





Financial Capacity Development for Small Drinking/Wastewater Systems
Agency Charge:

The Environmental Financial Advisory (EFAB) received the following charge from EPA’s Water
infrastructure Resiliency and Finance Center {WIRFC) at the May 2015 board meetingin
Washington, D.C.

What role can the Center play to address and/or support financial capacity development for
small drinking water and wastewater systems?

Many small systems face an array of challenges that severely limit their ability to become and
remain financially sustainable. These challenges include developing a sustainable financial
system through affordable rate structures, the ability to adequately analyze the financial
implications of various infrastructure alternatives, and then obtaining funding to support the
construction, operation, maintenance, and replacement of infrastructure of the alternative
chosen. These challenges are also driven by limited technicai capacity of staff working at these
small systems. Assistance in these areas is provided by a number of entities including EPA,
USDA, technical assistance providers (e.g. National Rural Water Association, Rural Community
Assistance Partnership), and the Environmental Finance Centers, but these efforts are often not
well coordinated.

The Center requests EFAB identify ways in which the Center can work with various entities to
provide a coordinated array of technical and financial assistance to help small systems address
the challenges described above. This strategy could include identifying the full array of funding
sources available and assistance to successfully develop funding applications to meet their
needs.

Discussion

Financial capacity is one part of capacity development that includes technical, managerial, and
financial capacity. However, having proper or adequate funding is fundamental to many of the
other challenges a water utility faces. Without adequate funding, a system cannot recruit or
retain operators, perform necessary tests to ensure compliance, repair infrastructure, replace
infrastructure, or handle emergencies as they arise. Without funding, it is nearly impossible to
perform technical or managerial activities. Therefore, EFAB believes that WIRFC should
consider financial capacity as one of its main activities. We believe that this particular issue has
the potential to be the most impactful in terms of improving public health. Systems wili require
proper funding in order to address public heaith concerns.

There has been quite a bit of work done in the area of financial capacity with many tools
already in existence and many organizations offering help in this area. This is not to say that
there is not more work to be done in this area, quite the contrary; many small utilities struggle
with trying to obtain and maintain financial capacity. Rather, it is EFAB’s contention that it
would be best for WIRFC to understand the resources and tools that exist for financial capacity
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e Steve Grossman Study on Financing Teams
Some of the Greatest Concerns/Challenges for Small Systems

There are many concerns and challenges that small systems face in trying to obtain and
maintain financial capacity. The EFAB compiled a list of what we felt were the biggest
challenges and concerns faced by small systems in this area.

e Adverse to taking on debt. Small systems may delay or avoid major system upgrades in
order to avoid taking on debt. This practice may result in systems who wait too long to
complete their infrastructure upgrades so that the project becomes an emergency and
may cost several times more than a planned replacement. Also, many systems have
become grant reliant, either delaying upgrades or waiting for systems to fail in order to
qualify for emergency grant funding. Local and national funding agencies have become
somewhat complicit by awarding funding based on emergencies that were due to lack of
upkeep.

» Maximum debt capacity reached. In addition to being averse to taking on debt, some
small systems have the problem of being at their maximum debt capacity. Systems in
this situation have reached the limit of their ability to use debt to finance infrastructure
projects and cannot use this mechanism for funding.

o Generally supports other aspects of municipal government. The water system revenues
may be used to support other aspects of the government, such as other public works,
rather than being a dedicated enterprise fund. This transfer may be done overtly or
covertly. Sometimes maonies are directly transferred while other times the water funds
may be used to pay salaries of individuals who work in more than one area of
government. This practice is prevalent in small communities and severely restricts the
community’s ability to finance needed infrastructure.

s No financial expertise. Small utilities often lack financial expertise within their leadership
structure. They may have no one with experience in bookkeeping or financial matters.
It may be too expensive for them to hire such personnel, so they may depend on
volunteers or less qualified individuals. Often they don’t know where to turn to gain or
acquire this expertise.




No technical expertise. Similar to the situation with financial capacity, small systems
often have few personnel and the personnel they have may be tasked with many
functions other than water or wastewater. These systems are highly uniikely to have an
engineer on staff or other personnel highly trained in the engineering aspects of the
utility. Often they do not know where to turn to gain or acquire this expertise.

