shifts at the
customer’s property line. The issue of cost responsibility is not so clear if the utility must
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6 WATER RATES AND RELATED CHARGES

incur significant costs to extend the existing system to the customer’s property line. In this
case, it is likely that the customer would bear a portion or all of the costs to extend the
system to the property line. After the responsibilities of the utility and the customer are
determined, it is relatively simple to calculate the associated fee or charge.

Typically, a residential service connection involves the installation of connection
facilities (including a corporation stop, service line, curb stop, and miscellaneous
fittings) and customer facilities (including the meter box, meter, and miscellaneous
fittings). It is common practice for utilities to install this equipment in the road
right-of-way up to the customer’s property line. This delineates a clear point of cost
responsibility and establishes a level of consistency relative to the average cost of a
service connection. Utility systems in areas that experience freezing temperatures
may require meters to be installed inside the customer’s facility.

In contrast to the basic installation of a residential service connection, large,
complex service connections that serve high-rise buildings, shopping centers,
industrial sites, and high-density apartment complexes involve far greater capital
investment. In these situations, capital costs typically vary significantly from one
location to another.

It is important to determine the portions of the connection and customer
facilities that will be capitalized, rather than expensed, by the utility. This has
specific ramifications for utilities that calculate general water rates according to the
utility method of developing revenue requirements, where the calculation of rate base

is required.

CALCULATION OF CONNECTION AND CUSTOMER
FACILITY FEES
Direct Costs

The first step in the process of determining connection and customer facility fees is to
collect data on both direct and indirect costs. Individual work orders provide a
primary source of direct-cost data. By examining historical work orders, one can
determine the consistency in the cost and type of materials used, the amount of time
and cost for labor, and the cost associated with equipment. Analysis of work orders as
well as inventory reports also may yield information about how these costs fluctuate
with the size of the connection. Average costs for each component of the installation
can be calculated from an examination of the direct-cost data. Because future costs
often vary from historical costs, it is appropriate to use an allowance for inflation
when forecasting costs for parts and materials. This escalation may be appropriate
when fees are being set for several subsequent budget years.

Direct labor rates also need to be examined to determine the average labor cost of
installation. Often, this is done by considering the staff positions required and is based on
personnel cost records and related pay rates for these positions. Typically, estimated
hourly labor costs are forecast based on expected salary increases. Total labor costs are
based on estimated hourly salaries in conjunction with expected hours of labor.

Equipment costs can be developed based on accounting data, including
depreciation and maintenance records. The average cost of renting similar equipment
is sometimes used for these estimates.

Indirect Costs

Indirect costs should also be factored into the development of appropriate connection
fees. These costs are not directly attributed to one specific cost center and generally
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CONNECTION AND CUSTOMER FACILITY FEES 7

Table 1-1 Calculation of connection and customer facility fees

Labor Costs

Adjusted Direct

Current Direct Labor Cost Fully Loaded
Labor Cost, (3 years),* Rate,}
$/h $/h $/h
Crew foreman 11.00 11.88 23.76
Crew member 8.00 8.64 17.28
Engineering technician 10.00 10.80 21.60
Materials Costs
Current Cost by Meter Size
34 1n., 1in., 1% in.,
3 3 $

Connection Facilities
Asphalt repair (25 ft2) 136.25 136.25 136.25
Service line (30 ft) 6.62 14.80 16.00
Corporation stop (1) 8.61 15.99 20.95
Miscellaneous fittings 6.00 12.00 18.00
Total current cost 157.48 179.04 191.20
Adjusted cost (3 years)t 170.08 193.36 206.50

Customer Facilities

Meter box (1) 41.15 106.20 125.00
Meter (1) 31.00 94.90 210.00
Saddle (1) 10.50 12.75 18.90
Total current cost 82.65 213.85 353.90
Adjusted cost (3 years): 89.26 230.96 382.21

Equipment Costs

Current Cost,

Adjusted Cost (3 years),i

$ $
Compressor 9.00/h 9.72/h
Backhoe 22.00/h 23.76/h
Service truck 0.35/mi 0.38/mi

*Reflects salary inflation allowance—1.08.
{Indirect cost rate multiplier to include all applicable administrative and general and overhead related costs—2.00.
iReflects material and equipment inflation allowance—1.08.

include, but are not limited to, such overhead items as administrative salaries,
administrative supplies, and employee fringe benefit programs. Both direct labor
costs, as well as materials, supplies, and equipment expenses, should include an
allowance for indirect costs. Typically, an indirect cost multiplier, obtained by relating
the indirect costs as a percentage of direct costs, is used to establish a “fully loaded”

cost.

