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' SUMMARY

A problem in the Construction Grants program is the

financial assessment of alternate methods of treating ﬁaste-

.

water and of the accompanying economic effects upon ‘citizens.

EPA aﬂd states have made available engineering fesoutces to
help grantees make the best technical (engineering) ch&icea
to treat wastewater. However, pommuniﬁies fregquently have
made decisiohs having long-=term cdnyequences without‘adequéte
financial data. §e=now must begin to channel a greaﬁer share
of our'grant assistance into the area of financial planning

for POTW's. Such an effort is essential to a program that

 is cha:ac;etized inéreasingly by financial activitiés-at the’

federal level and by fiscal and economic consequences in

localities.

Grantees Fregquently Make Poor Financial Choices -

In many cases grantees choose methods of treating waste-

water:
Lo} based'upon inaccurate estimatiqn of O&M césts and
revenues.
o °~ based upoﬁ inaccurate cost data
o’ based upon inadequate exploration of alternatives’
o based upon inadequate exploratiqn'of funding optioné
o with no recogniéable~capita1 improvement plan

o that do not recognize the need for future expansion
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‘The consequences 6f poor decisions can be devastating.
. Some of the most severe are:
1) Excessive costs (capifal and O&M), especially in
small municipalities or those lacking the ability
to pay. . | |
2) Failure to meet effluent limitations or to achieve
‘ water éualify standards -- because of poor planning-
and fdnding of O&M. '
Further, EPA will only buy more problems in the futufe
if it does not create an incentive for granfeeé to dgsign =
revenue sources for plant replacement and future expansion.
The roots of these problems are chiefly a lack of sophié--
tication by*grangees; a lack of clear EPA guidénce, grantees'
. unlikely expectations of'growth and of water use, and a lack
. - of total financial planning assistance.

A Strateqgy for Financial ‘Planning Will Help Grantees Make
Appropriate Choices

The agency can combat the problem of poor financial
choices with a stratégy that encourages financiﬁlly sound,
; self-gsufficient POTW's. The strategy we recommend contains
3 ele@ents.

- (1) Reach potenfial grantees at Step 1 before they
choose wastewater treatment options. The intent is to influ-
enice grantees' choices so that they select optimal financial,
-55 well as environmental methods. Providing'coaf comparison
models, peer matches, or case studies will establish a context

‘I' of constraints and trade offs within which grantees can

choose rationally a method of t:eating wastgwater.
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(2) Help each grantee assemble the best possible
financing plan.  This element occurs after facility planning
is complete and design engineering is under way. We, or the '
state (und&rAdelegation),'would help put together financing
mechanisms for replacing equipment or expanding. the plant.

We would help develop bond financing and user charge systems.

' The agency would make grant.eligible all activities associated

with the financial planning of POTW's.

w

(3)_ In cases of genuine hardship,'EPA would increase
"by eiception“ the'fdnding provided by the federal government
for a POTW's design and constrﬁction. Element 3 would become
part of EPA's strategy when either Element 1 or Element 2

disclosed that a particular community would suffer hardship.

'Communi;ies experiencing hardship as defined later in this

paper coﬁld include as -many as 25 percent of all-grantees -
xgglthesé same communities require only 15 percent of the '
agency's POTW funding.~ This area clearly has mény'political
and écohbmic benefits wiﬁh é minimal cost to EPA.

Table 1 below summarizes the strategy.

Table 1: Recommended Pinancial Strategqgy
Eiemént 1: Early Influence during Step 1
Help Grantees to make good, early, financially influenced

judgements in selecting a way to treat wastewater:

o Through agency supplied cogt compaiison models
o Through peer matches
o - Through Agency sponsored case studies
- éy making the assistance of financial consulﬁanté

an eligible expense
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Element 2: Exploration of Financing Alternatives

"during Step 2
Help Grantees to explore financing alternatives for their
wastewater treatment choices: '

o Analysis of the financing capability of grantees

f

o Bond financing schemes for construction costs Q

1
S

o _User Charges for O&M, debt service, and routine “' ‘y
{5 4

replacement
/[ o Financing mechanisms for eventually replacing (ﬁf
major equipment or expanding the treatment
st A
Element 3: Evaluﬁte‘aardghip during Steps 1 or 2
‘l'. , . Increase funding for capital construction of POTW's in

i instances when environmental benefits are significant

and community hardship is great.

To expedite financial planning; we urge that all activities
associated wifhvfinanciaily planning a community's wastewater
treatmént be made grant. eligible. Wé further urge that EPA

- truly “"market" the concept of financial planning as a means of'

assuring the éélf-sufficiency of POTW's.
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INTRODUCTION

The feéulations of the Construction Grants Program, for )
vall practical purposes. assume that grantees have the “necessary “ﬂny
legal, financial 1nstitutiona1, and managerial resources"! P
to build and operate waste treatment plants. Unfortunately,
the "brief statement” that each grantee must submit to this
gffect in its facility plan too freéuently covers ; lack of‘
understanding. Réquiréments that grantees examine alternative
and innovative technologies, devise adequate user chargé
systems} and make public typiqal month;y charges have abated
their ignorance only partly. Fﬁrther, the communities most
in need of help, the smallest, are not involved in the
financ;al planning required of the 208 regional agencies.

The result has been POTW's that are expensive per capita and
ofteﬁ out of compliance. The economic effects upon same
citizens have been severe.

