AGENDA NOTE - HRPDC EXECUTIVE COMMITTEE MEETING

ITEM #6: WATER/WASTEWATER UTILITY RATE STRUCTURE REPORT

SUBJECT:

The HRPDC staff has completed a report on water and wastewater utility rate structures

that addresses how declining water demands may impact utility finances.

BACKGROUND:
Water and wastewater utilities across the country are developing strategies to address:

e Uncertain or declining revenues

e Increasing costs

e Lack of public awareness of revenue gaps
The utilities in Hampton Roads are experiencing this trend and many are considering how
their rate structures could be changed to become more financially stable. The study
describes why water usage is decreasing, the impacts on utility revenues and costs, and
potential solutions.

The Executive Summary of the “Designing the Rate Structure of the Future” is attached.

Ms. Whitney Katchmark, HRPDC Principal Water Resources Engineer, will provide a brief
overview of the report.
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M unicipal water and wastewater utili-
ties across the country are develop-
ing strategies to address the challenges of:
e Uncertain or declining revenues;
¢ Increasing costs; and

e Lack of public awareness of revenue

gaps.?

Residential water use per customer
in the U.S. has been gradually decreas-
ing with changes in water use patterns
over the last 30 years.? There is a grow-
ing gap between the revenues collect-
ed by water and wastewater utilities

and the cost to provide those services.

Many utilities are experiencing finan-
cial hardship due to shrinking revenues. A
2012 national rate survey shows that water
and wastewater utilities have already im-
plemented rate increases since 1996 that
outpace inflation.? Yet it is estimated that
water system infrastructure needs will cost
at least $S1 trillion over the next 25 years*
and wastewater capital needs will cost
$298 billion over the next 20 years® be-
cause system maintenance, replacement,

and upgrades have been underfunded.

How will water and wastewater utili-
ties generate the funds to continue oper-
ations and build necessary capital projects
while all indicators point to continued
revenue declines? Simple increases to
volume-based rates are not the solution.

The rate structure itself needs to change.

Pricing must evolve to account for
changing residential water use patterns.
Rate structures should seek full cost re-
covery, and business planning should in-
corporate the declining demand trend to
provide for long-term system viability and
utility financial stability. Rate structures
must also encourage water conserva-

tion and consider customer affordability.

In Hampton Roads, water and waste-
water uftilities are looking at rate design
and pricing strategies to reduce revenue
uncertainties and to provide for long-
term infrastructure needs. The report,
Water and Wastewater Utilities, Design-
ing the Rate Structure of the Future, char-
acterizes the revenue gap and describes
adaptation strategies being explored by

utilities at the local and national levels.

e e U

This document was prepared by the staff of the Hampton Roads Planning District Commission (HRPDC) for the HRPDC Directors of Utilities Committee, September 2013.
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The “New Normal” of
Declining Water Use

From 2002 to 2012, billed water con-
sumption in Hampton Roads declined
from 127 million gallons per day (mgd) to
115 mgd. This 10% decrease in consump-
tion occurred while the region’s popula-
tion grew by more than 105,000 people.
Based on this data, per capita water use
decreased by 15% over ten years.

The gradual decline in water use, or
“demand decay,” is attributed to low flow
fixtures and appliances, smaller house-
holds, and societal changes that have ac-
companied the general adoption of a con-
servation ethic. The recession, relocation
of industry, and efficient industrial prac-

tices have also decreased water demands.

Uncertain Revenues

Water, sewer collection, and sew-
er treatment bills are all based on water
consumption. As water use declines, mu-
nicipal water and wastewater utilities are
struggling with shrinking revenues and
obsolete business models.

The traditional utility rate structure is
based on long-term debt financing that is
paid off with revenues from growing sales
projections. Most water and sewer rates
have not been restructured to address
the disappearance of federal subsidies,
nor have rates been evaluated in light
of revenue decreases that have result-
ed from lower per-capita demands. The
rate structures are

result: traditional

driving utilities toward risky financial posi-
tions in 2013 and beyond. In adapting to
the “new normal,” municipal utilities are
interested in employing rate structures
that provide predictable cash flow and

reduce revenue uncertainty.

Increasing Costs

For water and wastewater utilities,
costs are largely fixed, while revenues gen-
erated by the traditional rate structure are
mostly variable. It is common for costs to
be at least 80% or more fixed, while rev-
enues are typically 80% or more variable.
Utilities incur fixed costs regardless of the
volume of service supplied to customers.
Several factors are pushing water and
wastewater utility costs upward: aging
infrastructure and replacement needs,
increasing regulations and more expen-
sive environmental compliance require-
ments, increasing energy and chemical
costs, and resource limitations.

Most municipal water and wastewater
utilities in Hampton Roads are enterprise
funds and must operate as self-support-
ing businesses. As costs continue to rise,
utilities are interested in recovering a
larger portion of fixed costs through rate
structures and pricing mechanisms that

provide more predictable revenue.

Lack of Public Awareness

The value of continuous, on-demand
water and wastewater services is generally
unrecognized by the public. There is a lack
of awareness of personal water dependen-

cy, which makes it difficult for customers

to understand where uftility costs come
from and how rates are determined.
Water and wastewater utilities seek
opportunities to encourage stakeholder
understanding of utility financial require-
ments to facilitate transparent communi-
cation with customers and to help elected

officials make tough financial decisions.

Adaptation Strategies
Utilities are exploring adaptation strat-
egies to provide financial stability and
resiliency. Rate structure adjustments,
innovative pricing, and new business
models are being assessed by small and
large utilities alike. Most importantly,
water and wastewater utilities are reach-
ing out to customers, City and County
Councils and Boards, and other elected
officials to prepare for the future. This
public dialogue encourages community
participation in defining local goals and
promotes a better understanding of the
critical services provided by water and

wastewater utilities to grow and sustain

healthy, vibrant communities.

READ THE REPORT:

Water and Wastewater
Utilities, Designing the Rate
Structure of the Future

The full report, prepared for the HRPDC
Directors of Utilities Committee, is available
at www.hrpdcva.gov.
Contact:

Whitney Katchmark

HRPDC Principal Water Resources Engineer

wkatchmark@hrpdcva.gov
(757) 420-8300
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