Tables 1-1 through 1-3 illustrate the calculation of a connection fee and a
customer facility fee for a projected three-year period. The tables show the
determination of average current cost, inflated for expectations of direct costs, and the
use of an indirect cost multiplier to account for all indirect costs as a function of direct

lahor.
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8 WATER RATES AND RELATED CHARGES

State commissions may not allow the projected three-year method to be used for
investor-owned or regulated government-owned utilities. The method allowed by a
particular state commission should be followed in determining appropriate costs for
use in that particular jurisdiction. Also, if an inside meter setting is used, costs
associated with that type of installation would be applicable; this would eliminate the
outside meter box but would include a meter yoke and possibly installation of a
remote reading device.

A summary of the information obtained when gathering data to determine
indirect costs is provided in Table 1-1. The table is divided into three sections. The top
portion lists applicable utility staff positions, current average hourly salaries, and
projected average hourly salaries. Projected hourly salaries are based on the current
hourly salaries multiplied by an expected average wage increase. In addition, an
indirect overhead multiplier is applied to compensate for fringe benefits and other
costs related to administrative, general, and indirect overhead.

The middle section of Table 1-1 lists typical materials and their per-unit cost. In
the example, costs are escalated by applying an estimated allowance for inflation.

The current equipment costs shown in the third section of the table are based on
average unit costs for the types of equipment required. Future equipment costs are
estimated based on the same inflation allowance used for materials costs.

Based on historical records obtained during the data gathering phase, the
average time required for each crew member to install a new connection was
multiplied by the hourly labor rates from Table 1-1 to determine total labor costs (see
the labor costs sections of Tables 1-2 and 1-3). It is assumed that the number of hours

Table 1-2 Calculation of connection fees

#

Connection Fee by Meter Size

Quantity, ¥ in., 1in,, 1% in.,
h % $ $

Labor Costs

Crew foreman 15 35.64 35.64 35.64

Crew members (2) 3 51.84 51.84 51.84

Engineering technician 0.5 10.80 10.80 10.80

Subtotal 98.28 98.28 98.28
Materials Costs

Subtotal 170.08 193.36 206.50
Equipment Costs

Compressor 1.5 14.58 14.58 14.58

Backhoe 1.5 35.64 35.64 35.64

Service truck 10.0 mi 3.80 3.80 3.80

Subtotal 54.02 54.02 54.02
Total Connection Fee 322.38 345.66 358.80
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Table 1-3 Calculation of customer facilities fees

CONNECTION AND CUSTOMER FACILITY FEES 9

P
Customer Facilities Fees by Meter Size

Quantity, 34 in., lin., 1% in.,
h $ 3 $

Labor Costs ‘

Crew foreman 1.0 23.76 23.76 23.76

Crew members (2) 2.0 34.56 34.56 34.56

Engineering technician 0.5 10.80 10.80 10.80

Subtotal 69.12 69.12 69.12
Materials Costs

Subtotal 89.26 230.96 382.21
Equipment Costs

Compressor 1.0 9.72 9.72 9.72

Backhoe 1.0 23.76 23.76 23.76

Service truck 10.0 mi. 3.80 3.80 3.80

Subtotal 37.28 37.28 37.28
Total Customer Facilities Fee 195.66 337.36 488.61

required for each crew member is the same for all three meter connection sizes. This
may vary for each utility, and actual field experience should be relied on in

establishing charges for a particular utility.