At present, ;he Agency c§n point only to.scattered‘
examﬁles of attending to local econamic impact. It does
" not have a camprehensive policy.and program to address'the_

"~ financial éspects of construction grant activities, which

range from the first decision of sizing and funding to final

decisions of expansion aﬁg;ieplacemen£9

| 7W4J(€r d‘)HLL yulp

140 CFR 35.917(h) o A;,;{qk
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. Right now the Construction Grants Program contains a
number of financial- regulations and policies: among them
are Section 204 of the Clean Water Act, PRM 76-3, PRM 79-8,

and a draft PRM which expands Step 1 eligibility fo‘r. analyzing
~ secondary effects of POTW's. PRM 76-3, for example, réquire,s
facility plans to include total capital costs, annual debt
service, annual operation and n{aintengnce expeﬁses. ‘and the
"total monthly charge to a ﬁypical rea.’&dential custoﬁef." ’

| P
The flaw, however, is that the "total monthly charge” will not {K , 4
A _ . \ & Al :
contain debt service, replacement, or improvements, if those N 9/\%‘ v}‘/'))‘
—

7

items are covered by generaké{gé?. T}fug, the orqinary citigen
may face f:l'irough increaseq, 't/axexincremental charges far in | 0;&-0»
excess of the "monthly che;}“ij*e'.'"" ‘Similar flaws ekist_ in Y
. . other EPA policies. _ ‘
This paper 1) presents the rationale for making grant
eligible life cycle financial assessments of community waste~
water treatment options, 2) indicates the scope of financial
assessments, including economic hardship, 3) describes in
_Appendix A the funding mechanisms available locally, and 4)
evaluates options for implementing a Financial Assessment
;ntegrity Strategy for POTW's. This paper builds on elements
now in the program and expands the concept of financial
assessment. .

THE PROBLEM

Having built sewage treatment plants, many communities
. find themselves unable to pay for them.  Sometimes they are

unable to service the debt; more often they are unable to pay

. ' . : |
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‘l. . O&M costs. These financial problems particularly affect-
small'communitiesz communities having 10,000 or fewer people. '
" For example,‘e study of O&M costs in New York State communities
(excluding New York City) found that for plants of less than
1 MGD, the O&M costs of AWT exceeded $1,000.§er MGD. In
contrast, the O&M costs for AWT at'plants larger than 5 MGD
were leas than $200 per MGD -- a ratio of 5 to 1. The ratio

of O&M costs of the two categories for activated sludge

treatment is smaller -~ 3 to 1 -- but still significant. Other
studies report ccmparable differences between the costs of

0&M for small and large plants.l

For conventional sewage plants, the’ per capita construction

costs in small towns exceed those of larger towns. When one

'adcs to these larger costs the higher per cgpita cost of
i- sewers in small commnnities, the financial burden on small
communities'beccmes‘considerable;

Further compounding the problem are the financial naivete .
of small communities and their propensity'to give over the |
management of construction grants to A/E firms; Who are no
better equipped to make financial recommendations.

Moreover. these financial problems will increase.; A
conservative projection is that 88 percent of all of the’
plants on'the needs list for the next 10 years are small

plants serving small communities.

on New York City State gperations and Maintensnce Aid,
April 1979,
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. | A strat.égy ﬁo deal with this problem would be (1) to
influence a grantee's choice of wastewater treatment
’ befbre a lacked in preference is,reached and-(2)'to fﬁnd and
provide tools for gréntees to develop comprehensive financial
plans. Sucﬁ a strategy would lighten financiaiAburdens of
communities and.protht the federal financial and environ-
mental investment.

Current Financial Planning in the Construction Grants Program

Many grantees involved in the construction grants program
ére unsophisticated technically and financially. To date,
the Agenc&'g concern has been primariiy with their lack of
technical gngineering gskill. However, we have come to realize
‘m “that while technical skill is ixppqrtant. financial ability
is as.essential and pé:haps more soO.
The construction grants program is currently structured

so that a grantees m$y~hire all teéhnical skills conceivablyv

LB

- necessary to meet planning, design, and consﬁruqtion~require-
ments ;osed by water pollution problems. In addition; both
States and EPA provi&e back ﬁp technical skill to assist in

.and Feview'the work done for grantees by consultants.
Unfortunately,.ﬁhe Construction Grants Program provides almost
no assistance ;n fiscal or financial matters related to sewagé
treatment needs. This imbalance should be rectifié&, especially
since thé C;G. program is increasingly characterized as an
effort in which most of the federal activity is financial -and

. where significant financial consequences occur in communities.




TABLE 2: Underlying and Intermediate Causes
of the Financial Problems Associated
with POTW's

» Underlying Causes Intermediate Causes Problems

, ‘Excessive and
) onerous costs

Failure to explore

Lack of‘iocai *
‘sophisticationfi j alternatives

Inaccurate cost data

Poor exploration of
funding options

Poor choice for ‘other
reasons: politics,
orientation towards
growth :

Inaccurate estimate of -—)' PTlants out of
O&M complzance

|Cack of asslistancel-—)

Inadequate user charges

|piversion of revenues
from user charges

Failure to generate money

for expansion or major
replacement

Inflated projections
of population growth;
overestimates of
water use :

INo money forl
) expansion
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. - Small Communities Wastewater Systems, a recent report

for the Water Planning Division written by the Government
Finance Research Center of”ghe Municipal Fingncé Officers
Association (MFOA), stated that financial analysis and planning
are weak in public sector planning programs of all types. The
report asserﬁs that 3ﬁst as a large business cofporat;on
would "hesitate to invest in a new plant without .projecting
-an acceptable'financial'rate of return on its iﬁvestment and
knowing ho& the funding will be provided, local officals
often hesitate to invest in public facilities or programs
without adequate assﬁrance that certain financial criteria
can be met." Decision makers need quantitative information.
. Despite the fact that the value of many public goods and
| serQices éannot be expréséed adequately in dollars, estimates.
are necessary during the planning of a wastewater treatment
systeﬁ. |
It is acknowledged ghat the development of water pollution
abatement £echniques are absolutely necessary by the local
communities and that bolluter_s M should pay for
péliution abatement. To accomplish their task, they shou1d 
become aware not only of the technical options available to
reduce poliution Sut also of finanqial options to fund their
choices. EPA funds and suppdrts the entire technical chain
from identification of need to'final construction; the
.Construction Grants program should provide sdund fiscal/

. financial assistance as well.




costs associated with a éarticular POTW option. We should
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One possibility is to make total financial planning for

sewage treatment programs grant eligible. The eligibility

should extend to any Grantee -- a municipality, a special

district or a group of municipalities. The eligibility also

should cover either in house expertise or consultants to

local communities.

