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Ratepayers vs. Developers
Exercise Map

New
Development

Existing
LineTrunk

Line
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Ratepayers vs. Developers

Exercise

12” Sewer collection line 
½ mile long, serving a 
neighborhood.  The line is 
60 years old with a 
planned 100-year life.  
The line runs full (no 
additional capacity).  The 
line connects the 
neighborhood to a major 
trunk main that leads to 
the WWTP.

Development upstream 
Will need to use this route 
to connect to the major 
trunk line.  the developer 
will need to replace the 
existing line with a much 
larger line (not a parallel 
line).

The line is being replaced 
with a 24” new pipe and 
all neighborhood 
connections are to be 
reconnected to the new 
pipeline, which will have a 
new life of 100 years.
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Who Pays?  

Construction 
costs: 

mobilization, 
traffic control, etc.

Cost of the 24” 
pipe and 
manholes

Replacement 
value of the 12” 

pipe, or,

60% of the 
replacement 

value of the 12” 
pipe, or,

40% of the 
replacement 

value of the 12” 
pipe

Reconnecting all 
service lines to 
the new 24” line

Connection 
charges for the 

new development

Any financing 
costs for the new 

pipe project

Existing ratepayers New development
(Neighborhood ratepayers or all utility ratepayers?)
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Utility Rate-Setting and Funding
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Fund CategoryFund Category

Governmental FundsGovernmental Funds

What Are They?What Are They? ExamplesExamples

Funds used to account for 
most typical governmental 

functions.

Funds used to account for 
most typical governmental 

functions.

General Fund, Capital Project 
Fund, Special Revenue Funds
General Fund, Capital Project 
Fund, Special Revenue Funds

Proprietary FundsProprietary Funds

Fiduciary FundsFiduciary Funds

Funds to account for activities 
financed primarily through user 

charges.

Funds to account for activities 
financed primarily through user 

charges.

Water, sewer, sanitation, and 
electric utilities

Water, sewer, sanitation, and 
electric utilities

Funds to account for assets 
held by agency in a trustee 

capacity.

Funds to account for assets 
held by agency in a trustee 

capacity.

Pension and employee benefit 
funds

Pension and employee benefit 
funds

Public Utility Finance Unlike tax-
supported 
government 
activities, public 
utilities are funded 
by user charges.

Unlike tax-
supported 
government 
activities, public 
utilities are funded 
by user charges.
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• Utility customers are grouped into “classes of service” based 

on usage characteristics, service requirements, geography, 

etc.

• Unique rates for different classes of service

• Rates approved by governing body (City Council, County 

Commission) on an annual or multi-year basis

• Rates can be a fixed charge per month and/or variable 

charges based on usage

• Water: meter size, water use

• Sewer: water flow, discharge strength

• Electric: electric use (kWh) and demand (kW)

• Solid Waste: Container size, collection frequency

Public Utilities and Rates
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Maintain the long-term health and integrity of utility systems

Quantify policies, priorities, and initiatives

Tell the “true” cost of providing service

Track cost information

Evaluate equity between customer groups

Communicate financial decisions and their impact

Management tool

Why are Rate Studies Important?
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Financial Policy ImpactsFinancial Policy Impacts

Existing & New Debt ServiceExisting & New Debt Service

Forecasted O&M CostsForecasted O&M Costs

Rate-Funded CapitalRate-Funded Capital





Annual 
Revenue 

Needs

Annual 
Revenue 

Needs


Defining Revenue Needs

 Rates studies 
quantify the level 
of rate revenue 
needed to support 
the public utility on 
an on-going basis.

 Public utilities rely 
on customer 
charges.
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Introduction to Utility Rate Making

• Utility rates are set to recover the cost of 

providing service

• Operating costs (regular / ongoing)

• Employee salaries and benefits

• Routine inspections & maintenance

• Professional services

• Utilities / power

• Capital costs (periodic)

• Infrastructure replacement

• Facility expansions and upgrades

Year 1 Year 2 Year 3 Year 4 Year 5

Operating Capital
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Utilities Are Capital Intensive

• Utilities must build, maintain, and 

replace infrastructure

• Long lived assets require long-term 

management

• Operational management: Condition 

assessments & maintenance

• Financial management: Saving money 

for repair and replacement 

Source: T.Webber Plumbing
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External and Internal Sources Insufficient