The total average materials costs as developed in Table 1-1 are further
developed in Tables 1-2 and 1-3. Similarly, Tables 1-2 and 1-3 state the expected
equipment cost, obtained by applying the required number of hours or miles to the
equipment rates developed in Table 1-1. Finally, all costs are totaled and the
connection and customer facility fees are shown in Tables 1-2 and 1-3, respectively.
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Chapter 2

AWWA MANUAL

Policies and Procedures
for Water Service
Extension

Policies and procedures regarding cost responsibility for providing distribution
mains and other local facilities for water service extension vary considerably in the
utility industry. Such variations may result from local conditions and factors that
relate to growth and levels of service provided by the utility. Policies also differ
between investor-owned and government-owned utilities. This chapter provides
general guidance in establishing cost responsibility for local facilities.

The provision of water service is characterized by several distinct functions:

water supply (surface supplies and groundwater)

source water conveyance through source water transmission lines and source
water pumping

purification and treatment facilities, including clearwell storage and high-
service pumping

treated water transmission mains

booster pumping

treated water storage (elevated and ground)

distribution mains

connection facilities

customer facilities

Generally, it is the responsibility of the utility to design and build facilities that
meet customer water supply needs. As discussed in chapter 3, the financing of these
facilities may be shifted, in part, to new customers through the assessment of system
development charges.

11 Previous page is blank

Documents

Ceeol; CokeUSA  USA Gola  ColaCola Coke USA Document Sharing Hub

Coca- USA

Full document details: AWWA Manual M26 1996 scan


http://www.avadocuments.com/doc/awwa-manual-m26-1996-scan
http://www.avadocuments.com/doc/awwa-manual-m26-1996-scan

STD.AUWA M2b-ENGL 199 WE 0783350 0509009 bL59 MR

12 WATER RATES AND RELATED CHARGES

In the design and construction of local facilities, there is often a partnership
" between a utility and a developer or applicant for service. It is difficult to frame
generalizations about the construction requirements associated with a request for
new service. Growth will likely occur as speculative in fringe areas, developmental in
suburban areas, or individualized within the core of a community. Individualized
growth may require only construction of the metering, service line, and related
facilities necessary to tap into an existing water main. A new housing development
will require an approach main and on-site development of facilities within the plan.
Additional off-site facilities, such as storage and pumping, may be needed. Backbone
facilities may be necessitated by developmental growth and required by speculative
growth. Speculative ventures are more likely to occur in areas where water service is
not currently available. Thus, comprehensive development of off-site facilities, that is,
transmission, pumping, storage, and even treatment and supply, often is necessary to
extend water service to a speculative area.

The capital-intensive nature of the design and construction of on-site and off-site
facilities to serve developmental and speculative growth, in particular, necessitates
consideration of a number of related policy issues. First, the issue of who pays and
when must be addressed. As water providers have become burdened ‘with capital
requirements for renewal, replacement, or water quality compliance, sometimes little
additional investment capital remains for expansion. At the same time, growth may
be beneficial for leveraging the fixed costs of providing water service to the
community. Thus, an equitable basis for cost sharing between the utility and the
developer may be appropriate. Many communities have adopted service extension
policies that establish uniform requirements and procedural standards for the
amount and timing of up-front payments as well as any developer design and
construction responsibilities. State commissions have instituted rules of practice
concerning advances for construction or contributions in aid of construction (CIAC) as
they relate to the extension of service by regulated water utilities. A standard review
and approval process is activated with each request for new service. Typically,
mandatory connection to the water system is required.

Determining responsibility for the construction of certain facilities is an
important issue relating to the extension of service. A water utility may choose to
share the construction of certain facilities with the developer. For example, it may be
necessary to design and construct elevated storage to serve a new development. In
some instances, the developer may be responsible for the construction of the storage
tank based on the specifications and subject to the final inspection of the utility. Other
utilities may require the developer to advance the monies required for utility
construction of the facility.

A number of related issues are important to this process. The basis for cost
determination (that is, actual cost, pre-established unit costs, or bid costs) and its
uniformity or application needs to be addressed. Performance and warranty bonds
may be required, and an appropriate basis for assessing a proportionate share (or all)
of the cost of the added facility must be determined. In certain cases, credits may be
provided to the developer based on the number of new connections completed over a
period of time.