A STRATEGY FOR SELF~SUFFICIENCY - .

In.order for EPA's investment of billions of dollars in
sewage treatment plants to pay off in terms of cleaner water;‘
we must suoport our invectment from not only the engineering-
but also the financial perspective. To dnte, that support
has been oriented primar;ly toward the engineering integrity
of the plant and not toward financial soundness.

WeAnow require considerable cost information of grant
recipients. RAs stated cbove; the cost informatlon is cimeal

primarily at engineering cost effectiveness of the capital

'facility. This information is used to restrain the capital

cost of a POTW and ostensibly is used to develop user charge
systems later. While estimates of some of the costs are
supposed to be part of the Step 1 facility plan, the costs

provided do not assist the grantee in assessing the total

provide for or help the grantee to recognize total costs,
long term expansion as well as short term O&M. For instance,

O&M costs will vary with the type of treatment chosen, as

will future equipment replacement and eventual expansion in
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capacity. Thus, the Construction Grants program should
develop a conscious, comprehensive policy to foster long-

term financial self-sufficiency by all grantees. However,

'addreséing financial matters in a gener;c and eomprehengivg
manner, 5reakinq through the tendégcy to think of the ‘
Construction Grants program in terms of Steéé 1, 2, and 3,
requires a different conceptual framework, that of financiai
self-sufficiency. ' |

- Long-term financial self-sufficiency is not. a néw conéept.
It is encountered frequently ;n the legialative:history of

the Clean Water Act and in discussions with Water Program

étéff, usu#lly in terms of operating POTW's on a "utility"
or "enterprise” basis. Uﬁfortnnately. such discussions
usually.center around the User Charge $y§tem;'a necessary
but insufficient requirement for a Mutility” iiké ope:ation..
" Listed belﬁw are some indicatp;s of self-sufficiency:
1) Determination of Community's Financial Chafacteristics
2) 1Initial Estimation of Costs & Comparison of Alternatives
(+ disclosure)
3) 1Identification of Financing Mechanisms for CQpital
~ Costs and of Revenue Source for debt serviée and
O&M
4) Development/Implementation/Revision of Re?enue Systems
5) Planning of capital improvements -—expansion and
replacement-- with an appropriate planhing horizon

'fg;g.§ 5 years)




ELEMENT l1: -EARLY INFLUENCE

The purpose of early contact with grantées and potenfiai
grantees is to establish a context in which a community can
ratiohally chobse (1) a method of treating wastewater, (2) a

means of financing, and (3) a plan for operating, maintaining,

and eventually. expanding its sewage system.

To -that end, a community must learn not only what it
must do, but also what it must avoid. Early inf;ﬁencé;
whether in the form of pane;s of peers (:epresentétives of
similar communities which have built POTW's), case histories,

or formal studies contrasting the costs of different methods

of treatiﬂg wastewater, would aim to do the following?

1. Alert grantees to the pitfalls of choosing and
operating POTW's, such as:
o the inefficiency and high cost per household of
. excessive capacity. | '

o ;he neceésity to have legally enforceable
contrécts;.rather than “letterﬁldf intent," with
industries that want to use a POTW.

o the fact that O&M costs usually surpﬁss annual
debt service.

o the likely local share of ghé new wastewater
system (typically 35% to 598).

o the likelihood that O&M costs will increase

faster than personal income.
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o the neceséity to present ali costs as incremental
. - costs per household. o
o - thé increased costs per housgpold when an increase
in capacity meahs using a different method of
treatment. |
2. Alert grahtées to generic cost tradeoffs between?
o alternate and cohventional means of treating
wastewater:
o capital costs.and OQM expenses.
3. Aiert grantees to the different optima for small
and large plahts. for urban and rural communities.
4, Alert grantees to the range of possible financing
arfangements; including that of a éounﬁy's issuing
.- . . bonds on behalf of the grémt:ée(s) .
| S. Alert grantees to fﬁe range of state and_federal
assistance, iﬁcludipg state management of construction
gfants for the smalles;'recipients.
6. Alert grantees to the necessity éf foreseeing a
range of outcomes for each choice: best, worsﬁ,
and most likely. |
7. Aiert grantees to the value of early environﬁental
aésessments.-'
8. Alert grantees to community needs which Qill compete
for funds with waste treatment plants (e.g., schools).
Three vehicles for early influence are panels of péers

("peer matches"), case histories, and generic comparisons

. of costs. ."Peers" may be knowledgeable representatives of
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communities that have built and operated POTW's successfully;
professors, or consultants. All serve free as a public
service, with ﬁnly their expenses reimbursed. Case histories
may be presented as written nérratives; slide shows, mbtion
pictures, of video tapes. Formal éost compirisong cqniain'
the relevant ratios, tables, charts, projections, and gash
flows.. |

In some sense, these three vehigles address three'
différént_audiences: the sophisticated, financially combetent
grantee; the naive, but able grantee; and.the grantee who is
overwhelmed by the prospect of a construction grant. Casé
histofies, however presented, aﬁd peer panels~are-appropriate
for~the~third categofy. Cost studies and peér matches will
“assist the naive, bﬁt.able qrantee. The sophiaticaﬁed-gxantee
should féquire 6nly the formal cost comparisoné.