Lack of willingness to take pro-active action. Small systems often lack managerial
competency and staffing consistency. They have part-time managers and finance staff
which focus on the highest priority actions needed to keep the system running.

Lack of a separate finance utility {enterprise fund). Enterprise funds can be established
“for a utility, health care, recreational transportation facility.” The fund aliows the
community/system to better account for the total cost of the service they are providing
and how that service is being funded. Furthermore an enterprise fund allows the surplus
or retained earnings generated by the system to remain with the system.

Need to raise rates. Small systems may understand that they need to raise rates,
however, they may not have the financial capacity to hire a financial professional to
conduct rate impact studies, trend analyses or develop additional data to determine
what rates are appropriate to maintain and improve the system and develop a plan to
obtain acceptance. A related issue to raising rates might be that the system’s
constituents are aging on a fixed income and/or declining in numbers making raising
rates difficult. Small communities also often lack the political will to raise rates.

Help with Raising Rates. When small systems choose to raise rates, they may have
limited experience regarding the best way to do this. In many cases, they would benefit
from an outside source to assist them with the rate increase process and presenting this
information as weli as the need to raise the rates to the public.

Ability to identify/define/educate/community what they should be doing, Since
water/wastewater infrastructure is often unseen, it can be difficult for a system to
educate their constituents regarding the need for infrastructure investments.
Education/outreach is important when discussing potential rate increases or informing
the public about changes to the system. EPA has the “Value of Water” campaign which
may be very helpful in this effort.

Some small systems are located in remote areas and rely solely on whichever
engineering firm is willing to work with them. Many small systems are located in areas
that are serviced by only a small number of engineering firms, or possibly only one,
making it very difficult to use a qualifications based selection process. Furthermore, if
the same engineer both scopes out the project and designs it, there can be a conflict of
interest or a lack of a second opinion regarding the selected alternative.










s No affordable alternative. Costs associated with adhering to public health and water
quality standards can be challenging for small systems. Often there are few
infrastructure alternatives which allow them to meet regulatory requirements and these
alternatives may not be affordable. In some cases, the "best" alternative is some form
of restructuring. Restructuring could involve contractual operations, a system lease, a
circuit rider or a sale or other form of consolidation. Given the unpopularity of such
approaches, many individuals and organizations are reluctant to advocate or even
acknowledge their existence or their efficacy. Clearly, however, each of these options
can address the small system challenges cited above.

e System size defeating economy of scales. Often the cost to operate small systems per
unit volume of production is greater than larger systems. Capital and material costs
may also be more due to the small qualities purchased. Additionally, the fewer the
customers (residential/commercial/industrial) the less the opportunity there is to
spread out costs.

The EFAB Workgroup considered the possibility of EPA developing a tool similar to FED FUND to
introduce systems to funding sources. We had several discussions regarding this possibility but
in the end decided it was not the correct tool or was not worth the resources that would need
to be expended. A tool of this type would require considerable work to maintain and update.
However, over time, if WIRFC desired, a tool of this type could he developed.

Recommendations
What is the role of WIRFC?

The EFAB, in considering the nature of the recommendations to WIRFC, determined that a
phased approach would be best. Some recommendations are items that WIRFC would be able
to implement right away, while others would take more time, and possibly, additional staff.
WIRFC can also look to outside resources, such as the Environmental Finance Centers {EFCs),
who can help implement some of these recommendations. In addition, if WIRFC served in a role
of coordinating different TA providers {e.g., National Rural Water Association, Rural Community
Assistance Program, EFCs, and others} it wouid be able to further the reach of their services.

The recommendations will be split into three phases as shown below. The recommendations
would involve providing services via acting as a repository of information, contracting out
services, partnering with others, and direct involvement of WIRFC staff.

Phase I: Recommendations that can be implemented immediately

e  WIRFC should maintain a list of resources and tools, hoth national and by state, for
financial capacity. The list should be updated as new tools are developed and when
changes have occurred. The list should be readily available to states and small systems.
The list of resources should include a description of what the resource is, who could
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