Utilities often require facilities to be oversized to provide for expected increases
in demand that may result from the initial development. For instance, a developer
may require only an 8-in. distribution main to serve the incremental resident and fire
demand of the current development. However, the utility may choose to require a
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POLICIES AND PROCEDURES 13

12-in. line in anticipation of subsequent development extending off the same line over
a planned future period. In such instances, the cost of oversizing should be delineated
and borne by the utility.

To summarize, the following issues should be addressed as a part of the service
extension process:

¢ cost responsibility for design and construction

¢ basis for cost sharing between the utility and the developer or applicant for -
service

¢ basis for cost determination (actual cost incurred, pre-established unit prices,
or estimated cost)

¢ responsibility for the construction of facilities
¢ need for performance bonds and warranty bonds

¢ basis for assessments on the properties (e.g., total cost of new facilities or a
portion of the cost)

¢ credits provided (to a developer) based on the number of new connections for
a defined period of time

¢ oversizing of facilities to accommodate system demand beyond what is needed
for the immediate extension. If oversizing is implemented, cost responsibility
for the oversizing should be established.

¢ review and approval process for the development plan
e mandatory connection to the water system

EXTENSIONS FOR NEW DEVELOPMENT

For new developments on parcels of land that are undeveloped or where no
infrastructure improvements have been made (i.e., no streets, water system, sanitary
sewer system, electric, gas, telephone, or storm drainage facilities), it is common
practice for water utilities to require a developer to pay the full cost associated with
the design, construction, and testing of water distribution system facilities. A utility
may require the developer to design the improvements and submit the engineering
design to the utility for review and approval. Often, the developer is then required to
construct the water system extensions subject to inspection by the utility.

Often it is necessary to distinguish between on-site and off-site water facilities.
On-site facilities are defined as water facilities located within a new development.
Off-site facilities are water facilities that must be designed and constructed to provide
water to the boundary of the new development. Typically, the developer (applicant) is
responsible for all or most of the costs of on-site facilities. The cost of developing
off-site facilities is just as likely to be borne by the utility or the developer or both,
depending on the water provider’s jurisdictional control.

The jurisdictional authority rests with the regulatory body empowered to govern
the territory served by the water provider. Most municipal water utilities are
regulated under municipal ordinance or resolution. Independent authorities may be
empowered to serve by state statute. Investor-owned utilities and municipalities
serving areas outside of the municipalities jurisdictional limits may be subject to
regulation by the state public utility commission.

Local governments typically require the developer to construct all on-site
facilities to specification and contribute those facilities to the municipality. In
contrast, state public utility commissions generally require a regulated water utility
to participate in an on-site distribution system investment to serve new customers.
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14 WATER RATES AND RELATED CHARGES

However, public utility commission practice varies by state, and there are exceptions.
Some commissions base the amount of distribution system capital to be contributed
by the water utility on a revenue test—that amount of additional revenue to be
produced on a per-customer basis. Differences may exist among states on the
recording of up-front payments made as either contributions in aid of construction or
advances for construction. The taxability of the developer contribution must be
addressed by utilities regulated by state commissions; taxability of contributions may
be subject to varying treatment by various state commissions.

A autility should not risk public capital investment in supporting private
development (unless such action has been specifically authorized by the utility’s
governing body). Therefore, on-site facilities are the responsibility of the developer,
and off-site facility investment by the utility should be limited to improvements that
clearly benefit, either now or in the near future, the utility and its customers.

Off-site investment can be delineated as:

e facilities that predominantly or exclusively benefit the applicant
e facilities that benefit the system (i.e., common-to-all facilities)

Utility investment in off-site facilities that predominantly or exclusively benefit
the applicant should be limited to an amount that the utility can reasonably expect to
recover through additional revenue within a reasonable period of time. Utility
investments in off-site improvements that benefit the system as a whole can be
economically justified. An allocation of costs must be made to determine which off-site
expenditures principally benefit a new development and which off-site improvements
principally benefit the system. If the off-site improvements benefit both the developer
and the system, then cost sharing is appropriate.