Describing the Community and Costing the Alternatives

Assigning the costs associated with sewage treatment
alternatives'is-a necessary exercise for -a local comhunity.
A facility plan requires some of these costs- PRM 76-=3 requires.
identification and notification of total and annual local
‘costs. The purpose is to communicate these costs to the
public. PRM 79-8 gives guidelines fof telliﬁg how expensive
a project is relative to a community's median income.  However,
the cost aésessmenﬁ should include not only the capital

costs, operating costs, and replacement costs but also future

expansidn costs and Eggbhousehold costs.
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d

Answers to the following questions (some which are required
in the facility plan) should affect the costs a community
foresees and influence the choice it makes.

Wastewater System>06sts:

(1) How much is the local share of the capital cost

(12-25 percent of the total Step 1 - Step 3 grant
- costs)? o

(2) What are the potential 6perating costs, including
such items as sludge handling, staff salaries,
chemicals, small repairs, small eqﬁipment replacemeqt;
and support equipmént? |

(3) what is the expected life df the major equipment

and the replaéement costs (including major collector

lines. )?

' Future Needs:

" (4) What growth (when, where, and how much) ‘does the
coﬁmunity expect? Would this growth require
expanding the treatment plant? '

{(5) Wwhat would be the expected cost of expanding the
- treatment facility and collector/interceptor lines?.
(6) What is the probability that-the community (A) will
decline ih‘éopulation. (B) will-have a stable
population but . increase or decrease its tax base,
(C) will have ‘a declining economy and tax base?

With these questions answered honestly, a community can

choose a method to meet its treatment requirements.
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EhEMENT 2: EXPLORING FINANCIAL ALTERNATIVES

The next part of the financial strategy is to explore
the available funding and revenue mechanisms.

Sources of capital for communities to pay for their 10-

25 percent share of the cost of a sewage.nreatment plant are
typically general obligation bonds or :evenue bonds. In
addition, small communities may apély for loans and grants
from the Farmers Home Administration. The.Municipal Financa
Officers Association (MFOA) suggests, howaver{ that local
governments be aware that other forms of funding exist.

Tney arise from changes in legislative actions. innovations.
in bond financing and other financing techniques, and altera-
tions in State and Federal grants.

Revenuefoptionszrange-from having the facility generate
revenue to having the community at large support the sewage
treatment plant through dedicated ad valorem taxes. Appendix A
describes these and othar sources of funding and revanues |
in detail. A key point to build into any financing program,
according to the Municipai Finance Officers Association, is
that if a wastewater system is not going to be financed from
general revenues, it must be self-supporting: Section 204

(6) (1) (E) of the Clean Water Act supports this point.

Therefore a wastewater system must generate'sufficient reve-
nues to cover annual operating and maintenange costs, pay
interest and retireioutstanding debt, and make the capital

outlays required for periodic plant modifications and

expansions.
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'.Estimate the cost of future expansions

" An important part of EPA's financial strategy should
be its statement of the 1ong—term posture of the Construction
Grants Program. There is considerable feeling, in Headquarters
- at least, that the CG program is a fone—tine program” intended
_to.abate existing water pollution -- with expansion and replaee-
ment to be the sole reeponsibility of the grantee. Specifically,
the feeling is that while EPA funds reasonable reserve capacity,
the local community should bear the costa of any additional growth
in éopulationver-industrial/business activity; that is, the
Agency should not be at risk to provide funds fqr incremental
pollution resulting from growth. ‘

A statement by EPA reflecting this feeling is especially
important in light of the latest needs survey. The survey
' deeeribes existing needs of §lg§§,-but it projects only $30
billion in committed funds over the next 5 years. It does
not appear that this policf of "one-grant funding" or these
monetary constraints have been communicated clearly to
grantees. The result has been considerable uncertaintys

A manifestation of this uncertainty is a lack of dlligence
by many grantees in providing their own financing for long-
term treatment needs. If the Construction Grants program is
to be a 'one-grant program,' EPA should make this policy

explicit (with necessary guidance to accommodate.the'staged'

projecte of large municipalities).
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Thus, given a one-grant policy, communities should anti-

cipﬁte the need to expand their systems at the time they
. prepare their original finanical plans. They should be aware

of and build.into their revenue schemes the means to finaﬁce
replacement and expansion. -

Two ways to pay for expansion are penefit assgssment
»charges and connection charges. "Appendix A describes both
types of charges.

Table 3 summarizes this approach to funding.

TABLE 3

1. Determine capital costs.

Raise funds for construction through:
General Obligation Bonds
Revenue Bonds

Farmers Home Admlnistratxon loans or grants
Other Sources

o
o
o
o
2. Determine needs for on-gbing‘revenue.
Fund O&M, debt service, and routine replacemenﬁ through:

o User Charges
o Dedicated Ad Valorem Taxes

3. Determine costs of expansion.
Finance growth through:
o Benefit Assessment Charges
o Escalating Connection Fees
(o] Cther Sources
Communities should understand that some financial require-
ments may not be explicit. For example, paying for certain
kinds of facilities may imply subdivision or zoning regulations

or ongoing éommunity plahning programs. All of these have

cost implications for the community and for local deve;operé

. through subdivision fees and costs of construction permits.
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Prégare the financial plan

According to the MFOA, a financial plan is léng range in
nature, but not static or unalterable. It should be a strategy
fof1funding and‘supporting a POTW. Markets change: new
opportunities emerge. |

Mo:eover. a community's needs and concerns.are not
constant. Edwin Wells of Bartle Wells Associates suggests
that a financial plan should specify timing and costs, but be
flexible enéugh to take advantage of revenue changes. Thus
the financial plan should contain triggers so that}as interest
rates and the construction index change, communities alter
their financial schemes .