• CSI: Northwest Vision for 2040 Water Infrastructure

• State and federal funding sources are shrinking

• Budgets are under serious strain as systems age, costs escalate

• Agencies not setting aside enough funds to replace aging assets 

• Proactive asset management encouraged

A Northwest Vision for 2040 Water Infrastructure: Innovative Pathways, Smarter 
Spending, Better Outcomes (2017)
Infrastructure Crisis, Sustainable Solutions: The Evergreen State College, Center 
for sustainable infrastructure (2014)
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Asset Management From a Financial Perspective

Rate Funded Capital 
(Annual resource)

Condition 
Assessments

Asset Inventory

Action Plan

Prioritize Capital 
Projects

Ongoing 
Maintenance 

Plan

START

FINISH

15

Proactive Capital Funding Plan Needed

• Rate Funded Capital Policy – what is it?

• An annual cash contribution from current rate revenue

• Pays for same-year repair & replacement projects… or

• Saved for future capital projects

• Policy Targets – how much do we need?

• Original or replacement cost annual depreciation

• Average annual repair & replacement projects

• Asset management plan

Build ‘Rate 
Funded 

Capital’ into 
annual 

revenue needs

Build ‘Rate 
Funded 

Capital’ into 
annual 

revenue needs
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Depreciation
Simplified Depreciation

• Water Capital Asset Value =  $200 Million
• Expected lifespan =  100 years
• Simplified depreciation formula = Cost 

divided by lifespan equals annual amount 
for capital replacement 

• $200,000,000/100 = $2,000,000/year

Depreciation is an accounting method of allocating 
the cost of a tangible asset over its useful life and is 
used to account for declines in value over time.

Depreciation is a method of setting aside funds for 
the future replacement cost of a tangible asset over its 
useful life based on anticipated replacement costs.

Funding Depreciation can be saving funds to pay for 
future replacement projects or can be by having a 
funded program to replace assets as you go.  For 
example, funds set aside to replace old sewer lines 
would be partially offset by the amount of money spent 
each year for directly replacing lines.

17
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Rate Funded Capital Policy Capital Projects

Rate Funded Capital Example
Annual capital spending may not be uniform

With pay-as-you go, 
rates may be volatile

With dedicated 
annual funding, rate 
adjustments can be 
smoothed over time
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Capital Cost Considerations

• Basis for costs is comprehensive plan or internally 
developed CIP

• Cost Escalated? What is year of construction?

• Capital program should identify timing, cost, funding and 
scope of project

• Funding sources include
• Current year Rate funding

• Reserves

• Debt (bonds/loans)

• Connection charge (updated, have one?)

• Contributions/donations/grants

• Should identify priority/ranking (if cuts required)
19

Capital Funding Hierarchy

Grants

Connection 
charges

Annual rate 
revenues

Cash 
reserves

Low-cost 
state loans

Revenue 
bondsLess 

Costly to 
Utility

More 
Costly to 

Utility
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Reserve Definitions

Type Purpose

Capital  Reserve Set aside for future capital projects - generally identified in a plan

Replacement Reserve
Set aside for future costs to replace vehicles or equipment based on a 
schedule and calculation

Operating Reserve
Set aside to protect against revenue stream fluctuations so you can pay your 
bills (e.g. days of O&M expenses)

Emergency Reserve
Based on (frequency and extent of exposure) beyond operating expense 
levels

Rate Stabilization Set aside to eliminate big peaks and valleys in rates

Debt Reserve (w/ coverage)
A percent of debt principal and interest that you must keep on hand to protect 
bond purchasers

21

Capital Project Funding

• Key consideration - who should pay for the project based in part on who will benefit.  

• For example, if you are building a new treatment plant (or significant expansion of an 

existing plant) your current ratepayers shouldn’t pay for all of the costs.  