If the developer is required to finance off-site facilities that generally benefit the
entire system, the utility may provide a mechanism to reimburse the developer.
Generally, reimbursement is limited to a portion of revenues received from connection
charges or from a portion of water sales revenues from customers in the new service
area. As new connections are made, the developer receives (at the end of each year)
reimbursement equal to a specific dollar amount per connection multiplied by the
number of new connections made during the year. A time limitation for the
reimbursement is generally established (e.g., 10 years) beyond which, if the developer
has not been fully reimbursed, no further reimbursement is provided. The dollar
amount per connection and the length of time to provide reimbursement would be
established by the utility or by the regulatory authority for regulated utilities based
on local conditions and policies. If the utility makes an investment in the off-site
facilities, the utility may reimburse itself (again based on new connections) before
providing reimbursement payments to the developer. Other reimbursement arrange-

ments are possible.

Performance Bonds

If the developer or applicant for service proceeds with the construction of water
facilities, it is recommended that the developer provide performance bonds to ensure
that construction of the water facilities is completed. A performance bond protects
both the utility and the customer who will connect to the system. If the developer is
financially unable to complete the extension of service, then the utility can exercise
the provisions of the performance bond and require the construction be completed.
Upon completion of the distribution facilities, final testing is conducted in accordance
with the standards of the utility.
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POLICIES AND PROCEDURES 15

Oversizing Facilities

In certain instances a utility may require a developer to oversize water distribution
facilities beyond what is needed to serve the particular development. This requirement
for additional capacity ensures that the new facilities are compatible with overall system
planning requirements. Requiring additional capacity (oversizing) reduces overall utility
investment by eliminating the potential need for duplication of facilities to serve future
development.

To determine how much additional capacity is needed, a hydraulic analysis must
be undertaken to define the size of facilities (storage, pumping, and mains) for the
new development. Then, the results are compared with the water distribution master
plan for the utility’s service area. Utilities should have the authority to require the
developer to build oversized facilities; however, an appropriate portion of the
oversizing costs should be paid by the utility.

The requirements for additional capacity often are defined through formal
agreements between the utility and the developer. In some cases, there may be a
three-way contract among the utility, the developer, and the contractor. Compensation to
the developer for building the additional capacity falls into three categories based on:

¢ the actual cost of work performed
* an agreed-on unit price for actual quantities placed in service
¢ a dollar amount agreed to in advance of construction

Often, when the developer is required to provide the initial, or up-front,
financing for oversizing, there is a reimbursement contract established between the
developer and the utility. Under such a contract, as additional customers outside of
the developer’s subdivision area connect to the oversized main extension, the original
developer is paid an established unit cost per customer connected until the developer
is fully reimbursed for the cost of oversizing. There is typically a time limit (e.g.,
10 years) established for these types of reimbursement contracts.

Before the utility enters into these contractual agreements, appropriations for
such work must be authorized by the utility’s governing body. Additionally, a source of
funds for the utility’s cost participation must be identified. The sources of funding
generally are:

e pay-as-you-go funding (often referred to as equity funding or the use of
current earnings produced from general water rates)

e bonds (typically revenue bonds)

¢ retained earnings

The process described ensures that capital costs associated with extending
service to new development are carried by the entities that will directly benefit from
the service. The developer pays the cost of design and construction of water main
extensions and recovers the cost through the sale of the land to a builder, homeowner,
or water customer. Additionally, requiring that engineering plans be reviewed by the
water utility and other appropriate regulatory agencies ensures that (1) main
extensions are consistent with the utility’s design, construction standards, regulatory
policy, and the long-range water distribution master plan; and (2) the main extensions
can be fully integrated with the existing water system.
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16 WATER RATES AND RELATED CHARGES

DESIGN AND CONSTRUCTION OF WATER MAINS
FOR REDEVELOPMENT

For areas that are changing dramatically in land use and density, local policies
dictate whether the utility is obligated to provide an enhanced water distribution
system. In situations where a developer has purchased many individual parcels and
a new subdivision is being platted with street closures and utilities abandoned in
place, the developer may be assessed costs associated with the design and
construction of water mains to serve the redeveloped area. The process of determining
both the developer’s and the utility’s responsibilities for this type of redevelopment is
the same as if the redevelopment were a new development. (Refer to previous section
on extensions for new development.)