Yet a financial plan encompasses more than long term
revenue/expenditure pfojections. It also assesses the credit
capacity of a grazitee.~1 the best way to market bonds and
notes, the best way to set upVaccoﬁntingvsyQtems to service
debt and to manage operation and maintenance, the best way
to manage_caéh and inyestments s0 that capital will be
available for future‘expansion. For example, marketing
bonds is a.specialty and, if properly done, can saﬁe a commu-

nity much money through a lower interest rate.

1. Both Booz Allen and Hamilton and Peat, Marwick,
Mitchell have designed procedures to assess the
financial capacity of grantees.
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Many grantees, however, do not have bond ratinés'because
heretofore they have not gone to the capital‘markets.. Booz
Allen and Hamilton's 1978 study of 346 New York communities
‘found that 58 (17 percent) were'unrated.2 These unrated
grantees need instructions, a handbbok telling them-exactiy
how to get a bond rating. Anécodotal evideﬁce suggests that
the incomplete prepérgtions of many such grantees result in
their receiving lower bond ratings than they deserve.

Get the lowest possible interest rate

"A" rated bonds can vary over 1 pércent even in a stable
market, because a rating does not set é‘specific interest
raﬁé.‘ Just a 0.1% (one tenth of one percent) saving on 1
million dollars equals $10,000. Edwin Wells describes a
caméaign to sell muhidipai'bénds as "a combination of infor-
mation and promotion. The objective is to reduce.bond interest
costs by stimulating competition. An official statement is
"part of‘the campaign. The statement provides inforﬁation
and promotes and discloses information with a primary purpose

of stimulating bidding and reducing interest rates.”

5. Booz Allen and Hamilton, Assessment of the Capacity of
Local Governmenta and the StQEgrof New York to Finance
Public Wastewater Treatment Construction, April 28, 1978,

P IiI 20
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TABLE 4: Areés in Which Grantees

Need Assistance

FINANCIAL REQUIREMENTS OF
A FACILITY PLAN R

AREAS IN WHICH GRANTEES
NEED ASSISTANCE

1.

3.

Cost Effectiveness Analyses.
Choose treatment method .
whose total costs (capital
and O&M) have the smallest

" present value.

*A brief statement
demonstrating that the
authorities who will be
implementing the plan
have the necessary
financial, institutional,
and managerial resources

available to ensure the

construction, operation,
and maintenance of the

- proposed treatment works."

Estimates of total capital
cost, the local share, the
expected method of financing,

" annual and monthly debt service.

and O&M charges, connection

charges, and total montly charge
to typical resident. (PRM 76-3)

Estimated costs of
prospective sites.

D, A AP el sty D S — — . — —S— —

— A bttty I D copy. S s Wty S ey w—

1. Analysis‘of credit
capacity.

. 2. Analysis of financing

options.

3. Obtaining a credit

rating.
4. Marketing bonds.

5. Devising a revenue
system to accommodate:

o debt service
o O&M

© Replacement
o Expansion

6. Developing a program
of "cash management,"
since the revenue
stream will be even,
but debt service,
replacement, and
expansion will be
irregular or periocdic
expenditures.
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Thus Staff professionals or firms having knowledge of
4 . the bond market ‘and investment brokerage should be available
to assure the best possible financing scheme for a community.
Unfortunately, expénses incurred in marketing bonds are not

allowable. To be allowable, they would have to be specifically

authorized in the Clean Water Act. We believe EPA Shoﬁld |
seek the necesgéry change to P.L. 92-500 and‘fund or otherwise
provide to local caﬁmnnities the ability to have the best
profeséionél financial advice available. | _

A sound-fipancial/fiscal footing for‘POTW's should lead
to better water quality becauge commupities can service debt;
because the plants will be run more efficiently, and because

replaéement and expansion will be built into a community's

"’E ~Vneeds. 

ELEMENT 3: EVALUATING ECONOMIC HARDSHIP

If sma11‘c0mmunities are financially sfrapped, will they
be able to pay even the 25 percent of the cost of a well-
designed, appropriate system for treating wastewater? As
part of a total fiﬁancial strategy we suggest that EPA
considef paying more than 75 pefcent of the caéital costs for
communities meeting "criteria” of economic hardship. 1
Assessing economic hardship would occur as the third phasé

of the strategy for assuring financial integrity:

. T~ Some states already supplement EPA's funding. EPA should
‘l’ consider the level of state funding when it decides how
much more to pay in hardship cases.

»

: | , o - o :




STRATEGY

1. EARLY INFLUENCE

Up front agency contact with grantees on the priority
. list to show them the generic cost tradeoffs of various

treatment alternatives.

2. ‘FINANCIAL PLANNING
After a grantee chooses a particular treatment option.
EPA requires and funds a complete financial plan.

3. ECONOMIC HARDSHIP

States ascertain community hardship. If a treatment
system would impose undue hardship, EPA would increase

its federal share of the capital costs.

mo—

. Again, "economic hardship isﬁos't likeiy to occur in

j small, - rural, relatively poor, unrated or low [bond] rated
communities proposing new copventional treatment systems;" 1
Burns and Cahill of Booz Allen Haﬁilton correlated user
chargeé,as a” percent of median family income with a set of
typical POTW variables. 2 'Tth.concluded that:

o small villageé and towns are harder hit than larger

towns ahd oities.
o | The more costly the system, the greater the impact

on the community.