• Using bond financing or other tool can have some of the costs be borne by the next 

generation of ratepayers (intergenerational equity).  
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Capital Funding Philosophy

• Higher near-term rates
• Existing customers pay 100% of costs

Cash (pay-as-you-go)Cash (pay-as-you-go)

• Lowest near-term rates…but interest cost
• Spreads cost between existing / future 

customers
Debt FinancingDebt Financing

• Cash fund repair and replacement projects
• Debt fund large expansion projects

HybridHybrid

23

Critical Asset Assessment
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Critical Asset Assessment contd.
Plant Consequence of Failure Example
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Customer Rate Considerations

• Main goal - recover target level of revenue

• Primary communication with customers

• Composed of fixed and/or variable charges

• Considerations

• Revenue stability and predictability

• Equity of rates

• Complexity of rates (understandable & implementable)

• Rate Impacts

• Other: affordability, economic development, 
conservation
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• Many utilities apply higher rates to higher levels of 
consumption to encourage conservation

• This rate strategy can be effective to reduce 
consumption

• It can also erode the utility’s revenue base to fund 

operating and capital expenses

• Public utilities can become “victims of their own 

success” 

• Examples

• Conservation-based rates to encourage 

recycling/waste reduction

• Tiered water rates in arid, hot climates

• Distributed generation for electrical utilities

Conservation Pricing and Revenue Stability

27

Effective January 1st of  each year, 
beginning on January 1, 20xx, the water 
rates listed in xxMC xx.xx.xxx shall be 
adjusted by the annual change in the 
most recent Seattle-Bellevue-Tacoma 
Consumer Price Index (Urban 
Consumers) published by the U.S. 
Department of  Labor 

Indexed Rates

• Consider increasing rates with 

general cost inflation

• Benefit: rates do not get too 

far behind cost curve

• Index used should be related 

to expenditure increases

• Always consider Mrs. Murphy 
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Concluding Comments
• Utility rates are set to recover the cost of providing 

service

• Utilities are capital intensive businesses understand 
your capital project needs and drivers

• Be prepared for cuts – how would you prioritize your 
critical assets

• Understand available internal and external capital 
funding sources and create a mechanism for routine 
funding

• Resilient rates are set sufficient to meet both operating 
and capital needs over the long-term

29

Extra slides
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Annual Utility Budget Cycle

• FY 2021 Projected

• Beginning Fund balance

• Plus revenues

• Equals total revenues

• Minus expenses

• Equals ending fund balance

• FY 2022 Budgeted

• Beginning Fund balance

• Plus new revenues

• Equals total revenues

• Minus desired ending fund balance

• Equals funds available for expenses

31

Reduce revenue 
requirement

• Create efficiencies to reduce operating cost
• Low-interest or no-interest loans instead of revenue bonds

Revenue neutral 
programs

• Level-payment programs
• Payment frequencies (bi-monthly, monthly, weekly)
• Property owner – Tenant issues

Non-revenue 
neutral programs

• Partial or full forgiveness
• Hardship and or leak adjustments
• On-going bill assistance (50% low-income disc.)

How to Address Affordability?
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A Northwest Vision for 2040 Water Infrastructure: Innovative Pathways, 
Smarter Spending, Better Outcomes (2017)
Infrastructure Crisis, Sustainable Solutions: The Evergreen State College, 
Center for sustainable infrastructure (2014)

“Asset Management revamps the system-wide investment strategy 
looking years ahead. It is aimed at prioritizing the most cost-
effective investments to maintain and operate infrastructure, 
and manage risk, to serve everyone in the community for the 
long-term. The practice offers a comprehensive perspective to 
strategically target operations, maintenance, and capital 
spending; it requires knowledge of the actual conditions of 
pipes, pumps, and other facilities…”

Asset Management
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DEBT 
MANAGEMENT 
METRICS

Debt Service Coverage Ratio: Compares net 
revenues as defined by bond resolution by the 
total annual debt service payment. Certain types 
of debt require a utility to maintain a minimum 
ratio (e.g,. 1.50X). 

Debt to Net Asset Ratio: Measures how much 
debt a utility holds relative to available net assets 
for debt repayment.

Times Interest Earned Ratio (TIER): Ratio that 
measures how well a utility can cover its interest 
expenses. Calculated by adding non-operating 
charges to net income and dividing by interest 
expense.
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• Target typically equals a “number of days”

• How long can you go without a revenue stream?

• For example: 30, 45, 60, or 90 days

• Higher target for utilities with longer billing cycles / 
volatile revenue

Total Annual Operating 
Expenses

365 Days Per Year

$ per day

30 days

45 days

60 days

90 days

Total Reserve 
Target= x =

Operating Reserve Example
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