Redevelopment usually occurs where there is a change in land use and density
but streets are not necessarily closed and utilities are not abandoned. In some
jurisdictions, the developer may be required to design and build new, upgraded
facilities to serve the redevelopment if the existing mains do not have sufficient
capacity or reliability to serve the redeveloped area. Some jurisdictions strongly
encourage redevelopment of areas (such as a downtown area), and in those instances
the utility may be obligated to upgrade facilities and absorb the cost. The trade-off for
such investment could be an increased revenue base for the utility and an increased

tax base for the municipality.

EXTENSIONS TO SERVE DEVELOPED AREAS SERVED
BY INDIVIDUALLY OWNED WELLS

The design and construction of water distribution facilities to serve areas that are
essentially fully developed but are served by individual private wells may be the
responsibility of the utility. Policies vary greatly regarding the conditions under which
the local utility is required to extend service to such areas.

The utility may elect to extend service to such previously developed areas to
respond to some or all of the following:

e abandonment of contaminated wells (usually documented or required by the

local or state health department)
e unacceptable supply or insufficient flow of well water

e property owners’ petition for service

e property owners’ offer to contribute to the cost of the extension

In almost all cases, property owners petition the utility to extend service because
of either water quality or quantity problems associated with their individual wells.
The local or state health department should provide documentation to support claims
of poor water quality or quantity. For residential usage in an area served by
individual wells, both water quality and quantity can vary. For that reason, the local
health department and the utility should obtain a representative sample of water
from area wells to decide whether extension of public water service is justified. Many
problems with individual wells can be corrected by the construction of a new well,
redevelopment of an old well, or addition of treatment facilities for the existing well.

A utility may develop a policy for extending service by simply requiring that a
certain percentage (i.e., 50 percent) of the property owners in an area petition for
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POLICIES AND PROCEDURES 17

public water service. Such a policy may be supported by the utility’s mission to
provide public water service to all customers in its service area.

When a utility decides to extend service, several significant policy issues should
be addressed:

® requirement for all property owners to connect to the public system (For
example, does the utility have a mandatory connection policy or ordinance, or
does it have authority to require a connection?)

¢ handling later connections if all property owners are not required to connect
to the new distribution main

¢ authority of the utility to assess property owners for water system improve-
ments

¢ responsibility for the cost for extending service
e assessment of fees for new connections and timing of collection

® requiring cross-connection control, such as backflow prevention devices, to
protect the integrity of the public water supply

Mandatory Connection Policy

Some government-owned utilities have a mandatory connection policy that applies to
cases in which the utility may not be able to afford to extend service to a developed
area without assurance that new connections will be made. A master resolution that
authorizes revenue bonds may contain language that requires the utility to have a
mandatory connection ordinance. A policy or ordinance that requires all existing
properties to connect to the system can create public relations difficulties for the
utility. Not all property owners may have petitioned for the provision of public water
service. With a mandatory connection policy, all property owners would be required to
connect with the extension of service.

The requirement to connect can be mitigated by allowing a period of time,
perhaps 12 months, for customers to connect after the service has been provided. Also,
the utility may offer financing for new connections. For example, the utility may allow
fees or assessments to be paid over a number of years with a nominal interest rate.

Who Pays the Extension Cost?

Generally, the utility provides the necessary funds to pay the cost of both design and
construction of such extensions, but it is common practice for the benefited property
owner to share in the cost. Local policies dictate the amount of cost sharing and the
method of cost recovery. Policies vary from 100 percent of the extension cost assessed
to the property owner to no assessment. Both of these extremes may appear
unreasonable, and consequently, it may be appropriate to provide for some cost
sharing between the utility and the property owner to reflect the relative benefits
received.