I, Burns and Cahill, Sewage Treatment Costs: Assessing
the Impact on Communities, p. 3.
2. a) type of munlicipality, b) population and population
density, c) family income, d) type of proposed
. ' system, e) bond rating, and f) capital cost -

L3
. . ) ‘
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o The greater the family income, the less the hardship.

on Developing a new system has a greater impact tﬁan

| expanding an existing system.

° Communities with low bond ratings experience more

hardship than communities with higher bond ratings.
Burns and Cahill urge’ihat such communities "be identified
early on in the Construction Grants process so they can be
‘encouraged to explore alternetiée, less costly approaches to
wastewater management.* | :

Keith Dearth of EPA .found that (1) small communities
located on tributarzee with low flows are often required to
. construct expenaive;hresource intensive‘tertiary'treatment’
plants, (2) the conventional collectzon aystem not funded by
EPA generally representa 80 percent of the capital costs in
rural areas, (3) small communities cannot spread capital -
costs .among lefge populations whose homes have BeenASewered
previously.1 .

Importantly, increaeing the federal share for such
communities would not greatly tax the construction'grant
budget. BoozZ Allen and Hamilton's study of POTW's in New
' York State showed that only 15 percent of federal construction
grant dollars go to communities with "inadequate"2 financing

capacity.

l. Keith H. Dearth, "Current Costs of Conventional Approaches,"
National Conference on Less Costly Treatment Systems for
Small Communities, ’ Reston. Virginia.

2. Inadequate = high probabillty of being excluded from
the bond market
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Table 4: Distribution of Federal Construction Grant
Funds by Categories of Financial Capacity

e . N=346

| I 1 |

| ADEQUATE | MARGINAL | INADEQUATE |

{ CAPACITY = - CAPACITY CAPACITY

T _ | B | I
ll# TOWNS { ) ;_229______”} , 28 b 89

| §
| PERCENT FEDERAL CG| ~ | _ '
| BUDGET MEETING | .68 i .17 .15 |
| LOCAL FINANCING | . | | |
}Rzoummms_____} , } {

fund 87.5 percent of the capital costs of POTW's in communi-

Source: derivgd from Booz Allen and Hamilton _

Adequate: Likelihood that financing a POTW Qith‘bonds will not
lower a town's bond rating. |

Marginal: Likelihood that financing a POTW with bonds will
ldwer the town's bond rating.

Inadequate: Likelihood that town cannot enter the bond market -

.Yet these communities comprised 26 percent of the 346

communities studied.  Thus, EPA's incremental commitment to

- such communities will be relatively small. For example,

incréé;ing the Construction Grant budget by 3 percent will

ties with inadequate financing capacity. The potential benefits
are great; The number of’POTW "horror stories" should decrease
substantially. . | |

‘ There are sévéral ways to assess economic hardship.

The Farmers Home Administration, whose grants and low interest

loans may be used for POTW's, considers making grants when

r
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annual deb£ service exceeds critical levels of median family
‘I’ income. EPA's own measures of hardship eﬁplog both debt

service and annual O&M éharges per household. The State of
Virginia judées_harddhip to be §conomié impact greater than
that of thg State average (user charges/médian family income}).
Using elements of several approaches, Burns an& Cahill of
Boo; Allen an§ Hamiltén have devéléped a comprehensive tech-
nique to evaluate economic impact. Appendix B presents
these procedures in.more'detail.

In cases of genuine hardship, EPA has three choices:

1) Coordinate’various grant mechahisms and fund more

tﬁan 75 percent of the caﬁital costs of a POTW.
2) Fhﬁd POTW's as it has in the pést - and see poor
‘I'— ’ | communities sad@led with costs they cannot afford
and plants they cannot maintain. |

3) Do not build POTW's in hardship cases.

- Choice 2 (the way EPA now operates) is the worst of
the three cﬁoices. ‘Generally such ﬁlants will be out of
compliance. If the env;ronmental'benefits of a particular
POTW are small, choice 3 is the best. However, if the
enviro?mental benefits of.a given POTW Are substanﬁial,

EPA ought to consider choice 1.

OPTIONS FOR IMPLEMENTING A PINANCIAL STRATEGY

Before the options are reviewed and one is chosen, some
assumpfions should be made explicit.

Assumptions

o The option chosen should increase the self sufficiency

of the sewage treatment plants being funded.




27~

o The option chosen should be consistent with the
role of EPA as a "franchiser" of the construction
grants program. | ‘

o . ‘e option chosen'should'require relativély féw
EPA personne;.

o The option chosen should promote simple, useful

.systems, local autonomy, local responsibility,
and minimal delay. i. ‘
) The option chosen should not lend itself to abuses..

o Communities suffering genuine4ha;dship may be reim- -
burséd at'gfeater than 75 pefcent.v

OPTIONS | -
The following four options describe the range of possi-

. " bilities, but they are not exhaustive. ‘ | '

| 1. Continue the present policy. Regulations require
grantees to_gxplore several means of treating
wastewater. They do not, however, helb-or require
communities to assess the total long range and
short range fiscal impact of the options they
conéider, nor do the regulaﬁiona require commu-
nities to exaﬁine the financing alternatives.l

2. Make the cost of financial planning as defined

in this paper an eligible expense (but not a

1. 1If the draft PRM 80 now being circulated for comments
becomes policy, new Step 1 grantees will receive 75%
reimbursement for assessing the "financial impact® of
the different ways to treat wastewater. Draft PRM 80