Some government-owned utilities have the authority under state law to
establish a special assessment district and recover the cost of extending service
through the levy of special assessments. A special assessment may be paid in a lump
sum or by installment in accordance with terms of the authorizing ordinance and
state law.
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Chapter 3

System Development
Charges

The construction and financing of infrastructure are traditional utility functions.
Customers expect their local water utilities to provide safe and reliable water service
and facilities. Utilities use many different methods for funding. Five sources of water
utility capital are pay-as-you-go financing through user rates, debt financing, system
development charges (SDCs), up-front reimbursement from developers, and stock
issuance. Debt financing requires future repayment from revenues, primarily through
user rates, and stock issuance is available only to investor-owned utilities.

Throughout the United States, SDCs (also referred to as impact fees, plant
investment fees, and various other names) are used to finance some capital
improvements. Special charges for new developments date back to the 1930s. SDCs
are more frequently used as a source of capital financing in large- and medium-sized
urban areas or in high-growth locations. Existing customers in regions with extensive
growth or potential growth may benefit greatly from these charges. SDCs permit the
cost of growth to be carried, at least in part, by those causing the growth rather than
being entirely recovered from existing customers.

Though new development in a water utility’s service area is generally viewed as
positive, the appropriate source of funding for system expansion is a recurring issue.
During times of extensive system growth, the utility must expend funds to provide
service to the new development. An SDC is one method of funding new facilities.
Those facilities most commonly financed with SDCs include backbone facilities, such
as source of supply, source water transmission, treatment facilities, high-service
pumping, and major transmission mains. Depending on local circumstances or
applicable state statutes, the costs of distribution mains and other facilities also may
be recovered by the SDC.
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20 WATER RATES AND RELATED CHARGES

SELECTING A METHOD BASED ON
FINANCIAL GOALS AND OBJECTIVES

The first step in implementing SDCs should be identifying the objectives to be
achieved by the management of the water utility’s services. These objectives might

include
¢ have new development pay its own way

e fund major system expansion
e generate sufficient cash to fund a portion of capital improvements

¢ minimize debt
e equitably recover capital costs from current and future customers

e maintain appropriate level of retained earnings and cash reserves to meet the

system’s needs

Though SDCs can be used to minimize the amount of debt financing required for
capital expansion, these charges may not entirely eliminate the need for future debt
issues. The decrease in debt financing needed will, however, reduce debt service costs
included in utility rates. Additionally, SDCs may allow a utility flexibility in timing
debt issuance. For example, with sufficient funds from SDCs, the utility may be able
to delay a debt issuance to avoid a period of high interest costs. In most situations,
the utility will not collect sufficient funds from SDCs in the short term, or perhaps
even in the long term, to fully fund a major system expansion.

Some groups have opposed the implementation of SDCs. Frequently opposition
results from a lack of understanding of the purpose and use of the charges. Builders
and developers have opposed the charges because they add to up-front development
costs. However, in some communities, builders and developers support SDC
implementation because the utility could not otherwise finance the facilities needed to
accommodate growth of demand.

The implementation of SDCs should be guided by

o financial objectives of the utility

e generally accepted water utility industry financing and pricing practices

e compliance with any local and state legal and regulatory requirements

® equity

¢ uniform and consistent methodology

An SDC is a financial commitment on the part of both the utility and the
development community. Developers are committing funds to provide for utility
expansion; the utility is committing to ensure the utility’s services are available when
they are needed.

LEGAL ISSUES RELATED TO METHODOLOGY

The preliminary planning to establish an SDC should include a review of the legal
authority and issues associated with capital recovery in the utility’s operating
environment. Legal authority may be granted through enabling legislation, state
statutes regarding general law or home rule authorities, local charter, utility
operation permits, utility service certifications, or judicial rulings.

At the time of this writing, 30 separate pieces of legislation related to SDCs and
impact fees in 25 states have been identified. A brief description of this legislation is
included in Table 3-1. Some of the states, e.g., Pennsylvania, Texas, New Jersey, and
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