‘l’ " represents a choice midway between Option 1 and Option 2.
' Unfortunately, it does not define "financial impact.”
Nor, because of ARB decision #2, can it assist in
marketing bonds. -
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réquired expense). State personnel reviewing

a facility plan would note that a grantee either
had'checked‘off from a "master list" the items
it included in its fiscal assessment -- or had
waived its rights to the assessment. Grantees
would do the financial planging themselves §r

would hire competent consultants recommended

by a state league of cities. EPA would make

available guidelines, handbooks, seminars, hot-
linés. and othef materials so that g;;ntees

could check the work of financial, planning,

and engineering consultants.. )

EPA would arrange with groups like the Mﬁnicipal
Finance Officers Association (MFOAR) or the California
League of Cities to furnish é financial planning |
service to grantees. The MFOA or St;te leégues of.
cities could also arrange “peer mﬁtches“ and
disseminate'case studies. These services would.Se

grant eligible, but not reéuired. Grantees would

pay 25 percent of the marginal-cost of providing

~ the service. EPA would provide the fiscal assess-

ment package, pay the fixed costs, and pay 75.
percent of the marginal costs. .
State personnel (or possibly EPA personnel from

"service éenﬁers“) would make fiscal assessments

of grant recipients. Grantees would pay a nominal
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fee for this service. If States managed Constru-
" tion Grqnts for small grantees, state personnel
would be the logical persons to write the financing

plans in these instances.

Options .2, 3, and 4 may vary in the following ways:
1. EPA may~32£2 the percentage 6f financial planning
| expenses it reimburses. - For example, using the-
principle of disallowing the ordinary operating
expenses of local government (é;g.; salaries and
expenses of a mayor;.city council members or city
attorney), EPA may reimburse only the expenses of
Qrantegs whose ordiﬂary operagiohs do not include
. making- figcal ,as'_sessments.' These grantees are
typically rufal; poor, and small. Of, EPA might
use hardship criteria té-depide which grantees to
reimbgree fully. '
2. EPA may reguiré fis§a1 assessments of all grantees.
3. ‘Statgs maj review the quality of-the fiscal
‘assessments.

Evaluating the Options:

B oétion 1 makes grantees'fully responsible for any
fiscal assessments they choose to make. It also forces
" grantees to pay tﬁe full costs of assessments. Right now,
grantees which can afford a finahcial assessment already

uhderstand its benefits and purchase the service. Those

.. that do not generally cannot afford the service. Thus, this
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option is not consistent with the role of EPA as franchiser,
és a provider of mahagement training and services. Further,
this option does not promote the self-sufficiency of POTW |
plants. “POTW" horror stories will occur répeatedly, with
continuing cbmplaints to Congressmen and probably no increase
in’plants' compliance. |

Option 2 helps grantéeé to pay the cost of fiscal assess-
ments and théreby provides an incentive for grantees to
undertake full-fledged fiscal assessments. Grantees, however,
remain responsible for decidiné to do the‘assessménttand for
its ultimate quality. The selffsuffiéienéy and rate of
: comﬁliancé of POTﬁ's should improve.' o

This option is also'fairly consistent with EéA’é role as
a franchiser, as provider of managément services. Yet EPA's
investment is minimal. There is no added review time. The -
cost of providing fi#cal assegsments will appear only in |
requests for payment, not in additional personnel and not in
increased Budgets. ‘

Option 3 would ensure that fiscal assessments ﬁse the
same methodology and exhibit an even éuality. Because EPA
would aevelop ﬁhe.“finéncial planning package," the Agéncy
truly would bé a franchiser. However, if the metﬁodology
were occasionally 1nappropriate,.grantees might blame EPA.
Optidn 3 would require EPA to invest more money and personﬁel

than Option 2. Providing fiscal assessments would have to

appear in EPA's budget. Further, Option. 3. would require




more time to implement than Option 2. Nevertheless,‘the |
overall‘self-sufficiency of plants should increase.

~ Option 4 places full responsibility for fiscal assessments
6h EPA and on the states operating under delegation agreements.
Further, Option 4 is the most expenﬁive wa& to provide ﬁiséa;
assessments, requiring both EPA personnel and probably siéni-
ficant resources. Self-sufficiency of POTW's should increase;
Conceivably, Stétes could mﬁke the assessments. However, the

experience of California in providing an "Evaluation Assistance

_Service,” which checked grantees' accounting systems was

that 205 (g) monies were not sufficient to support an optional
activity.. In place of the Evaluation Assistance Service,
California substituted something akin to Option 2: the

opﬁortunity for'grantees to attend seminars in accounting

" and negotiations. . California {and now EPA) have made the

cost of attending the seminars an eligible expense.

Additional Considerations

If EPA enacts Option 2 and changes no other regulations,

it will put into effect a crude mechanism to vary funding

of fiscal assessments. That mechanism is the criterion of
not reimbursing costs of "normal governmental operafions."
Applied t§ the cost of fiscal asséssments, this criteri&h
would reimburse the‘coéts of a “tafgeted“ group -~ small
grantees whose ordinary operations do not iﬁclude making

fiscal assessments. EPA should consider, however, whether

this mechanism is equitable.
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Another consideration is the effects of requiring each
grantee to make a fiscal assessment. On one hand,
requiring fiscal assessments would make more plants self-

sufficient. On the other hand, this requirement would spawn

many more consulting firms. Those firms would not have to

. compete fiercely for contracts, nor would they have to justify

their products. Potential abuses exist.

Third, if EPA both required and reviéwad fiscal assess-
ments, the cémplexity of the Construction Grants program
would increase. For each grantee, review‘time would lengthen

and the additional consulting agreement would have to be

audited.
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User Charges. These charges distribute the costs of

operating and maintaining and often servicing the débt among
the users of a éewage tréatmenﬁ system. There is usually

a unit of use (perhapa amount of flow) distributed in an
equitable manner among households, businesses and industries.
A simplé system, for instance, might asaess“a single family

detached house at 2.2 units, a garden apaftment at 1.0 units

and a small grocery store at 4 units. The monthly fee might

be $6.00 per unit, determihed by dividing total annual costs
by the total number of units. .

Another locality might develop user charges by adding
the total amount of money required ﬁo service the.debt service
(capital construction) to the total anticipated 6perating
expenses for any particular year. The sum becomes'a part of

a ratio of metered plant inflow to cost. The locality next

allocates the f£low among users and chargeé each accordingly.

Other systems of user charges assess pérticipants not.
only by the ;mount of flow but also by its strength.

It is important that user charges reflect the fﬂlﬁ costs
of épepation; maintenance, replacement, and debt service.
To secure a budget for replacement, planners may have to use

the word depreciation rather than replacement in some

discuésions.

Ad Valorem taxes supporting the construction, maintenance,

and operation, and replacement of sewage treatment facilities

distribute the costs of a POTW beyond thé user to the community
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at large. The premise is that all benefit from clean water.'

Ad Valorem taxes can be subject to legislative action by the

community at large.

A Ready to Serve Tax or "stand by charge™ is a tax on

undeveloped land where sewer lines are in place. This tax

- encourages developmenﬁ within the existing service.aréa..

I£ réduées ﬁhe probability of "leap £frog" develdpment# Which
- require massive éxtensions of sewage lines, puﬁp over of |
effluent from one basin‘to another, expansion of treatment
capacity, or even new sewage treatment plant constfuction.
A ready to serve tax can be part of a current o&ﬁ'budget or
become~par£ of a p;gnt expansion or construcﬁion fund.

-

‘Anticipating Expansion

Benefit Assessment Charge is a way of dividing the cost

'pf capital coﬂstrpction among the eventual users. It works
by the community estabiishing a lien on property being served
to ;uppoft construction of either a POTW or a sewer line.
Typically it is a one time only charge at the time of
consﬁructioh financing. '

Connectidﬁfdhafgéé‘are one-time fees imposed on new

- users of a system. The fees vary in the same manner as the
user charges, and they are usually part of building'permit
fees. They can remain constant, or'they can escalate annually.

Escalating connection charges typically increase each year

and are tied to én appropriate index.




A-4

Connection charges usually finance plant expansion. In
order for them to be functional, a grantee should determine
plant expansion cbsts when the original plant is built, and
the connection charges should be based upon increments of
growth to meet the expansion cost requirements. By tying the
charges to a construction index,‘the connection charges will

always be current with plant expansion costs. In this way

growth pays for itself. o
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APPENDIX B: Ways to Evaluate Hardship

There are several wéys to aésess economic hardship.
1. FmH:A. The U.S.D.A. makes low interest loans and grants
for community facilities available to ;urai areas and towns
with populétiona up to 10,000. Wastewater treatment syétems
arezeligible for FmH.A. funding;-'According to Booz Allen
and Hamilton, thevEmHK will consider ;ssuing grants dnlyv_
when annual debt service per houqehbld exceeds:
o .75% of a median family income lesé-than $6,000
o 1.0% of a median family income between $6,000
and $10,000 ‘
o 1&25% of a median family income greaﬁe? than
10,000 L
2. gg&Lg_hafddhip criterion compares user chérges from new
facilities to the median family income of a service Area.
Hardship occurs when (1) average debt service per household
exceeds one percent of locgl medianAfamily income and'(2)

when the sum of debt service and operations and maintenance .

" charges per household exceed two percent of local median

family income.

3. EPA has also def;ned én "expensive" wastéwater facility.

A facility is "expensive” when average debt sérviceAand operation
an& maintenance together exceed the following bercenﬁages Sf

median family income:

1.5 ¢ if median household income is.lesq than $6,000

2.0% if median household income is $6,000 to $10, 000

2.5% if median household income is greater than $10, 000
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Note that the FmHA criteria evaluate capital cost; the

' EPA criteria evaluate the cost of O&M to the level of capital

expense.

4. State of Virginia. Virginia assesses hardship as part of

its review of the priority list. The Virginia approach
egséntially divides total user charges for all utilities by
localﬂmédian family income and compares the result to a o
statewide average of utility charges-as a pefeent of state
median family income. If a community pays morehin proportion
to its.inccme than the state average, it ié termed as a |
hardship and is eligible for funds. Virginia then_ranké the
hardship cases; the greatef the ﬁarddhip, the larger the
percentage the state funds the community receives.

5.  Burns and Cahill of Booz Allen and Hamilton have combined

three of thesg aéproacheé to develop a conceptual process for
ranking each c0mmunit§ in a state. Based upon median family
income and user charges, their approach has three possible
outcomes: . -
(1) qudship; {2) Potential hardship, and (3) No hardéhip.
Step (1) Assess all user charges iﬁ a giveh State as a
percent of local median family income.
Step (2)  Calculate the average user charge as.a éercent
of state mediap family incqme'

Once Steps 1 and 2 are completed for each sﬁate, cne can

rank any new proposed sewage treatment project or proposal
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‘.' . anyWheré in.the U.S. When ; muniéipality considers one or
more specific alternatives, thén Steps 3 and 4 show whethef
the municipality will suffer hardship.

Steé (3) Determine usef charges for the new-facility'as a
percent of local median family income
Step (4) Compare uéer charges from Step 3 to EPA's is 2%
criterion and to the state}éverage from Step 2.
Place the applicant in one of three categories.
Hardships . Ptojected.uaer charges exceed 2% of local
median family income.

Potential Hardship: Projected user charges are less than 2%

g _— of median family income but more than
the state average.

. . No Hardship: Projected user charges are less than 2%

of median family income and less than

state average.




